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Abstract

We develop a novel Monte Carlo algorithm for the vector consisting of the supremum,
the time at which the supremum is attained, and the position at a given (constant) time of
an exponentially tempered Lévy process. The algorithm, based on the increments of the
process without tempering, converges geometrically fast (as a function of the computa-
tional cost) for discontinuous and locally Lipschitz functions of the vector. We prove
that the corresponding multilevel Monte Carlo estimator has optimal computational
complexity (i.e. of order 2 if the mean squared error is at most 2) and provide its
central limit theorem (CLT). Using the CLT we construct confidence intervals for barrier
option prices and various risk measures based on drawdown under the tempered stable
(CGMY) model calibrated/estimated on real-world data. We provide non-asymptotic and
asymptotic comparisons of our algorithm with existing approximations, leading to rule-
of-thumb principles guiding users to the best method for a given set of parameters. We
illustrate the performance of the algorithm with numerical examples.
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1. Introduction

1.1. Setting and motivation

The class of tempered stable processes is very popular in the financial modelling of asset
prices of risky assets; see e.g. [10]. A tempered stable process X = (X;);>0 naturally addresses
the shortcomings of diffusion models by allowing for the large (often heavy-tailed and asym-
metric) sudden movements of the asset price observed in the markets, while preserving the
exponential moments required in exponential Lévy models SpeX of asset prices [7, 10, 26, 36].
Of particular interest in this context are the expected drawdown (the current decline from a his-
torical peak) and its duration (the elapsed time since the historical peak) (see e.g. [3, 8, 28, 38,
39]), as well as barrier option prices [2, 14, 27, 37] and the estimation of ruin probabilities in
insurance [25, 29, 31]. In these application areas, the key quantities are the historic maximum
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X7 at time T, the time 77(X) at which this maximum was attained during the time interval
[0,T], and the value X7 of the process X at time 7.

In this paper we focus on the Monte Carlo (MC) estimation of E[g(X7, X7, t7(X))], where
the payoff g is (locally) Lipschitz or of barrier type (cf. Proposition 3.1 below), covering the
aforementioned applications. We construct a novel tempered stick-breaking algorithm (TSB-
Alg), applicable to a tempered Lévy process, if the increments of the process without tempering
can be simulated, which clearly holds if X is a tempered stable process. We show that the bias
of TSB-Alg decays geometrically fast in its computational cost for functions g that are either
locally Lipschitz or of barrier type (see Subsection 3 for details). We prove that the corre-
sponding multilevel Monte Carlo (MLMC) estimator has optimal computational complexity
(i.e. of order ¢~2 if the mean squared error is at most 82) and establish the central limit the-
orem (CLT) for the MLMC estimator. Using the CLT we construct confidence intervals for
barrier option prices and various risk measures based on drawdown under the tempered stable
(CGMY) model. TSB-Alg combines the stick-breaking algorithm in [18] with the exponential
change of measure for Lévy processes, also applied in [33] for the MC pricing of European
options. A short YouTube video [17] describes TSB-Alg and the results of this paper.

1.2. Comparison with the literature

Exact simulation of the drawdown is currently out of reach. Under the assumption that the
increments of the Lévy process X can be simulated (an assumption not satisfied by tempered
stable models of infinite variation), the algorithm SB-Alg in [18] has a geometrically small
bias, significantly outperforming other algorithms for which the computational complexity
analysis has been carried out. For instance, the computational complexity analysis for the pro-
cedures presented in [12, 24], applicable to tempered stable processes of finite variation, has
not been carried out, so that a direct quantitative comparison with SB-Alg [18] is not possible at
present. If the increments cannot be sampled, a general approach utilises the Gaussian approxi-
mation of small jumps, in which case the algorithm SBG-Alg [16] outperforms its competitors
(e.g. random walk approximation; see [16] for details), while retaining polynomially small
bias. Thus it suffices to compare TSB-Alg below with SB-Alg [18] and SBG-Alg [16]. Table 1
below provides a summary of the properties of TSB-Alg, SB-Alg, and SBG-Alg as well as the
asymptotic computational complexities of the corresponding MC and MLMC estimators based
on these algorithms (see also Subsection 3.4 below for a detailed comparison).

The stick-breaking (SB) representation in (2) plays a central role in the algorithms TSB-Alg,
SB-Alg, and SBG-Alg. The SB representation was used in [18] to obtain an approximation
xn of x := (X7, X7, 77(X)) that converges geometrically fast in the computational cost when
the increments of X can be simulated exactly. In [16], the same representation was used in
conjunction with a small-jump Gaussian approximation for arbitrary Lévy processes. In the
present work we address a situation in between those of the two aforementioned papers, using
TSB-Alg below. TSB-Alg preserves the geometric convergence in the computational cost of
SB-Alg, while being applicable to general tempered stable processes (unlike SB-Alg [18] in
the infinite-variation case) and asymptotically outperforming SBG-Alg [16]; see Table 1 for an
overview.

1.3. Organisation

The remainder of the paper is structured as follows. In Section 2 we recall the SB repre-
sentation and construct TSB-Alg. In Section 3 we describe the geometric decay of the bias
and the strong error in L” and explain what the computational complexities of the MC and
MLMC estimators are. We discuss briefly in Subsection 3.3 the construction and properties of
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TABLE 1. Summary of the properties of TSB-Alg, SB-Alg [18], and SBG-Alg [16]. The index B, defined
in (21) below, is slightly larger than the Blumenthal-Getoor index §; see Section 5 below for details. The
bias and level variance are parametrised by computational effort n as n — oo, while the MC and MLMC
complexities are parametrised by the accuracy ¢ (i.e., the mean squared error is at most £2) as £ — 0.

Algorithm TSB-Alg SB-Alg [18] SBG-Alg [16]
Class of Lévy Tempered Lévy Lévy process whose Lévy process whose
processes to process for which the  increments can be jumps of magnitude
which algorithm increments of the simulated (among greater than any § > 0
applies process without tempered stable, can be simulated
tempering can be includes only (includes all tempered
simulated (includes all finite-variation stable processes)
tempered stable processes)
processes!)
Bias and level Both decay Both decay Bias and level variance
variance exponentially as exponentially as decay polynomially as

O(e ")y where ¥ >0 O(eYs") where ® >0 O(n~P)and O(n=9),

depends on g and 8 depends on g and 8 respectively, where

(see Proposition 3.1 (see [18, Propositions p > g > 0 depend on g

below) 1-3) and B (see [16, Section
3.2] for bias and [16,
Section 6.5.2] for level
variance)

MC complexity O(e~2 log (1/¢)) for O(e 2 log (1/¢)) for O(e~2P+) for locally
locally Lipschitz or locally Lipschitz or Lipschitz g; otherwise,

barrier-type g (see barrier-type g (see [18, complexity is larger (see
Section 3 below) Section 2.4]) [16, Table 2])
MLMC O(g~2) for locally O(g~2) for locally O(g~2min{Be. 1}y for
complexity Lipschitz or Lipschitz or locally Lipschitz g;
barrier-type g (see barrier-type g (see [18, otherwise, complexity is
Section 3 below) Section 2.4]) larger (see [16, Table 3])

unbiased estimators based on TSB-Alg. In Subsection 3.4 we provide an in-depth comparison
of TSB-Alg with the SB and SBG algorithms, identifying where each algorithm outperforms
the others. In Section 4 we consider the case of tempered stable processes and illustrate the
previously described results with numerical examples. The proofs of all the results except
Theorem 2.1, which is stated and proved in Section 2, are given in Section 5 below.

2. The tempered stick-breaking algorithm

Let T > O be atime horizonand A = (A, A_) € Ri a vector with non-negative coordinates,
different from the origin 0 = (0, 0). A stochastic process X = (X;):¢[o0, 7] is said to be a tempered
Lévy process under the probability measure P if its characteristic function satisfies

. 1 .
1‘71 IOg El [equ,] :iubl — —02u2 +/ (e”’x —1 —iux- ]l(_l,l)(x)) Vx(dx),
2 R\{0}

forallueR, >0,
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where E, denotes the expectation under the probability measure Py, and the generating (or
Lévy) triplet (62, vy, by) is given by

n(dx) = e Mewllydy)  and  byi= b+ / x(e el — 1)p(dy), (1)
-LD

where 02 e Ry, beR,and visa Lévy measure on R \ {0}, i.e. v satisfies f(_l,l) x2v(dx) < 00
and V(R \ (—1, 1)) < co. (All Lévy triplets in this paper are given with respect to the cutoff
function x + 1(_1 1)(x), and the sign function in (1) is defined as sgn(x) := L{y>0} — Lix<0}.)
The triplet (0'2, Vi, bx) uniquely determines the law of X via the Lévy—Khintchine formula
for the characteristic function of X, for r > 0 given in the displays above (for details, see [35,
Theorems 7.10 and 8.1, Definition 8.2]).

Our aim is to sample from the law of the statistic (X7, X7, 77) consisting of the position X7
of the process X at T, the supremum Xr:= sup{X;:s € [0, T]} of X on the time interval [0,T],
and the time 77 := inf{s € [0, T]:X; = X7} at which the supremum was attained in [0,77]. By
[18, Theorem 1] there exists a coupling (X, Y, ¢) under a probability measure Py, such that
£ = (€y)nen is a stick-breaking process on [0,7] based on the uniform law U(0, 1) (i.e. Lo := T,
L,:=L,_1Uy,, and ¢, := L,_1 — L, for n € N, where the U, are independent and identically
distributed (i.i.d.) as U(0, 1)), independent of the Lévy process Y with law equal to that of X,
and the SB representation holds Py -almost surely (a.s.):

e¢]

x = Xr, X1, 171) = Z (&1, max{&,, 0}, £, - Lig,~0y), Wwhere & :=1Y;,  —Y;,, neN.

n=1
2
We stress that £ is not independent of X. In fact (¢, Y) can be expressed naturally through
the geometry of the path of X (see [32, Theorem 1] and the coupling in [18]), but further
details of the coupling are not important for our purposes. The key step in the construction of
our algorithm is given by the following theorem. Its proof is based on the coupling described
above and the change-of-measure theorem for Lévy processes [35, Theorems 33.1 and 33.2].

Theorem 2.1. Denote by oB, Y'P), YO the independent Lévy processes with generating
triplets (02, 0, O), (0, val0,00)s 0), (0, Vrl(=c0,0), 0), respectively, satisfying Y; = o B; + Y,(Jr) +

Yff) + byt for all t € [0, T), Py-a.s. Let Ey (resp. Eg) be the expectation under Py (resp. Py)
and define

Ty := exp (—)\+Y;+) + )L_Y;_) — ,u;‘T), where 3)

Uy = ‘/R (e_)\sgn(x)‘x‘ —1 +)\sgn(x)|x| . ]1(_1’1)(x))v(dx). (4)

Then for any o (£, &)-measurable random variable ¢ with Ey|¢| < oo we have Ey[¢] =
Eo[¢ Yol

Proof. The exponential change-of-measure theorem for Lévy processes (see [35, Theorems
33.1 and 33.2]) implies that for any measurable function F' with E; |[F((Yy)sec[0,71)] < 00, we
have the identity Ex[F((Y:)se[o,71)] = EolF((Y1)se0,71) Yo ], where Ty is defined in (3) in the
statement of Theorem 2.1. Since the stick-breaking process £ is independent of Y under both P
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and Py, this property extends to measurable functions of (¢, (¥;),c[0,7]) and thus to measurable
functions of (¢, &), as claimed. O

By the equality in (2), the measurable function ¢ of the sequences £ and & in Theorem 2.1
may be equal either to g(x) (for any integrable function g of the statistic x) or to its
approximation g(x,), where x, is as introduced in [18]:

n
Xn = (Yr,, max{¥y,, O}, Ly - Ly, ~0}) + Z (&, max{&, O}, £k - Lig,>0))- (5)
k=1
Theorem 2.1 enables us to sample x;,, under the probability measure Py, which for any tempered
stable process X makes the increments of Y stable and thus easy to simulate. Under [Py, the law
of Y; equals that of Y,(+) + Y,(_) + o B; + bt, where o B; 4 bt is normal N (bt, 621) with mean
bt and variance 0%t and the Lévy processes Y and Y™ have triplets (0, v|(,c0), 0) and

(0, v|(=o0,0), 0), respectively. Denote their distribution functions by F B, x):= Py (Y,(i) < x),
xeR,t>0.
TSB-Alg

Unbiased simulation of g(x,) under Py,

Require: Tempering parameter A € Rﬁ_ \ {0}, generating triplet (02, v, b), time horizon
T > 0, test function g, approximation level n € N

: Set Lo = T and compute ) in (4)

:fork=1,...,ndo

Sample Uy ~ U(0, 1) and put Ly = UyLy—1 and £ = Ly—1 — Lg

Sample £ ~ FE(ey, ), Gy ~ N(&xb, 02€;) and put & = £ + £ + Gy

: Sample ¢\ ~ FE(L,, ), H, ~N(Lyb, 0*L,) and put ¢, = e+ + |,

: end for

1 Set xn = j—1 (&, max{&, 0}, el (g>0)) + (&n, max{&y, 0}, Ly, ~0y) and
ST gl

8: return g(x,) exp (—A+ Y;+) + )»_Y;_) —mT)

Note that the output g(x,) Y of TSB-Alg is sampled under Py and, by Theorem 2.1 above,
is unbiased since Eg[g(x,)Tx] = Ex[g(xxn)]. As our aim is to obtain MC and MLMC estima-
tors for [Ej[g(x)], our next task is to understand the expected error of TSB-Alg; see (6) in
Subsection 3.1 below. In [18] it was proved that the approximation x, converges geometrically
fast in computational effort (or equivalently as n — o0) to x if the increments of Y can be
sampled under Pj (see [18] for more details and a discussion of the benefits of the ‘correction
term’ (¥, max{Yy,, O}, L, - Ly, >o}) in (5)). Theorem 2.1 allows us to weaken this require-
ment in the context of tempered Lévy processes, by requiring that we be able to sample the
increments of ¥ under Py. The main application of TSB-Alg is to general tempered stable pro-
cesses, as the simulation of their increments is currently out of reach for many cases of interest
(see Section 3.4 below for comparison with existing methods when it is not), making the main
algorithm in [18] not applicable. Moreover, Theorem 2.1 allows us to retain the geometric
convergence of x, established in [18]; see Section 3 below for details.
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3. Monte Carlo and multilevel Monte Carlo estimators based on TSB-Alg

3.1. Bias of TSB-Alg
An application of Theorem 2.1 implies that the bias of TSB-Alg equals

Exlg00] — Eolg(n) T2l =Eo[AS],  where A} := (g(x) — g(xn)) V.- (6)

The natural coupling (x, xx, Yy, Y57)) in (6) is defined by Y5~ := 320, &7, g := &7 +
£ 4y forall ke N, x in (2), and x, in (5) with ¥z, := Y32 .| &, where, conditional on

the stick-breaking process £ = (£;)reN., the random variables {& ,Ei), nkx:k € N} are independent

and distributed as £ ~ FE(g, -) and 1 ~ N (b, o2¢;) for k € N,

The following result presents the decay of the strong error A§ for Lipschitz, locally
Lipschitz, and two classes of barrier-type discontinuous payoffs that arise frequently in applica-
tions. Observe that, in all cases and under the corresponding mild assumptions, the pth moment
of the strong error Ay decays exponentially fast in n with a rate ¥ > 0 that depends on the
payoff g, the index B, defined in (21) below, and the degree p of the considered moment.
In Proposition 3.1 and throughout the paper, the notation f(n) = O(g(n)) as n — oo for func-
tions f, g:N — (0, co) means limsup,,_, ., f(n)/g(n) < co. Put differently, f(n) = O(g(n)) is
equivalent to f(n) being bounded above by Cyg(n) for some constant Cyp > 0 and all n € N.

Proposition 3.1. Let A = (A4, A_), v, and o2 be as in Section 2, and fix p > 1. Then, for the
classes of payoffs g(x) = g(Xt, Xr, 1) below, the strong error of TSB-Alg decays as follows
(asn— 00).

(Lipschitz.) Suppose |g(x,y,1)—gx, ¥y, ) <K(y—y|+t—"7]|) for some K and all
(x, 3, ¥, t, 1) e Rx R x [0, T1%. Then Eo[|AS|"] = O(e™9"), where ¥, € [log (3/2), log 2]
is in (23) below.

(Locally  Lipschitz.) Ler |g(x, v, 1) — g(x, v, )] < K(ly — y/| + |t — £])e™0} fop
some constant K>0 and all (x,y,y,t,f)eR x Ri x[0,T1% If rr>q>1 and
f[],oo) P2 )(dx) < oo, then ]Eo[’Aﬂp] = O(e_(ﬁpf/’)"), where r:= (1 — l/q)_1 >1
and Uy, € [log (3/2), log 2] is as in (23).

(Barrier type 1.) Suppose g(x)=h(Xt) - 1{X7 <M} for some M >0 and a measurable
bounded function h:R — R. If Py(M < Xr<M+x)<Kx for some K >0 and all x>0,
then for ay € (1, 2] in (22) and any y € (0, 1) we have IE()HAﬁ}p] = (’)(e’lylog(z)/(}’*“*)]").
Moreover, we may take y = 1 if any of the following hold: ¢* > 0 or f(_l,l) |x|v(dx) < o0 or
Assumption 5.1 below.

(Barrier type 2.) Suppose g(x) = h(Xt, X1) - 1{tr < s}, where s € (0, T), and h is measurable
and bounded with |h(x, y) — h(x, Y)| < K|y — y'| for some K > 0 and all (x, y,y") € R x Ri. If
02> 00r v(R\ {0}) = o0, then Eo[|Af|"] = O(e™/).

Remark 3.1. (i) The proof of Proposition 3.1, given in Section 5 below, is based on Theorem
2.1 and analogous bounds in [18] (for Lipschitz, locally Lipschitz, and barrier-type-1 pay-
offs) and [16] (for barrier-type-2 payoffs). In particular, in the proof of Proposition 3.1 below,
we need not assume Ay > 0 to apply [18, Proposition 1], which works under our standing
assumption A # 0.

https://doi.org/10.1017/apr.2023.1 Published online by Cambridge University Press


https://doi.org/10.1017/apr.2023.1

1368 J. 1. GONZALEZ CAZARES AND A. MIJATOVIC

(ii) For barrier option payoffs under a tempered stable process X (i.e. the barrier-type-1
class in Proposition 3.1), we may take y =1 since X satisfies either f(_l’l) |x|v(dx) < 00 or
Assumption 5.1.

(iii) The restriction p > 1 is not essential, as we may consider any p > 0 at the cost of a
smaller (but still geometric) convergence rate. In particular, our standing assumption A # 0
(and A4 > 1 in the locally Lipschitz case) guarantees the finiteness of the p-moment of the
strong error AS for any p > 0. However, the restriction p > 1 covers the cases p € {1, 2}
required for the MC and MLMC complexity analyses and ensures that the corresponding
rate v in (23) lies in [log (3/2), log 2]. In fact, for any payoff g in Proposition 3.1 we have
Eo[|Af]"] = O(e~?s*) for p € {1,2} and a positive rate ¥, >0 bounded away from zero:
g > 0.23 (resp. log (3/2), (1 — 1/A1)log(3/2)) for barrier-type-1 and barrier-type-2 (resp.
Lipschitz, locally Lipschitz) payoffs.

3.2. Computational complexity and the central limit theorem for the Monte Carlo and
multilevel Monte Carlo estimators

Consider the MC estimator

N
A 1
g.n . gn
Ovic = N Z@i , (7)
i=1

where {6""} ;e is the i.i.d. output of TSB-Alg with 67" 4 g(xx) T (under Pg) and n, N € N.
The corresponding MLMC estimator is given by

n

L
L = Z Ne ZDi,i’ ®)

k=1 i=1

where {Df’ JkieN is an array of independent variables satisfying D‘}; ; 4 (g(xx) — 8(Xk—1)) T

and nyi ig(xl)Tx (under Py), for i e N, k> 2, and n, Ny, ..., N, € N. Note that TSB-Alg
can easily be adapted to sample the variable Df’ ; by drawing the ingredients for (xx, Y»)
and computing (xx—1, Xk, L) deterministically from the output; see [18, Subsection 2.4] for
further details. In the following, we refer to Vy [Di.l] as the level variance of the MLMC
estimator.

The computational complexity analysis of the MC and MLMC estimators is given in the
next result (the usual notation [x]:= inf{k € N:k > x}, x € R, is used for the ceiling func-
tion). In Proposition 3.2 and throughout the paper, the computational cost of an algorithm is
measured as the total number of operations carried out by the algorithm. In particular, we
assume that the following operations have computational costs uniformly bounded by some
constant (measured, for instance, in units of time): simulation from the uniform law; simula-
tion from the laws F (i)(t, -), t > 0; evaluation of elementary mathematical operations such as
addition, subtraction, multiplication, and division; and evaluation of elementary functions such
as exp, log, sin, cos, tan, and arctan.

Proposition 3.2. Let the payoff g from Proposition 3.1 also satisfy Eo[g(x)?Y}] < oo. For any

e >0, let n(e) := inf{k € N:|Eo[g(xx) Vo] — Exlg(0)]l < 8/ﬁ}. Let ¢ be an upper bound on
the expected computational cost of line 2 in TSB-Alg for a time horizon bounded by T, and let
Vol - ] denote the variance under the probability measure Py.
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n

(MC.) Suppose n=n(e) and N = [2e2Vo[g(xn)Y21]. Then the MC estimator éf,lc is
g-accurate, I.e. E0[|é§fé — E;‘[g(x)]|2] < &2, with expected cost Cyc(e):= c(n+ 1)N =
(’)(5‘2 log (1/8)) as s — 0.

(MLMC.) Suppose n = n(e) and set

Ni:= ’728_2‘/V0[D§’1]/k<z jVo[Djl]ﬂ, ke(l,...,n). ©)
j=1

Then the MLMC estimator élf/[ﬁ is e-accurate, and the corresponding expected cost equals

n 2
CML(e) = 2C8_2<Z kVo[Di’l]> =0(e7%) ase—0. (10)
k=1

Proposition 3.1 (with p=1) implies that the bias in (6) equals Eg[Af] = O(e™s") as
n— oo for some ¥, > 0. Thus, the integer n(¢) in Proposition 3.2 is finite for all payoffs g
considered in Proposition 3.1, and moreover, n(¢) = O(log(1/¢)) as € — 0 in all cases. In

addition, by Remark 3.1(i) above, the variance of Glg * is bounded in k eN:

Vo[65*] < Bo[2()> 7] < 2Eo[0G0) L] + 2Eo[(A5)] = 2Eo[¢(x)* L] <00 as k — oc.

Note that barrier-type payoffs g considered in Proposition 3.1 satisfy the second moment
assumption, while in the Lipschitz or locally Lipschitz cases it is sufficient to assume addition-
ally that A is either positive or strictly greater than one, respectively. Moreover, Vj [Df 1] <

ZEO[(Ai)2 + (Ai_l)z] = O(e?s¥) for ¥4 > 0 bounded away from zero (see Remark 3.1(iii)
above). These facts and the standard complexity analysis for MLMC (see e.g. [16, Appendix
A] and the references therein) imply that the estimators éf,lé and éﬁf are g-accurate with the
stated computational costs, proving Proposition 3.2.

We stress that the payoffs g in Proposition 3.2 include discontinuous payoffs in the supre-
mum X7 (barrier type 1) or the time 77 when this supremum is attained (barrier type 2), with
the corresponding computational complexities of the MC and MLMC estimators given by
0(8_2 log (1/ 8)) and 0(8_2), respectively. This theoretical prediction matches the numeri-
cal performance of TSB-Alg for barrier options and the modified ulcer index; see Section 4.2
below.

For obtaining confidence intervals (CIs) for the MC and MLMC estimators 6y; and 65", a
CLT can be very helpful. (The CIs derived in this paper do not account for model uncertainty or
the uncertainty in the estimation or calibration of the parameters.) In fact, the CLT is necessary
to construct a CI if the constants in the bounds on the bias in Proposition 3.1 are not explicitly
known (e.g. for barrier-type-1 payoffs, the constant depends on the unknown value of the
density of the supremum X7 at the barrier); see the discussion in [18, Section 2.3]. Moreover,
even if the bias can be controlled explicitly, the concentration inequalities typically lead to
wider Cls than those based on the CLT; see [4, 20]. The following result establishes the CLT
for the MC and MLMC estimators valid for payoffs considered in Proposition 3.1.

Theorem 3.1. [CLT for TSB-Alg] Let g be any of the payoffs in Proposition 3.1, satisfying in
addition Eo[g(x )zTﬂ < 00. Let ¥4 €(0, log 2] be the rate satisfying E0[|A§l|] = O(e‘ﬂg”),
given in Proposition 3.1 and Remark 3.1(iii) above (withp = 1). Fix co > 1/, letn=n(s) :=
[colog(1/¢)], and suppose N and Ny, ..., Ny are as in Proposition 3.2. Then the MC and
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MLMC estimators éf/lé and éf,[]’z respectively satisfy the following CLTs (Z is a standard normal
random variable):

V2eT (G50 —BaleG0l) S 2, and V26T (051 —Balg()]) > Z,  ase— 0.
(1)

Theorem 3.1 works well in practice: in Figure 7 of Section 4.2 below we construct CIs (as
a function of decreasing accuracy ¢) for an MLMC estimator of a barrier option price under
a tempered stable model. The rate ¢y can be taken arbitrarily close to 1/%,, where ¥, is the
corresponding geometric rate of decay of the error for the payoff g in Proposition 3.1 (¥, is
bounded away from zero by Remark 3.1(iii) above), ensuring that the bias of the estimators
vanishes in the limit.

By Lemma 5.2 below, the definition of the sample sizes N and Ny, . . ., N, in Proposition 3.2

implies that the variances of the estimators éf,[’g(e) and éf,l’ﬁ(g) (under Py) satisfy
A8:n(€) 8.1(¢) A8-n(&) n(e) 4
V0[9Mc ] _ V0[91 ] —~1 and VO[QML ] VO[DM]

22 €2N/2 ) :]; £2N;/2

—1 ase—0.

Hence, the CLT in (11) can also be expressed as follows:

A A 12 d
(B5” = BalgCon) /Vo 0502 5 2
and (657 — BaleGO1)/Vo[65r©1 > £z, ase— 0.
Since the variances Vy [élf/l’g(g)] and Vy [éf,l’f(s)] can be estimated from the sample, this is in fact
how the CLT is often applied in practice. The proof of Theorem 3.1 is based on the CLT for
triangular arrays and amounts to verifying Lindeberg’s condition for the estimators Hﬁé and

Qﬁﬁ; see Section 5 below.

3.3. Unbiased estimators

It is known that when the MLMC complexity is optimal, it is possible to construct unbiased
estimators without altering the optimal computational complexity O (5’2) as ¢ — 0. Such debi-
asing techniques are based around randomising the number of levels sup{k € N:N; > 0} and
number of samples (Ni)reN at each level of the variables {Dﬁ_ Jk,ien in the MLMC estimator in
(8); see e.g. [30, 34, 40]. More precisely, following [40, Theorem 7], for any g in Proposition
3.1 and a parameter N € N, we may construct an almost surely finite sequence of random inte-
gers (Npken (i-e. sup{k € N:N; > 0} < oo a.s.) with explicit means E¢[Ny] > 0, such that the

estimator
Nk

[o)0]
R 1
Py = DS . 12
N ;EO[N]C]Z ki (12)

i=1

is unbiased, ]EO[PN] =Ex[g(x)], and its variance Vo[f’N] and expected computational cost
(under Py) are proportional to 1/N and N, respectively, as N — co. The MC complexity anal-
ysis of the estimator Py is then nearly identical to that of the classical MC estimator for exact
simulation algorithms.

There are several parametric ways of constructing the random sequence (Ny)ien (see e.g.
[40]), and it is also possible to optimise for the parameters appearing in these constructions
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as a function of the considered payoff g and other characteristics of X (see e.g. [18, Section
2.5]). The details of such optimisations have been omitted in the present work in the interest
of brevity, since they coincide with those found in [18, Section 2.5 and Appendix A.3]. We
comment that, as pointed out by the referee, in addition to achieving the optimal complexity,
unbiased estimators (referred to as ‘single-term estimators’ in [34, 40]) also achieve the same
asymptotic variance as the MLMC estimators (see [40, Theorem 19]). Moreover, there are
cases where unbiased estimators of a different form (referred to as ‘coupled-sum estimators’
in [34, 40]) achieve much smaller asymptotic variance than the MLMC (see Table 17 in the
online supplement of [34]). We are grateful to the referee for this observation.

3.4. Comparisons

This subsection provides non-asymptotic and asymptotic performance comparisons of esti-
mators based on TSB-Alg. The main aim is to develop rule-of-thumb principles guiding the
user to the most effective estimator. In Subsection 3.4.1, for a given value of the accuracy &, we
compare the computational complexity of the MC and MLMC estimators based on TSB-Alg.
The MLMC estimator based on TSB-Alg is compared with the ones based on SB-Alg [18]
with rejection sampling (available only when the jumps of X are of finite variation) and SBG-
Alg [16] in Subsections 3.4.2 and 3.4.3, respectively. In both cases we analyse the behaviour
of the computational complexity in two regimes: (I) ¢ tending to 0 and fixed time horizon T;
(IT) fixed & and time horizon T tending to O or co.

Regime (II) is useful when there is a limited benefit to arbitrary accuracy in ¢ but the con-
stants may vary greatly with the time horizon T. For example, in option pricing, estimators
with accuracy smaller than a basis point are of limited interest. For simplicity, in the remainder
of this subsection the payoff g is assumed to be Lipschitz. However, analogous comparisons
can be made for other payoffs under appropriate assumptions.

3.4.1. Comparison between the Monte Carlo and multilevel Monte Carlo estimators based on
TSB-Alg Recall first that both MC and MLMC estimators have the same bias, since the latter
estimator is a telescoping sum of a sequence of the former estimators, controlled by n(e) given
in Theorem 3.1 above.

Regime (I). Propositions 3.1 and 3.2 imply that the MLMC estimator outperforms the
MC estimator as ¢ — 0. Moreover, since Vo[g(x,)Ya]l — Volg(x)Yx] and eZCML(e) —
2c( Z,fozl (ng[Di’ 1])1/ 2)2 < oo as ¢ »> 0, the MLMC estimator is preferable to the MC
estimator for ¢ > 0 satisfying

00 2
n(e) > (Z kVo[D§,1]> /Vo[gGOMa].
k=1

Since the payoff g is Lipschitz, Proposition 3.1 implies that this condition is close to

log (1/¢) > m(ZM)
k=1

where we recall that ¥ € [log (3/2), log 2] is defined in (23) below. In particular, the latter
condition is equivalent to & < 0.0915 if 91 =log (3/2), or &€ < 5.06 x 1077 if ¥ =log 2.
Regime (II). Assume ¢ > 0 is fixed. In this case, the MC and MLMC estimators share
the value of n=n(e), which is O(max{1, logT}) as either T — 0 or T — co. Moreover,
the variances Vg[g(x,)Yx] (appearing in Cypc) and Vy [Di,l]’ k € N (appearing in CyL; see

2
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Proposition 3.2 above) are all proportional to O((T+ Tz)e(’m_z’“)T) as either 7 — 0 or
T — oco. Therefore, by Proposition 3.2, the quotient Cyic/CwmL. is proportional to a constant
as T — 0 and a multiple of log T as T — oo0.

In conclusion, the MLMC estimator is preferable to the MC estimator when either ¢ is small
or T is large. Otherwise, when ¢ is not small and 7 is small, the two estimators have similar
performance.

3.4.2. Comparison with SB-Alg In the special case when the jumps of X have finite variation
(or equivalently, f(—l,l) |x|v(dx) < 00), the increments X; can be simulated under P, using
rejection sampling (see [19, 23]), making SB-Alg [18] applicable to sample x;, (see (5) for its
definition) under Pj. The rejection sampling is performed for each of the increments of the
subordinators

xv(dx) and d_ ::/ |x|v(dx),
0,1

(=1,0)

and the processes Y*) are as in Theorem 2.1. The algorithm proposes samples under Py
and rejects independently with probability exp (—)\i?,(i)). Let A4 := (A4+,0) and A_:=
(0, A_); then the expected number of proposals required for each sample equals exp (yx(i)t) =
1/Eo[ exp (—Aif’fi))], where we define

P = ady — i, = / (1 — e7*M)u(dx) € [0, 00). (13)

Ry

(Note that s — prn =p(n " + 13 ') = () + 7,5 ): see (4).)

We need the following elementary lemma to analyse the computational complexity of SB-
Alg with rejection sampling.

Lemma 3.1. (a) Let £ be a stick-breaking process on [0,1]; then for any n € N we have

1 n 1
O§n+/ l(e”‘—1)c1x—ZIE[e”‘k]52—"l/ 1(e”‘—l)clx. (14)
0 0

x — X
(b) We have c_le_c(l —I—cz) fol x_l(e”‘ — 1)dx—> 1 as either c — 0 or ¢ — 00.

Assume that the simulation of the increments Y,(i) under Py has constant cost independent
of the time horizon ¢ (we also assume without loss of generality that the simulation of uni-
form random variables and the evaluation of operators such as sums and products and of the
exponential functions have constant cost). Since SB-Alg requires the rejection sampling to be
carried out over random stick-breaking lengths, the expected cost of SB-Alg with rejection
sampling is, by (14) in Lemma 3.1, asymptotically proportional to

n 1
Z E[eVXH)Kk + e”l(i)é"] =2n+ (1 + (9(2_")) / l(e”l(ﬂTx + eVlHTx — Z)dx, as n— 00.
k=1 o X

(15)
In fact, by Lemma 3.1(a), the absolute value of the term 0(2’”) is bounded by 27"*. Moreover,
by Lemma 3.1(b), the integral in (15) may be replaced with an explicit expression

- -) B
noT YT T ST

(T) :=
L+ (o 71)° L+ (1)

; (16)

as T tends to either O or oo.
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TABLE 2. Level variance and expected cost of SB-Alg and TSB-Alg, up to multiplicative constants that
do not depend on the time horizon 7. The bounds on the level variances (defined in the first paragraph of
Subsection 3.2 above) follow from [18, Theorem 2] for SB-Alg and Proposition 3.1 for TSB-Alg.

Algorithm Bias Level variance Cost

SB-Alg e "(JT+T) e e@n(T+7?) 2n+ T'\(T)
TSB-Alg e "(JT+T) e 108@n(T 4 72)tn=2m0T 2y

Table 2 shows how SB-Alg with rejection sampling compares to TSB-Alg above.

Regime (I). By Table 2, we can deduce that the MC and MLMC estimators of both algo-
rithms have the complexities 0(8’2 log (1/ e)) and (’)(6’2) as ¢ — 0, respectively, for all the
payoffs considered in Proposition 3.1.

Regime (II). Assume ¢ is fixed. The biases of the two algorithms agree and equal
O(e=""(JT +T)), implying n=1log ((~T + T)/e)/91 + O(1) (with ¢ defined in (23)).
The level variances of SB-Alg and TSB-Alg are (9(6_ log @) (T + Tz)) and O(e_ log @)n (T +
T?)er2=210T) " with costs O(n + 'y (T)) and O(n), respectively. Thus, by (16), the ratios of
the level variance and cost converge to 1 as T — 0, so the ratio of the complexities of both
algorithms converges to 1, implying that one should use TSB-Alg, as its performance in this
regime is no worse than that of the other algorithm, but its implementation is simpler. For mod-
erate or large values of T, by [16, Equation (A.3)], the computational complexity of the MLMC
estimator based on TSB-Alg is proportional to ¢ ~2¢(*22=2#0T (T 4 T2) and that of SB-Alg is
proportional to e72(1 + TW(T))(T + T?), where, in both cases, the proportionality constants do
not depend on the time horizon 7. Since both constants are exponential in 7', for large T we
need only compare max {y{ﬂ, y)ff)} with poy — 2uy. Indeed, TSB-Alg has a smaller com-
plexity than SB-Alg for all sufficiently large 7T if and only if p2) — 2 < max {y{ﬂ, y)ff)}.
In Subsection 4.3.1 below, we provide an explicit criterion for the tempered stable process in
terms of the parameters; see Figure 8.

In conclusion, when X has jumps of finite variation, it is preferable to use TSB-Alg if T
is small or e#22=240T < | 4 '\ (T)). Moreover, this typically holds if the Blumenthal-Getoor
index of X is larger than log, (3/2) < 0.6; see Subsection 4.3.1 and Figure 8 below for details.

3.4.3. Comparison with SBG-Alg. Given any cutoff level « € (0, 1], the algorithm SBG-Alg
approximates the Lévy process X (under [P, with the generating triplet (02, vy, bx)) with

a jump-diffusion X®) and samples exactly the vector (X(TK ),Y(TK), 7(X®)); see [16] for

details. The bias of SBG-Alg is O( min{~/Tk!~#</2, k}(1 4 log™ (Tx~#+))) with correspond-
ing expected cost O(TK _ﬁ*). Thus, when parametrised by computational effort n, the bias of
SBG-Alg is O(T"/Psn~1/P+ Jog n) while the bias of TSB-Alg is O(e~"1"(v/T + T)).

Regime (I). The complexities of the MC and MLMC estimators based on SBG-Alg are,
by [16, Theorem 22], equal to O(¢~27F+) and O(e~m{22A) (1 4 15, _y; log (¢)?)), respec-
tively, where B, defined in (21) below, is slightly larger than the Blumenthal-Getoor index of
X. Since, by Subsection 3.2 above, the complexities of the MC and MLMC estimators based on
TSB-Alg are (9(8_2 log (1/ 5)) and 0(8_2), respectively, the complexity of TSB-Alg is always
dominated by that of SBG-Alg as ¢ — 0.

Regime (II). Suppose ¢ >0 is fixed. Then, as in Subsection 3.4.2 above, the computa-
tional complexity of the MLMC estimator based on TSB-Alg is 0(8_2(T + Tz)e(’m_z’“)T),
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where the multiplicative constant does not depend on the time horizon 7. By [16, Theorems
3 and 22] and [16, Equation (A.3)], the complexity of the MLMC estimator based on
SBG-Alg is O(e72(CiT + C2T?)) if B < 1, O(e72(C1T + C2T* log? (1/e))) if B =1, and
O(e7%(C1T + C,T?e =A== D)) otherwise, where

C:= erﬂ*/(l — er(ﬂ*/zfl))z,
Cri= P (1 = B0 g 2y + (e/2) i,y and
ri=(2/1B« — 1D1log (1 + Bx — 11/B:) - Lip, 1) + 2 - Lip,=1).-

None of the other multiplicative constants in these bounds depend on the time horizon 7. Thus
TSB-Alg outperforms SBG-Alg if and only if we are in one of the following cases:

o Bx<land (14 T)eHan=2)T - C| 4 C,T,
o B, =1and (1 + T)en=2)T < € + C,T log? (1/¢),
e B> land (14 T)eHan=200T < C) 4 CyTe~2B=D),

Note that the constant C; is unbounded for S close to 1, favouring TSB-Alg.

In conclusion, TSB-Alg is simpler than SBG-Alg [16] and outperforms it asymptotically as
& — 0. Moreover, TSB-Alg performs better than SBG-Alg for a fixed accuracy ¢ > 0 if either
(D B« < 1 and the time horizon T < 1 satisfies the inequality T < log (C1)/(u2n — 2y) or (II)
B« > 1and T is not large. In Subsection 4.3.2 below, we apply this criterion to tempered stable
processes; see Figure 9 for the case (I) with 8, < 1 and Figure 10 for the case (II) with g, > 1.

3.5. Variance reduction via exponential martingales

It follows from Subsection 3.4 that the performance of TSB-Alg deteriorates if the expec-
tation [Eg [Tf] =exp ((u2x —2ua)T) is large, making the variance of the estimator large. This
problem is mitigated by using the control variates method, a variance reduction technique,
based on exponential Pg-martingales, at (almost) no additional computational cost.

Suppose we are interested in estimating E, [¢] = Eg[¢ Ta], where ¢ is either g(x,) (MC) or
g(xn) — 8(xn—1) MLMC). We propose to draw samples of g: under Py, instead of £ Y, where

=M —wo(Ya — D —wi(Va, — D—w_(Yy_—1),

and wo, w4, w— € R are constants to be determined (recall A, = (A4, 0) and A_ = (0, A_)).
Clearly Eo[g:] =Eg[¢ Y] since the variables Yy, Ty, , and Ty _ have unit mean under Py. We
choose wo, w,, and w_ to minimise the variance of ¢, by minimising the quadratic form [15,
Section 4.1.2] of V[ ]:

T

-1 Vol¢Tal covp(¢ T, Ta) cove(¢ T, Ta ) cove(¢ Yo, Ta)\ (-1
on) cove(& Ta, ) Vo[Ta] cove(Ta, Ta,)  cove(Ta, Ta_) o
Wy covo(¢ T, Tay) cove(Ta, Ta,) Vol Ta,] covo(Ta, Ta) | | @+
w_ cove(¢Ta, Ta) cove(Ta, Ta_) covp(Ta,, Ta_) Vol Ty 1 w_

The solution, in terms of the covariance matrix (under Py) of the vector
(C T, T, Tay, Tal),is

-1
wo 2Vp[ ] covp(Ta, Tay)  covp(Tyx, Ta_) covo(¢Ta, To)
wi | = [ covo(Ta, Ta,) 2Vo[ Ty, ] covg(Ta,, Ta_) cove(¢Ta, Ta,)
w_ cove(Ta, Ta_) cove(Ta,, Ta_) 2Vo[Ta_] cove(¢ Yy, Tal)
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In practice, these covariances are estimated from the same samples that were drawn to esti-
mate E¢[¢ T ]. The additional cost is (nearly) negligible as all the variables in the exponential
martingales are by-products of TSB-Alg. It is difficult to establish theoretical guarantees for
the improvement of ¢ over ¢ Y. However, since most of the variance of the estimator based on
£y comes from Y3, the proposal ¢ typically performs well in applications; see e.g. the CIs in
Figures 3 and 4 for a tempered stable process.

4. Extrema of tempered stable processes

4.1. Description of the model

In the present section we apply our results to the tempered stable process X. More precisely,
given A € Ri \ {0}, the tempered stable Lévy measure v specifies the Lévy measure v via (1):
v(dx) C+ c_
T e L0,00) (%) + == L(—o00,0)(x), a7
where c+ > 0 and a4 € (0, 2). The drift b is given by the tempered stable drift by € R via (1),
and the constant p) is given in (4). Both b and ) can be computed using (18) and (19) below.
TSB-Alg samples from the distribution functions F (i)(t, x) =Py (Yt(i) < x), where Y& are the
spectrally one-sided stable processes defined in Theorem 2.1, using the Chambers—Mallows—
Stuck algorithm [9]. In the appendix we include a version of this algorithm, given explicitly in
terms of the drift » and the parameters in the Lévy measure v; see Algorithm 2 below.
Next, we provide explicit formulae for b and p; in terms of special functions. We begin by
expressing b in terms of by, (see (1) above):

1
b=by —c4By, 3, +c_By_ 5, where Bg,:= / (7™ — 1)x~“dx. (18)
0

We have B, o = 0 for any a > 0 and, for r > 0,

B _Z (=" . (e_’—1+r"_1y(2—a,r))/(1—a), aec0,2)\ {1},
ar— n!(n—a—l)_ —y —logr—E(r), a=1,

n=1

where y(a,r)= [y e xldx=Y"p2 (=1)"r"™/(n!(n+a)), a>0, is the lower incom-
plete gamma function, Ei(r)= [, roo e*x~ldx, r>0, is the exponential integral, and y =
0.57721566 . . . is the Euler—-Mascheroni constant. Similarly, to compute p; from (4), note
that

o0
pr=c4Coppy +¢c-Co_n_, where Cy,:= / (™ —1+rx- ]1(0,1)(X))x_a_ldx.
0
(19)
Clearly, C,,0 =0 for any a > 0 and, for r > 0,
1
Car=——(e7"+r(1+Bap) +r'I(~a.r).

where I'(a, r)= [ roo e *x%1dx is the upper incomplete gamma function. When a < 1, this
simplifies to C, » = r*I'(—a) + r/(1 — a), where I'( - ) is the gamma function.

As discussed in Subsection 3.4 (see also Table 2 above), the performance of TSB-Alg dete-
riorates for large values of the constant woy — 2uy. As a consequence of the formulae above,

https://doi.org/10.1017/apr.2023.1 Published online by Cambridge University Press


https://doi.org/10.1017/apr.2023.1

1376 J. 1. GONZALEZ CAZARES AND A. MIJATOVIC

Constant pox — 2ux

Constant piox — 2pux

sa=1
e =12
cma=14 1150
----a=1.6
— a=18 1100
150
J0

FIGURE 1. The picture shows the map [+ uy, where c;x =c_ =1, 0y =a_=a, A=(l, /), and @ €
{0.2,..., 1.8}

it is easy to see that this constant is proportional to )»Ofr /2 —ay)+ A% /(2 —a_) as either
A+ — 00 or at — 2; see Figure 1.

It is natural to expect the performance of TSB-Alg to deteriorate as A+ — 00 or a4+ — 2,
because the variance of the Radon—Nikodym derivative T; tends to oo, making the variance of
all the estimators very large.

4.2. Monte Carlo and multilevel Monte Carlo estimators for tempered stable processes

Let X denote the tempered stable process with generating triplet (02, Vi, bx) given in
Subsection 4.1. Then S; = Soe® models the risky asset for some initial value Sy > 0 and all

> 0. Observe that S; = SpeX’ and that the time at which § attains its supremum on [0,7] is
also ;. Since the tails V(R \ (—x, x)) of v decay polynomially as x — oo (see (17)), S; and
S; satisfy the following moment conditions under Py: E; [S/] < oo (resp. Ex [Etr] < 00) if and
onlyifre[ —A_, Ay] (resp. r < A4 ). In the present subsection we apply TSB-Alg to estimate
Ex[g(x)] using the MC and MLMC estimators in (7) and (8), respectively, for payoffs g that

arise in applications and calibrated/estimated values of tempered stable model parameters.

4.2.1. Monte Carlo estimators Consider the estimator in (7) for the following payoff functions
g: (I) the payoff of the up-and-out barrier call option g(x)=max{Sr — K, 0}1{S7 <M} and
(IT) the function g(x) = (S7/S7 — 1)? associated to the ulcer index (UI) given by 100/Exg(x)
(see [11]). We plot the estimated value along with a band representing the empirically con-
structed CIs of level 95% via Theorem 3.1; see Figures 2 and 3. We set the initial value
So = 100, assume by = 0, and consider multiple time horizons T (given as fractions of a cal-
endar year): we take T € { 1.\ }in(Mand T e {ﬂ 28 } in (ID). These time horizons are

365° 365 365 365
common in their respective applications, (I) option pricing and (II) real-world risk assessment
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Maturity: 30 days

—o— vl

b \\\“*——4—4—.—9—% =
1 n

2 4 6 8 10 12

15\9\9——4 °

1,
0.5'\\\“"—0—0—4—0—0—4—0
 n

2 4 6 8 10 12

FIGURE 2. Solid lines indicate the estimated value of E; [g(x,,)] for the USD/JPY currency pair and the
function g(x)=max{St — K, O}]l{gr <M} using N = 10° samples with T € {%, %}, K =95, and
M = 102. Dotted lines (the symmetric bands around each solid line) indicate the CI of the estimates with
confidence level 95%. These Cls are very tight, making them hard to discern in the plot.

Maturity: 14 days

7
6

—e— MCD
5 —a— BIX
4 M M —— SOX
3

2 4 6 8 10 12

FIGURE 3. Solid lines indicate the estimated value of the ulcer index (UI) 100/Ex [g(xn)] using N = 107
samples, where g(x) = (S7/St — 1)2. Dotted lines (the bands around each solid line) indicate the 95%
CI of the estimates.

(see e.g. [1, 7]). The values of the other parameters, given in Table 3 below, are either cali-
brated or estimated: in (I) we are pricing an option and thus use calibrated parameters with
respect to the risk-neutral measure obtained in [1, Table 3] for the USD/JPY foreign exchange
(FX) rate, and in (II) we are assessing risks under the real-world probability measure and hence
use the maximum likelihood estimates in [7, Table 2] for various time series of historic asset
returns. In both (I) and (II), it is assumed that o4 = «r; (II) additionally assumes that cy = c_
(i.e., X is a CGMY process). The stocks MCD, BIX, and SOX in (IT) were chosen with o > 1
to stress-test the performance of TSB-Alg when o) — 2u;y is big, forcing the variance of the
estimator to be large; see the discussion at the end of Subsection 4.1 above and Figure 1.
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TABLE 3. Calibrated/estimated parameters of the tempered stable model. The first two sets of parame-
ters were calibrated in [1, Table 3] based on FX option data. The bottom three sets of parameters were
estimated using the maximum likelihood estimators in [7, Table 2], based on a time series of equity

returns.

Stock o o Cc+ c_ Ay A Uox — 2
USD/JPY (vl) 0.0007 0.66 0.1305 0.0615 6.5022  3.0888 0.9658
USD/JPY (v2) 0.0001 1.5 0.0069 0.0063  1.932 0.4087 0.0395
MCD 0 1.50683 0.08 0.08 254 254 41.47
BIX 0 1.2341  0.32 0.32 37.42 47.76 96.6
SOX 0 1.3814  0.44 0.44 34.73 34.76 196.81

Maturity: 14 days

[N |

—o— MCD
—a— BIX
—— SOX

W =

10

FIGURE 4. Solid lines indicate the estimated value of the ulcer index (UI) 100y/Eyg(xn) using N = 107
samples and the control variates method of Subsection 3.5, where g(x) = (St/St — 1)2. Dotted lines (the
bands around each solid line) indicate the CI of the estimates with confidence level 95%.

The visible increasein the variance of the estimates for the SOX (see Figure 3) as the matu-
rity increases from 14 to 28 days is a consequence of the unusually large value of woy — 2ux;
see Table 3 above. If oy — 2uy is not large, we may take long time horizons and relatively few
samples to obtain an accurate MC estimate. In fact this appears to be the case for calibrated
risk-neutral parameters (we were unable to find calibrated parameter values in the literature
with a large value of wo)x —2uy). However, if upy — 2ua is large, then for any moderately
large time horizon, an accurate MC estimate would require a large number of samples. In such
cases, the control variates method from Subsection 3.5 becomes very useful.

To illustrate the added value of the control variates method from Subsection 3.5, we apply it
in the setting of Figure 3, where we observed the widest CIs. (Recall that the CIs derived in this
paper do not account for model uncertainty or the uncertainty in the estimation or calibration
of the parameters.) Figure 4 displays the resulting estimators and CIs, showing that this method
is beneficial in the case where the variance of the Radon—Nikodym derivative Y} is large, i.e.,
when (uox — 2ua )T is large. The Cls for the SOX asset at n = 12 shrank by a factor of 4.23;
in other words, the variance became 5.58% of its original value.

4.2.2. Multilevel Monte Carlo estimators. We will consider the MLMC estimator in (8) with
parameters n, Nq, ..., N, €N given by [16, Equations (A.1)-(A.2)]. In this example we
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Bias decay |Eolg(xx)] — Eolg(xx-1)]

—+— Observed

-—- Plredicted | | L
5 10 15
Variance decay Volg(xx) — 9(xe-1)]
107 T T
_3 —+— Observed
10 - - - Predicted
5 10 15

Number of levels and samples per level

100

—o— c=2""Y
—— =271

ogy Ni

—— e =271

e

108

108
5 10 15
Logarithm of the computational cost
24
—+— Observed (MLMC)
22 H - +- Predicted (MLMC)
20 |
18
16 |-~ log(1/¢)
5 6 7 8 9

FIGURE 5. The top two panels show the bias and level variance decay as a function of k for the pay-
off g(x) = max{St — K, 0}1{St < M} with Sop =100, T = 90/365, K =95, M = 102 and the parameter
values for the USD/JPY FX rate (v2) in Table 3. The theoretical predictions (dashed) are based on
Proposition 3.1 for barrier-type-1 payoffs. The bottom two panels show the corresponding values of the
complexities and parameters n, Ny, . . ., N, associated to the precision levels ¢ € {2_9, 2_10, e, 2_19}.

chose (I) the payoff g(x)=max{Sr — 95, 0}1{S7 < 102} from Subsection 4.2.1 above and
(II) the payoff g(x) = (St /St — 1)21{TT<T/2}’ associated to the modified ulcer index (MUI)
100+/Ex[g(x)], a risk measure which weighs trends more heavily than short-time fluctuations
(see [16] and the references therein).

The payoff in (I) is that of a barrier up-and-out option, so it is natural to use the risk-neutral
parameters for the USD/JPY FX rate (see (v2) in Table 3) over the time horizon 7 = 90/365.
For (IT) we take the parameter values of the MCD stock in Table 3 with 7' =28/365. In both
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Bias decay |[Eolg(x%)] — Eolg(xx—1)]|

104

1072

—+— Observed
- - - Predicted

106

1077

5 10 15

1076 Tl
10-8 n
—+— Observed
10710 --- Plredicted | | i
5 10 15

Number of levels and samples per level

8o Vi ome=2"
108

106

2 4 6 8 10 12 14
Logarithm of the computational cost

—+— Observed (MLMC)
- +- Predicted (MLMC)

20

15

10

log(1/¢)
8 10 12

ot

FIGURE 6. The top two panels show the bias and level variance decay as a function of k for the payoff
g(x)=(Sr/St — 1)21{rr<T/2} with So = 100, T = 28 /365 and the parameter values for MCD in Table 3.
The theoretical predictions (dashed) are based on Proposition 3.1 for barrier-type-2 payoffs. The bottom
two panels show the corresponding values of the complexities and parameters n, Ny, ..., N, associated

to the precision levels € € {2_9, 2-10 2_13}.

cases we set So = 100. Figure 5 (resp. Figure 6) shows the decay of the bias and level variance,
the corresponding value of the constants n, Ny, . .., Ny, and the growth of the complexity for
the first (resp. second) payoff.

In Figure 7 we plot the estimator éf,[’g in Theorem 3.1 for (I), parametrised by ¢ — 0. To
further illustrate the CLT in Theorem 3.1, the figure also shows the CIs of confidence level
95% constructed using the CLT.
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Maturity: 90 days

FIGURE 7. The solid line indicates the estimated value of the expectation [Ey g(x,) for the payoff g(x) =
max{St — K, 0}1{St < M} with So =100, T = 90/365, K =95, M = 102 and the parameter values for
the USD/JPY FX rate (v2) in Table 3. We use the MLMC estimator é]{”,[ﬁ in (8), and the Cls (dotted lines)
are constructed using Theorem 3.1 with confidence level 95%.

1 %
0.8 |
0.6 F = o o = f ...

0.4+
0.2+

0

0O 01 02 03 04 05 06 07 08 09 1

FIGURE 8. The picture shows the map o +— ¢(0), 0 € [0, 1]. Assuming oy =« and defining g :=
min{c+ A%, c- A%}/ max{c4+ A%, c_ A%}, TSB-Alg is preferable to SB-Alg when (o, @) lies in the shaded
region.

4.3. Comparing TSB-Alg with existing algorithms for tempered stable processes

In this subsection we take the analysis from Subsection 3.4 and apply it to the tempered
stable case.

4.3.1. Comparison with SB-Alg Recall from Subsection 3.4.2 that SB-Alg is only applicable

when o4+ < 1, and under Regime (II), SB-Alg is preferable over TSB-Alg for all sufficiently
large T if and only if max {y)f+), y)f_)} < u2x — 2ua, where )/)fi) = —ci)ffl"(—oti) >0is
defined in (13). By the formulae in Subsection 4.1, it is easily seen that max {y)f+), y)f_)} <
Mox — 2y is equivalent to

min{c; A4 T(—ag), co A% T(—a))
>4 AT (2 =2 (—ay) + oA (2 =29 (—ao).
Assuming that oy =, the inequality simplifies to o < ¢(0), where we define ¢(x):=
log, (1+ IL—H) and o := min{cyA%, c_A*}/ max{c A%, c_A*}. In particular, a symmet-

ric Lévy measure yields o =1 and ¢(1) =1log, (3/2) =0.58496. .., and a one-sided Lévy
measure gives o =0 and ¢(0) =0.

4.3.2. Comparison with SBG-Alg Recall from Subsection 3.4.3 that TSB-Alg is preferable to
SBG-Alg when max{cy, o_} > 1 (as it is equivalent to B, > 1). On the other hand, if vy < 1
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1 =
0.8 1
0.6 1
0.4+
0.2+

0

T
0O 01 02 03 04 05 06 07 08 09 1

FIGURE 9. The shaded region is the set of points (7, @) where TSB-Alg is preferable to SBG-Alg
assuming o+ =« € (0, 1) and all other parameters are as in the USD/JPY (v1) currency pair in Table 3.

a=1
0
10° 7,
107" ¢
1072 ¢
1073 ¢ ‘ ‘ ‘
0 0.2 0.4 06 T
a = 1.50683
0
10 7,
107 ¢
1012 - - -
0 0.2 0.4 06 T

FIGURE 10. The shaded region is the set of points (7', ¢) where TSB-Alg is preferable to SBG-Alg when
a4+ =« €[1, 2) and all other parameters are as in the MCD stock in Table 3.

(or equivalently, B, < 1), TSB-Alg outperforms SB-Alg if and only if (1 4 T)e#2 =207 <
C1 + C,T. For large enough 7, SB-Alg will outperform TSB-Alg; however, it is generally
hard to determine when this happens. In Figure 9 we illustrate the region of parameters (7', «)
where TSB-Alg is preferable, assuming o4 =« € (0, 1) and all other parameters are as in the
USD/JPY (v1) currency pair in Table 3.

4.4. Concluding remarks

TSB-Alg is an easily implementable algorithm for which optimal MLMC (and even unbi-
ased) estimators exist. TSB-Alg combines the best of both worlds: it is applicable to all
tempered stable processes (as is SBG-Alg in [16]), while preserving the geometric conver-
gence of SB-Alg in [18]. The only downside of TSB-Alg is the enlarged variance by the
factor exp ((u2xn —2ua)T). This factor is typically small (see the discussion in Subsection
4.2.1 above), and when it is large, easily implementable variance reduction techniques exist
(see details in Subsection 3.5 above). These facts favour the use of the MLMC estimator based
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on TSB-Alg over its competitors when (u2) — 2 )T is not large (for more concrete rules of
thumb, see the concluding paragraphs of Subsections 3.4.1, 3.4.2, and 3.4.3 above).

In practice, in the implementation of the MC and MLMC estimators of TSB-Alg, the leading
constants of the bias and variance decay are hard to compute and often overestimate the error.
The general practice in this situation (see e.g. [13, Section 2]) is to numerically estimate these
constants along with the integers n(e), N, and (Ny)ken in Proposition 3.2. Such estimation
requires few simulations for the first few levels and some extrapolation but typically performs
well in practice. This is particularly true in our setting as the MLMC estimator is optimal; see
[13, Section 3] for a detailed discussion and a generic MATLAB implementation.

5. Proofs

Let us introduce the geometric rate ¥, used in Proposition 3.1 above. Let B be the
Blumenthal-Getoor index [6], defined as

B:=inf{p>0:1I] <oo}, where I:= / [x[Pv(dx), foranyp >0, (20)
(=1.1)

and note that B € [0, 2] since I% < 0o. Moreover, Ié < oo if and only if the jumps of X have
finite variation. In the case of (tempered) stable processes, f is the greatest of the two activity
indices of the Lévy measure. Note that Ig < oo for any p > 8 but I(’)3 can be either finite or

infinite. If Ig = oo we must have 8 <2 and can thus pick § € (0, 2 — B), satisfying § + 8 < 1
whenever < 1, and define

Bii=B+6- ]1{1{);:00} €[B,2]. 21

The index g, is either equal to B or arbitrarily close to it. In either case we have Ig* < 00.
Define o € [B, 2] and o € [Bs, 2] by

1, I(l)<ooandb07é0,

B, otherwise and o=+ (s — B) - La=p-

(22)

=2 10;&0“‘ Io=0 {

Finally, we may define
Up = log (1 + 1pso + Ly ]lpfa) €(0,log2], forany p=>0, 23)
Oy

and note that 9, > log (3/2) for p > 1.

In order to prove Proposition 3.1 for barrier-type-1 payoffs, we need to ensure that X7 has
a sufficiently regular distribution function under Pyy. The following assumption will help us
establish that in certain cases of interest.

Assumption 5.1. Under Py, the Lévy process X = (X;)ic[o0.1] IS in the domain of attraction of
an «-stable process as t — 0 with o € (1, 2]. Put differently, there exists a positive function g
such that the law of X,/g(t), under Py, converges in distribution to an a-stable law for some
ae(l,2]ast— 0.

When X is tempered stable, Assumption 5.1 holds trivially if max{o4, «_} > 1 or o #0.
The index « in Assumption 5.1 necessarily agrees with the one in (22); see [5, Subsection
2.1]. For further sufficient and necessary conditions for Assumption 5.1, we refer the reader to
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[5, 21]. In particular, Assumption 5 remains satisfied if the Lévy measure v is modified away
from O or the law of X is changed under an equivalent change of measure; see [5, Subsection
2.3.4].

Lemma 5.1. For any Borel set A CR x Ry x [0, T] and p > 1 we have
Pa(x € A) < e PITIPBy(x € A) 1P, 24)

where the constants iy, and iy are defined in (4). Moreover, if Ié < 00, then we also have

+) (=)
Pa(x € A) < 1) TRy € 4), (25)

where the constants y)fi) are defined in (13).

The proofs of Lemma 5.1 and Proposition 3.1 rely on the identity Y/ = Tpxe("f’*_P"*)T,
which is valid for any A € Rﬁ_ andp > 1.

Proof of Lemma 5.1. Fix the Borel set A. By Theorem 2.1 and Holder’s inequality with
p>1, we get

1 1 —
]P)X(X GA):EO[TXIL{XEA}] < ]EO[Ti’] /P]EO[IL?XEA}] /q :e(ﬂpl PHX)T/PIPO(X EA)l/q,

where 1/g=1—1/p, implying (24). If I(l) < 00, then ppy — pua :p(y)fﬂ + y)ff)) - (yp(;r) +
y;;)) §p(y)f+) + y)f_)). Thus, taking p — oo (and hence ¢ — 1) in (24) yields (25). O

Proof of Proposition 3.1. Theorem 2.1 implies that all the expectations in the statement of
Proposition 3.1 can be replaced with the expectation Eyx[1g(x) — g(x»)!]. Since A # 0, imply-
ing that min{Ey, [ max{X;, 0}], Ep\[ max{—X;, 0}]} < oo, [18, Proposition 1] yields the result
for Lipschitz payoffs. By the assumption in Proposition 3.1 for the locally Lipschitz case, the
Lévy measure vy in (1) satisfies the assumption in [18, Proposition 2], implying the result for
locally Lipschitz payoffs. The result for barrier-type-2 payoffs follows from a direct application
of [16, Lemmas 14 and 15] and [18, Theorem 2].

The result for barrier-type-1 payoffs follows from [18, Proposition 3 and Remark 6] if we
show the existence of a constant K’ satisfying P,y (M < X7 <M+x)<K'x¥ forall x> 0. If
y €(0, 1), such a K’ exists by (24) in Lemma 5 above with p = (1 — y)_1 >1land A=R x
M,M+x]x[0,T].If y =1 and Ié < 00, the existence of K’ follows from the assumption in
Proposition 3.1 and (25) in Lemma 5.1. If y = 1 and Assumption 5.1 holds, then [5, Theorem
5.1] implies the existence of K. (]

Lemma 5.2. Let the payoff g be as in Proposition 3.1 with p =2 and Ey [g( X)ZT;%] < 00. Let
n=mn(e), N, and Ny, ..., N, be as in Proposition 3.2; then the following limits hold as ¢ — 0:

oo
2Ny — 2,/ Vo[D{ | 1/k Y \JiVo[Df ] €0, 00),  keN, (26)
j=1

W] _ ol
§2/2 g2N/2

Vo [%’ﬁ(s)] _ i Vo[D{ ]
g2/2 i &2Ny/2

1

— 1, and — 1. 27)
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Proof. Since x4+ 1 > [x] > x, we have Bi(¢e) > e2Ny > B, «(¢), where

Bi(e):= & +2,/Vo[D{ | ]/k Y \JiVo[DF ]
j=1
and  Bu(e) = 2,/ Va[D§ 17k 3 \Jivo[ DS ]
j=1

implying the limit in (26) (note that since Vy [D}i]] < ZEO[(Ai)z + (A%, )2] = O(e™ %) for
some ¥, > 0, the limiting value in (26) is finite). The first limit in (27) follows similarly: 82/2 +
Volg(xn) Y] > £2N/2 > Vo[g(xn) Y21, where Vo[67"] = Volg(xa) Ya] = Volg(X)Y2] > 0 as
& — 0 by the convergence in L? of Proposition 3.1. By the same inequalities, we obtain

Vo[Di] _ -~ VoDl _ ¢ Vo[

n n n
) Ll g ) k1

5 < > < 1] —
— Bi(e)/2 T = &Ni/2 T = Bui(e)/2

The left-hand side converges to 1 by the monotone convergence theorem with respect to the
counting measure, implying the second limit in (27) and completing the proof. (|

Proof of Theorem 3.1. We first establish the CLT for the MLMC estimator éf,l’ﬁ(s), where
n=n(e) is as stated in the theorem and the numbers of samples Ny, ..., N, are given in (9).
By (6) and (8) we have

n(e) Ny

Vae (851~ BalgG01) = V2o Bal A% ]+ 3 D du

k=1 i=1

where

V2
Ck.i = m (Di,i - EO[Di,i])-

By assumption we have co > 1/9. Thus, the limit ﬁe’lEo[Aﬁ@)] =O(e71T0%) — 0 as

& — 0 follows from Proposition 3.1. Hence the CLT in (11) for the estimator éf/[’f(g) follows if

we prove
n(e) N

ZZQJ—%Z ase — 0,

k=1 i=1
where Z is a normal random variable with mean zero and unit variance. Thus, by [22, Theorem
5.12], it suffices to note that the ¢ ; have zero mean Eg[x ;] =0,

n(e) Ny n(e) 2

>0 Eo[eki] _Z%Vo[Dil]al ase — 0,

k=1 i=1

which holds by (27), and to establish the Lindeberg condition, which states that for any r > 0
the following limit holds: Y1) "M Eo[¢2,1(jg,. =] — O as e — 0.
To prove the Lindeberg condltlon ﬁrst note that

k
> Eo[¢Z Mg -n] =NiBo[¢f Lig>n] < NiBo[gf,] foranykeN.  (28)
=1

https://doi.org/10.1017/apr.2023.1 Published online by Cambridge University Press


https://doi.org/10.1017/apr.2023.1

1386 J. 1. GONZALEZ CAZARES AND A. MIJATOVIC

By (26), the bound NkEo[g‘,zl] =2V [Di 1]/(82Nk) converges for all k € N as ¢ — 0 to some
ck>0and > )_, NkEo[g‘]?l] — 1=)"72, cx. Lemma 5.2 also implies that éNy — oo and

£2Ny converges to a positive finite constant as & — 0. Since V [Di 1] < oo for all ke N, the
dominated convergence theorem implies

2
ZEO[(Di,l - ]EO[Di,l]) ]1{ |D§‘,E0[D§YI]‘>me/2}:|

2
NkE()[;k,l]l{ICkiIW}] = e2ZNj

— 0, as ¢ — 0.

Thus, the inequality in (28) and the dominated convergence theorem [22, Theorem 1.21] with
respect to the counting measure yield the Lindeberg condition, establishing the CLT for éf,l’lrf(e).

Let us now establish the CLT for the MC estimator éf,l‘é(e), with the number of samples N
given in Proposition 3.2. As before, by Proposition 3.1 and the definition of n(¢) in the theorem,
the bias satisfies ﬁa_lEo[Aﬁ(S)] = O(e‘l+€0§x) — 0as ¢ — 0. Thus, by [22, Theorem 5.12],

it suffices to show that 2Vo[g(x,) Y11/ (£2N ) — 1 as ¢ — 0 and the Lindeberg condition holds:
for any r > 0,

N
C(e):= ZE0|:|§i/,n(€)|2]l{|§1/_,,(£)|>"}:| — 0, as &—0,
i=1 ’

where

f
Sini= o (07" —Eo[67"]).
The limit 2Vo[g(x,)Yx]/ (szN) — 1 as ¢ — 0 follows from Lemma 5.2. To establish the
Lindeberg condition, let 6, := of e R/, [0F ’"(8)] and note that

Ce) :NEI:|€1/’H(8)|2]1{|§1/.n(s)|>r}i| :2E[|55|2]1{\§g\>rsN/2}]/(82N)'

2 2
Since Q‘f’" L g(x)Yy as n— oo by Proposition 3.1, we get 675 L g0y — Eolg(x)Ya] as
e — 0. By Lemma 5.2, €2N — 2Vp[g(x)Yx] >0, and the indicator function in the inte-
grand vanishes in probability since éN — oco. Thus, the dominated convergence theorem [22,
Theorem 1.21] yields C(e) — 0, completing the proof. U

Proof of Lemma 3.1. (a) Note that the density of £, is given by x> log (1/x)"~!/(n —
DY x€(0,1). Note that x~'=el2(/ =37 log (1/x)/kl; hence [y x~!p(x)dr=
Y o2, El¢(€p)]. This yields

1 n e’} SN o
n+/ —(e™ —1)dx— Y "E[e¥]= Y E[e — Z Z—
0 X k=1 k=n+1 1 j=1 J!
o0 i o o0 i
Z > (1+j)k=Z—(1+J)n
j=1"7" k=n+1 Jj= IJJ

Since fol x (e — dx = P ¢ /(jj) and (1 +j)~" < 27" for all j > 1, the inequality in (14)
holds, implying (a).
(b) Note that fol x~H(e® —1)dx =[5 x~'(¢* — 1)dx and apply I'Hopital’s rule. O
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Appendix A. Simulation of stable laws
In this section we adapt the Chambers—Mallows—Stuck simulation of the increments of a
Lévy process Z with generating triplet (0, v, b), where
v(dx) ey
dx  xet!

Cc_
10,00 (0) + T 1(—c0,0/(%),

for arbitrary (¢4, c_) € Ri \ {0} and « € (0, 2). First, we introduce the constant v, given as
follows (see (14.20)—(14.21) in [35, Lemma 14.11]):

00 1
v= / x~ % sin (x)dx + / x72( sin (x) —x)dx=1—y.
1 0
Then the characteristic function of Z; is given by the following (see [35, Theorem 14.15]):

E[e"“]=exp (r¥(w), ueR,

clul*(1 —i6 tan (B2 )sgn(u)), «€(0,2)\ {1},

V() =ipu —
(w=in =g|u|(1+i9§sgn(u)1og|u|), a=1,

where 6 = (c4+ — c_)/(c4+ + c_) and the constants w and ¢ are given by

= (= za 2)\ {1
. €)= (b+ 5=, (C+ﬁ+c )L(—a)cos (B)), ae(0,2)\({1}, 29)
(b+v(c+ —c_), 7(c++c_)), oa=1.
Finally, we define Zolotarev’s function,
1 sin + u)) cos (ar + (a — Du)t/a—1
Agr(u) = (1 + 62 tan? (%))2‘y (a(r +w)cos (ar + (@ — D) , ue ( -7, %)

cos (u)l/a

Algorithm 2. (Chambers-Mallows—Stuck)

Simulation of Z; with triplet (0, v, b)

Require: Parameters (c4, o, b) and time horizon ¢ > 0
1: Compute 0 = (c+ —c—-)/(c+ +c—) and (i, ¢) in (29)
2: Sample U ~U(— %, %) and E ~ Exp(1)
3:if o # 1 then

4:  Compute § = arctan (6 tan (%)) /a and return (c)'/*Aq s(U)E' ™1/ 4 put
5: else
- ) - wE cos (U)
6:  returnz gt<(7 +6U) tan (U) — 6 log (—g,(n+26U)>> + ut
7: end if
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