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Abstract

Black-Sholes [7] model is traditionally used to price options in the market, however it cannot explain
observed volatility change because the volatility of BS-model assumed to be constant. Stochastic volatil-
ity model is proposed to solve this problem; Heston[1] model where volatility of stock price follows the
mean-reverting stochastic process. In this thesis, we bring out methods of discretising approximation of
Heston model introduced by Andersen[2], and build up numerical analysis of finite difference method.

We analyze these methods and compare option prices with BS-model.
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goboboboooooooooooooooobooobooooooooooooooooooboooooOog
ooooooooooOoooOoOooboOoo3oooooooooooooooooooo

4.1 0O0OD0OOO

O00O0RO0O0O0O0 Heston 0ODODOOOODODOOODOOODODODDOODODODOOODOODOOOOOO
000000000000000000000000000000000000 BooOon

oU oU oU 1., 0% U 1, 0%

000000000000 TOODODUOOO 00000 TOOODOOOO NODOODODOAt=T/NOOO
N+100000

=rU (4.1)

0,At,2A¢t,...,T

0000000000000000 Smax 0000AS = Spax/M 00000 M4+100000

0,AS,2AS, ..., Siax

00000000000000000000 Smax 0000000000 Vimax 0000AV = Vaax/L 000

00 LDO0O00DO0DOo
AV,2AV,3AV, ... Viax

O0000000000000000000000000 Vamax 000000

oooooo0ooooo (N+1)(M+1)LO0OD0O0OD0O0D0O00D0O0O0OD00DDOD0ODODO0ODOODOOOOO
0o (4,4,k) 0000000 ¢A000 jJASOODOODODOO KAV ODODOODOOO(G,5,k) 000000
00000000000 U, 0000

4.2 0OJ0OO0O0O0OOO

goboobobooboobbooobooboboooboobboboboobboobUoobbooboOoo
gboooooobooboboboooooooboboboboooo

4.2.1 0O0O0OOO0ODO

(i+1,j,k)0D00000DO0OO0DOOODOOODOODOODOODODOO (,4,k)0000O0OOOU/OSODO
gbooooooobooboboo

U _ Uijrik —Uijk
a3 AS

ooooo

U Uijr—Uij1k
95~ 45 (4.3)
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@2) 000000000000 000@E3) 00000000 0DO0000ODO0OD0LO0ODOO0OO0OOUOD
go0ooooobooooooooooooooooooooo
ou Uik — U1k

— = 4.4

oS 2AS (4.4)
8U/(9VDDDDDDDDDDDDDDDDDDDDDD

U Uijk+1 — Uijr— (4.5)

v 2AV
aU/atDDDDDDDDDDDDDDDDDDDDDDDDDDDDDDDDDiAtDDDD (i+1)AtD
gdo0doodooooooooooooooa

oU  Uit1,jk— Uik

EZJFJA—ISJ (4.6)
(i,j,k) 00D OU/8S 0ODODODOOOOOODOED) 000000003, j+1,5k) 000000
ooo

Uiji1,k — Uik
AS
D000, j,k) D00 82U/9S? 0000000000000 0000000

0?U _ (Ui,j-i-l,k —Uijr Uik — Ui,j—l,k) /AS

(4.7)

052 AS AS

gooon

U _ Uijirk +Uij—1.k — 2Uijn

052 AS?
DOoOD0D00 (G, k) D00 82U/8V2 0000000000000000000

U _ Uijkr + Uijr—1 — 2Uijk

ov?2 AV?2
(i,j,k) 00O 92U/9S8V 0OOODOOOODODOOODONOOONDD

o*U Uijrik+r —Uij—1p41 Uijrre —Uij—1k
2 S - e A 4.1
9SOV < 2A8 2A8 ) / v (4.10)

googn

o*U Uijire —Uij1rx  Uijrie—1—Uij—161
= S R S A 4.11
9S50V ( 2AS 2AS8 > / v ( )

@I 0D @I oooDooDoo

o*U _ Uijs1,6+1 = Uij—1641 — Uijr1 -1 + Ui j—1,6-1 (4.12)
aSov 4ASAV '

@d)~E2) 0D @HOOD0DO000S=jAS0V=kAV 000D0000000OO

Uz'-&-l,j,kAt_ Uijk | TjASUi,j+1,k2;SUi,j—1,k w0 — kAV) Uz‘,j,k+;A—‘5]i,j,k—1
+ Loy Yt Ve = Wi

n pajASkAVUi’jH’kH - Ui,j—l,kiZ;AU‘;j-',—l,k—l +Uij—1k—1

+ %U%AVU””““ * Ug{'}k{l s

Ui (4.13)
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000000000 i=0,1,...,N—10j=1,2,...,M—-1000 k=2,3,...,.L—100000000
00000000000000
00 4.1 HestonO0ODOOOOOOOOOOOOODOOOOOOO

Uitk == aj Ui j—16—1 + 01U j—1.6 + 05 :Ui j—1 k41
+cj kUi jr—1+djrUsjx + € uUi jr+1
+aj kUi jr,o—1 + fieUijr16 — @5 Us jr1 e (4.14)
good
1 .
aj ;= ZpojkAt
11,
bjr= imAt — 5 kEAV At
k(0 —EAV) ok
Cik = T gay AT gap A
dip=14rAt+ 2kAV At + ﬂAt
ik = J AV
 s(0—kAV) 0%k
Gk ="y A av A
1 1
fix = —=rjAt — —j2kAV At
’ 2 2
oooo

4.2.2 O00O0O0O0OODOOOODOODODOO
Sr0TO0000DDDDD000000000 7T0000000(Sr—K)T 00000000

Un,jr = max[AS — K, 0] j=0,1,....,.M (4.15)
gooooobO o0ooUoboobOobDoboOobUobUob oobobOoo
Uiox =0 i=01,...,N (4.16)
O000S=5..0000000000000000 Shax—KOOODOOOOOOO
Uinti = Smax — K i=01,...,N (4.17)

@I5) ~@I0) 00000000000000000000000S5=0,5=Sna,t=70000000
000000000000000 000 @@) 0000V =AV 000 V =Va, 0000000000
0000D0D00000D00000000000 LOODO0O0D00000000000

AV, Vinax
O00000000000000000000000000000000k=AV 0000
Uir1,j,av = bjavUij-1,av + djavUijav + fjavUijr1,av (4.18)
O000000k=Vaa 00400

Uit1,5,Vimax = 05.Vinax Ui i—1,Vimax T @5 Vina Ui, Vinax T 5. Vimax Ui, 4+1, Vinas (4.19)
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0000@I8) ~@EIO)OO0000000000O000DLO0000DO000OD0D0OD0OL0O0O0OOO0OOLOD
00000000000000000000000O0000000000EDooooooooooooon
ooooooooo U, 000 @I)HOO0ODODOD0O00000OD T-AtO0O0OOODODODOOO0OOO
00 00 +=N-100000

Unjk = ajUnv_1j-1k—1 +0jkUn—1,j—1.k + aj kUN—1j—1k+1
+ ¢ kUn-1,5k—1 + djeUn—1,jk + €k UN-1,5k+1
+ ajkUn—1,j+1,6-1 + [ieUN—1j+16 + @ 6UN-1,j+1,k+1 (4.20)

0o000j=1,2,...,M—10k=2,3,...,L—10000000000000000000@IH) 000000
000000000000000000@IS) ~@EIMO00000000@E@ 00 (M—1)(L-2)0000
00000M-1)(L-2)00000 Uy_1.1.2,Un-122 > UN-1.:-12,UN-113 > UN_1.00-1,0-1 O
0000MO0O0000000m U;,;,00000000000007-24t000 00000000000
0000MO000000000000000000000Wo11,U02.1,---,U0m-1.1,001.25--Uoar—1,0-1
000D0000000000000000000000000000000000000000000000
0000000000

4.2.3 0O00OO

BSOOOOOOOOOO0OOOO00000000000OOD S00000000WS000000000
0000000000 Heston 00OOOOOO0O0O0000000000000O0OO0X =InSO000000
@) oooooooooo

ou 1 oV oUu 1_.0°U 0*U 1, 0°U
ot <’"‘2V)ax+< av T2 axr TV axav T2 Vavr =Y (2D

Uis1k — Uijk 1 Uijs1,0 —Uij-1k Uijk+1 = Uijr—
Al + (r 2kAV SAX + k(0 — kAV) SAV

Uij+1,e T Uij—16 —2Ui ik
AX?2
Ui i+1,k+1 — U’L —1,k+1 — U’L 1+1,k—1 + U’L —1,k—1
kAV 5J s 5] s 5] 5 5J s
tro 2AXAV
Uijet1 +Uijk—1—2Ui ik
AV?2

1
KAV
T3

1
+§J%AV
=1Uijk

ooboboboooboooobooooooon
00 4.2 HestonOOOOOOOOODOOOOODOOOOOOOOOOOOOO

Uiv1,j6 = — kUi j—1 k-1 + Bi6Uij—1.6 + 0 kUs j—1 k41
+ Y kUije—1+ 056Uk + €5,5Ui j k41
+ kUi j+1,k-1 + GrUijr1k — @5 Ui 1 k1 (4.22)

*20000000000Hul @, 659-665p] 0000
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oooo

o = ngf( At
@*:‘éngt+Zj§Aﬁfié¥At
e A
Qk:1+rAﬁ+%%¥Aﬁ+§%At
i

Gk = A V. M—VAt kAV At

2AX AAX T 2AX2

0ooo

00000000000000000000000000000000000000000 InS(T)-K
000000000000000000000 42000000000000000000300000
(i,5,k) 0 S(¢), V() D0ODO0O0D0D00D000WS(t), mV(t) D0000000000000000000
BSOOOOODODO0OO0DO0O0O0000000000 oy6;,...00000000000 (;,)000000
0000000000000 00000000Heston 000000000000000000000000
00 kAVOODOO00D0000000000000000000000000000

4.3 0O0OO0O0ODOOO

coobooooboocoobooooOooOoOoOoOoOboOoOobOOoOoOoOoOOoOoOOCO00ObOOoOOobOOOOoOoDnn
ooobooooobooooooooooboobooobooboobooooooboooboooobooOooboOoOooobooOoo
0000000000000 Crank-Nicholson 00O 00000000 OOODODOOOOO
4.3.1 0OO0OO0OO0O0OO0OO0OO

(i,5,k) 0000000000 DO0D0O0DOO0000(i+1,5,k) 0000008U/8S,0*U/0S? 00 @) O
D00 @8 000000ooooon

U _ Uitrjrik = Uisr,j-1k

9@ _ 4.23
oS 2AS8 (423)
U _ Uik + Uirrj—1k — 2Uis15k (4.24)
052 052
0000008U/oV,0*U/oVi 00 @E) 0000 @I 000000000000
OU  Uit1j,x+1 — Uig1,5,k—1
— = od D 4.2
ov 2AV (4.25)
O?U  Uiti,jk+1 + Uit jh—1 — 2Uiv1 ik
= od oS3 il 4.26
ov? ov? ( )
(i+1,5,k) 000 0?U/0S0V 000000000 MEIY 0OOO0DOODOO0
0*U o Ui+1,j+1,k+1 - Uz‘+1,j71,k+1 - U¢+1,j+1,k71 + U¢+1,j71,k71 (4'27)

oSV ANSAV
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@23) ~ @E270) 0000000000

Ui ir — U, - Uy — Uiy i U1 . —Uiiq i1
i+1,5,k 1,9,k —H"jAS i+1,5+1,k i+1,5—-1k +/€(9—k‘AV) i+1,5,k+1 i+1,5,k—1

At 2AS 2AV
1.5 o Uivt,j41,6 T Uipri-1,6 — 2Uiq1,55
. Uit1 41,641 — Uit j—1.k+1 — Uir1j+1,6—1 + Uig1j-1,0—1
ASkAY ZHLIL g1, d+1. =1
N AASAV
1 5 Uir1j41 FUis1j6—1 — 2Usq1 45k
+ 20 kAV A2
= TUi,j,k: (428)

goooooboobooboboboooooooogo
00 4.3 HestonOOOOOOOOOOOOOOOOOODRO

Ui,j,k = a;,kUiqu,jfl,kfl + b;':kUiJrl,jfl,k - a;,kUi+1,j71,k+1
+¢i kUit k-1 +df pUivr ok + €5 Uiv1 jkt1
=05 1, Uiv1 jr1k—1 + fipUir 1116 + a5 Uit 41 k1 (4.29)
Oooooooooa
1 1
- 2 ook
1 1 1
£ SriAt+ 2 RAV A
ik 1+mh<f”t+23k Vt)
1 k(0 — kAV) o’k
o At At
ik = T A ( SAV T oav
1 o2k
di, = 1 — jPEAV At — —— At
NV ( J AV )
1 k(0 — kAV) o’k
* - A At
kT T AL < 2AV oAV
fi = ! Ljat+ Leravar
ik T 1A\ 2T oY

oooo

EX) 0000000 Uiy, 00000 Uiprjo1k1,--->Uit1j41441 000000000000000
0000000000000 d*,000000000000000000000 (i41,4,k) 00 (i,4,k)
0000000000000000000000000

1 o2k
—(1-2ravar - T At
1+rAt< IRAVAL= T )

0000000000000 000000000000000 4,k0000000000000000O0O
oooobooboooobooooooooooboobooobobo0oooooooobooobo0ooDOboOooDboboOooobooOo0oo
gobobobooobooooooooooOooobooooooOooobooOooon
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4.3.2 0000

cooboooobobooobooooooOoooboOooono;

Ui+1,j,kAt— Uij (T B ;kAV) Ui+1,j+1,;A_X[VJi+1,jfl,k +r(0— KAV) Ui+1,j,k+;£é]i+1,j’k*1
1 Usirgirn + Uit jotp — 2Uis1
n §kAV 1,541k 123,52 1k i+1,5,k
n pakAVUi+l,j+1,k+1 - Ui+1,jfl,k2+A1);AU‘z‘/+1,j+1,k71 +Uit1,j—1,k-1
n %O_Qk_AVUi+1,j,k+1 + Uizl‘,/jék—l —2U;i415k

=rUijk

gbooooooobooboboboooooooog
00 44 HestonOOOODODOUODOOOOOOOOOOOOODOOOODODOOODOOOOOOOO

* * *
Uijk =+ &5 Uit1j-16-1 + Bk Uiv1,-1,6 — & 1 Uig1,j-1,6+1
* * *
+ Y kUit1,5.6—1 + 05 1 Uitk + € 1 Uit k41

— & Uittt + CrUitrgane + @ Uit e (4.30)
0oon
1 [ pok
W = 1+rAt _QPZX At]
/ﬁk:1+iAt2£XAt_Zj§At+§ﬁ;%%

- . 2
’ﬁk_1+iAtfw2;$“QAt+£;€A%
‘§k1+iAt}Z§gAtjﬁA%

- . 2
§*1+1At_ﬁw2X$WUAt+;A€A4
qk:1Aj¢h__2£XAt+Z§;At+;Z§;Aﬂ

oooo

gbooooogo 5]’77,6DDDDDDDDDDDDDDDDDDDDDDDDDDDDDDDDDDDDDD
O00O0OO0OO0O00000000oo0oooOoO0O000D HestonOOOOOOOODOOOOOOOOOOOOO
goboobooboobbooboobooo

4.4 Crank-Nicholson O

00000000 :At000000 90000 (i+1,7,k) 0000000000000 0OOODOOOOO
(t+1)At00000090000 (4,5,k) 000000000000 0ODOOOOOOOOOOOOODOOO
0000 Crank-Nicholson 000 00OBSOO0OOUOODOOOOOOOOOOODOOOUODOOOUOODOOO
0000 Crank-Nicholson 00 Heston 000000000000

(i+1/2,5,k) 00000000O0DO0OOUOOODOOOO(G:+1,5,k) 00 (4,5,k) D0000ODOOOOO
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0000000000U/8S,0*U/052 D0@EA) 00D@ES) 0000000000000000000

U 1 ( Uik —Uiprj1k " Uijt1,e = Uij—1,k
as 2 2AS8 2AS

°U L (Ui jrk + Ui 1k = 2Ui a5k + Uij+1.6 + Uij—1.6 — 2U; 5k

052 2 AS? AS?

(4.31)

(4.32)

oU/oV,0?U/oV2 0000000000000 000000000
OU _ 1 (Uitajktr = Uita ik + Uijkt1 — Uijk—1
av. 2 2AV 24V

*U 1 (Uipr k1 + Uis1 k-1 — 2Uig1 jik + Uijk+1 +Uijr—1—2U; 1
Vv AV2 AV?2

(4.33)

0

2

(4.34)

(i+1/2,7,k) 000 9*U/0SOV 00 DOODOOODD0OODOO0ODO0ODN

2
o°U } Uitij+1,k+1 — Uit1,j-1,6+1 — Uit j41,6—1Uig1,5-1,k—1
2ASAV

289V 2
4 Uijs1,k+1 = Uij—1.641 — Ui jr1,6—1 + Ui,j—l,k—l)

2A5AV (4.35)

@30~ @35) 00 @) 000000000n0oonoo
Uit1,56 — Uik ool (Ui jiie — Uik, Uijrie —Uij_1k
5T »Js AS= ) ’ 5] ) ) s »J ’
At gy 275 * 275

1 (Ujsq; —Uis1.50— U; —U; ik
+I{(9— kAV)i ( +1,j,k+;AV +1,5,k—1 + ,j,kJr;AV N 1)

1.5 1 (Uisr i Y Uipr -1k — 2Uis1 56 Uijrie +Uij—10 —2U 5k
L2 a2 AL L g1, s G+, G-1, s
) ASTkRAV S ( AS? - AS?
) 1 Uist j+1,0+1 — Uit j—1,641 — Uit j+1,6—1 + Uig1 j—1,k—1
ASEAV = i+1,5+1, j—1, J+1, j—1,
T pod 2< 2ASAV

Uijtik+1 —Uij—16+1 = Uijr16-1 + Ui j—1k-1
2ASAV

+ Lo2papl (Ui+1,j,k+1 Uikt = 2Uinign | Uik + Uijkoa = 2Ui,j,k>
2

_|_

2 AV? AV?2
= TUi,j,k (436)

O0o00o00o00oo0ooooooooooooooo
00 4.5 HestonO0OOOOOO Crank-NicholsonO0 OO OUOQOUOoOoOoOoOoOoooooOoOO
—ajkU; j+1,k41 JFBNj,kUi,j—H,k +a; kUi j+1,k-1

+¢, kUi j k41 +djkUijr  +€.Ui 51
+a.kUij-1641 +fikUijrie —050Ui5-1,6—-1

= 40 pUir1 41001 —biaUiviee —056Uik1 41,61
—C5,kUit1,5,k+1 +9jkUiv150  —€5eUit1,5k+1 (4.37)
=0 Uiv1-1.6+1  —fikUir1 -1 +050Ui41,5-1,6—1
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oooo

goog

O000@3D) 00000000 Uiprj-1k-1,--
0000000 Uijo1k1,--

ooo

1

~ 1 1.
bjx= _ZTJAt - kaAVAt

(0 —kAV) o2k
Gk == "ay A v A
o= 14rat+ Lpavars 28 o
gk = ATTAET 9 24V
k(0 kAV) o2k
G =""qay T qav
11
fik = erAt - ijzk’AVAt

1 o’k
Gin=1—=72kAVAt— T2 A
9j.k 5 kAV At 2Av.t

20

Uis1j410+1 000000000000000000
Uijip 00000000000 (M—-1)(L—2) 00000 Uy, 00
00 (M—-1)(L-2)00000000000000 Crank-Nicholson 0000000000000000
0000000 000000000000000 ¢4 000000000000000000000000
000000 Heston 0000000000000000000000000000000D00000000



5 Euler Scheme

Andersen [2] OO Heston 000 000000000000 0O0O0OOOODOOOOOOOOOOOOOOD
0000000000000 0000000 Euler SchemeOOOOOOOOOHeston OOOOOOOOO
000000000 Euler Scheme 000 00000000000 0OO0D0OO0ODOODOOOOOODODOOD
oobobooooooon

5.1 FEuler Scheme

Heston 00000000000 DO0OO0O0O0DOODOOODOOOOOOOODOODOO20000 (S(@#),V(¢))
0000000000000 0000000DOShreve 16,0 (6.3)0]00000000000O0O0O0OOOO
oobobobooobooooooooobooooboOobobooOoooooooOooOOoOoOobooOoooDn
0<t<TOOOOO0OOV() =9S¢ =s000000000@I)0000O0O0O0O0O0O0O0O0O

U(t,S@),V(t) =E [e""(T‘t)(S(T) - K)ﬂf(t)} ,

00000000E [e"T=9(5(T) - K)*|F(t)] <o DOODOO0O0O000D0000 At00ODO

mS@+Aﬂ:mS@+«%—;V@)Aﬂwﬁﬂmﬂﬁ,

V(t+ At) =V (t) + k[0 — V(1)] At + o\/V (t) At Zs, (5.1)
ooooooodz, Z2,000000000000000000000000O0O pG[—l,l]DDDDDDD
0000000 720000000 220000000000000000

7y = pZy +\/1—p2Z (5.2)

00000000 @EI) 0000000000000 ooooon
OO0 5.1 0O0OOO pODOOOOOOOODOOODOOOO

InS(t + At) = In S(¢) + (7’ - ;V(t)) At + V(1) At (ng +/1- ,ﬂz) ,
V(t+ At) = V(1) + k(0 — V(1) At + o/V (D) At Zs. (5.3)

5.2 Full Truncation Scheme

000D000000000000 51000000000000 V(#)00000O0O00000000
VV({#) 000000000000 00000000000Lord and Koekkoek and Dijk [121 0 V(¢) 00 0O
0000000000000000000000000000000000000000000000000
000000000000000000000000;

00 5.2 0000 V(@H)*O00O0D00OO0ODO0O00;

V)t = max(V(t),0). (5.4)

0000000000000 V() O 000D0O0OD V() =0000000000000000000OO0
O00V()DOUODOO k000000 000000000000 DO0OODOLoad and koekkoek and
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Dijk [12] O 0O OO0 O”Full Truncation Scheme”0 0 0000000000000 5.1000000000
ooooboooooo

00 5.3 Full Truncation 0000 Euler Scheme 00000000000 DOODOOOOO
1
InS(t + At) = InS(t) + <r - 2v+(t)) At + V() At (p22 +/1— p2z) :
V(t+ At) = V(t) + k(0 — VT (1) At + o/ V T (t) At Zs. (5.5)

00000 7000000000000 S(7)0000000 Ele"T-9(S(T)-K)*|Ft)] 0000
0000000000000000000000 E[e"T-9(S(T)-K)*|F(t)] 00000000000
0000 Euler Scheme 000 U(t,S(),V(t) 00000000000
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6 Khal-Jackel Scheme

Khal-Jackel Scheme 00 0 0000000000000 O 4V OO0O00-TaylorOOOOOO0OOOOO
004dSO0000000000000D0000000000EBI000 Implicit Milstein Method 000 dV
00000062000 IJK MethodOOO dSO0O000000OOOOOAndersen [2] O OImplicit Milstein
Method O IJK Method 0000000 Heston 000000000000 OOOOO Khal-Jackel Scheme
00000000 E300000
6.1 Implicit Milstein Scheme

Tmplicit Milstein Scheme O OKhal [I0] 000000000000 00000 Heston 0OOOOOOO
0000000000000 D0000 (22)00000000Milstein Scheme [[3] 0000000000
gobooboobboobod

dX = a(X)dt + b(X)dW (6.1)

(IB:D)DDEID—TaylorDEIDDDDDDDDDDDDDDD

t t t prs
Xt :XO +CL(X0)/ dS+b(X0)/ dWS +b(X0)b/(X0) // qudWS
0

+a’(X0)b(Xo) // dw, ds+( (Xo)' (Xo) + b"( o2 ( X0>// dudW,
+ (b(X0)b? (Xo) + b (X0)b*(X0)) /0 /0 /0 AW, dW,dW,
+O(t?) (6.2)

o) 00000000D0000000000002000000 In,yO0Ooooooooo

t ps 1
I = // AW, dW, = (W2 —t), (6.3)

' 0Jo 2

Wo=000000O0OO1000 Milstein Scheme 00 0000000000000 O00OOOO

1 / 2
Xir1 =Xt + a(Xy) At + b( X)) VALZ + §b(Xt)b (X)(Z7 = 1) At
+ CLI(Xt)b(Xt) VAtZ At + (G(Xt)b/(Xt) + ;b”(Xt)bz(Xt)) AtV ALZ
+ (b(X )b (Xy)) (VALZ)?

0000Z0000000000000000ANWAtZ=0000000000000000
00 6.1 (@EI)000D00O Milstein Scheme 00 0000000000000 0ODO;

Xia1 = X1 + (X)) At + b(X,)VAEZ + %b(Xt)b’(Xt)(Z2 “ 1At (6.4)

*30[[AJ0,000 Kloeden and Platen [IT, Chapter 5,Equation (5.4)] 000
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(4000000000000 0D0000D0000OKLal [0 0000000000 DO0ODOOOOOD
goboobogobod
00 6.2 (6I)00000 Implicit Milstein Scheme 0 0 0000000000000 O0O0O;

X1 = X + a(Xpi1) At + b(X,)VALZ + %b(Xn)b’(Xn)(ZQ —1)At (6.5)

Milstein Scheme 0000000000 a(X,4+1)000000Khal [I0]000000000000OOlmplicit
Milstein Scheme 0000 D
Implicit Milstein Scheme 0 Heston 000 0000000000000 0DO (1) 0000000000

a(z) = k(0 — ), b(m)zamé,
000vV@#=X000O000OoOoOoooooooooo;
AV (t) = k(0 — V(£))dt + o/ V (£)dWs(t). (6.6)
8 00 Heston0ODODOODODOOODOODDODOODOODODOODODO0ODOODOO0ODOOOOO Implicit Milstein

Scheme 000000000 620 000000000000

V(t+ At) = V(1) + 5(0 — V(t+ At) At + o\/V ) Dt Zs + 302(222 ~ 1A (6.7)

0000Z, 0 Z; 0000000000000 00000O0O0O0ODO0O00OODO0ODO0ODO0O0O0000O000O0n
00 6.3 Implicit Milstein Scheme 000 Heston 000000000000 O0OOOOOOO

V(t) + kAt + 0 /V () AtZs + (23 — 1) At

Vit+at) = 1+ KAt

(6.8)

6.2 IJK Method

Khal and Jackel f] 00 0000000000000 Heston 00000000 DOODOOO S OOOODO
ooooooo@EIoooooooo,

t 1t t
lnS(t):lnS(0)+/ rds—i/ V(s)ds+/ VV(s)dWi(s), (6.9)
0 0 0
0000000000000000000 Euler Scheme 0000 @GEI)000D00DOO0D0OODOOOOOO;
1
InS(t+ At) =In S(¢¥) + (7’ - 2V(t)) At 4+ /V(t)AtZ,.
DK Method 0000000000000 OOOOOOODOODOO
t
/V(S)ds, (6.10)
0

gobooboobobooboooboon

/0 VV(8)dWi(s), (6.11)

gooboooooooooboooooooooon
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6.2.1 Interpolation of the drift term

(GI) 00O0DO0D0D000000D000000000
00 6.4 (GI0) OO0 Drift Interpolation 000 00000000000000

/v V()+V( ) At (6.12)
(M)DDDD 640000000000000O000O00O0O

InS(t+ At) =InS(t) + rAt — 1(V( )+ V(t+ A) At + /V (t) At AZ,y (6.13)

6.2.2 Mixed interpolation of the diffusion term
000D S¢) 000000000000 @II)0000 6.4000000000000000DO

/\/7dW1 ~

@I 00 @9 OOODO0DOODOD0OO0ODOOO0OODOO

(V) + V(t+ At)WVALZ, (6.14)

N)M—l

I S(t + At) = InS(t) + r At — fv VAL + = (%V +V/V(E+ 48) VALZ, (6.15)

Khal and Jakeel [5] 0 0000000 Diffusion Interpolation 0 000000 OO 6.4 0 Drift Interpola-
tion 00D OOO00O0OOOO0ODOOOODO

InS(t+ At) = In S(t) + rAt — i (V(#) + V(i + At) At + = <\/V + VT A0) VAiz. (6.16)

Khal and Jakcel 5] 000000 OO Drift 4+ Diffusion Interpolation 000 0000000000000
obooooooobobo 220000000000

| VT@aw) = o [ VTR + VI= 2 [T (6.17)
M,MDDDDDDDDDDDDD

00 6.5 (@II) 00 Diffusion Interpolation+Decorrelation Scheme 000 00000000000 OOO

/0 V) AW (s) = p /0 SV AWa(s) + V1= 72 /O V)W (s)
%\/1 =0 (VYO + VV©) Vaiz + o/ V(D) 4125 (6.18)

90000 6400000 65000000000000000000000DO

Q

mS(t+ At) =In S(¢) + rAt — i (V(6) + V(i + At)) At

+ % (\/V(t) +/V(t+ At)) VALZ + - (\/V —VV(t+ At)) pVAW,.  (6.19)

Khal and Jackel 0 00 O O Drift+Diffusion Interpolation+Decorrelation Scheme 00000000000
000000000000000 64000000000000000000O0OOOOOOUOOOOOOO
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10000000000000
y=vi=g2 [ VAW (s) + / T (s)
- (;\/1 — (\/V(t) AV At)) VALZ + p\/W\/E@) (6.20)
8 vt [ st [ ] [ )

< S // Wa(w)dWals) + {v 124 )anf 32 ]/t/sdudwz )

- %\/ﬁ (2V‘1/2(t)bn\/ZtZQ + [21/—1/2(75)% _ év 3/2(¢) ] ) JAiZ

m{ %V*1/2(t)bn /Ot <(22 —z- ;\/EZ) VAt Z,

f1

+ (;v—l/%n - ;V—i‘/?(t)bi) /Ot ((s—t) - At) dW (s >}
+p{ ~1/2(4 // AW (w)dWa(s)
; Bv-lﬂ(wan_Sv-S/z(wbi] / /0 ’dud%(s)} (6.21)

fi, 2 00WienerOO W, W, OOOOOOOOOOODOO

E [fi|Pn.PX] =0, and E[fa|Py] =0 (6.22)

odg ’P}V, ’PIQVDEIWienerDD W, W 0OOOOOUDO 0000000 0000000000000

fs= V2 // dWa (u)dWy(s) = V YV2(t)b, (Z§—1)At (6.23)

000000000000000D0O0000000000D0000000 JK SchemeOOOOOOOOOO
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00 6.6 IJK Scheme OO HestonOOOOOOOOOOOOOODOOOOODODOO

St + At) =In S(t) + r At — i V() + V(t+ At)) At + p/V D At Zs

+ % (\/V(t) +VV(t+ At)) (Z1 — pZs) At + %pa(zg —1)At (6.24)

6.3 Kahl-Jackel Scheme
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O00OIJK Scheme00OO0Op=1/20000000000000000000

lnS(t+At):1nS()+rAt—1(V()+V(t+At )) At + p\/V (t) At Z,
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(6.25)
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(6.26)
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7 Exact Scheme
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7.1 Exact Scheme
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000 V() 00OO00V(T)00000000000000000000000

0.2(1 _ e—l{(T—t))

vr) = TG0 (72)
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O000e¢*=—iac 000000 RAA0ODOO
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O000%(a) =vk?—20%a00007,(x) 00 1000 Bessel 00 O000ODO

1 v o0 (lxg)j
w0 = (37) Lo

0000 00000000000000D0OO0O00000OO0O0O0OO0DOOO0O0OODOOV@EOODODOOO
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7.2.3 S(T)0DO0OOOO
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