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ABSTRACT

SIMULATING STOCHASTIC DIFFERENTIAL EQUATIONS USING
ITO-TAYLOR SCHEMES

Baylan, Ekin
M.S., Department of Financial Mathematics

Supervisor : Assist. Prof. Dr. Yeliz Yolcu Okur
Co-Supervisor : Assoc. Prof. Dr. Omiir Ugur

September 2014, 69 pages

The aim of this work is to understand the stochastic Taylor schemes and to mea-
sure the accuracy of them by comparing their closeness to the exact solutions
at the discretization points. Our assumption is that when we use the stochastic
Taylor schemes with higher orders, we obtain better approximation processes to
exact solutions of the stochastic differential equations. We give the stochastic
Taylor schemes with different orders by regarding the convergence criteria for the
stochastic differential equations. While Euler-Maruyama and Milstein schemes
are derived by using the derivatives of stochastic Taylor expansion, stochastic
Runge-Kutta schemes do not need these derivatives in their constructions. There-
fore, we have the chance to get higher order stochastic Taylor schemes with less
computational difficulties in Runge-Kutta schemes. Moreover, in the application
part of the thesis, we observe that the stochastic Runge-Kutta schemes supply
the best approximate processes to the exact solutions, for instance, in simulat-
ing Orsntein-Uhlenbeck process and in Monte Carlo method for option pricing
models.

Keywords: Stochastic Taylor Schemes, Euler-Maruyama, Milstein, Runge-Kutta,
Stochastic Simulations, Monte Carlo
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Oz

STOKASTIK DIFERANSIYEL DENKLEMLERIN ITO-TAYLOR
METOTLARI KULLANILARAK SIMULASYONU

Baylan, Ekin
Yiiksek Lisans, Finansal Matematik Bolimii
Tez Yoneticisi : Yard. Dog. Dr. Yeliz Yolcu Okur

Ortak Tez Yoéneticisi : Dog¢. Dr. Omiir Ugur

Eyliil 2014, [69] sayfa

Bu calismadaki asil amacimiz, stokastik Taylor metotlarini anlamak ve bolme
noktalarindaki gergek ¢oziime olan yakinhiklarimi karsilagtirarak dogruluklarim
olgmek. Bizim varsayimimiz sudur ki, daha yiiksek mertebeli stokastik Taylor
metotlart kullandigimizda, stokastik diferansiyel denklemlerin gergek ¢oztimlerine
daha iyi yaklagim gosteren siirecler elde ederiz. Stokastik diferansiyel denklem-
ler i¢in yakinsama kriterlerini goz ontinde bulundurarak farkli mertebelerden
stokastik Taylor metotlarini verdik. Euler-Maruyama ve Milstein metotlari, sto-
kastik Taylor acilimindaki tiirevler kullanilarak elde edilirken, stokastik Runge-
Kutta metodunu olustururken bu tiirevlere ihtiya¢ duyulmuyor. Bu nedenle,
Runge-Kutta metotlarda daha az hesaplama zorluklariyla daha yiiksek mertebeli
stokastik Taylor metotlar1 elde edebiliriz. Ayrica, tezin uygulama boltimiinde,
stokastik Runge-Kutta metotlarinin gercek ¢oziimlere en iyi yaklasan stirecleri
sagladigini gozlemledik, 6rnek olarak Orsntein-Uhlenbeck siirecinin simiilasyo-
nunda ve opsiyon fiyatlama modellerinin Monte Carlo metotlarinda.

Anahtar Kelimeler: Stokastik Taylor metotlar1, Euler-Maruyama, Milstein, Runge-
Kutta, Stokastik Simiilasyonlar, Monte Carlo
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CHAPTER 1

INTRODUCTION

The desire of obtaining more realistic models emerges the need of modeling with
the stochastic differential equations instead of ordinary differential equations in
the fields of financial mathematics, actuarial sciences, physics, biology, chemistry,
economics, and so on. Especially, the stochastic differential equations are used
for modeling stock and option prices in financial mathematics.

Stochastic differential equations come into the picture when a system decribed by
ordinary differential equation is influenced by a random term. So, it makes sense
to consider that by adding an extra term to the ordinary differential equations,
they can be obtained. This extra term includes Brownian Motion, named after
Robert Brown in 1827, and brings the randomness to the model. The key point
of the stochastic differential equation is that we cannot compute the random part
by using known ordinary calculus rules, since the Brownian Motion is nowhere
differentiable. Therefore, we are interested in the integral form of the stochastic
differential equations, and the most known versions of the stochastic calculus are
Ito and Stratonovich stochastic calculus. In that area, Kiyoshi [to was the first
mathematician who defined related rules and formulas (1951) for the stochastic
differential and integral equations by generalizing them from the ordinary calcu-
lus. His most important contribution in financial mathematics is the so-called
Ito Lemma which enables us to solve the stochastic integral equations. Alterna-
tively, Ruslen L. Stratonovich introduced the Stratonovich stochastic integral by
modifying the It6 stochastic integral (1966). Thus, we can convert one stochastic
calculus to the other according to the studied field such as physics or biology [22].
While It6 stochastic calculus plays an important role in modeling the stock and
option prices in financial mathematics or determining the growth of a population
in biological science, Stratonovich stochastic calculus is commonly used in phys-
ical science and engineering to determine the movements of particles, or to make
a stability analysis for the stochastic dynamical systems.

Unlike the ordinary differential equations [3], most of the stochastic differential
equations don’t have an exact solution process; therefore, numerical approxima-
tion schemes have been developed by truncating the stochastic Taylor expansion
of the process at some point. Peter E. Kloeden and Eckhard Platen widely
state these numerical approximation schemes in the book of Numerical Solution
of Stochastic Differential Equations [11]. Regarding the convergence criteria,



solution processes strongly or weakly converge to the true solution with an or-
der defined in the Taylor expansion of the process. Leonhard Euler and Gisiro
Maruyama obtained the basic approximation scheme, called Fuler-Maruyama
scheme, by generalizing the Euler method for the ordinary case to the stochastic
differential equations (1955). So, this method is based on the the first differ-
entials of the process. In the following years, Grigori N. Milstein introduced
Milstein scheme for the numerical approximation schemes by using the second
order stochastic Taylor expansion (1974) [I9]. By including more terms from the
stochastic Taylor expansion, we get higher orders of the approximation schemes
such as order of 3/2 strong Taylor scheme, order of 2 weak Taylor scheme and so
on in order to obtain more satisfactory methods. Unfortunately, adding higher or-
der terms of stochastic Taylor expansion to the numerical approximation schemes
is getting more complex and causes some computational mistakes; therefore, in-
stead of them, Runge-Kutta schemes, named after two German mathematicians
Carl Runge and Martin Kutta, become more preferable to propose stochastic
numerical approximations (1901). In these schemes, we do not need the differen-
tiations of the terms available in Taylor expansion and we can get higher order
approximation processes by applying the stochastic Runge-Kutta schemes. For
detailed researches about the scheme, we may refer to the book of Andreas Rofller
entitled Runge-Kutta Methods for the Numerical Solution of Stochastic Differen-
tial Fquations in which he investigated many types of stochastic Runge-Kutta
schemes [26].

Our main objective on this thesis is to understand the theoretical as well as
the computational aspects of the numerical methods for simulating stochastic
differential equations. The stochastic Taylor expansions are introduced, hereby
different types of approximation schemes could be defined for the stochastic differ-
ential equations [30]. We investigate both strong and weak Taylor approximation
schemes such as Euler-Maruyama scheme for the strong order 1/2 and the weak
order 1, Milstein scheme for the strong order 1, weak Taylor scheme of order 2 and
strong Taylor scheme of order 3/2. For higher orders, after we examine the or-
dinary Runge-Kutta schemes, we move on the stochastic version of Runge-Kutta
methods and give the formulations of second, third and fourth stages Runge-
Kutta schemes for the stochastic differential equations. At the end, we support
the importance and the necessity of these schemes with an error analysis by pro-
viding the applications of different stochastic processes, for example, Geometric
Brownian Motion and Orsntein- Uhlenbeck process.

Actually, this may not be enough to understand the accuracy of the approxima-
tion methods; therefore, we are also interested in modeling the price of European
options. Fisher Black, Myron Scholes and Robert Merton developed a formula
to calculate the price of a European type option (1973) [I]. The price is calcu-
lated by Black & Scholes model while the approximation methods are used to
determine the behaviour of a stock price. The weakness of this model is that the
volatility is assumed to be constant which does not capture may essential aspects
of volatility structure, such as volatility smile. Hence, it is more meaningful to
study on the stochastic volatility models in which the volatility is not constant
and both the stock price dynamics and the volatility are modeled by the methods



stated above. A finance professor Steven Heston describes the Heston model to
analyze the bond and currency options (1993) [4]. Instead of calculating the price
of the option at only one time, the price can be repeatedly calculated by using
Monte Carlo method, and the average of them gives more realistic result at the
end. Monte Carlo simulation was invented when working on a nuclear weapon
project in the late 1940s by Stanislaw Ulam. This simulation is the most powerful
way to measure the accuracy of the approximation processes.

In the preliminary research of this work, presented in Chapter 2, we define funda-
mental definitions of Brownian Motion, It6 and Stratonovich stochastic integrals
and then we mention the stochastic [to-Taylor expansions. In the next chapter of
the thesis, we cover classical approximation schemes with different orders accord-
ing to the convergence criteria of stochastic calculus. In the application part, we
compare the methods for various kind of stochastic processes by the error analysis
and give the option pricing models in Monte Carlo simulation to demonstrate the
success of the approximation methods. At the end of the study, we conclude and
give an outlook to future studies.

For the stochastic simulations, we use MATLAB programming [5, [12], 9] 31, 25] and
its toolboxes to help financial engineers and practitioners who benefit the most
from these numerical solutions. The book written by Omiir Ugur, An Introduction
to Computational Finance, is very beneficial to understand how to write MATLAB
codes or create MATLAB functions [34]. Besides, some of the MATLAB scripts and
functions used to implement the methods are given in the appendix at the end
of the thesis.






CHAPTER 2

PRELIMINARIES

In this chapter, we give some basic definitions and theorems of stochastic calcu-
lus [2, 8, 1T} 14} 17, 22]. We consider a filtered probability space (2, F, (Fi)i>0, P)
where (2 is a sample space, F is a o-algebra, (F;):>o is a filtration and P is a prob-
ability measure [I7]. The o-algebra contains empty set, complements of the sets
of the algebra and the union of the sets of the algebra. Here, (F;);>0 represents a
right-continuous filtration and Fy contains all P-negligible events in F. The prob-
ability measure P has the properties that P()) =0, P(Q) =1 and 0 < P(A) < 1,
for any set A € ). We can define continuous-time stochastic process as a set of
random variables X; in the time interval I = [to, T] where ¢, > 0 is the initial
time and 0 < 7' < oo is the maturity time.

Definition 2.1. [8,[I7] A one-dimensional Brownian motion (W;):;>¢ is a contin-
uous and R-valued adapted process which is defined on some filtered probability
space (2, F, (Ft)i>0, P), with the following properties:

(#7) the increments W, — W are independent of F; for each 0 < s < t.
(1i1) Wy — Wy is normally distributed with zero mean and ¢ — s variance.

We call W, as a standard Brownian motion if the Brownian Motion is normally
distributed with the properties that

EW) =0, Var(Wy) =t

and Wy = 0 w.p.1. We can also call this process as Wiener process, so we denote
it by “W,”. Wiener process helps us to constitute the random part of a stochastic
process. Throughout the thesis, we will consider the standard Brownian motions
if nothing else mentioned. A path of the standard Brownian motion is depicted
in Figure 2.1} similarly, several paths are sown in Figure 2.2]

We can also define multi-dimensional Brownian motion W, = (W}, W2 ... W¢)
with d € Z™.



One Dimensional Brownian Motion
0.4 T T

0.2f b

0 0.2 0.4 0.6 0.8 1
time

Figure 2.1: Standard Brownian Motion W, for ¢ € [0, 1].

Paths of Brownian Motions

15 T T

0 0.2 0.4 0.6 0.8 1
time

Figure 2.2: Constructing several paths of Brownian motion W, for the time in-
terval [0, 1].



Definition 2.2. A d-dimensional Brownian motion is a continuous and adapted
process W; = (W}, W2, ..., W) whose values are in R?, defined on a probability
space (2, F, (Fi)i>0, P), and has the following properties:

(1) W; = 0 with probability 1,

(77) the increments W, — W, are independent of F; for each 0 < s < ¢,

(1ii) W, — Wy is normally distributed with 0 mean and (¢ — s)Id, variance.

In finance, we will deal with stochastic differential equations of the form
dXt = a(t, Xt)dt + b(t, Xt)th, Xto = X9 € R (21)

in the interval [ty,T] where the first term is called drift term and the second
term is called diffusion term [29]. However, as the Wiener process is nowhere
differentiable, we define the integral form of the equation (2.I]) as follows:

t t
Xt:XoJr/ a(s,Xs)ds—i—/ b(s, X,)dW,. (2.2)

to to

The first integral is a Riemann integral which is calculated by the help of ordi-
nary calculus. However, the second integral includes a stochastic term and has
unbounded first variation. Therefore, we should define the stochastic integrals
such as Ito and Stratonovich stochastic integrals.

2.1 Ito6 and Stratonovich Integrals

In this part, we will state the most known stochastic integrals, It6 and Stratonovich
integrals, with their definitions. We will also mention about their similarities with
and the differences between each other [I4] 29]. At the end of this section, It6
and Stratonovich Formulas are given as in the theorems stated in [I1], 24].

In order to define stochastic integrals, we consider a partition 0 <ty <t; < ... <
tny =T of an integration interval [to, T'| with the property that

max (ti+1 — tz> — 0 as N — oo.
0<i<N-1

Let 7; = 0t;11 + (1 —0)t; for a fixed 6 € [0, 1]. Then, the series of random variables
N-1
d X, (Wi, - W) as N — oo (2.3)
=0

converge in probability if the process X; satisfies

t
E (/ des> < o0, Vt>D0, (2.4)
to

7



or converge in the mean-square sense if the process X, satisfies

t
IP’(/ des<oo> =1, Vt>O0. (2.5)
to

For different values of 6, we denote a fixed point of the subinterval [t;, ;1] by
the corresponding 7;. For example, for # = 0, 7; describes the left endpoints of
intervals [t;,¢;11] and limit of the series of random variables (Z.3]) describes the

Ito integral as
N-1

t
lim Y X, (Wi, —W,,) = / X, dW.
=0 to

At;—0 4
(]

For 6 = 1/2, 7; represents the midpoints of [t;, ;1] and the Stratonovich integral
by taking the limit of the series of random variables is constructed. We use the
notation “o” to denote the Stratonovich calculus:

N-—1 t
Altiirgo ; Xti+;i+1 (Wti+1 - Wm) = /to X0 dWs.

Therefore, (X;);es is a solution of the It stochastic differential equation
dXt = a(t, Xt>dt + b(t7 Xt)dVVt, (26)

where (W;)ier is a Brownian motion, a(t, X;) and b(¢, X;) are real valued func-
tions.

Moreover, (X;)er is also a solution of the Stratonovich stochastic differential
equation
dX; = a(t, X;)dt + b(t, X;) o dW, (2.7)

with respect to Stratonovich calculus, where a(t, X;) and b(t, X;) are real valued
functions and a(t, X;) is defined as
b

alt,z) = a(t,z) — %b(t, 75 (6,0). (2.8)

We have seen that both It6 and Stratonovich stochastic integrals are used for
the same processes, but the only difference between them is that we are looking
for the midpoints or the left endpoints of the discretizations for Stratonovich
and It6 integrals, respectively [I1], [I4]. Therefore, there exist some relations and
differences between the properties of these two types of integrals because of the
transformation of the drift term (2.8]).

We can say for the relation of the integrals that we can get the same solution
of a stochastic differential equation by using Ito integral as well as Stratonovich
integral, so we can always switch one type of the integral to the corresponding
integral as seen in the following example [I1]: consider a process X; such as

Xt = Xto eXp (2Wt — 2Wt0) s

8



which is the solution of both It stochastic differential equation of the form
dXt - 2Xtdt + 2Xtth,
and the Stratonovich stochastic differential equation is

dXt = 2Xt ¢] th

The It6 integral has a different property than the Stratonovich integral, namely
the Ito isometry, which helps us connect [to integration to Lebesque integration.

Definition 2.3. Let f : I x 2 — R be a Borel-measurable function and X; :
I x Q — R be an F;-adapted process with F <fti des) < oo, for all t € I holds.
Then, the following is called [to isometry

E ((/t:f(s,Xs)dWS)2> =F (/t: fz(s,Xs)ds) . (2.9)

When W, is a Brownian motion with respect to the filtration (F;);cs, the processes
(ftz f(s, XS)dWS) and W, are martingales with respect to (F;);es. Therefore,

tel
E (/tf(s,Xs)dWS) =0

the following property

On the other hand, Stratonovich calculus has another property that is different
from It6 calculus. For example, we can easily calculate the following integral with
Stratonovich calculus because of the property that we can use similar rules with
the ordinary calculus for the Stratonovich case:

holds for all ¢t € [I.

t
1
/ W, 0dW, = =W,
2
0

However, we have different result for the same integration by using Ito calculus,
which is

! 1, 1
W dWs = —W}? — ~t.
0 2 2

Since Ito and Stratonovich integrals have different rules and structures, we prefer
one of them to work with regarding interested studying field. After these proper-
ties we have covered, we are ready to give the definition of It6 and Stratonovich
processes.

Definition 2.4. Let a(t, X;) and b(t, X;) be real valued (F;)-adapted functions,
and b(t, X;) is also Borel-measurable. Then, the stochastic process

t t
Xt:Xt0+/ a(s,XS)ds+/ b(s, Xs)dW; (2.10)

to to

9



is called an [to process if the process satisfies the following two conditions of linear
growth and boundedness:

t
P (/ la(s, Xs)|ds < oo for all ¢ > 0) =1 (2.11)

to

and .
P (/ b (s, X,)ds) < oo for all ¢ > O) =1 (2.12)

to

This definition shows that the stochastic integral equation (2.2)) is well-defined
now.

Furthermore, we can also define the m-dimensional stochastic differential equation
as follows:

dXt - A(t, Xt)dt -+ B(t, Xt)th, Xto € Rm, (213)
where W, = (W}, W2, ..., Wg) are d-dimensional Brownian motion, A(¢,X;) :=
(a1(t,Xy), a0(t,Xy), . .., am(t,Xy)) is R™-valued function and B(t,X;) is R™*%
valued function which can be written as
b, Xy ... b XY)
B(t,X,) = : :
bL(t,Xy) ... b (X))

with j =1,2,...,dand m > 1.

The kth term of a solution X; := (X}, X2, ..., X™) € R™ of a given It6 stochastic
differential equation (2.I3]) has the form

t d t
XF=xt +/ ax(s,X,)ds + Z/ bi(s, X )dW?, XF =azoeR  (2.14)
j=1 "%

to

where ay(t,X;) and bi(t,Xt) are R™-valued functions for ¥ = 1,2,...,m and
i=12,....d

Similarly, we can define Stratonovich stochastic process in one- and multi-dimensions
regarding the transformation of the drift term (2.8)).

Definition 2.5. Let a(t, X;) and b(t, X;) be real valued (F;)-adapted functions,
and b(t, X;) is also Borel-measurable. We assume that a(t, X;) is defined as before
in (28). Then, the stochastic process

t t
X = Xy, +/ a(s, Xs)ds +/ b(s, Xs) o dWs (2.15)

to to

is called a Stratonovich process if the process satisfies the following two conditions
of linear growth and boundedness:

t
P (/ la(s, Xs)|ds < oo for all t > 0) =1 (2.16)
to

10



and .
P (/ b(s, X,)ds) < oo for all £ > 0> ~1. (2.17)

to

In addition, in the multi-dimensional case, the kth term of a solution X; :=
(X}, X2,...,X/™) € R™ of the Stratonovich stochastic integral equation (2.15))
takes the following form

t d t
Xf:Xt’;Jr/ Qk(s,Xs)ds+Z/ bi(s,Xs) 0dWI, XE=up€R (2.18)
to i1

with
1 m d
I o
=1 j=1
where a,(t,X;) and bi(t,Xt) are R™-valued functions for k,i = 1,2,...,m and
i=1,2.....d

In the ordinary calculus, we compute Riemann (or Lebesgue) integrals with the
help of Fundamental Theorem of Calculus, Chain Rule and Taylor series. How-
ever, in the stochastic calculus, we have diffusion terms with Brownian Motions;
therefore, we need some new formulas which are generalized from the ordinary
calculus to the stochastic calculus in order to calculate the stochastic integrals.
At that point, It6 Formula and Stratonovich Formula, chain rule for random vari-
ables, help us to deduce the randomness of continuous-time stochastic processes.

Theorem 2.1. (Ité6 Formula [I1], 22]) Let X; be an Ité process defined in
(210). Suppose that each of the processes a(t, X;) and b(t, X;) satisfy the condi-
tions (211]) and (213). Assume that f(t,x) is a twice continuously differentiable
function. Then, Y, = f(t, X}) is again an Ité process given by

) 0 A
dy; = ( a{ (t, Xi) + al(t, Xy) aﬁ (t, Xo) + %bz(tht) e J;(t Xt>> dt
of

bt X)) (1 X)W, (2.19)

Similarly, we can give the definition of Stratonovich Formula as follows:

Theorem 2.2. (Stratonovich Formula [11]) Let X; be a Stratonovich process
defined in (215). Suppose that each of the processes a(t, X;) and b(t, X;) satisfy
the conditions (2.16) and (2.17). Let f(t,x) be a twice continuously differentiable
function. Then, Y; = f(t, X}) is again a Stratonovich process given by

af of

o (1. X)) o dW,.  (2.20)

dY; = <gf(t Xe) + a(t, Xe) 5=

(t, Xt)> dt + b(t, X,) 2L

Proof. Proofs of Theorems2.Iland 22 can be found in Kloeden & Platen [T1]. [
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Up to now, we deal with the stochastic integrals and their properties. At the end
of this section, It6 and Stratonovich formulas are given in order to obtain the
stochastic Taylor expansions in the next section.

2.2 Stochastic Taylor Expansions

In this section, we will define Taylor series expansions and use them to find an ap-
proximate solution of a given stochastic differential equation. In fact, stochastic
Taylor expansions can be considered as an extension of ordinary Taylor expan-
sions. In this area, general Taylor expansion formulas were firstly introduced by
Platen and Wagner [23], then Kloeden and Platen gave the most known versions
of the stochastic Taylor expansions in detail in their book [11].

We will evaluate the stochastic Taylor expansions in two subsections. Initially,
[to-Taylor expansions will be discussed, then we will reformulate and generalize
the Ito-Taylor expansion to the case of Stratonovich-Taylor.

2.2.1 It6-Taylor Expansion

In this subsection, we try to find the stochastic Taylor expansion of an It0 integral
at some point. It can be thought that the process is a generalization of an ordinary
Taylor expansion by using It6 formula (2.19).

Firstly, let X; be the solution of an It6 stochastic differential equation (2.I]) which
is in the integral form

t t
X, = Xy, +/ a(s,XS)ds+/ b(s, Xs)dWs, (2.21)
to to
where real-valued functions a(t, X;) and b(t, X;) are defined as before. Let Y; =
f(t, Xy) where f : I x R — R is a twice continuously differentiable function
as defined in Theorem 2.1l In order to expand Ito-Taylor series recursively, we

consider the integral form of the It6 formula (Z19), given by the following,

¢ 2
Y, =Y, + /{%(S,XS)—FG(S,XS)%(S,XS)—F552(8,)(5)%(8,)(3)}6&
t af
+ /tob(S,Xs)%(S,XS)dWS. (222)

We define two operators LY and L! to make this equation simpler:

0 0 1., 0?
0. 12
L= T, T3V o (2.23)

and 9
L' :=p—

= (2.24)

12



Now, we can write [t6 formula (Z22]) in terms of the operator functions as in [I1]:

t t
Yt:YtO—|—/ Lof(s,Xs)ds+/ L'f(s, X;)dWs.

to to

When we apply the It6 formula ([2:22) to the function f = a in (2Z21]), we obtain

t s s
X, =X, + /{a(to,Xto)—l—/ Loa(u,Xu)du+/ Lla(u,Xu)qu}ds

to to to
t
+ / b(s, X,)dW.,. (2.25)
to

If we seperate the extra terms and reorganize the last equation in order to make
it similar to (2.21]), we have

t t
Xt:Xt0+/ a(to,Xto)ds—i—/ b(s, X,)dW, + R,

to to

where the remainder term R, is given by

t s t s
R, :/ / La(u, Xu)duds—I—/ / L'a(u, X,,)dW,ds.
to Jto to Jto

We can continue applying the It6 formula (Z22)) to the function f = L% in (Z.25])
to get

t t t ps
X, = Xt0+/ a(to,XtO)ds—i-/ b(s,Xs)dWS—l—/ / L'a(u, X,)dW,ds
to Jto

to to
t s U U
+ // {Loa(to,Xto)—i-/ LOLOCL(U,XU)dU+/ LlLOa(v,Xv)de}duds.
to Jto to to

When we arrange the above equation again, we have

t t s t
Xt:XtO—i—/ a(tU,XtO)ds+/ / Loa(to,XtO)duder/ b(s, X,)dW, + R,
to Jto

to to

with the remainder

t s u t s u
R, = ///LOLOa(v,Xv)dvduds—i-/ / / L'La(v, X,)dW,duds
to Jto Jto to Jto Jito

t s
+/ / L'a(u, X,)dW,ds.
to Jto

Or, at the first, we can also apply the It6 formula ([Z22]) to both the functions
f=aand f=0in (22]]) at the same time, and we have

t s s
X, = Xto—l—/ {a(to,Xto)—i-/ Loa(u,Xu)du+/ Lla(u,Xu)qu}ds
to

to to

t s s
+ / {b(tO,XtO)+ / L% (u, X,)du + / le(u,Xu)qu}dWS. (2.26)
to

to to

13



We can then rewrite the equation (Z21]) and obtain

t t
Xt = Xto +/ a(to, Xto)dS + / b(to, Xto)dWs + Rt,

to to

where R; stands for the remainder term again, and which can be expressed as

t s t s
R, = //Log(u,Xu)dudS—l—/ / L'a(u, X,)dW,ds
to Jto to Jito

t s t s
+ / / LOb(u, X, )dudW, + / / L'(u, X, )dW,dW,.
to Jto to Jto

Recursively, we can keep applying the Ito formula (222)) to the function f = L'b

in (220),

t t
Xt = Xto + / a(to, Xto)ds +/ b(to, Xt0>dW$

to to
t s

+ / / L'b(to, X, ) AW, dW, + R,
to Jto

with a more complex form of the remainder

t s t s
R, = //Loa(u,Xu)duds—l—//Lla(u,Xu)quds
to Jto to J1o
t s t S u
+ / / LOb(u, X, )dudW, + / / / LOL'b(v, X,)dvdW,dW,
to Jto to Jto Jto

t s u
+ / / / L'L'b(v, X,))dW,dW, dW,.
to Jto Jto

If we continue in this way by applying the It6 formula (222]) to the functions
f = L'a and f = L' for i = 0,1 in the next steps, we will have the It6-Taylor
expansion. To formalize this process, we need to solve and generalize the above
equations to the multi-dimensional cese. However, this far is not enough yet to
define general stochastic Taylor expansions. Firstly, we need to introduce multi-
indices and hierarchical sets [11, 27].

Definition 2.6. [26] Let M be the set of all multi-indices defined as
M ={a=(aq,a,...,qq) : l € N} U{v}.

where a; € {0,1,....,m}, m =1,2,..., i =1,2,...,0 and v is the multi-index
of length 0. We denote the length of a multi-index by I(a) and the number of
components of a multi-index which are equal to 0 by n(«).

For example,



We will use the notations —a = (g, a3, ...,q) and a— = (o, a9, ..., 1) for
the indices whose lengths are greater than 1 in order to denote the indexes by
deleting the first and the last component of «, respectively. For example,

=(0,1,0) = —(0,1,0)=(1,0), (0,1,0)— = (0,1),
a=(1,2,0) = —(1,2,0)=(2,0), (1,2,0)—=(1,2).

=

—~

Y

Definition 2.7. [26] Let A be a nonempty subset of M. A is called as a
hierarchical set if it satisfies

supl(a) <oo and —aeAd  foreach ae A\ {v}
acA

and R(A) is called the remainder set if it consists of all next following multi-
indices with respect to the given hierarchical set A, which is defined as follows:

R(A) ={ae M\ A: —ac A}

Moreover, we have to define some classes for adapted right continuous stochastic
process (fi)ier with left hand limits [11], 26]. For each ¢ > 0,

e feH, if |f(t,X})] <oo P-as.,
o fEH if fot |f(s, Xs)|lds < oo w.p.1,

o fEHy if fot |f(s, X,)|?ds <o w.p.l.

Thus, we can write H¢;y = Hy), for all © = 2,3,...,] where [ > 2 as well as H )
for multi-indices a with [(a)) > 1.

We need multiple It6 integrals to solve these stochastic processes (f;)ies in the
integration interval.

Definition 2.8. [I1, 27] Let p and 7 be two stopping times with to < p <7 < T.
For a multi-index o € M and a process f € H ), multiple Ito integral I,[f(-)],-
with respect to the d-dimensional Brownian motion W; recursively is defined as
follows:

f(7) if =0,
[a[f(')]pﬂ' = pr Ia—[f(')]pﬁds lf l Z 1 and o = O’
ST L [F()pedWe if 1> 1and oy > 1.

In order to be more clear about the usage of multiple It6 integrals I,[f(-)], we give
some examples for a constant function f = 1 with the condition 0 < t;x <t < T

15



as follows:

](0)[]8(-)]750715 = /tlduzt—to, (2.27)
Iylf (e = /tldWSZWt—WtO, (2.28)
ool Olos = / Ty [ (VJeowdls = / (W, — W, )ds, (2.29)
Lol Ot = / L[ (Ve WV, = / (s — to)dIV, (2.30)

‘[(17072) [f(.)]t()ﬂf = / I [ t() de / / -[(1) t() udUdW2

= / / / 1dW} dudW?
_ /to (/to(wl Wt}))du)dwj (2.31)

While we have one-dimensional Brownian motion W; in the equations (2.27)-
(2:30), there is 2-dimensional Brownian motion W; = (W', W?) in the last equa-
tion (Z31]). The upper numbers of W; represent which Brownian motion is used.
We note that if there is only one-dimensional Brownian motion, we use the no-
tation W; without any sup-script.

We want to define the Ito-Taylor expansion; therefore, we need the Ito coefficient
functions as well. Let us generalize the operators which were defined for the
one-dimensional case in the equations (2.23)) and (2.24)) at the beginning of the
subsection. For the kth component of the generalized operators for m-dimensional
[t0 process with d-dimensional Brownian motion, we have the following equations

m

9 Ll d
0.
Lo +§ Qp—— axk +3 § j bﬂb{ axk o (2.32)

and

L= Z b axz (2.33)

fori,k::1,2,...,mandj:O,1,...,d[11].

For each multi-index o = (a1, g, ..., ) € M and a continuously differentiable
function f(¢,X,), the Ité coefficient function will be defined in the following look:
1= f if =0,

)L Lefoif 1> 1.

Now, we are ready to state the Ito-Taylor expansion theorem:
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Theorem 2.3. (Ité-Taylor Expansion|[l1l 27]) Let A C M be a hierarchical
set, p and T be two stopping times withty < p <17 < T and let f(t,X;) : IXR™ —
R. Then for the solution (X;)ier of the Ito stochastic differential equation (2.13),
the Ito-Taylor expansion

FrX) =Y Lalfalp X)) )or + Y LalfalX)],0 (2.34)

acA a€ER(A)

holds, provided that all of the derivatives of f(t,X;), a(t,X;) and b(t,X;) and all
of the multiple Ito integrals appearing in (2.34) exist.

Proof. Proof of the theorem can be found in [11]. O

2.2.2 Stratonovich-Taylor Expansion

By using a similar way with It6-Taylor expansion, we can now derive Stratonovich-
Taylor expansion for stochastic processes. We always remember that we can turn
one of the stochastic calculus into the other. Therefore, some equations which
show the relations between [t6 and Stratonovich calculus are given in this sub-
section.

Let us recall the process X;, defined in (ZI5), be the solution of Stratonovich
stochastic differential equation in the integral form

¢ ¢
X, =Xy, + / a(s, Xs)ds + / b(s, X,) o dWy (2.35)

to to

with @ = a — (1/2)bb/, where V' denotes the partial derivative with respect to the
second argument, namely, b'(¢,z) = 2(¢,z). Let f : I xR — R be a continuously
twice differentiable function, then we get the integral form of Stratonovich formula

(220)) in the following equation:

ft, Xy) = f(to, Xyy) + /t {%(S,XS) —i—g(s,Xs)%(s,Xs)} ds

+ /tt b(s,Xs)%(s, Xs) o dWs. (2.36)

It can be seen that the first integral has 2 terms, not 3 terms as in the It6 formula
(2I9). This situation leads an opportunity to use the chain rule of ordinary
(deterministic) calculus to the Stratonovich stochastic differential equation.

Now, we define the operators of Stratonovich-Taylor expansion as follows:

0 0
L= 5 432 (2.37)
and 9
L':= bos (2.38)



for a = a — (1/2)bb'. Then, the equation (236) can be written by using these
operators as follows:

f(t, X)) :f(to,Xto)+/ Lof(s,Xs)ds+/ L'f(s, X,) o dW,.

to to

When we apply the Stratonovich formula (2.36)) to the functions f = a and f =10
at the same time, we obtain

t s s
X, =X, + / {Q(to,XtO)nL / Lla(u, X,)du + / ng(u,Xu)oqu}ds
to

to to

t s s
+/ {b(to,Xt0)+/ Lob(u,Xu)du+/ le(u,Xu)oqu}odWS. (2.39)
to

to to

We can write the integral form of (2:35) with a remainder term

t t
Xt - Xt() + / Q(t()) Xto)ds + / b(th Xt()) o dWS + Rt7

to to

where

t s t s
R, = / / Log(u,Xu)duds—l—/ / L'a(u, X,) o dW,ds
to Jto to Jto

t s t s
+ / / L°(u, X,)du o dW, + / / L'b(u, X,) o dW,, o dWV.
to Jto to Jto

If we continue in this way and apply the Stratonovich formula (2:38]) to a function,
for example, f = L'b in (2:39), we obtain

t t
X=X, + / alto, X,y )ds + / b(to, Xi,) 0 dIW,
to to

t S
+ / / L'b(to, Xy,) 0 dW,, 0 dW, + Ry,
to Jto

where R; stands for the new remainder term, expressed as

t s t s
R, = / / Log(u,Xu)duds+/ / L'a(u, X,,) o dW,ds
to Jto to Jto

t s t s u
+ / / L°(u, X,))du o dW, + / / / L°L'b(v, X,)dv o dW,, o dW,
to Jto to Jto to

t s u
- / / / L'L'b(v, X,) 0 dW, o dW, o dW,.
to Jto Jto

We can recursively continue with the usage of the Stratonovich formula ([2.38]) to
the functions f = L'a and f = L'b for i = 0,1 in the next steps to obtain the
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Stratonovich-Taylor expansion. We do not need to state similar examples again
and again, we can recommend the book [I1] for detailed explanations about this
process.

We again define some classes for adapted right continuous stochastic process
(f,)ter with left hand limits according to the Stratonovich calculus. For each
t > 0,

o feH, if [f(t,Xy)|<oo P-as,

€My if f(f |f(s,Xs)|ds < o0 w.p.1,

[~

€Hyy if f(f |f(s,X,)|Pds < oo w.p.l.

I*oa

Thus, we can write H ;) = H ), for all i = 2,3,...,[ where [ > 2 as well as Hia
for multi-indices a with [(a)) > 1.

We have multiple Stratonovich integral in order to solve these stochastic processes
(f,)ier in a time interval.

Definition 2.9. [T, 27] Let p and 7 be two stopping times with to < p <7 < T.
For a multi-index a € M and a process f € H,), multiple Stratonovich integral
Jalf(+)]p+ with respect to the d-dimensional Brownian motion W; recursively is
defined as follows:
f(7) if 1=0,

if [>1anda; =0,

Jalf (o = f Ja-[f(")]
fJ i OdW“l if {>1andao;>1.

For a constant function i = 1 with the condition 0 <ty <t < T, we demonstrate
the usage of multiple Stratonovich integrals in below examples

Jolf Olor = /tldu—t—to, (2.40)
Il Olor = /tlodWs—Wt—Wto, (2.41)

Ja) [ (et Z/t Hlf ()eo,s © AW

= /t(Ws - Wto> o dWs = %(Wt - Wto)2’ (242)
Joulf ewe = /t T[S (Vio,s © AW, = / s —tg) o AW, (2.43)
Jaolf (Ve = /t Ja,o[f (lto,s © dW? = / / ) to.udu 0 dW?2

t s
= / / / 1odW, duodW?, (2.44)
to Jto Jto

19



Repeatedly, the numbers above of W,’s represent the Brownian motion used and
if we do not write any number above, then we understand that we have one-
dimensional Brownian motion.

We want to define the Stratonovich-Taylor expansion; therefore, we need to in-
troduce Stratonovich coefficient functions. Let us generalize the operators in the
equations (2.37) and (238) from one-dimensional case to the multi-dimensional
case. The k-th component of the generalized operators for m-dimensional Stratonovich
process with d-dimensional Brownian motion:

%+ ;Qka%k (2.45)
and
L= Zbl o, (2.46)
where
a : _a/k__zzlgz ’8:1:1
fork,i=1,2,...,mandj =0,1,...,d. For each multi-index a = (a3, ag,...,qq) €

M and a continuously differentiable function f(t,X;), the Stratonovich coefficient
function is defined to be

Now, we can define the Stratonovich-Taylor expansion in the following theorem.

Theorem 2.4. (Stratonovich-Taylor Expansion|[l1, 27]) Let A C M be a
hierarchical set, p and T be two stopping times with to < p < 7 < T and let
f(t,Xy) : I x R™ — R. Then, for (X;)ier, defined in (2.3), the Stratonovich-
Taylor expansion is introduced as follows:

X:) =D Llf (0:XK)or + D> alf (2.47)

acA aER(A)

provided that all of the derivatives of f(t,X;), a(t,X;) and b(t,X;) and all of the
multiple Stratonovich integrals appearing in (2.47) exist.

Proof. Proof of the theorem can be found in [T1]. O

So far, we have reviewed both Ito-Taylor and Stratonovich-Taylor expansions.
Since every Ito integral has an equivalent Stratonovich representation, transfor-
mation of coefficient functions to each other is possible, as well. To illustrate, we
can analyze in three cases [11]:
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e for [ =0, we have
Ja[f('vX-)]P,T = [a[f<'7X-)]p,T = f(Tv XT>7

e for [ =1, we have

1 .
J(jl)[f('>X~)]p,T = [(j1)[f('7X~)]p,T + ]{j17é0}[(0) |:§Lj1f('a X):| )

pT

e for [ > 2, we have

Ja[f('v X-)]p,T = ](j1) [Ja—[f('7X')]P,']p,r
+ Tz L) [37n)-[F (5 Xl ]

T’

where ty < p <7 < T are stopping times and o € M are multi-indices.

By using the above equations, we might switch one stochastic calculus to the
other one and it supplies an opportunity to study on any field with the appro-
priate stochastic calculus. In finance, we are mostly interested in It6 stochastic
differential equations; therefore, from now on, we continue to study on Ito-Taylor
approximations instead of analyzing both types of the Taylor approximations.
However, if it is needed, we know how to interchange the type of the stochastic
calculus from one to another.
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CHAPTER 3

STOCHASTIC TAYLOR SCHEMES

This chapter aims to analyze strong Taylor approximations and weak Taylor ap-
proximations by using It6-Taylor expansions defined in the previous chapter and
in [7, (16}, B6L 37, B8]. Before we cover the main topic of the chapter, we give a time
discretization on the integration interval. we take into account the convergence
criteria which leads us to give the special forms of It6-Taylor expansions of the
stochastic differential equations to measure the order of It6-Taylor schemes at the
discretization points [I1]. Firstly, Euler-Maruyama scheme, the simplest form of
[to-Taylor expansions, will be investigated according to both strong and weak
convergence criteria. Secondly, adding an additional term from Ito-Taylor expan-
sion to Euler-Maruyama scheme, we get another approximation method, so-called
Milstein scheme. Then, we derive higher order Taylor schemes by taking more
terms from Ito-Taylor expansion; for example, order 2 weak Taylor scheme and
order 3/2 strong Taylor scheme. At the last section of this chapter, we analyze
related Runge-Kutta schemes in different stages in deterministic and stochastic
sense.

3.1 Introduction

In this section, we give some basic definitions about 1t6 processes and then con-
vergence criteria are stated at the end.

Throughout this chapter, we refer to the Ito process satisfying the stochastic
integral equation (2.10)

t t
X, =Xy, +/ a(s,Xs)ds—l—/ b(s, Xs)dWs (3.1)
to to
for ¢ € [to, T]. Let us introduce a partition of the time interval I = [ty, T] such as

<ty < ---<t,<---<ty=T. (3.2)

The choice of the discretization points, which can be left endpoints or midpoints of
the subintervals [t,,¢,.1] with n = 0,1,..., N — 1, affects the type of stochastic
calculus studied, It6 calculus or Stratonovich calculus, respectively. However,
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we will continue to utilize Itd calculus only while defining the approximation
methods.

Let (Y};)ier be an approximation process to the exact solution X; as follows:

t t
Y, — v, +/ a(s, X.)ds +/ b(s, X,)dW,, € [to, T] (3.3)
to to

We denote the approximation process by Y;, := Y, at the discretization points

for n =0,1,..., N. The process Y}, ,, can be written recursively

tnt1 tnt1
Yo=Y, +/ a(s, Xs)ds +/ b(s, Xs)dWs. (3.4)
tn tn

We can make some simplifications of multiple It6 integrals, defined in equations
(227)-([230) in the previous chapter, so as to use them in the aprroximation
schemes in the following sections. Let the notation A, indicate the increment of
subintervals [t,,t,41] of the time discretization (B.2) as follows:

tn+1
A, = / dt =t —t, (3.5)
tn

which is also equal to I(o)[f()]¢, .., in Z2D).

The increment of the one-dimensional standard Brownian motion W, on the time
interval [t,,t,+1] is denoted by the following:

tnt1
AW, = / AW, = Wi, — Wi, (3.6)
tn

which is equal to I1)[f(*)]en .., in (228) as well.

Moreover, in the next sections, the terms /(1 gy a, and I 1,4, in (Z29) and (Z30),
respectively, come into the picture in the stochastic Taylor approximation meth-
ods. However, the computations of these terms are expensive. When we realize
that these terms are also random variables, we define AZ, as a new random
variable, which is equal to the multiple It6 integral I(; o) a,, with the following
properties:

n’

e the mean is £(AZ,) =0,
e the variance is Var(AZ,) = A3,

e the correlation with AW, is E(AW,,AZ,) = $A2.

Then, we can introduce these two multiple It6 integrals in terms of AZ,, in the
following

tny1 s tnt1
](1,0),An = / / qudS = / (dWs - thn)dS = AZn (37)
tn tn t

n
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and
tnt1 S tna1
](071)7An = / / dudWS = / (8 - tn)dWS = AWnAn - AZ,—L (38)
tn tn tn

Also, we will face with the following multiple Ito integrals; therefore, we want to
indicate them before the derivations of the stochastic Taylor approximations as
well [11]:

tn41 S 1
Iaya, = / / AW, dW, = 3 ((AWn)2 — An) (3.9)
tn tn

and

tht1 s u 1
Iiina, = / / / AW, dW,dW, = 3 ((AW,)* = 3A,) AW,.  (3.10)
tn tn Jitn .

After constructing the Ito-Taylor schemes by benefiting from above equations
B3)—-(3.10), we try to measure the accuracy of the approximation methods by
looking that how much the approximation process is close to the analytic solu-
tion of the stochastic differential equation. Therefore, we state strong and weak
convergence criteria of the stochastic processes, in advance.

Definition 3.1. [27] Let Y; be an approximation process to the true solution X
of a stochastic integral equation (B.I]) at the discretization times. We say that the
process Y; strongly converges to the solution process X; if there exist a positive
constant ¢; and the maximum step size A,, of the interval [ty, T] satistying

E(|Xr — Yr|) < 1 AP (3.11)

where p is the strong order of convergence.

Now, we use the multi-indices and hierarchical sets we mentioned before in Chap-
ter2l Let us define a new set A, in order to define the strong Taylor approximation
schemes according to a value of p which shows the order of the scheme [26].

A, = {a e M:l(a)+n(a) <2porl(a)=n(a) =p+ %} . (3.12)

By increasing values of p for the set A,, we get additional multi-indices which are
used in Ito-Taylor expansion (2.34]) so as to create the strong It6-Taylor schemes.
For different p values, we can obtain strong approximation schemes with different
orders.

We remark that the summation of /(«) and n(«) which is less than or equal to
2p, defined in the set A, should be integer because both I(«) and n(«) are always
integers. Therefore, we can choose p from Z/2 to determine the order of a strong
Taylor approximation scheme.
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Definition 3.2. [27] Let Y; be an approximation process to the true solution X
of a stochastic differential equation (B.1]) at the discretization times. We say that
the process Y; weakly converges to the solution process X; if there exist a positive
constant ¢ and the maximum step size A,, of the interval [t, T satisfying

|E(X7) — E(Yr)| < 0], (3.13)

where ¢ is the order of weak convergence.

In order to find the weak Taylor approximation schemes according to a value of
q, we again benefit from the hierarchical sets stated in Chapter 2] and introduce a
new set I'y which will be used for the definitions of the weak Ito-Taylor schemes
as follows:

I'yi={aeM:li(a) <q}. (3.14)

We obtain weak Ito-Taylor schemes by trying different values for ¢ in the set I'y
and finding the corresponding multi-indices to use in Ito-Taylor expansion (2.34]).
This process will be more clear when we explain the stochastic Taylor schemes in
the following chapter.

Also, since I(«) is defined as an integer, choices for ¢ for the set I'; should be also
integer. Therefore, we note that we always take integer numbers for the orders
of the weak Ito-Taylor approximation schemes.

3.2 Euler-Maruyama Scheme

We now start to give different values to p and to ¢ for the strong and weak
orders of the Ito-Taylor approximation schemes, respectively. Firstly, we try the
smallest value 1/2 for the strong order p and we see that the set A, (812) has
the multi-indices a such as

Nijp = {a:l(a)+n(a) <lorl(a)=n(a)=1
{a: () =1 and n(a) =0 or l(a) = n(a) =1}
= {a=(1)ora=(0)}. (3.15)

We also try the smallest value of ¢ = 1 for the set I'y (8:14) which has the same
multi-indice a:

I'n = {a:l(ae) <1
1

I
——

Q
2

I

= {a=(0)ora=(1)}. (3.16)

It can be seen that the sets Aj, and I'y have the same multi-indices o = (0)
and a = (1) in the equations (B.I5) and ([B3I6). This means the approximation
scheme has both strong order and weak order for the convergence criteria. When
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Euler-Maruyama scheme vs. Exact solution
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Figure 3.1: Comparison the Euler-Maruyama scheme with the exact solution
where a=3, b=1 and at N=80 discretization time steps.

we use these multi-indices in the Ité-Taylor expansion (234 to construct the
first approximation scheme, namely Euler-Maruyama scheme, the approximation
process Y; will be written with the following stochastic differential equation

Yoy = Yo+ Loy fo) + 1S
tni1 tn+1
- Yn + a(tna th) / dt + b(tn’ th) / th
tn tn

Yn + (I(tn, th) (tn—i—l - tn) + b(tTw th) (th+1 - th)
Y, +alt,, Xi,)An + b(tn, Xi, ) AW,

which is called the one-dimensional Fuler-Maruyama scheme. Therefore, regard-
ing the p and ¢ values, we say that Euler-Maruyama scheme has the strong order
p = 1/2 and weak order ¢ = 1 satisfying the convergence criteria (311 and

(B13), respectively.

The Euler-Maruyama scheme is the most known and commonly used approxima-
tion method which is derived by using the first derivations of Ito-Taylor expan-
sion of the stochastic differential equation. However, it is not an enough accurate
approximation always; therefore, this situation emerges the need for better meth-
ods that have higher p and ¢ values for the sets A, and Iy, respectively. See
Figure Bl for a numerical performance of Euler-Maruyama scheme applied to a
simple stochastic differential equation.
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3.3 Milstein Scheme

When we choose p = 1 for the strong order It6-Taylor approximation scheme, the
multi-indices a can get only these values:

A = {a:l(a) +n(a) <2or l(a) =n(a) =3/2}
= {a:l(a)=1and n(a) =0or {(o) =1 and n(«a) =1 or
l(a) =2 and n(a) = 0}
= {a=(1)ora=(0)ora=(1,1)}. (3.17)

We realized that A; has one more multi-index a = (1, 1) than A/, which emerges
an extra term to the Euler-Maruyama scheme when we solve the Ito-Taylor ex-
pansion (234 with the multi-indices found in the above equation (B.I7). Then,
we can rewrite the stochastic integral equation (3.1 for the set A; as follows:

Yorr = Yo+ Ilofo + Info+ Loy fay
tn+1

tn+1
Yt alte, X,) / dt + b(tn, X1, / aw,
tn tn

0 tnt1
+ b(tn,th)—b(tn, th)/ / dWdW,
tn n
= Y, +a(ty, X4, ( 1 = tn) + 0(tn, Xo,) (Wi, oy — Wh,)

)
gt Xo )bt Xe,) (Wi = W) = (b — 1)
= Y, +a(t,, Xy )A + b(tn, X, ) AW,
; (tant ) (tantn) ((AWn) - An) )

n

n

which is actually the one-dimensional Milstein scheme [19, 20]. Therefore, we
can deduce that the Milstein scheme has the strong order p = 1.

We note that Milstein scheme has not corresponding weak order Ito-Taylor ap-
proximation scheme because of the choices for the value of ¢ and the structure
of the set I';. To be more precise, it is impossible to add the extra term to the
Euler-Maruyama scheme to get the Milstein scheme for the weak order Ito6-Taylor
scheme due to the restriction of I(«) < ¢ for the set I',.

It can be seen that Milstein scheme has an extra term when compared to Euler-
Maruyama scheme. This extra term,

1 /
ib(tnath)b (tnthn) ((AWn)Q - An) )

brings a chance to obtain more satisfactory approximation to the Milstein method
when comparing to the Euler-Maruyama method. Moreover, it can be seen that
Milstein scheme is closer to the exact solution in the Figure 7?7 when comparing
the closeness of the Euler-Maruyama scheme in the Figure 7?7 with the same exact
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Milstein scheme vs. Exact solution
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Figure 3.2: Comparison the Milstein scheme with the exact solution where a=3,
b=1 and at N=80 discretization time steps.

solution of the same stochastic differential equation with the variables a = 3 and
b= 1. See Figure 3.2

We may carry on trying higher values for p and ¢ in search of obtaining more
efficient stochastic Ito-Taylor approximation methods in the next sections.

3.4 Weak Taylor Scheme of Order 2

The another choice for the value of ¢ is equal to 2. Then, by the properties of
the set I', (B.14]), the multi-indices can get these values such as

Iy = {a:l(a) <2}
= {a:l(a)=1orl(a) =2}
{a=(0)or a= (1) or a=(0,0) or = (0,1)
ora= (1,0) or = (1,1)}. (3.18)

I's includes six different multi-indices a while I' in the section of Euler-Maruyama
includes only two of them. These extra multi-indices should increase the accuracy
of the approximation scheme to the exact solution. By using the Ito-Taylor
expansion (2.34) with the set of multi-indices found in (B.18), we can write the
following stochastic integral equation

Yorr = Yo+ Lofo+ 1oy fay) + Lo foo + Lonfon
+la0fa,0 + Lanfan-
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Now, we need the calculations of corresponding multiple It6 integrals I(; oy and

Io1y given in ([B.7) and (BF), respectively. By reorganizing the above equation,
we have

tni1 tn+1
Yn-‘rl - Yn + a(tnv th) / dt + b(tn’ th) / th
tn tn

1 tnt1 t
+ (a(tn,th)a’(tn,th) + §b2(tn,th)a”(tn,th)>/ / dsdt
tn tn

1 tni1 t
+(a(tn,th)b’(tn,th)+§b2(tn,th)b”(tn,th)) / / dsd W,
tn tn
tnt1 t
(b, Xy )bt X, / / aW.dt
t71/ t’,L

tn41 t
—{—b(tn,th)b’(tn,th)/ / dWdWy,
tn tn

and carrying out further calculations,

Yn+1 - Yn + a(tna th) (tn—i-l - tn) + b(tn7 th) (VVt - th)

n+1

1 1
3 (0000 X600 0 X0+ 50700 X0 )0 00X, ) s = 1)

1
+ (&(tn,th)b/(tn,th) + Ebz(tn,th)b//(tn, th))

tna1 t
X ((‘/‘th_,'_1 — th) (tn+1 — tn) — / / dWsdt)
tn tn

tnt1 t
+a (tn, X3, )b(tn, Xt,) / / dWdt
tn tn

1
+§b(tm X, )V (tn, X1,,) ((thﬂ - th)2 — (tny1 — tn)) :
Further, rearranging the terms, we have
Yn+1 = Yn + a(tn, th)An ‘I— b(tn, th)AWn

1 1
(000 X000 (0, X+ 80 X000 00 X)) 2

1
+ (a(tn, X, ) (tn, X1,) + 5b?(tn, X, ) (ty, th)) (AW, A, — AZ,)
+d (tn, Xi,)b(tn, X1, ) AZ,
1
+§b(tn,th)b’(tn,th) (AW,)* = A,),

which is called one-dimensional It6-Taylor approximation scheme with weak order
p = 2. This scheme has additional terms to the Euler-Maruyama scheme and the

Milstein scheme because of the multi-indices v = (0,0), « = (0, 1) and a = (1, 0).
Therefore, we may preassume that weak I[to-Taylor scheme of order 2 creates
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Weak Order 2 Taylor Scheme vs. Exact solution
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Figure 3.3: Comparison the weak order of 2 Taylor scheme with the exact solution
where a=3, b=1 and at N=80 time steps.

better approximation process to the exact solution. Numerical performance of
the method can be seen in Figure .3t the approximation process is very close to
the exact solution when compared to the figures of the previous schemes.

However, the terms of the approximation process are getting more complex to
calculate while the order of the scheme increases. In fact, constructing higher
order schemes from It6-Taylor expansion is getting expensive because of the need
of the calculation of higher differentiations of the terms in the stochastic Taylor
expansion.

3.5 Strong Taylor Scheme of Order 3/2

Let us try p = 3/2 for the set A, in the equation (BI2) to construct better
approximation methods. Then, the multi-indices found in Ag/, is given as

Agp = {a:l(a)+n(a) <3orl(a) =n(a) =2}
= {a:l(a)=1and n(a) =0 or l(a) =1 and n(a) =1 or
[(a) =2 and n(a) =0 or I(a) = 2 and n(a) =1 or
[(a) =3 and n(a) =0 or I(a) = 2 and n(a) = 2}
= {a=(0)ora=(1)ora=(1,1) or a = (1,0) or
a=(0,1) or a = (1,1,1) or « = (0,0)}. (3.19)

We have one more multi-index o = (1, 1,1) different from the set I'y (8.I8]) for
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the weak Taylor scheme of order 2. For this set of multi-indices (319), we can
write the stochastic differential equation by using the It6-Taylor expansion (2.34])
as follows:

Yoru = Yo+ Iofo +Infa) +1anfay + Laefae + Lonfon
+10,0)f0,0) + La,1,0f(1,1,0)-

We again need the equations of corresponding multiple It6 integrals I(1 oy, I(0,1)
and I(11,1). These terms are calculated in the introduction part of this chapter,
see equations ([B.7), (3.8)) and (B.I0]), respectively. By rearranging the terms with
this information, we have

tn+1 tn+1
Yn+1 = Yn + a(tn, th> / dt + b(tn, th> / th
tn tn
tn+1 t
bt Xo VW (b X ) / / AW, AW,
tn tn
tn+1 t
(b, Xy )bt X, / / AVt
1 tnt1
+1la tn,th b/ tn,th) + 2b (tn,th)b”(tn,th ) / / deWt
1 tn+1
+ a tnth tn7th) + 2b (tnthn) ”<tn7th ) / / det

+

NN N

1
SRt X, W (1, X,,) + 3 (tn,mb"(tn,xtn))

tnt1
x/ //qudWSth,
tn tn Jitn

and, even further,

Yn+1 = Yn + a<tn7 th) (tn+1 - tn) + b(tn7 th) (I/‘/thrl - th)
1
+§b(thtn)b,(thtn> <(th+1 th) (tny1 — ¢ ))

tn+1
! (t, X0 )bt X, ) / / AVt
tn tn
1
+ (a(t'r” th)b/(tr” th) + §b2<tn7 th)b//(tn, th>)

tn+1
X th+1 th ( n+l — t / / dWw. dt)

( (tn, X, )d (tn, Xy,) + sz(tn,th) ”(tn,th)) (tng1 — tn)”

_I_

+
N~ N~

(0* (s Xe )" (tny Xt,) + b(t, Xu )V (tny Xi,)?)
1
X (g(thH Wi,)? = (tagr — )> Wiy = W0, -
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Strong Order 3/2 Taylor scheme vs. Exact solution
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Figure 3.4: Comparison the strong order of 3/2 Taylor scheme with the exact
solution where a=3, b=1 and at N=80 time steps.

Having rearranged the terms, we have,
Yn+1 = Yn + (l(tn, th)An + b(tn, th)AWn
1
+§b(tm X )V (tn, Xe,) (AWL)? = Ay)) + d (tn, X4, )b(tn, X4, )AZ,

+ (a(tn, X)W (b, X, ) + 1b2(tn, X, ) (s th)) (AW, A, — AZ,)

+ thtn tnath) + b2(tn)th) ”(thtn)) A

N~ N —

+= (0 (tn, Xe )" (bny Xt,) + b(t, Xi, )V (1 Xe)?)

x <§(AWn)2 - An> AW,

This equation is called the order 3/2 strong Taylor scheme for the one-dimensional
case. In this scheme, we have greater order and extra terms different than the
other Ito-Taylor methods. However, we should obtain more accurate approxima-
tion process than previous methods due to the contribution of the extra terms.
Figure 3.4l depicts the approximation obtained and the exact solution for a stoc-
ahstic process: both seems to be identical.

The improvement in the graphics can be seen evidently when comparing the
methods. As we stated before in the section of the weak Taylor scheme of order
2, it is hard to see the difference between the approximation method and the
exact solution process in Figure 3.4l
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By adding more terms from the stochastic Taylor expansion to the approximation
schemes we have covered, we can get greater orders for the strong Ito-Taylor
approximation schemes. Yet, it is not necessarily required to examine the higher
order strong Taylor schemes, because the calculations of higher differentiation of
the terms are getting harder in the stochastic Taylor expansion.

Although it is also possible to obtain higher orders It6-Taylor schemes by adding
more terms to the existing approximation schemes from the stochastic Taylor
expansion and also by taking greater p and ¢ values for the strong orders and the
weak orders, respectively, we face with more computational difficulties and time
consuming when we use greater p and ¢ values. This situation shows the neces-
sity of some other Taylor approximation schemes which avoid from the higher
differentiations of the terms in the stochastic Taylor scheme. Thus, based on the
application in practice, one needs a trade-off between the orders of the methods
to be applied.

3.6 Runge-Kutta Schemes

In this section, we will deal with the method of Runge-Kutta both in ordinary
and stochastic cases. This type of method is used for higher order schemes of
the approximation processes. Firstly, we review the deterministic Runge-Kutta
methods in order to understand the stochastic version of Runge-Kutta methods.
The latter we will be covered later in the sequel.

The distinctive property of Runge-Kutta scheme from other approximation meth-
ods is that we do not have to calculate the derivatives of the drift and the diffusion
terms in constructing the method although Runge-Kutta scheme is also derived
from the Taylor expansions like the others. Calculating the derivatives of the
terms in the stochastic differential equations is computationally costly and this
situation emerges the need of approximation schemes that are free from deriva-
tives. Runge-Kutta scheme avoids to compute the derivatives and, as a result, it
becomes an important and valuable type of stochastic approximation methods.

3.6.1 Ordinary Runge-Kutta Scheme

In this subsection, we are interested in only deterministic part of the Ito stochastic
differential equation (2I0) which is, in fact, the ordinary differential equation

dXt = a(t,Xt)dt, Xto =9 € R, (320)

where the function a(t, X;) is a continuously differentiable R-valued function in
the time interval I = [to,T]. We should consider the partial derivatives of the
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function a(t, X}) with respect to the time variable ¢ [I1] as follows:

dX,

d—tt = a(t, X,), (3.21)
NEDe

dt2t = at(t, Xt) + ax(t, Xt)(l(t, Xt), (322)
d3Xt 2

dt3 a,tt(t, Xt) + 2@75:5 (t, Xt)a(t, Xt) + am(t, Xt)a (t, Xt)

tas(t, Xi)a,(t, X;) + a2(t, X;)a(t, X;) (3.23)

and so on. These partial derivatives help us to derive Runge-Kutta schemes by
defining the Taylor expansion of X;. Recall the discretization, defined in the
equation (3.2)), of the time interval I = [ty, T ;

0<tog<ti < - <t,<---<ty=T (3.24)

with n = 0,1,..., N. Let A, be sufficiently small step size such that A, =
tnt1—tn as in the equation (B.5). And, let again Y,, = Y'(¢,) be an approximation
process to the analytic solution X; of the initial value problem.

Then, the Taylor expansion of the solution X; of an ordinary differential equation

(B:20)) is given by

dX; A2dPX, AP dPX

T e S
dt 2 dt? 3! dt3

XtJrAn == Xt == th + An (325)

n—+1

By using the Taylor expansion of X; (825, we will define the Runge-Kutta
schemes with different stages [6]. For example, we can show how to construct the
second-order Runge-Kutta scheme step by step as follows:

Firstly, we take the third-order Taylor expansion of the solution X; by substitut-
ing the partial derivatives of the function a(¢, X}), defined in (B.21)—([3.23)), into
(B23). Then, we have the following:

1
X = Xy, + Ana + §Ai (a; + aga) + O(A3). (3.26)

Let us now state a remark which will help us to simplify (B.20]):
Remark 3.1. We assume that the function ¢(¢, X;) satisfies the following property:

P(t + ck, X; + dl) = a(t, X;) + ckay(t, X;) + dla,(t, X;) + O(k?),

where ¢, d, k,l are constants.

By this remark, we give some values to the variables ¢ = 1, k = A,, d = A,
l = a(t,, Xy,) in order to get the following representation

a(ty + A, Xi, + Apalty, Xi,)) = a+ Apag + Apaga + O(A2). (3.27)
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We realize that this function in (:27)) is also appearing in ([3:26)), so we can rewrite
the process X ., as follows:

1 1
o+ EAna + §An (a+ Ap(ap + aga)) + O(Ai)

1
= th + §Ana(tn,th)

th-H == Xt

1

As a result, reorganizing ([B.28)) leads to the second-order ordinary Runge-Kutta
scheme defined as

A,
Yn+1 - Yn + 7(@1 + (1)2), (329)
where the functions ®; and ®, are given by
q)l = a(tn, th)

and
CI)Q = a(tn + An, th + Anq)l)

We can also state the fourth-order Runge-Kutta scheme by following similar steps
which lead us to construct the second-order Runge-Kutta scheme above. When we
study on the fifth-order Taylor expansion (3.25]) which has the terms until O(A?),
we add two extra terms into the expansion. After substituting the derivatives of
the function a(t, X;) into the Taylor expansion and doing similar simplifying steps
together with Remark B.1l, we can reach the fourth-order ordinary Runge-Kutta
scheme:

A,
Yo=Y, + T(q)l + 20y + 203 + Dy), (3.30)
where the functions ®; for ¢ = 1,2, 3,4 are defined to be

q)l = (l(tn,th),

A, A,

®, = a(t, + T’Xt" + 7(1)1)’
A, A,

(I)g = a(tn + 77th + 7@2)7

(I)4 = CL(tn + An, th + Anq)g)

It can be seen that the fourth-order Runge-Kutta scheme has only two more terms
than the second-order Runge-Kutta scheme. Hence, we understand that adding
more terms from the Taylor expansion in (3:25]) leads us to get more accurate
approximation with higher orders. Furthermore, we may generalize the ordinary
Runge-Kutta scheme of order s as follows:

Yoy =Y, +A,) ®;, n>0, (3.31)

=1
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where the functions ®,’s are defined as

q)z‘ = a(tn + CiAn, th + An Z Bqu)])
j=1
fori=1,2,..., s and the coefficients 3;;, ¢; and y; are constants. The Butcher ar-

ray is defined for the coefficients to demonstrate them in a table like environment
as in [32]:

0
C2 521

c3 | B3 P2

Cs 651 532 c e ﬁs,s—l
R TR TR

with 3;; = 0 for 7 >4 and
1—1 s
C; = Zﬁ” and Z/’LZ =1.
j=1 i=1

We are interested in the case of 3;; = 0 for j > ¢ which means that the Runge-
Kutta scheme is in the explicit form. If the coefficients satisfy 3;; # 0 for j > 1,
then the method becomes in implicit form; we do not cover the implicit case of
the Runge-Kutta schemes, here, in this thesis. However, interested readers can
refer to the book [26] by Andreas Roller for a detailed study of Runge-Kutta
schemes.

We note that the function ®; is always equal to the function a(t,, X:,) since
¢ = 0and By; = 0 for all j > 1 for the explicit form of the Runge-Kutta scheme.

For illustration purposes, we can write the Butcher arrays for the second-order
ordinary Runge-Kutta scheme (3.29) as

0
1] 1
12 1/2

and the fourth-order ordinary Runge-Kutta scheme (3.30) as

0
1/2 | 1/2
12| 0 1/2

110 0 1
/6 1/3 1/3 1/6

As we have covered the basics of Runge-Kutta methods in the ordinary case, we
can generalize this knowledge to the stochastic case. In the next section, we give
the general forms of some stochastic Runge-Kutta schemes with different stages.
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3.6.2 Stochastic Runge-Kutta Scheme

In this subsection, we are moving on the stochastic case of Runge-Kutta schemes [32],
thus we recall the It6 stochastic differential equation (Z.10):

dXt = (l(t, Xt)dt + b(t, Xt)th7 Xto = Xy, (332)
or, in the integral form
t t
X = X, +/ a(s,Xs)ds—i—/ b(s, Xs)dW; (3.33)
to to

where W; is a one-dimensional Brownian motion in the interval I = [to, T'.

Recursive formula for successive approximations has the form
tn+l tn+l
Yo =Y, + / a(s, Xs)ds + / b(s, Xs)dWs,
tn tn

where Y,, converges to a solution X, in the interval [ty, T] accordingly the def-
inition of the partition (B8.24]) in the previous subsection. We have known from
Chapter 2 that we can obtain the Ito-Taylor expansion recursively by applying
the It6 formula (2.I]) to the solution process X; (B.33)).

By using similar steps as in the deterministic case, we can introduce the stochastic
Runge-Kutta schemes from the It6-Taylor expansions by applying Remark Bl in
order to simplify the scheme.

In the light of these information, the general form of the stochastic Runge-Kutta
scheme with s-stage, with s > 1, is defined by [1§],

i=1 i=1
where
O, = alty + A, YD), i=1,2,...,s,
U, = bty + A, YD), i=1,2,...,s,
and

1—1 i—1
YO =Y+ 80, + > 7 VAW,

j=1 j=1

Coefficients 1, v4, ¢;, i, vi; are constant which are selected in similar way as in
the deterministic case; however,

= You=t
i=1 i=1
must be fulfilled.
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The Butcher array for the stochastic sense of the Runge-Kutta scheme is given
by

0
ca2 | Pn V21
c3 | B3 P2 Y31 V32
Cs le 552 <. 55,571 Vs1 Vs2 R ’Ys,sfl
M1 M2 ... Hs—1 Hs | V1 V2o ... Vs Vs

The additional part of the Butcher array, the rightest column, shows the coef-
ficients of the diffusion part of the stochastic differential equation. The above
table is given for the stochastic Runge-Kutta scheme including one-dimensional
Brownian motion. If we have multi-dimensional Brownian motion in the scheme
(B34)), then we have additional columns in the Butcher array for each Brownian
motion in the stochastic part. For example, the general structure of the stochas-
tic Runge-Kutta scheme including 2-dimensional Brownian motion is given such
as

mﬂ:ﬂ@+§im@An+§iw%AWQ+§3%mAWﬁ (3.35)

i=1 i=1 i=1
where
O, = a(ty, +cA,, YY), i=1,2,...,s,
U, = bty + A, YD), i=1,2,...,s,
and
i—1 i—1 i—1
j=1 =1 j=1

subject to the conditions
Y=Y u=1
i=1 i=1

Coefficients p;, v4, ¢;, Bij, 7 are constant. Also, the corresponding Butcher array
for the above scheme (B.37]) is defined as

0
1 2
co | Por ’7211 ) 7%1 )
c3 | Ba1 Ps2 Y31 V32 Y5 V32
1 1 1 2 2 2
Cs /le BSZ cee Bs,s—l Vs1 Vs2 - Vss—1 VYs1 Vs2 -+ Vss—1
T T T T ) 2 ) 2
M1 12 Ms—1 Hs vy vy Vs q Vg vy vy Vs 1 v

With the analogous properties as in the deterministic case, for the explicit form
of the stochastic Runge-Kutta schemes, the coefficients satisfy 3;; = v;; = 0 for

j >4 and
S S
Sn=Youet
j=i i=1
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Moreover, the functions satisfy ®; = a(tn,Yn(i)) and U, = b(tn,Yn(i)) since ¢; =
Pij =7, =0forall j >1and¢=1,2,...,s in the explicit form.

Let us define some stochastic Runge-Kutta schemes with different stages for given
Buthcer arrays. Firstly, for the Butcher array of the second-stage stochastic
Runge-Kutta scheme [21] is given as follows:
01 0 0
1|1 0|1 0

12 1212 172

and the corresponding approximation scheme has the form of
Yo =Y, + = (altn, YY) +a(ter, V,P)) A,

+ = (bt Y)Y 4 b(tar, Y,P)) AW, (3.36)

N~ DN

where the process Yn(i) with ¢ = 1, 2 satisfies

Y(l) - Yna
Y(Q) = Y, + a(tna Yn(l))An + b(tm Yn(l))AW”

We show a comparison of the approximation process and the exact solution in
Figure[35l The paths of the processes indeed get closer to the true solution when
the number of stages is increased.

The third-stage explicit stochastic Runge-Kutta scheme [33] 35] is similarly ex-
pressed as

1 3 1 1
Yn+1 = Yn + <§a(tn, Yn(l)) =+ Za(tn -+ §An, Yn(2)) — Za(tnﬂ, Yn(S))) An

1 3 1 1
- <§b(tn, SIS 10+ 54, y2) — Z—lb(th,YTf?’))) AW,

where the functions ;" with i = 1,2, 3 satisfy

erl) = Yna
() 2 (1) 2 (1)
Yn = Yn + ga(tn, Yn )An + gb(tn, Yn )AWn,
YO = YV, + (a(te, Y,V) — aty, ;) Ap + (b(te, YV) = b(t,, Y,2))) AW,

The Butcher array of the scheme is

0] 0 0
1/22/3 0 2/3 0
11 -1 0 |1 -1 0

12 3/4 —1/4|1/2 3/4 —1/4
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Stochastic Runge—-Kutta 2 vs. Exact solution
11 T T T T

10 1

ol Runge-Kutta 2|
Exact soln

1 . . . ]
0 0.2 0.4 0.6 0.8 1

time

Figure 3.5: Comparison the stochastic Runge-Kutta scheme of stage 2 with the
exact solution where a=3, b=0.5 and at N=80 time steps.

Stochastic Runge-Kutta 3 vs. Exact solution
11 T T T T

2l Runge-Kutta 3| |
Exact soln

1 . . . |
0 0.2 0.4 0.6 0.8 1

time

Figure 3.6: Comparison the stochastic Runge-Kutta scheme of stage 3 with the
exact solution where a=3, b=0.5 and at N=80 time steps.
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Figure shows the accuracy and numerical performance of the approximation
process to the exact solution for the third-stage stochastic Runge-Kutta scheme.

For the fourth-stage stochastic Runge-Kutta scheme, we have the below Butcher
array with three column [35] which means that we have 2-dimensional Brownian
motion in the scheme and the coefficients in the first column are given for the
deterministic part while the coefficients in the second and the third column are
given for the stochastic part of the approximation scheme.

0] o0 0 0

12 1/2 0 072 0 270 0

121 0 1/2 0 042 -020 0 176 0 0

1 /0 0 1 0 |-158 08 174 0 |-292 0 0 0
1/6 1/3 1/3 1/6|-0.78 007 149 022 1.69 164 -3.02 -0.31

Therefore, the fourth-stage explicit stochastic Runge-Kutta scheme including two
independent Brownian motions is defined by using the coefficients of the above
Butcher array in the following:

1 1 1
Yn+l = Yn + (éa(trw Yn(l)) + §&<tn + §An7Yr§2)>

1 1 1
- ga(tn + _Anv Yn(?’)) + éa(tn+17 YTE4))>A’“

- (0 78 b(t,, YV) +0.07 b(t,, + ;An,Y )
149 b(t, + —An,Y,fS ) 4+ 0.22 b(tps, Y, ))AW1
+ (169b( YD) 4+ 1.64 b(t, +;An,Y )
—3.02b(t, + —An,Yn(?’)) — 031 b(tnsr, Y, )) AW?,
where the functions ;" with i = 1,2, 3, 4 satisfy
vy = vy,
v® = v, + %a(tn, YA, —0.72 b(t,, YOV AW 4+ 2.7 b(t,, Y, )AW?2,
Y8 = vy, + %a(t NA, + (0.42 b(t,, Y,1V) — 0.20 b(t,, Y, P)) AW,

+1.76 b(t,, YY) AW,
YW = Y, +a(t, ,P)A, — (158 b(t,, Y,V) — 0.84 b(t,, V,?)
—1.74 b(t,, YO AW — 2.92 b(t,,, Y, ) AW

It can be seen in Figure B. 7 that the distance of the approximation process and the
exact solution is smaller than the distance of the second-stage and the third-stage
stochastic Runge-Kutta schemes: compare Figures and 3.6

In this chapter, we stated different approximation schemes with different orders
regarding the convergence criteria (B.11]) and (B.I3]). However, we observe the
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Stochastic Runge-Kutta 4 vs. Exact solution
11 T T T T

10

oL Runge-Kutta 4| |
Exact soln

0 0.2 0.4 0.6 0.8 1
time

Figure 3.7: Comparison the stochastic Runge-Kutta scheme of stage 4 with the
exact solution where a=3, b=0.5 and at N=80 the discretization times.

accuracy of the schemes by comparing the associated paths. We need better
processes to compare the stochastic Ito-Taylor scheme with each other. Therefore,
in the next chapter, we calculate some error terms for each of the schemes and
apply the methods for option pricing models via Monte Carlo simulations.
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CHAPTER 4

APPLICATION

In this chapter, we try to decide which It6-Taylor scheme supplies the best approx-
imation process to the exact solution of a given stochastic differential equation

with the initial condition Xy, = x¢ € R [10, [13].

Firstly, we handle the error analysis of the approximation methods covered in
Chapter [ by creating and comparing the error functions of each Ito-Taylor
scheme. Secondly, we examine some volatility models to see how the approx-
imation methods are proceeding in the case of option pricing by using Monte
Carlo method. The price of a European option is derived by Black & Scholes
pricing model on the risk-neutral probability space (2, F, (Ft)i>0, Q) where Q
is the risk-neutral probability measure [17]. The use of standard Brownian mo-
tion is an advantage for the opportunity to apply Black & Scholes model to the
stochastic differential equations because of the martingale property.

4.1 Introduction

In this section, we give some basic definitions and helpful preliminaries before
moving on the applications of the It6-Taylor schemes. This section includes mean-
ings of local and global error as well as European option and Black & Scholes
model.

For analyzing the error functions of the stochastic processes which are constructed
by It6-Taylor approximation schemes, we need to give the definition of local error.
We recall the partition 0 <ty < t; < --- <ty =T of the time interval I = [to,T].
In addition, Y; is the approximation process to the analytic solution X; of a
stochastic differential equation at the discretization times ¢, for n =0,1,..., N,
which is defined before in ([B3)) at the beginning of the Chapter 3. We recall the

approximation process as follows:

¢ ¢
Y, =Y, +/ a(s, X,)ds +/ b(s, Xs)dWs, t € [ty, T]. (4.2)

to to
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The approximation method is the best one when the approximation process Y;
is the closest to the exact form solution X; at the discretization points. The
exact solution can generally be found by applying the It6 formula (ZI9) to the
stochastic differential equation.

The errors of the approximation schemes will help us to judge the accuracy of
the methods. We will examine the errors at the time steps of the partition. The
error is generally defined as the difference between the exact solution and the
approximate solution at the discretization times. The local truncation error of
any approximation process Y; to the true solution X; in the time interval [to, T’
is given by

local error =e = X;, — Y, (4.3)

where Y,, = Y(t,) with n = 0,1,..., N. The numerical method is consistent if
the local truncation error is O(A,,) where A, is the increment of the subinterval
[tn, tni1] defined in the equation (B.3]). Furthermore, we say that the numerical
method has order p if the local truncation error is O(AF™!) for any solution of
the initial value problem.

On the other hand, the fact that the local truncation error can be accumulated
over all of the iterations gives the global error with the assumption of the perfect
knowledge of the exact form of the solution at the initial time step. The numerical
method is said to be convergent if global truncation error goes to zero as the step
size goes to zero.

For the rest of this application chapter, we cover the option pricing models and
analyze them in Monte Carlo simulations. Therefore, we need to know what the
option means and how to calculate their values with the Black & Scholes model.
We can define a European option as the right to buy or sell an underlying stock
at an agreed price K in the certain time 7. In other words, it is a contract and
you have compromised to a strike price K at the beginning of the agreement
assuming that the stock price X; will go up or down in the future and you will be
free to use or not to use this option at the maturity time 7". You can buy or sell
the stock at the market price or the price you have decided on at the beginning
of the agreement.

There are two types of option, calls and puts. While the call option gives a person
the right to buy the stock at a certain price at the maturity, the put option gives
the person the right to sell the stock at an agreed price at the maturity. Therefore,
the person who buys a call option expects that the stock price will be higher and
the person who buys a put option hopes that the stock price will decrease at the
maturity. The payoff functions of the options are introduced as follows:

Ie(t, X)) = max(Xr— K,0), for a call option, (4.4)
p(t, X;) = max(K — Xp,0), for a put option. (4.5)

We use the Black & Scholes formula to find the theoretical option prices under
the assumption that the market is arbitrage free, so we work on the risk-neutral
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probability space (2, F, (F;)i>0, Q), where Q is the risk-neutral probability mea-
surebsmodel, lamber. Regarding that the option is a call or a put, we take a hedge
position on the market in the process of the Black & Scholes model. We apply
the Black & Scholes formula to the stock price X; where the formula describes
the value V (¢, X;) of the option over time and is defined as

oV 1, 0%V oV
_ _ X2 X,— —rX, =0. 4.
ot a7 Migxe trdigy — X =0 (4.6)

By the Black & Scholes model, the value of a call option Vi (¢, X;) and the value
of a put option Vp(t, X;) are respectively given by

Vo(t, Xy) = XN (dy) — Ke " T YN (dy) (4.7)

and
Ve(t, X)) = Ke "T"ON (—=dy) — X, N (—dy) (4.8)

dy = W%(ln(%>+<r+%2) (T—t)>,

dy = m/%(ln(%)+<r—%2> (T—t)) =dy —oVT —t,

where T'—t is the time to maturity, X, is the spot price of the underlying stock, K
is the strike price, r is the risk-free interest rate, o is the volatility of the returns
of the stock and the A(d) is the cumulative distribution function of standard

normal distribution: .
1 _g2
(d) 5 )

More information about Black & Scholes model can be found in [I7].

with

Now, we are ready to proceed the applications of the Ito-Taylor schemes with
some examples by analyzing the error functions and option pricing models.

4.2 Geometric Brownian Motion

In this part, we introduce the process of Geometric Brownian Motion and try to
decide which method, covered in the previous chapters, creates the best approx-
imation to the stochastic process by examining the error function.

Geometric Brownian Motion is a continuous-time stochastic process and it can
be used to model stock prices in the Black & Scholes model. General structure
of the Geometric Brownian Motion satisfies the following stochastic differential
equation

dX; = rXudt + o X dWy,  Xo =120 € R, (4.9)
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where r and o are non-negative constants and W, is a Brownian Motion with
t € [0,T]. Here, by comparing the stochastic differential equation (E1J), the drift
term is a(t, X;) = rX; and the diffusion term is b(t, X;) = oX;. Drift term
determines the trend of the stochastic process while the diffusion term controls
the effect of the randomness of the Brownian motion W;.

In finance, we can think that the process X; behaves like a stock price where r
and o represent the risk-free rate and the volatility of the stock price, respectively.
Therefore, we can determine that a stock price X; goes up or goes down in the
time interval ¢ € [0, 7] by modeling with Geometric Brownian Motion (£.9) with
respect to the risk-free rate r and the volatility o.

We can reach the exact (closed) form of the solution of Geometric Brownian
Motion in the following steps: firstly, we reorganize the the stochastic differential

equation (4.9) by
1
—dX; = rdt + odW,.

Xy
By using It6 formula (2.I9) to the function f(¢, X;) = In X; it follows that
1 1 1
dlnX,) = det + iazxf (_X_E> dt

1
= rdt +odW; — QUZdt
1
= (r — §a2> dt + odW,.

As a result, we get the general form of the exact solution of Geometric Brownian

Motion as ¥ )
o
ln?;:<7"—7)t+awt,

or, more explicitly,

2
X; = Xpexp <(7’ — %) t+ O'I/Vt) : (4.10)

Now, we start to compare the approximation schemes with each other by exam-
ining the local error functions with respect to the exact solution process of the
Geometric Brownian Motion (LI0). As we mentioned before, the local error func-
tions are calculated by the differences between the approximation process and the
closed form process at the discretization times by using the equation ([A3]). We
use MATLAB to construct the approximation and exact solution processes and
some codes with some explanations are given in the appendix.

In Figure 4.1l we have demonstrated that the best approximation methods for
given Geometric Brownian Motion process are the higher order It6-Taylor schemes:
weak Taylor scheme of order 2 and strong Taylor scheme of order 3/2. The error
functions for those two are around zero line and it can be seen that the stochas-
tic processes modeled with stochastic Runge-Kutta methods are getting greater
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Error functions of all types of schemes
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Figure 4.1: Error functions of all methods for Geometric Brownian Motion with
the variables Xg =1, T'=1, N =25, r=0.5 and ¢ = 0.5.

error exponentially. Moreover, the error measures can be found for the first 5
steps in Table A1l It is acceptable that the higher order It6-Taylor schemes give
better results than the Euler-Maruyama and Milstein schemes. However, the
stochastic Runge-Kutta schemes do not have good approximation processes for
the Geometric Brownian Motion process surprisingly.

We continue with another stochastic process in the next section and determine
the best approximation method by the error functions, similarly.

Table 4.1: The errors € at the first 5 steps calculated as e = X;, — Y, for n =
1,2,...,5.

Error Calculations
E-M Mils | SO3/2 | WO2 SRK2 | SRK3 | SRK4
0.0046 | 0.0023 | 0.0001 | -0.0003 | -0.0053 | -0.0057 | -0.0054
0.0032 | 0.0039 | 0.0000 | -0.0007 | -0.0118 | -0.0125 | -0.0110
0.0212 | 0.0096 | 0.0003 | -0.0005 | -0.0203 | -0.0226 | -0.0208
0.0139 | 0.0084 | 0.0001 | -0.0003 | -0.0270 | -0.0292 | -0.0238
0.0350 | 0.0154 | 0.0005 | -0.0001 | -0.0396 | -0.0439 | -0.0373

Gl x| | b | =2
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4.3 Orsntein-Uhlenbeck Process

In this section, we state another type of the stochastic differential process, namely
Orsntein-Uhlenbeck process. This process is also used for modeling the stock
prices or interest rates in finance. General form of Orsntein-Uhlenbeck process is
given in the following stochastic differential equation:

dXt = 6<T — Xt)dt + O'th, 0 > 0, (411)

where 0, r and o are nonnegative parameters and W, is a Brownian Motion with
t € [0,7]. Again, when comparing the stochastic differential equation (4.1), the
drift term is a(t, X;) = 0(r — X;) and the diffusion term is b(t, X;) = o.

If we are modeling a stock price X; with Orsntein-Uhlenbeck process, then 6 gives
the speed of turning into the long-run level of the process X;, r represents the
long-run mean of the process X;, and o shows the volatility of the process X;.
The closed form solution of the stochastic process ({.11) is calculated by applying
It6 formula (ZI9) to the function f(¢, X;) = X’ as follows:

d(Xte(%) = GXteetdt + e@tht
= GXteetdt + e(% (9(7” — Xt)dt + O'th>
= "Ordt + o dW,.

Then, in the integration form, we have
t t
X,e% = X, —i—/ eeserds—i-/ ae’* dW,.
0 0
Therefore, we obtain the exact solution of the Orsntein-Uhlenbeck process as

¢
Xi = Xoe " +r(1—e )+ / o dW, (4.12)
0

with X, = z € R.

Now, we can construct and plot the analytic solution process of the Orsntein-
Uhlenbeck and the approximation processes we have covered before. Related
MATLAB codes are also given in the appendix at the end of the thesis.

In Figure 432l we have showed that the best approximation methods for the
Orsntein-Uhlenbeck process is the stochastic Runge-Kutta schemes with different
stages. Of course, the best one is the fourth-stage stochastic Runge-Kutta scheme
as seen obviously in the figure. However, we plot only four lines in the graphic
because the diffusion term b(¢, X;) is equal to a constant o and the derivatives of
the diffusion term with respect to space will be zero. So, Euler-Maruyama scheme
gives the same results with Milstein scheme; strong Taylor scheme of order 3/2
has the same results with weak Taylor scheme of order 2 at the discretization
points for the Orsntein-Uhlenbeck process.
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Error functions of all types of schemes

0.1
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Figure 4.2: Error functions of all methods for Orsntein-Uhlenbeck process with
the variables Xo = 1, T =1, N = 25, § = 0.5, ¢ = 0.5 and long run mean

r=20.

Table 4.2: The errors e at the first 6 steps calculated as e = X;, — Y, for n =

1,2,...,6.
Error Calculations
N | EM & Mils | SO32 & WO2 | SRK2 | SRK3 | SRK4
1 -0.0010 0.0000 0.0000 | 0.0000 | -0.0012
2 0.0009 0.0019 0.0024 | 0.0024 | -0.0010
3 0.0031 0.0058 0.0060 | 0.0060 | 0.0019
4 0.0108 0.0116 0.0130 | 0.0129 | 0.0052
5 0.0153 0.0177 0.0189 | 0.0188 | 0.0104
6 0.0260 0.0263 0.0279 | 0.0279 | 0.0193
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Moreover, the local errors of the approximation processes by comparing the closed
form of the solution of the Orsntein-Uhlenbeck ({.I2)) process are given in Ta-
ble for only the first 6 steps.

In addition to the Geometric Brownian Motion and the Orsntein-Uhlenbeck pro-
cess, we can think of the volatility models. In above stochastic processes, we
always take the drift and the diffusion terms as constant; however, we can take
the time-dependent drift and diffusion terms in the volatility models. Later in
the sequel, we mention this perspective of stochastic differential models.

4.4 Barrier Down-And-Out Option

Up to now, we have covered different stochastic differential processes and done
some stock price modeling. However, we need to be more clear about the accu-
racy of approximation methods. We decide to study on European options after
modeling the stochastic processes and we believe that studying on option pricing
models will be the best way to measure the success of the approximation meth-
ods. In this section, we apply Monte Carlo simulation since we obtain possible
outcomes obtained from possible paths of the stock prices, and then taking the
average of them gives us the expected outcome in this simulation.

The best way to get the approximate option price is to make Monte-Carlo sim-
ulation. In such a simulation, we firstly determine how the stock prices (paths)
behaves in the time interval [ty,T] with an approximation method we mentioned
in Chapter Bl then we calculate the value V (T, X1) of the option at time 7" which
is also equal to the payoff I1(¢, X;) of the option at the maturity time 7" for the
simulated path of the underlying stock prices. When we discount this price to
the present time, we obtain the option price at time t,.

To set an example, we can give a down-and-out barrier option which means that
if the stock price X; crushes the barrier line B at any time until the maturity
time, then the value of the option V (¢, X;) will be zero; otherwise, the option
price will be calculated. Shortly, we can think that we never want the stock price
to be lower than a fixed value B which is called the barrier line. Moreover, the
closed form solution of a down-and-out barrier call option for B < K is given by

X\ B?
V§<t)Xt) = VC(t7Xt) — = VC L= |, (4]‘3>
B X

where Vi (t, X;) is the value of the European call option with the strike price K,
B is the barrier, r is the risk-free interest rate and o is the volatility of the stock
price.

In Table 1.3l we can understand that when we increase the number of paths
keeping the discretization at the same level, we get better option values. Simi-
larly, if we look at the error results of different methods for the same iteration
and discretization level, we can say that higher order schemes have lower errors
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Table 4.3: The results of Monte Carlo simulation of a down-and-out call option,
where Xy =50, K =50, B =45, r = 0.03 and o = 0.1 in the time interval [0, 1].
(The price of the option found by the closed form solution (LI3) is 2.7543.)

Error Calculations
# Paths | N | E-M | errorEM | SRK2 | errorSRK2 | SRK4 | errorSRK4
102 20 | 2.9761 | -0.2218 | 3.1511 -0.3968 | 2.6910 0.0633
103 20 | 2.6202 | 0.1341 | 2.7762 | -0.0219 | 2.8145 | -0.0602
107 20 | 27132 | 0.0411 | 2.8739 | -0.1196 | 2.9048 | -0.1505
10° 20 | 27791 | -0.0248 | 2.9412 | -0.1869 | 2.9438 | -0.1895
10° 20 | 2.7843 | -0.0300 | 2.9472 | -0.1929 | 2.9359 | -0.1816
102 50 | 2.6295 | 0.1248 | 2.7811 -0.0268 | 2.3844 0.3699
103 50 | 2.8342 | -0.1799 | 2.9983 | -0.2440 | 2.9808 | -0.2265
10% 50 | 2.7819 | -0.0276 | 2.9450 | -0.1907 | 2.9753 | -0.2210
10° 50 | 2.7694 | -0.0151 | 2.9310 | -0.1767 | 2.9696 | -0.2153
10° 50 | 2.7684 | -0.0141 | 2.9301 -0.1758 1 2.9473 | -0.1930

absolutely by giving better approximate values to the exact value of the option
as we have expected. As a result, when we analyze all results in Table (4.3 we
examine that the fourth-stage of stochastic Runge-Kutta scheme, which has the
highest approximation order among the schemes in the table, gives the smallest
values for the errors comparing the closed form solution (£.I3]).

For another example, we state a volatility model in the next section. The differ-
ence of the this model is that the volatility in the diffusion part of the stochastic
differential equation is also a stochastic process, thus modeling the volatility as
well.

4.5 Heston Model

In Black & Scholes model, the only variable we cannot forecast is the volatility o,
so to reach the perfect hedging is not possible. Therefore, we move on stochastic
volatility models to get rid of the uncertain variable, volatility. In this section,
we study on one of the stochastic volatility models: Heston model. In this model,
the stochastic process has a time-dependent diffusion term instead of a constant
diffusion term as before. The diffusion part is initially modeled by the methods
we have stated before, then the stochastic process is modeled depending on this
diffusion part.

In Heston model, the stochastic process X; “seems” to be created by Geomet-
ric Brownian Motion (£9); however, the volatility in the diffusion part of the
stochastic differential equation is constructed with correlated Brownian motion.
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The general structure of Heston model can be defined as in the following equation

dXt = TXtdt + \/OTtXtthX (414)
with
dUt = /ﬁ?(e — O't)dt + f\/;ttha (415)

where the Brownian motions are correlated and they satisfy
dWXdW; = pdt, (4.16)

and r is the risk-free interest rate, 6 is the long variance, x is the speed of the
reverting oy to 6, and ¢ is the volatility of the volatility process o; [28].

To be more understandable, we can rewrite (EI14) with the correlation dW =

pdW7 + /1 — p?dZ; where Z; is a standard Brownian motion as follows:

dX, = rX,dt + /7 X, (mwg +/1- deZt> . (4.17)

Moreover, the closed form solution of Heston model is given as in the following:

t
X, = Xpexp <rt+§(at—/<;9t)+ (% — %) at+\/1—p2/ \/a_deSf) :
0
(4.18)

where dW/ is standard Brownian motion independent of WX and W¢.

While plotting a path of a stochastic process constructed by Heston model, we
follow the steps below:

e Firstly, we model the process o, with its own Brownian motion process

dwe.

e Secondly, we determine the Brownian motion dW;X for the process X; by re-
garding the correlation p between Brownian motions in the equation (4.16]).

e Finally, we construct the process X; with the risk-free interest rate r,
stochastic volatility process o; and the Brownian motion dW;¥.

The effect of the stochastic volatility is clearly seen in Figure .3l The blue path
is plotted by Heston model with a stochastic volatility o, by taking care of the
equation (AI5) and the red path is obtained by Geometric Brownian Motion with
a constant volatility o = 0.2. Although the processes go down and up at the same
time steps, the oscillation of the blue path is higher than the oscillation of the
red one due to the effect of the stochastic volatility.

Lastly, we study numerically approximating the price of a European option which
is constructed by Heston model. We model the stochastic volatility in different
ways, and then, we construct the stock price X; depending on this stochastic
volatility. We make a decision about which approximation method is the best
one by examining the values given in Monte Carlo simulation. The price V (¢, X;)
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Figure 4.3: The process X; constructed by Heston model with the variables X, =
100, 09 =0.2, T'=1, N =400, x = 0.001, 6 = 0.15, £ =0.001, » =0.05, p =
0.5.

of an option, with the underlying X;, governed by the Heston model can be
obtained by solving the following partial differential equation,

oV oV oV 1 L,V
a0 Ny TGy Yoo Xigs
2V 1, OV
+ prXtatho_—f—Eg O-W_TV_ . (4.]_9)

Figure 4.4l shows the behaviors of the stock prices X; modeled by stochastic
Taylor schemes, and one can observe that Euler-Maruyama scheme constructs
the farthest solution process (path) to the exact, true solution. In addition, the
stochastic Runge-Kutta schemes give the best approximation processes to the
closed form solution.

In Table [£4], indeed, we observe that when the number of paths increases while
keeping the number of discretization the same, we get better option values re-
garding the error. Similarly, comparing the results of different methods at the
same number of paths and discretization, we observe that the fourth-stage of
stochastic Runge-Kutta scheme has the smallest error values which means that
this method gives the most closest approximation to the exact option price.
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Table 4.4: The results of Monte Carlo simulation of the value of an option defined
by Heston model, where Xy = 100, K = 100, 0o = 0.04 r = 0.04, £ = 0.2, Kk = 0.6,
0 = 0.04 and the correlation p = —0.15 between Brownian motions WX and W7
in the time interval [0,1/2]. (Exact price of the option is 6.5473 given in [15].)

Error Calculations
# Paths | N | E-M | errorEM | SRK2 | errorSRK2 | SRK4 | errorSRK4
10° 20 | 6.1287 | 0.4186 | 6.8577 | -0.3104 | 6.1101 0.4372
103 20 | 6.3649 | 0.1824 | 7.1078 | -0.5605 | 6.8022 | -0.2549
10% 20 | 6.4830 | 0.0643 | 7.2478 | -0.7005 | 6.7563 | -0.2090
10° 20 | 6.5649 | -0.0176 | 7.3411 | -0.7938 | 6.5710 | -0.0237
10° 20 | 6.5449 | 0.0024 | 7.3195| -0.7722 |6.5780 | -0.0307
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CHAPTER 5

CONCLUSION

In this work, we studied the stochastic It6-Taylor schemes with the aim of investi-
gating the best approximation method to a given stochastic differential equation.

In the preliminaries part of the study, Ito calculus and Stratonovich calculus
were stated in detail and their relationships with each other were given properly.
The stochastic Taylor expansions of two types of calculus were discussed at the
end of this part. Then, we moved on the stochastic approximation schemes by
interesting in only one type of calculus, It6 calculus. Using only It6 process
was not a problem because we had explained how to convert Ito6 calculus to
Stratonovich calculus clearly by giving examples.

In the next chapter, the main part of the study, the stochastic Taylor schemes
were given one by one in each section. Both strong and weak convergence cri-
terias were defined first, then the different types of the approximation schemes
were discussed by regarding the order of convergence. The basic type of them
was the Euler-Maruyama scheme with strong order of 1/2 and weak order of
1. This scheme was constructed by using the first derivatives of the Ito-Taylor
expansion of the stochastic differential equation. After that, we continued with
the Milstein scheme by adding one more term to the Euler-Maruyama scheme
from the stochastic It6-Taylor expansion. It was shown that the Milstein scheme
had strong order of 1. Weak Taylor scheme of order 2 and strong Taylor scheme
of order 3/2 were found by analyzing more derivatives of the It6-Taylor expan-
sion. Furthermore, we examined the Runge-Kutta schemes with different stages.
In order to derive the stochastic Runge-Kutta schemes, we prefered to under-
stood the ordinary Runge-Kutta scheme first. The opportunity of not using
the derivatives of the stochastic Ito-Taylor expansion gives the importance and
the utilizability to the Runge-Kutta schemes instead of the other types of the
stochastic Ito-Taylor schemes. We obtained higher order approximation schemes
by testing different stages of Runge-Kutta schemes and recognized that they were
more useful and computational simplicity when comparing the other types of the
stochastic Ito-Taylor schemes. Therefore, analyzing the Ito-Taylor schemes, es-
pecially the stochastic Runge-Kutta schemes, with their general structure and
paths are plotted.

Later in the application part, we justified our assumption that higher order
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stochastic Taylor schemes is the more preferable approximate process to the exact
solution of a given stochastic differential equation. Although the improvement of
the approximation schemes could be seen in the figures of the stochastic [to-Taylor
schemes visually in the previous chapter, we numerically analyzed the accuracy
of each approximation scheme by comparing the exact solution processes and
using the error analysis for some given well-known stochastic processes and op-
tion pricing models. We started with Geometric Brownian Motion whose closed
form solution process was found by applying the It6 formula (219) to the func-
tion f(t, X;) = In X;. When we constructed and computed the stochastic Taylor
schemes for the Geometric Brownian Motion process, we got the best approxi-
mation methods as weak Taylor scheme of order 2 and strong Taylor scheme of
order 3/2. This can be seen in Figure 1] where the error process calculated by
subtracting the approximate process from the exact solution process at the dis-
cretization points. Then, we examined Orsntein-Uhlenbeck process and observed
that the stochastic Runge-Kutta schemes, especially the fourth-stage stochas-
tic Runge-Kutta scheme, gave the best approximation processes to the analytic
solution process which was obtained by applying the Itd formula ([ZI9) to the
function f(t, X;) = X;e.

After we had different results from the approximation methods for these two
stochastic processes, we decided to study on Monte Carlo simulations for option
pricing models in order to make more reliable and consistent decisions about
the success of the approximation methods in more realistic situations in finance:
we looked into the barrier down-and-out option. In Monte Carlo simulation,
we repeatedly got the value of the options by changing the number of paths
or the number of the discretizations of the stochastic process. By comparing
the Monte Carlo results with the closed form solution of the barrier down-and-
out option given in (£I3]), we obtained the best results from the approximation
method modeled by the fourth-stage stochastic Runge-Kutta scheme. In the last
section of that chapter, we tried to improve our calculations by analyzing one
of the stochastic volatility model, namely Heston model, since letting volatility
be stochastic instead of constant helps us to obtain better approximations. We
again got better outcomes from the fourth-stage stochastic Runge-Kutta scheme
when applying Monte Carlo simulation for an option which was created by the
Heston model with stochastic volatility.

As a result, we introduced various types of the stochastic Taylor approximation
methods and tried to decide the best one throughout the study. At the end, it
was seen that we had the best results from the fourth-stage stochastic Runge-
Kutta scheme while doing the error analysis and Monte Carlo simulation. This
method was not only easy to implement, but it also avoids the calculation of the
derivatives of the stochastic Taylor expansion. Furthermore, it also gives the best
approximate solutions when compared to the exact solution processes.
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APPENDIX A

Some MATLAB Codes

Euler-Maruyama Method

% Function of Euler-Maruyama approximation

% For the stochastic process dXt = a(Xt,t)dt + b(Xt,t)dWt
% with the initial condition X(t0=0) = X0 and tO<t<T

% the Euler-Maruyama approximation is calculated by

% X(t+1) = X(t) + axdt + bxdWt

function [X, t, dt] = EulerMaruyama (X0, T, N, a, b)

randn(’state’, 13);

X = zeros(1l, N+1); X(1)=X0; % initial value of Xt
t = linspace(0,T,N+1)’; % discretization

dt = diff(t); % step size

dW = sqrt(dt) .*randn(N,1); % Brownian motion

for j = 1:N
X(G+1) = X(3) + at(§),X(G)) . *dt () + b((§),X(G)) . *dW(j);
end

[Milstein Method|

% Function of Milstein approximation

% For the stochastic process dXt = a(Xt,t)dt + b(Xt,t)dWt
% with the initial condition X(t0=0) = X0 and tO0<t<T

% the Milstein approximation is calculated by

% X(t+1) = X(t) + axdt + bxdWt + (1/2)*bx*b’*(dWt~2-dt)
function [X, t, dt] = Milstein (X0, T, N, a, b, diff_b)

randn(’state’, 13);

X = zeros(1l, N+1); X(1)=X0; % initial value of Xt
t = linspace(0,T,N+1)’; % discretization
dt = diff(t); % step size

dW = sqrt(dt) .*randn(N,1); % Brownian motion
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for j = 1:N
X(3+1) = X(3) + a(t(3),X(3)).*dt(3) + b(t(3),X(3)) . *dwW(j) + ...
(1/2) .*xb(£(3),X()) . *#diff_b(t(j),X(3)) .*x((dW(j)"2)-dt(j));
end

Strong Taylor Method of Order 3/2

% Strong Taylor Approximation of Order 3/2

% For the stochastic process dXt = a(Xt,t)dt + b(Xt,t)dWt

% with the initial condition X(t0=0) = X0 and tO<t<T

% the strong Taylor approximation of order 3/2 is calculated by

h X(t+1) = X(t) + axdt + bxdWt + (1/2)*b*b’*(dWt"2-dt) + a’*b*xdZt +
h(1/2)*(a*xa’+(1/2)*b"2xa’’)*dt"2 +
h(axb’+(1/2)*b~2%b’ ) *x (dWt*dt-dZt) +
%(1/2)*(b"2%b? >+bx (b?) "2) * ((1/3) *dWt ~2-dt) *dWt

function [X, t, dt] = StrongOrder32 (X0, T, N, a, b, diff_a, diff_b,
diff_aa, diff_bb)
randn(’state’, 13);

X = zeros(1, N+1); X(1)=X0; % initial value of Xt

t = linspace(0,T,N+1)’; % discretization

dt = diff(t); % step size

dw sqrt(dt) .*randn(N,1); % Brownian motion (BM)

dz (1/2)*dt.*(dW + sqrt(dt) .*randn(N,1)/sqrt(3)); % dependent BM with dW

for j = 1:N
X(G+1) = X(G) + at(§),X(G)).*¥dt(G) + bt (G),X(G)).*xaw(j) + ...

(1/2) .xb (£ (§),X(3)) . *diff_b(t(j),X(j)).*x((dW(j)"2)-dt(j)) + .
diff_a(t(j),X(3)) .*b(t(§),X(j)).*dZ(j) +
(1/2) .*x(a(t(j),X(3)) .*diff_a(t(j),X(G)) + ...
(1/2) .*diff_aa(t(j),X(3)).*x(b(t(3),X(§)))"2) .x((dt(j))"2) + ...
(a(t(§),X(3)) . *diff _b(t(j),X(G)) + ...
(1/2) .*diff_bb(t(j),X(3)) . *(b(t(3),X(3)))"2) .*x(@W(j) . *dt(j) - ...
dZ(j)) + (1/2) .x(diff_bb(t(j),X(§)).*x(b(t(G),X(I))"2 + ...
b(t(3),X(3)) . *x((diff_b(t(j),X(3)))"2)) . *((1/3) .*(aw(j))"2 - ...
dt(j)) .*dw(j);

end

Weak Taylor Method of Order 2

% Weak Taylor Approximation of Order 2

% For the stochastic process dXt = a(Xt,t)dt + b(Xt,t)dWt

% with the initial condition X(t0=0) = X0 and tO<t<T

% the weak Taylor approximation of order 2 is calculated by

h X(t+1) = X(t) + axdt + bxdWt + (1/2)*b*b’*(dWt~2-dt) + a’*b*xdZt +
h(1/2)*(a*xa’+(1/2)*b"2xa’’)*dt"2 +
%(axb’+(1/2) *b"2%b’ ? ) * (dWt*dt-dZt)

function [X, t, dt] = WeakOrder2 (X0, T, N, a, b, diff_a, diff_b,
diff_aa, diff_bb)
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randn(’state’, 13);

X = zeros(1, N+1); X(1)=XO0; % initial value of Xt

t = linspace(0,T,N+1)’; % discretization

dt diff(t); % step size

dw sqrt(dt) .*randn(N,1); % Brownian motion (BM)

dZ = (1/2)*dt.*(dW + sqrt(dt).*randn(N,1)/sqrt(3)); % dependent BM with dW

for j = 1:N
X(G+1) = X(G) + at(§),X(§)).*¥dt(G) + bt (G),X(G)).*¥xaw(j) + ...

(1/72) .#b(£(§),X(3)) .*diff_b(t(j),X(3)) . *x((@W(j)"2)-dt(3)) + ...
diff_a(t(§),X(3)) . *b(t(3),X(j)) . *dZ(j) +
(1/2) . *(a(t(3),X(j)) . xdiff_a(t(3),X()) + ...
(1/2) .*diff_aa(t(3),X(G)) . *(b(t(§),X(3)))"2) . *x((dt(§))"2) + ...
(a(t(§),X(3)) . *diff _b(t(j),X(G)) + ...
(1/2) .*diff_bb(t(j),X(3)) . *x(b(t(3),X(3)))"2) .*x(AW(j) .*dt(j)-dz(3));

end

Second-Stage Runge-Kutta Method

% Second-stage Stochastic Runge-Kutta Method

% For the stochastic process dXt = a(Xt,t)dt + b(Xt,t)dWt

% with the initial condition X(t0=0) = X0 and tO<t<T

% the second-stage Runge-Kutta method is calculated by

% X(t+1) = X(£) + (1/2)*(a(t,Xt)+a(t+1,Yt))*dt + ...

yA (1/2)*(b(t,Xt)+b(t+1,Yt) ) *dWt

% where

% Y(t+1) = Y(t) + a(t,Xt)*dt + b(t,Xt)*dWt (constructed by the function Xhat)

function [X, t] = SRK2(X0, T, N, a, b)

randn(’state’, 13);

X(1) = X0; % initial value of Xt
t = linspace(0,T,N+1)’; % discretization
dt = diff(t); % step size
dW = sqrt(dt) .*randn(N,1); % Brownian motion
for j = 1:N
Y = Xhat(t(j), X(j), dt(jG), aw(j), a, b);

X(3+1) = X(§) + (1/2)*(a(t(§),X()) + at(G+1),V)) .*dt () + ..
(1/2)* (b (£ () ,X(G)) + b(t(G+1),Y)) . *dW(j);
end

The Function of Y; in Runge-Kutta Method

function X_hat = Xhat(t, X, dt, dWw, a, b)

X_hat = X + a(t,X).*dt + b(t,X).*dW;
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Fourth-Stage Runge-Kutta Method

% Fourth-stage Stochastic Runge-Kutta Method

% For the stochastic process dXt = a(Xt,t)dt + b(Xt,t)dWt

% with the initial condition X(t0=0) = X0 and tO<t<T

% the fourth-stage Runge-Kutta method is calculated by

% X(t+1) = X(t) + sum(mu_ixa(t+c_i*dt,Yt_i)*dt) + ...

% sum(nu_i*b(t+c_i*dt,Yt_i)*dWt)

% where i = 1,2,3,4 and the function

% Yt_i = Y(t) + sum(beta_j*a(t+c_j*dt,Yt_j)*dt) + ...

h sum(gamma_j*b (t+c_j*dt,Yt_j)*dwWt)

% where j=1,2,...,i-1 with the coefficients c, mu, nu, beta, gamma defined
% in Buthcer array.

function [X, t] = SRK4(X0, T, N, a, b)

rand(’state’,13); randn(’state’,13);

X(1) = X0; % initial value of Xt

t = linspace(0,T,N+1)’; % discretization

dt = diff(t); % step size

dWwl = sqrt(dt) .*randn(N,1); % Brownian motion

dw2 = sqrt(dt) .*randn(N,1); % independent Brownian motion
for j = 1:N

Y2 = Xhat2(t(j), X(j), dt(j), awi(j), dw2(j), a, b);
Y3 = Xhat3(t(j), X(j), dt(j), awi(j), dw2(j), a, b, Y2);
Y4 = Xhatd4(£(j), X(3), dt(j), dwi(j), aw2(j), a, b, Y2, Y3);

X(j+1) = X(3) + ((1/6)*a(t(j),X(j)) + (1/3)*a(t(j)+(1/2)*dt(j),¥2) + ...
(1/3)*a(t(§)+(1/2)*dt(j),¥3) + (1/6)*a(t(j+1),Y4)).*dt(j) + ...
+ ((-0.78)*b(£(j),X(§)) + (0.07)*b(£(§)+(1/2)*dt(j), Y2) + ...
(1.49)*%b (£ (§)+(1/2)*dt(3),Y3) + (0.22)*b(t(G+1), Y4)).*xdwi(j) + ...
((1.69)*b(t(3),X(3)) + (1.64)*b(t()+(1/2)*dt (), Y2) + ...
(=3.02)*b (£ (j)+(1/2)*dt (j),¥3) + (-0.31)*b(t(j+1), Y4)).*dWw2(j);
end

Exact Solution of Geometric Brownian Motion

% Geometric Brownian Motion

% The stochastic process dXt = a(t,Xt)dt + b(t,Xt)dWt is given

% with the initial condition X(t0=0) = X0 and tO<t<T.

% The Geometric Brownian model is constructed when the functions satisfy
% a(t,Xt)=mu*xXt and b(t,Xt)=sigma*Xt.

% Then, the exact solution Xt will be as follows
% Xt = XO*exp((mu-0.5*sigma”2)*t + sigma*Wt)

function [X, t, dt] = Exact_GBM (X0, T, N, rate, sigma)

randn(’state’, 13);
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X = zeros(1, N+1); % solution process Xt

t = linspace(0,T,N+1)’; % discretization

dt = diff(t); % time step

dW = sqrt(dt) .*randn(N,1); W = cumsum([0;dW]); % Brownian motion
X = XOxexp(rate.*t - (1/2)*sigma”2.*t + sigma.*W); 7% exact solution

Exact Solution of Orsntein-Uhlenbeck Process

% Orsntein-Uhlenbeck Process

% The stochastic process dXt = a(t,Xt)dt + b(t,Xt)dWt is given

% with the initial condition X(t0=0) = X0 and tO<t<T.

% The Orsntein-Uhlenbeck process is constructed when the functions satisfy
% a(t,Xt)=thetax(r-Xt) and b(t,Xt)=sigma

% Then, the exact solution Xt will be as follows
% Xt = XO*xexp(-thetaxt) + r(l-exp(-thetaxt)) + ...
% int (sigmaxexp(theta*(s-t))*dWs

function [X, t, dt] = Exact_0UP(X0, T, N, rate, mu, sigma)

randn(’state’, 13);

X = zeros(1, N+1); % solution process Xt

t = linspace(0,T,N+1)’; % discretization

dt = diff(t); % step size

dW = sqrt((l-exp((-2)*rate.*dt))/(2*rate)) .*randn(N,1); % Brownian motion

W = cumsum([0;dW]);

X = XO*xexp((-1)*rate.*t) + mux(1 - exp((-1)*rate.*t)) + sigma.*W; Jexact solution

Closed Form Solution of Down-and-Out Barrier Call Option

% Closed form solution of a barrier down-and-out call option is given by

%  VB(t,Xt) = V(t,Xt) - V(t,B"2/Xt)*(Xt/B)~(1-(2*r/sigma~2)

% where V(t,Xt) is the European call option price, B is the barrier, r is

% the risk-free interest rate and sigma is the volatility of the process.
function value = Exact_BarrierDO (SO, B, K, rate, T, sigma)

randn(’state’, 13);

A = (B~2)./S0;

V1 = blsprice(S0,K,rate,T,sigma); % option pricing with Black&Scholes model
V2 = blsprice(A,K,rate,T,sigma); % option pricing with Black&Scholes model

value = V1 - ((SO/B)~(1-2*rate/(sigma~2))) .*V2;
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Monte Carlo Simulation of a Down-and-Out Barrier Option

% Monte Carlo Simulation for Barrier Down-and-Out European Call Option
clear all, close all,

randn(’state’, 13)

rand(’state’, 13)

X0=50; T=1; N=200; M=100; rate=0.03; sigma=0.1; K = 50; B=45; % variables

X = zeros(1l, N+1); X(1)=XO0; % solution process Xt
V = zeros(1, M); % value of the option
V_sum = 0;
t = linspace(0,T,N+1)’; % discretization
dt = diff(t); % step size
for i=1:M
for j=1:N
dW = randn(N,1); % Brownian motion
X(j+1) = X(j)*exp(rate.*dt(j) - (1/2)*sigma2.xdt(j) +
sigma.*sqrt(dt(j)).*dW(j));
end
X_min = min(X);
if X_min < B % B is the barrier
V(i)=0;
else
V(i) = exp((-1)*rate*T)*max(X(end)-K,0); % discounted payoff
end
V_sum = V_sum + V(i);
end
V_GBM = (1/M)*V_sum % value of the option

\Monte Carlo Simulation for Heston Model

% Monte Carlo simulation for Heston model
randn(’state’, 13); rand(’state’,13);

sigma0=0.04; X0=100; K=100; T=0.5;

rho=-0.15; kappa=0.6; theta=0.04; xi=0.2; rate=0.04;
N=50; M=50;

exact_value=6.5473; % exact solution of the model with these variables

sigma = zeros(1l, N+1); sigma(l) = sigmaO; % initial value of volatility
X = zeros(1l, N+1); X(1) = XO0; % initial value of X_t

t = linspace(0,T,N+1)’; % discretization
dt = diff(t); % step size
V = zeros(1l, M); % value of the option
V_sum = 0; % initial value of iterative sum
for i=1:M
for j=1:N
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dz
dw

randn(N,1); dY = randn(N,1); % standard Brownian motions
rho*dZ + sqrt(l-rho~2)*dY; % correlated Brownian motion

sigma(j+1) = sigma(j) + kappa.*(theta-sigma(j)).*dt(j) + ...
xi.*sqrt(abs(sigma(j))) .*sqrt(dt(j)).*dW(j);

X(j+1) = X(j).*xexp((rate - (1/2)*sigma(j)).*dt(j) + ...
sqrt(abs(sigma(j))) .*sqrt(dt(j)) .*dZ(j));
end
V(i) = exp((-1)*ratex*T)*max(X(end)-K,0); % discounted payoff
V_sum = V_sum + V(i);

end
V_EM = (1/M)*V_sum % value of the option
error = exact_value - V_EM % difference btwn analytic and calculated value
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