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In this paper, we propose using kernel ridge regression (KRR) to avoid the step of selecting basis func-
tions for regression-based approaches in pricing high-dimensional American options by simulation. Our
contribution is threefold. Firstly, we systematically introduce the main idea and theory of KRR and apply
it to American option pricing for the first time. Secondly, we show how to use KRR with the Gaussian
kernel in the regression-later method and give the computationally efficient formulas for estimating the
continuation values and the Greeks. Thirdly, we propose to accelerate and improve the accuracy of KRR
by performing local regression based on the bundling technique. The numerical test results show that
our method is robust and has both higher accuracy and efficiency than the Least Squares Monte Carlo
method in pricing high-dimensional American options.
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1. Introduction

The pricing of American options through Monte Carlo simulation is an active and evolving area
of research. Among all kinds of proposed approaches, regression-based Monte Carlo methods (pro-
posed by Carriere (I996) and further developed by [Isitsiklis and Van Roy (2001) and [Longstaff
and_SchwartZ (2001)) have been becoming popular. Depending on the procedure of generating
basis functions, regression-based methods can be categorized into two types: regression-now and
regression-later (Glasserman _and Yii (2004)). Up to now, the Least Squares Monte Carlo (LSM)
method (Longstaft and SchwartZ (2001)), one of the typical representatives of regression-now meth-
ods, is still the most successful method for pricing American options by simulation and it has
become the method of choice for practitioners. Please see Glasserman (2003) and Kohler (2010)
for more detailed review.

One of the drawbacks of regression-based methods is that there is not an objective way of
choosing the basis functions for regression, especially for the high-dimensional options. As a result,
nonparametric regression, kernel-based regression (Han_ef all (200Y)), robust regression (donen
(201T)) and so on have been proposed to overcome or alleviate this issue. Among these approaches,
the kernel method is appealing. Kernel-based methods belong to the field of machine learning, with
support vector machine (SVM) and kernel regression the typical representatives. Machine learning
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for quantitative finance, such as derivative pricing and hedging, has been attracting increasing
attention (e.g., Spiegeleer el al] (PUIR)). Spiegeleer et all (2018) use Gaussian process regression
to directly fit the option prices, without applying the option pricing methodology. Specifically,
the regressors are the option parameters such as the initial share prices, volatility and maturity,
and the explained variable is the option price. It can be considered as a high-level application of
machine learning methods in pricing. By contrast, we focus on a low-level application, in which
we use kernel regression in one of the key steps for pricing American options by simulation. With
kernel regression, the inner product of basis functions can be replaced with a kernel function,
which can expand the original space to a space with higher or even infinite dimension. Kernel-
based methods have already been applied to American options pricing (see Han et all (2009)), with
promising results. However, the theoretical and implementation aspects of the method presented
in Han_ef_all (2009) need further clarification, and one may actually have a better choice of the
kernel-based methods (e.g., the method we use in this paper). Furthermore, no pricing results for
high-dimensional American options have been reported, though it is where the kernel method can
show its advantages.

Another newly proposed American option pricing method, the stochastic grid bundling method
(SGBM) (Jain"and Oosferlee (P015)) is noticeable. It is a hybrid method of the stochastic mesh
method (Broadie and Glasserman (1997)), LSM and the stratified along the payoff function method
(Barraquand and Martineau (T995)). SGBM has lower variance than LSM and it can calculate the
Greeks rapidly. However, one drawback is that one needs to choose the basis functions and calculate
their conditional expectations in a closed form. As a result, it is only applicable to some particular
processes, and the calculation of the conditional expectations of the basis functions is not trivial.

In this paper, we propose using kernel ridge regression (KRR) to price high-dimensional American
options. We use a new kernel-based approach, which is different from the method of Han ef all
(2009). Our method also utilizes the idea of bundling as SGBM but it conducts a totally different
regression step. SGBM needs to calculate the conditional expectation of the mapping function
or the basis functions, which would be difficult in some cases. Thanks to KRR, we perform the
regression directly on the original high-dimensional state space and avoid the problem of selecting
basis functions. Furthermore, the calculation of the conditional expectation in SGBM is transferred
to the kernel function, making the method simpler and more general.

The paper is organized as follows. Section B gives an introduction to the problem of pricing Amer-
ican options by simulation, including the problem formulation and the detail of regression-based
methods. Section B then presents the theoretic aspects of KRR. In Section B, the implementations
of KRR for both regression-now and regression-later methods, as well as the parameter tuning
method are discussed. An algorithm is provided to summarize our method. Numerical test results
and discussion are given in Section H. Finally, we conclude in Section B.

2. Pricing American options by simulation

2.1. The problem of pricing American options

Let (£2, F,P) be a probability space with a time horizon [0, 7], where PP is the risk neutral measure
and F = {F|0 < t < T} is the filtration. Denote by r; the risk-free interest rate, which is
assumed to be non-stochastic in this paper. Then we can define the risk-less savings account process
B; = exp( f(f rsds) and the discount factor Ds; = Bs/B; . The problem of pricing an American
option is to find the optimal expected discounted payoff:

Vo(So) = E[Do,r+hr-(S7+)] = SEE)VE [Do,-hr(S7)] (1)

where S; € R? is the price vector of the underlying assets, h;(x) is the payoff function for exercise
at t, T is the set of all stopping times with respect to F and 7* is the optimal stopping time. In
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practice, the American option is approximated by a Bermudan option, which can only be exercised
at discreet time points.

The optimal exercise strategy can be determined via a backward recursive process starting from
the maturity date, i.e.,

VT(ST) = hT(ST). (2)

Assume the underlying assets follow a Markovian process and the time is discretized into N time-
steps, with tp = 0 and ¢ty = 7. The continuation value of the option at ¢; can be written as (we
use i as t; to lighten notation)

Qi(Si) = E[D; i+1Vit1(Si+1)|Si], 0 <i < N — 1. (3)
The corresponding option value at t; is given by
Vi(Si) = max{Qi(S:), hi(S:)}- (4)

Equations (2) and (@) form a dynamic programming principle (DPP) for solving the optimal
stopping problem (). Using the notations above, the optimal stopping time of the problem can be
written as

’7‘8( = inf{t Z 0 . Qt(St) S ht(St)}, (5)
and the DPP can equivalently be written as
v =N

. {i, Qi(S:) > hi(Si) N1 0 (6)

i * .
Tii1, otherwise

No matter in what form, the key step of implementing the DPP is to estimate the continuation
values. In this paper, we only focus on solving the DPPs discussed above by the Monte Carlo
method, though other general methods such as the binomial tree approximation can also be applied
to this problem. Under DPP (@) (e.g., [Isitsiklis and Van Roy (2001)), the value of the option
estimated by simulation is given by

Fo= 3y 3 e {0 (557) . )} g
m=1

and under DPP (B) (e.g., Longstaff and Schwartz (2001)) it is
o _ 1y (m)

where M is the number of simulated paths, Q\(()m) is the estimated continuation value corresponding

to the asset prices S((]m) on path m at time ¢o, and 73 ,,, is the realized optimal stopping time on path
m. Note that DPP (B) is usually more accurate and robust, as the estimation of the continuation
value is only used to make the decision and has limited influence on the estimated option price.
DPP (@) tends to give upper biased pricing values due to the convexity of the max function. In
this paper, we use DPP (B) unless otherwise specified.
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2.2. Regression-based Monte Carlo methods

The basic idea of regression-based Monte Carlo methods is to approximately estimate the contin-
uation value Q;(S;) (0 < i < N — 1) at each time-step i by regression. There are basically two
ways to obtain the estimations: regression-now and regression-later (Glasserman and Yu (2004)).

The regression-now method, which is more common, is to directly estimate Q;(S;) by regression
on a limited number of basis functions at ¢;. Assuming the continuation value function @Q;(x)
belongs to the L? space, the linear regression can be written as

J
Qi(S)) =" (S)Bi = Z Bij#;(Si), 9)
j=1
where
d(x) = (1(x), P2 (x), ..., o7 (x)) T, x € R (10)

are the selected J basis functions. The coefficients are determined by solving the ordinary least
squares (OLS) problem

J
min Qi(Si) = > Bijd(Si) (11)
; = ,

The realizations of Q;(S;) for the regression are the cash flows of each path. The cash flow on path
m is given by

Q™ (sgm)> = Dire, b, (S(m) ) S m=1,.., M. (12)

L+1 m

The regression-later method is another way of estimating the continuation values. The idea is
the same to the regression-now method, except that the regression is done at the next time-step.
Based on the fact that Q;(S;) = E[D; i+1Vit1(Si+1)|S:], the regression-later method first estimates

‘//\;-i-l(si-i-l) = ¢ H—l ﬁz Zﬁl,]qu H—l (13)

at t;41 by regression, and then calculate the conditional expectation to obtain the continuation
value; i.e.,

Qi(Si) = E[Dyit1Vip1 (Sit)[Si] = u+125m [05(Si+1)ISi], (14)
7=1

where the expectation E[¢;(Si4+1)|S;i] needs to be analytically calculated. The coefficients are de-
termined by solving the ordinary least squares (OLS) problem with L? norm

2

I%in ‘/;-1—1 z—i—l Zﬁz,j(lﬁ] z+1 . (15)

k3

2
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The realizations of V;11(S;+1) for the regression on path m is given by

v () = her.,

(Si@) S m=1,.. M. (16)
The regression-later method (e.g., Jain_and Oosferlee (2015)) usually has lower variance than
the regression-now method (e.g., Longstaff and Schwartz (2001)) and it can calculate the Greeks
rapidly. However, one drawback is that one needs to choose the basis functions and calculate the
conditional expectations of them in closed forms. The calculation of the conditional expectations
is not trivial and it is only applicable to particular stochastic processes and functional forms.

3. Kernel ridge regression

Regression based methods do not have an objective way of choosing the basis functions in the
regression step, especially for high-dimensional options. If we choose the basis including all possible
polynomials of the d elements of S; up to the nth degree, there are

n (d+n)!

basis functions. E.g., for d = 17 and n = 3, the number is C3;, > 103, which is too large to handle
in practice and the computation will be very time consuming. Kernel ridge regression (KRR) can
be utilized to avoid the basis function selection step, so as to solve the issue of a huge number of
basis functions for high-dimensional options.

Generally, consider the following linear regression model

y=¢' (x)B+¢ xR (18)

where € is an independent zero-mean random noise, and the dataset

¢I(X8) yg;
L A A A (19
o' (x) MxJ y Mx1

The ridge regression problem on estimating 3 is
min (28 -y) (88 -y) + 8’6, (20)

where A\B' 3 is a ridge penalty term to overcome over-fitting or ill-posed problems. The corre-
sponding OLS estimation of 3 with ridge parameter A is

B=(@ ®@+A)"'®y, (21)
and the corresponding prediction at x is
X)) =¢'®)B=0"(x)(® @+ \)"'D"y. (22)

The linear regression model (I8) satisfies LSP (Learning subspace property, see Kung (2014)
pp.11) so that the solution of 3 can be restricted to the space of span{[®]} (the empirical space);
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ie.
B=2Ta, (23)
for some a € RM. Then the optimization problem (E0) can be converted to

min (8@ ' a—y) (2@ a—y)+ \a'®® . (24)
«

Let K= ®® ", the estimation of a is
a=(K+ ) ly. (25)
As a result,
B=2"a=8"K+A) ly=(®' &+ )&y, (26)
where the last equality uses the fact that
(@D +A) = (@' + ) DT, (27)

It seems that KRR is not any different from OLS as the two solutions are exactly the same.
However, the strength of KRR lies in the kernel trick. Notice that

K=33", K;;=¢ x")px), i,j=1,..,M. (28)

K would be difficult to calculate if the intrinsic space (the space generated by ¢) is of high dimen-
sion. Now the kernel trick will help with this. We can define a kernel function K(x,y) satisfying

K, xD) = K, = ¢ (xD)p(x), (29)

which converts the inner product calculation in the high-dimensional intrinsic space (with dimen-
sion J) to the calculation in the low-dimensional original input space (with dimension d). By
defining different kernel functions, the original input space can be expanded to much higher or
even infinite dimensional intrinsic spaces, which is called the kernel trick. One typical kernel is the
Gaussian kernel:

K(x,y)=e e x¥) o>, (30)

resulting in an infinite-dimensional intrinsic space. Theoretically, the Gaussian kernel can cover any
continuous basis functions, because ¢(x) for the Gaussian kernel contains the dampened polynomial

T X

n;
X' 'X 7

L
e ¢

i1 Vi
for each combination of nonnegative degrees ny, ..., ng (Exterkaféd (2013)). It is expected that KRR
with the Gaussian kernel can give better prediction results than using limited basis functions.
Under KRR with kernel tricks, the predicted function value at x becomes

M
§x) = ¢ (0B=0 (@ a= Y @ukx™,x). (32)
m=1
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In summary, the discussion above is an outline of KRR, which is the proposed approach to avoid
choosing basis functions for regression-based methods. Please note that by means of KRR, the
problem of choosing basis functions is actually transferred into one of choosing kernel functions,
which is much more tractable.

4. Application of KRR to regression-based methods

4.1. Regression-now

We first consider applying KRR to regression-now methods. It is actually straightforward as we
only need to change the regression to KRR and estimate the continuation value at S; as

-~

M
Qi(Si) = Dijs1 Y @imk(S™,S)). (33)
m=1

The problem worthy of consideration is the implementation efficiency. As the basic method we are
using for pricing is Monte Carlo, thousands of paths are needed in the simulation. This leads to
regressions with large-scale samples, which finally results in a large-scale matrix K (defined in (ER))
in KRR. The calculation of matrix inversion for estimating & would be very slow. Furthermore, the
regression needs to be done at every time-step. KRR cannot be naively applied to the regression-
based method.

The main idea of the solution is to partition the global regression into small-scale local regressions
as proposed in Zhang et all (2013). Suppose the whole dataset is partitioned into P sub-datasets.
Then the time complexity of the regression can be reduced from O(M3) to O(M?3/P?). In light
of the specific problem of pricing, it is better to use bundling (Jain"and Oosferled (Z015)) instead
of the random partition in Zhang et all (2013). The basic idea of bundling is to group together
similar grid points (simulated underlying asset prices) at the same time-step to get better regression
results. There are many approaches for bundling, such as k-means clustering and sorting the data
by bundling references. We will see that KRR can provide a better fit and become more efficient
due to bundling.

Specifically, suppose the current step is to estimate the continuation values by regression at ¢;. In
order to do local regression, we first use the payoff function as the bundling reference and partition
the grid points at ¢;_; into P non-overlapping bundles with M = |M/P| paths in each bundle.
The regression is then performed at ¢; for the paths belong to the same bundle. Local regression
at bundle level has been proved more accurate than global regression (Jain_and Oosterled (20T5)),
due to the similarity among the samples. In other words, bundling improves not only the efficiency
of KRR, but also the accuracy provided P is not too large.

4.2. Regression-later

For regression-later, we use the Gaussian kernel (B0) as the kernel function and perform KRR on
X; = InS; instead of S;. Within the framework of the regression-later method with KRR, the
estimation of the continuation value at X; can be expressed as

M
Qi(Si) =D; i E Z ai+1,m’C(XZ(‘T1)7Xi+1)’Xi]
m=1

M
= Dijp1 Y QirtmBIC(X{, X)X,

m=1



January 6, 2020

Quantitative Finance Pricing*high-dimensional* American*options*by*kernel*ridge*regression

As a result, the problem of calculating the conditional expectations of the basis function in (I4)
is converted into calculating the conditional expectations of the kernel function. The benefit is that
we not only avoid the choice of basis functions, but also may simplify the expectation calculation,
as the there is only one expectation to calculate. For example, the expectation of the payoff function
of max or min options has no analytic solution, so that approximations are needed if the payoff
function is selected as the basis function (E.g., Jain-and Oosterled (2015) use Clark’s algorithm to
do the approximation). In contrast, no such an issue will arise in this case when using KRR. In
practice, we also perform local regression by bundling for the regression-later method.

4.2.1. Regression-later under geometric Brownian motion. We first consider the most
common situation in which the underlying assets follow the multi-dimensional geometric Brownian
motion (GBM)

dSt,
St71/

= (T - qy)dt + O'VWt,Vy v=1,..4d, (35)

where r is the risk-free interest rate, g, are the dividend rates and W;, are standard Brownian
motions with instantaneous correlation coefficient p;; between Wy ; and W ;, 4,5 = 1,...,d. Define
a d x d matrix 3% with Efj = 0;0;p;; and let AA' =35 By denoting X; = In'S;, we can simulate
the underlying assets as

d
1
Xiviy=Xiv+(r—q — 5o—g)h +VhY AyZiy, i=0,..,N -1, (36)
j=1

where Z; ; are independent standard normal random variables, and h = T'/N is the step size.

Lemma 1 Suppose X ~ N(u,X). Then

BletXx] = Pzilweé‘”(éx“)lﬂ. (37)
C

Proof. See Appendix Al O

Based on Lemma [, we have the following result.

Proposition 1 Suppose the underlying assets follow the GBM model (1Z3), and the Gaussian
kernel is used in KRR. The conditional expectation in ([83) is given by

~

M
Qi(X:) = Diip1 Y Qig1mE {IC(XET}, Xit1)| X
m=1

38
Di i+1 iw: ~ 1 (F/ X(m’>)T(2hZS+I)_1(M X(m)) ( )
— 2 ai+1 me*E i1 AN el 1T AN ,
s e 2
where i1 = (Hit1,1, s Pit1,d)  » and
1

Wity = Xip + (r—q — iag)h, v=1,..,d. (39)
Proof. See Appendix B. O
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Corollary 1 Suppose the conditions in Proposition O are satisfied and the underlying assets are
independent from each other. Then the conditional expectation in ([2) is given by

(m) \?
N D 41 C? M N 4\ piv1p — X540,
Qi(X;) = i Qigrmexp [ = ( 202h + C ) ' (40)
VT, 202k + C) it = 7

Proof. When the underlying assets are independent from each other, ¥° is a diagonal matrix and
the result can be directly verified based on Proposition . O

4.2.2. Regression-later under Merton jump diffusion. We then consider the multi-
dimensional Merton jump diffusion (MJD) process driven by a common Poisson process. The
model is

dSt
SS@ = (r—q, — N K,)dt + o, Wi, +dly, v=1,....d
t,v
N : (41)
r,= Z (ez'fv" — 1)
n=1

where the diffusion part is the same as for the GBM process (B3), I'; is a compound Poisson process
with jump intensity A’, ZZ = (Zi], n,...,Zi n)T. are the jump sizes following multi-dimensional
normal distribution N(p/, £7) with p’ = (uf,...,pJ)" and E;fj = Ugjafp;]j, Ky = E[e%in — 1] =
exp(p) + (0;))?/2) — 1 so as to make e~ "'S;,, a martingale under the risk neutral measure. The
processes Wy, N; and Z;{' are assumed to be independent of each other, and Z;{ are i.i.d. In the
model (ET), the jump times are the same for different components of S;, but the jump sizes are
different.
The underlying asset S, has the analytic solution

N()

1
St = So., exp <(r —q - Nk, — 503)15 + aywt,y> exp | > ZJ. | (42)
n=1
where N(t) is the number of jumps in [0, ¢]. Correspondingly,
Xt,zz =In St’l,
J L ™ J (43)
=InSo, +(r—q — Xk, — §U”>t + o, Wiy + Z Vi
n=1

Denote AN; as the number of jumps in (¢;,¢;+1], then conditional on X; and AN; = k, X1 follows
the multi-dimensional normal distribution

Xipt ~ N (15, 577, (44)
where

1
/‘ZIJPLV =X, +(r—q — Mk, — iag)h +kul, v=1,...4d, (45)
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and 270 = p3° + kX7,

Proposition 2 Suppose the underlying assets follow the MJD model (1), and the Gaussian
kernel is used in KRR. The conditional expectation in ([53) is given by

M
Qi(Xi) = D 1 Z Qiv1,mE {’C(X%),Xzﬂ)\xz}
m=1

o] “MNhJT M (46)
(A h)k — L (B X D) ! (m)
= z 7 E CMZ meé € l‘1+1 ) ( = +I) (“1+1 -X; )
“Zkl\ 23D 4 g3 =
Proof. See Appendix 0. O

In practice, we need to do truncation when calculating the infinite sum in (£8).

4.3. Regression-later for computing the Greeks

As pointed out in Tain“and Oosterled (201H), regression-later with bundling can be conveniently
used to calculate the Delta and Gamma of American options. Specifically,

5 (m)
v DVo(So) | 9Q(S0) _ ) % . OB [K(X{™, X1)| X 1
05 05 S Xy S§” (47)
2 2 v
v = 0 VO(SO) ~ 0 Qo(SO) 0AY 1 _ 1,,,,,d,

@Sy T asnz " oaxysy

Furthermore, based on the explicit expression for E [K(Xgm), X1)|X0], we have the following ex-

pressions for the approximations.

Proposition 3 Suppose the underlying assets follow the GBM model (1Z3), and the Gaussian
kernel is used in KRR. The Delta of the option is given by

- M
900(S D _ (i -X)T (2 254T) 7 (XL

AY & %Oéyo) - Sv|2hzg7l+ I|1/2 > Q1 mAmpe & = X") (E2HD) 7 (X)) (48)

0 ol'c m=1

and the Gamma of the option is given by

Pl/ _ aAV i o D071
OXg Sg (S5 ES +1[1/2
M (m) ) (49)
~ m 2h -1 _~x(m
Z A (S0 + V2 — Ymw) € L(pa=X) (2 2541) " (- X ),
where ¥y, = X7 (,ul — Xgm)) and 7 = -2 (x5 + I)_l.
Proof. See Appendix [O. O

The computation of the Greeks discussed above is based on the KRR regression results at 1,
so that it is no more difficult than pricing, and little extra effort is needed. The constraint is that

10
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it is only applicable to the sensitivity with respect to the underlying assets. With regard to the
implementation, there is only one bundle at time ¢y, but we can still do local regression by randomly
partitioning the grid points at time ¢;. Therefore, each bundle at time ¢; can give one estimation
of the Greeks, and we then take the average.

4.4. Huyperparameters selection

There are two key parameters in KRR, namely, the ridge parameter A and the Gaussian kernel
parameter C'. They cannot be determined from Equation (E3) and must be determined from the
data. We refer to such parameters as hyperparameters. The optimal hyperparameters for each
regression can be selected by cross-validation with grid searching. However, the process is time
consuming. What’s more, as there are regressions for each bundle at each time-step in our method,
we need to keep it simple and avoid selecting the hyperparameters for each time-step.

The strategy we use in this paper is to perform calibrations at the price level instead of the
regression level at each time-step. In any case, the final purpose is pricing rather than regression.
One of the advantages of this strategy is that once a suitable set of parameters are found, the
pricing results may be not so sensitive to the change of the parameters.

Specifically, the way we determine the parameters is to always fix the ridge parameter A to 1 just
as Zhang et all (2013) suggest (in Corollary 5), and then select a suitable C for all the time-steps
for the same option. As discussed in Exferkaté (2013), parameter C' controls the smoothness of the
prediction, and its optimal value depends on the dimension of the input space. We set C' = Cy or
C = Cqd, where Cy > 0, C7 > 0 and d is the dimension of S, so that there is only one parameter
to be estimated. For a set of similar options with only different dimensions, Cj is selected for all
of them by a simple cross-validation strategy:

Step 1 Set a tolerance of mean squared error for the pricing, and a maximum number of iterations.

Step 2 Calibrate an option of low dimension (e.g., d = 5) to its true price (or a price given by LSM
in case the true price is unknown) with a suitable Cp.

Step 3 Validate on an option of high dimension (e.g., d = 100) with the selected Cy. If the pricing
result is beyond the error tolerance, go back to Step 2.

If Cy cannot be found by the cross-validation strategy above, we turn to estimating C; with a
similar procedure. If C1 cannot be found either, we estimate Cy individually for each option.

Numerical test results indicate that this strategy works well, and the pricing results are actually
not sensitive to the value of C'. Therefore, C' is not necessarily the optimal value and the calibration
process can even be done manually within several trials. Another hyperparameter is the number
of bundles P. The numerical test results show that the optimal value of it is different for different
pricing parameters. The quantitative rule to determine the optimal P requires further investigation.
In this paper, we simply set it to a fixed value for all cases.

4.5. Algorithm

We summarize our method into a complete algorithm for pricing and calculating Greeks for high-
dimensional American options by regression-based methods.

Algorithm 1 Kernel ridge regression for pricing and calculating Greeks for high-dimensional
American options.

Step 1 Preprocessing. Determine the hyperparameters A\, C' and P through the strategy described
in Section 4.

Step 2 Simulate M paths with N time-steps for the underlying assets.

Step 8 Calculate the options values at ty to obtain the initial cash flows.

Step 4 For eachi =N —1,...,1

11
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a) Bundling. Partition the grid points at t;_1 (regression-now) ort; (regression-later) into
P bundles.
b) Estimating continuation values. Within each bundle, perform KRR at t; (regression-
now) or tiy1 (regression-later) to estimate &; and get Q; by (33) or (53).
¢) Renewing cash flows. Compare the continuation values with the exercise values and
renew the cash flows.
Step 5 Additional KRR for regression-later at to. Randomly bundle the grid points and perform
KRR at ty to estimate &y and get Qo by (52).
Step 6 Computing the Greeks (optional). Calculate the Greeks by Proposition (3) based on oy
generated in Step 5.
Step 7 Average the discounted cash flows at each path to get the option price.

5. Numerical test

In this section, three main aspects of our method will be tested based on various American options
under GBM and MJD processes. The first is the pricing accuracy and efficiency for a range of
options with different dimensions. The second is the error and computation time for the same
options with a different number of bundles in KRR. The last is the robustness of our method when
some of the parameters vary. For the first aspect, we will compare the pricing results with LSM.
The basis functions of LSM are all the polynomials up to the second degree. We also set another
LSM with the payoff function as an additional basis function. The local KRR is performed with
default number of bundles P = 100 on the paths with positive immediate exercise values.

In order to show the strength of KRR, the options are set with very high dimensions, up to
100 underlying assets. As there are no reliable benchmark prices (either from existing literature
or other pricing methods) for such high-dimensional options, we resort to Premia ¥, a third-party
software designed for option pricing, hedging and financial model calibration, and take its results
as the benchmark. All the tests were performed by Matlab 2017b on a system with an Intel(R)
Core(TM) i7-7500U 2.7 GHZ CPU and 8 GB of RAM in a Windows 10 environment.

5.1. Mazx call under GBM

We first test the proposed approach for a multi-dimensional max call American option with payoff
function

h(St) == (HlaX(StJ, ceey St,d) - K)Jr, (50)

where S; follows the multi-dimensional GBM process defined by (BH), and K is the strike price.
The parameters are set as
Sop =K =100, 0, =0.2, r =5%, ¢, =10%, p;j=p=0, T =3,

51
d = {5,10, 15,20, 30,40, 60,80, 100}, P =100, N =3, M = 10,000, (51

which are similar to the cases studied in Broadie_ef all (2004). The same fixed A and kernel
parameter C' are used for pricing all the options.

5.1.1. Pricing accuracy and efficiency. Table 0 and Figure 0 report the pricing results of
four algorithms. Column Premia contains the benchmark prices calculated by Premia. They are

Lhttps://www.rocq.inria.fr/mathfi/Premia/index.html
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Error(%)

Figure 1. Pricing errors under GBM for a range of dimensions.

point estimations based on the primal-dual method in Andersen and Broadie (2004). However,
Premia does not provide the confidence interval for the benchmark prices. We construct the 95%
confidence interval for them by estimating the standard deviations by 10 independent runs with the
same input data. Please see more details in Table B. The columns in Table 0 and lines in the figure
labelled as LSM, LSMP, NKRR and LKRR correspond to, respectively, LSM without payoff basis
function, LSM with payoff basis function, KRR with regression-now, and KRR with regression-
later. The values in the parentheses are the standard deviations based on 10 independent batches.
All errors are relative to Premia’s prices. It can be seen that generally NKRR/LKRR outperform
LSM/LSMP, LKRR is the most accurate method, and LSMP is a little better than LSM.

Figure B shows the computation time of these algorithms. LSM/LSMP usually run fast in low-
dimensional cases, which is also indicated in the figure. When d < 20, NKRR and LKRR are
relatively slower. However, the computation time for LSM/LSMP seem to increase exponentially
with dimension, while for NKRR/LKRR it is approximately linear. NKRR/LKRR start to exhibit
the speed advantage when d > 40.
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Figure 2. Computation time under GBM for a range of dimensions.
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The influence of the number of bundles. As local KRR runs faster with a larger
number of bundles P under the same number of paths M, we can accelerate NKRR/LKRR by
increasing P. The test results in Hain"_and Oosferled (2015) show that the pricing error decreases
when the number of bundles increases. (However, the computation time will increase in their test.)
Combining these two, we can expect that NKRR/LKRR may run faster and with higher accuracy
as the number of bundles increases. Figures B and B display the corresponding test results. The error
bars in Figures and are calculated according to the confidence intervals of the benchmark
prices in Table B (similarly for the error bars in Figures B and B below). Figure B confirms our
guess and the error and running time both decrease as the number of bundles increases for d = 30.
However, Figure @ gives the negative result that the error decreases first and increases after P > 200.

The reason is that with P increasing, there are fewer regression points in each bundle, which may
lead to higher estimation errors.
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Figure 3. Pricing results under GBM for a range of values of P with d = 30.
25 1.6
141
*
2rt 7 12+
!
!
' Y
~15F | B =
3 ! < 08
v =~
Ak §
£ .l “ | w 0.6
90
Y 0.4
Fl
o * 0.2
05F - S 1 -
., T
Oy el o
------- L - SRS or
o ‘ ‘ ‘ ‘ ‘ ‘ ‘ 02 ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘
0 100 200 300 400 500 600 700 800 0 100 200 300 400 500 600 700 800

900

(a) Computation time (b) Pricing error

Figure 4. Pricing results under GBM for a range of values of P with d = 100.

The results indicate that an optimal P exists, but it is different for options with different pa-
rameters. It would be interesting to develop an algorithm that can quickly find the optimal P.
Incidentally, we also did local regression for LSM and LSMP, but we found it could not improve
the pricing accuracy, i.e., P =1 is the best choice for LSM/LSMP.
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5.1.3. The robustness test. We use the same A and C for all the pricing in the same KRR
algorithm. The value of C' is selected through calibration and then set fixed to price all the options.
There are two potential concerns. One is whether the price results are sensitive to the value of C
and A, and the other is whether a same C is able to price options with different parameters. The
aim of the test in this section is to dispel these doubts.

For the first concern, from the theoretical perspective we know that when C' changes, the coef-
ficients & (equation (E3)) will change accordingly to make the result accurate. We also perform a
numerical test to further confirm this. Figure B presents the results for both NKRR and LKRR, for
d = 30. Note that we originally set C = 10° and C = 30, respectively, for NKRR and LKRR in
all the pricing, and now let C' vary from 0.5C to 1.5C. The errors are all below 0.8% for NKRR,
and below 0.5% for LKRR. We can also see from the figures that our selection of C' is not optimal
(but it is sufficient to give accurate results) and the pricing results of our method in Table 0 can
actually be improved by selecting a more suitable C'.
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Figure 5. Pricing results under GBM for a range of values of C with d = 30.

We performed the same analysis for A. The rule we originally use is to simply set A = 1 for both
NKRR and LKRR. Now we let A vary from 0.5 to 1.5 and report the results in Figure B. From the
figure we can see that A = 1 is nearly optimal for the interval [0.5,1.5]. The test results confirm
that the rule for setting A is reasonable for the test cases in this section.
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Figure 6. Pricing results under GBM for a range of values of A with d = 30.
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For the other concern, Figure [@ reports the pricing results using the same C' when one of the
parameters o, Sy, r or p changes. For the test when p changes, we use the prices of LSM and LSMP
because the prices of Premia are unavailable for p > 0. We can see that both NKRR and LKRR
can give accurate results in all the cases. The results show that our method in determining the
hyper parameters is reasonable and robust.
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Figure 7. Pricing results under GBM for various parameters with d = 30.

5.2. Geometric basket put under MJD

In this section, we test the proposed approach on high-dimensional geometric put American options
with payoff function

d +
hSy) =K-T[5] - (52)
v=1

The prices S; follows the multi-dimensional MJD process defined by (£1).

5.2.1. Test case design. As there is no reliable price reference for high-dimensional geometric
American options under MJD (in particular, Premia 16, which we use, does not support multi-
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dimensional MJD), we need to design the test cases carefully. Notice that the multi-dimensional
problem can be converted to the one-dimensional problem

N(#)

~ o~ o~y 1 ~ =
3, — Spexp <(r —q- MR- &)+ aWt> exp (Y Z] |, (53)
n=1
where
~ d 1 N
St = 1:[1551/7 K= exXp (ﬁJ + 2(5J)2> - 17 AJ = )\J,
~ 1 - 1 3 54
B 7 = (X eteles) >

1

1 L1 1, 1y -
o= <Zw aiaipij) L a= Zy(q,, t5out N ky) — 50~ M.
The parameters for the one-dimensional problem are set as

So=K =40, 6 =57 =0.05, r=8%, §=0, 55)
- 55
ol =-0.025 A =5, T =1, N =10,

which are the same as in the cases studied in Broadie and Yamamofd (2003). The true price is 6.995,
and based on this we can solve an inverse problem and design high-dimensional geometric options
that can be converted exactly into this one-dimensional option. Below is one of the solutions:

So=K=25), o, =0) =a5, r=8%, n) =pn’, M =\,

da2_1 (56)
@ == —02) = Ny, pij—p;’j—/d_l, a>1,

where we set a = 1.5. It can easily be verified that the parameter settings in (@) can be converted
into (B3) according to the relationship described in (54) (notice that k = 0).

5.2.2. Pricing accuracy and efficiency. We then perform multi-dimensional pricing using
our method with

d = {5,10,15,20, 30,40, 60,80, 100}, P = 100, M = 10,000,

without utilizing the fact that the options can be converted to one dimension. We choose the
hyperparameters of the KRR as A = 1 and C' = d x 10* instead of a constant C' to get reasonable
results, and this is possibly because p;; and p;]j will also change when d changes (see (BH)). For
the infinite sum in Proposition B, we sum from k£ = 0 to k£ = 2 and truncate the remaining terms,
which is sufficiently accurate for the numerical test cases in this section. We again set LSM with
polynomial basis functions up to the second power, and LSMP with additional basis of the payoff
function.

Figure B presents the pricing results for the various algorithms, with detailed data in Table B. We
can see that LSM and LSMP perform poorly in MJD, especially when d > 30, with the errors all
exceeding 5% and even reaching about 40%. In contrast, NKRR and LKRR perform quite well for
each d, with all errors below 2% for NKRR and 1.02% for LKRR. Figure B shows the computation
time. It is quite similar as the results under GBM, while LKRR is relatively slower this time.
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Figure 9. Computation time under MJD for a range of dimensions with P = 100.

LSM/LSMP run a little faster than NKRR when d < 20. However, the computation time increases
exponentially with d, and LSM/LSMP is slower than LKRR when d > 60. On the contrary, the
computation time of NKRR/LKRR increases linearly with d.

From the pricing tests above, we have learned that both NKRR and LKRR can efficiently give
accurate pricing results under GBM and MJD models. NKRR runs faster and it is simple, but
LKRR can provide relatively more accurate results. We can make a choice according to the practical
requirements.
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5.2.3. Robustness test. We can also perform a robustness test for our method under MJD.
However, we only did the test from the first perspective (i.e., when C' or A changes), as there are
no benchmark prices for the models with different values of the other parameters. The range of C
is again set from 50% to 150%. To be specific, we test different values of d and for each d, we set
C € [0.5d x 10%,1.5d x 10%]. Similarly, A is set to vary from 0.5 to 1.5.
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Figure 10. Pricing results under MJD for a range of values of C and d.

Figure MM presents the results for NKRR and LKRR. Generally, the pricing errors are within 1%
for much of the range of values. Only for some part of the area for small values of d, the maximum
errors attain about 4% and 3% for NKRR and LKRR, respectively. We can conclude that our
method is robust with respect to the change of C. For the results for different A\’s in Figure [, we
can see that A = 1 attains local minimum error rates for NKRR, and nearly global minimum error

rates for LKRR. This confirms the effectiveness of our rule for setting A for the test cases in this
section.
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Figure 11. Pricing results under MJD for a range of values of A and d.

5.3. Greeks of max call under GBM

In this section we test the accuracy of the calculation of Delta and Gamma by regression-later
methods with KRR under the GBM model (BH). The option is a max call on two correlated assets,
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Figure 12. Greeks calculation results under GBM.

and the parameters and benchmark values are from Wang and Caflischi (2010). The parameters are

K =100, 0 =02, r=5%, ¢=10%, p=03, T=1, N =3,

(57)
So = {80,90, 100, 110,120,130}, M = 10,000, P =100, A=1, C =0.2.

Figure [ reports the result of the Greeks calculation. Our method performs well in computing
the Delta. However, the accuracy of Gamma calculation is unsatisfactory, through it captures the
rough shape of the curve. Our conclusion is similar to Jain"and Oosferled (2015), indicating that
it is difficult to obtain accurate Gamma by the regression-later method.

6. Conclusions and future work

We have shown how to use KRR in regression-based methods for pricing high-dimensional American
options by simulation. There is no basis selection step in our approach, while KRR is not a pure
non-parametric method. By the kernel trick and the Gaussian kernel, KRR can expand the original
input space to an infinite dimensional intrinsic space, so as to avoid selecting basis functions for the
regression and obtain more accurate regression results. Our method is simple, and the numerical
test results show that it is accurate, efficient and robust.

Our contribution is threefold. Firstly, we systematically introduce the main idea and theory
of KRR and apply it to American option pricing for the first time. Secondly, we show how to
use KRR with the Gaussian kernel in the regression-later method and give the computationally
efficient formulas for estimating the continuation values and the Greeks. Thirdly, we propose to
accelerate and improve the accuracy of KRR by performing local regression based on the bundling
technique. We also consider the implementation aspect and carry out comprehensive numerical
tests to compare the results and show the robustness of our method.

Inevitably, our method has both prons and cons, and one should pay attention to some pitfalls
when applying it. First, the time complexity of KRR is O(M?3), so it is not sensible to directly
use KRR for a problem with large datasets. One of the solutions is to divide the samples and
do local regression. Second, the selection of the kernel function is important, or else one may be
unable to obtain the explicit expression of the kernel in LKRR. The optimal hyperparameters can
be selected by cross-validation. However, as standard cross-validation is time consuming, it needs
further consideration for problems like pricing American options by simulation, which involves
regression with large samples at each time-step. Third, KRR needs to use the original training
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dataset when performing the prediction. This is not memory efficient when getting lower estimation
of the American option price by an early-exercise policy and newly simulated paths.

In future work, we envisage two tasks to make our method more complete. First, we plan to find
a more effective way to select the Gaussian kernel parameter C' and determine the optimal number
of bundles P. Second, we would like to consider constructing the lower and upper price bounds for
our method based on a path estimator and the dual method.

Funding

This work was supported by the Humanity and Social Science Youth foundation of the Ministry
of Education of China under Grant number 16YJCZHO031.

References

Andersen, L. and Broadie, M., A primal-dual simulation algorithm for pricing multidimensional American
options. Management Science, 2004, 50, 1222-1234.

Barraquand, J. and Martineau, D., Numerical valuation of high dimensional multivariate American securi-
ties. Journal of Financial and Quantitative Analysis, 1995, 30, 383—405.

Broadie, M. and Glasserman, P., Pricing American-style securities using simulation. Journal of Economic
Dynamics and Control, 1997, 21, 1323-1352.

Broadie, M., Glasserman, P. et al., A stochastic mesh method for pricing high-dimensional American options.
Journal of Computational Finance, 2004, 7, 35-72.

Broadie, M. and Yamamoto, Y., Application of the fast Gauss transform to option pricing. Management
Science, 2003, 49, 1071-1088.

Carriere, J.F., Valuation of the early-exercise price for options using simulations and nonparametric regres-
sion. Insurance Mathematics and Economics, 1996, 19, 19-30.

Exterkate, P., Model selection in kernel ridge regression. Computational Statistics and Data Analysis, 2013,
68, 1-16.

Glasserman, P., Monte Carlo methods in financial engineering, Vol. 53, , 2003 (Springer: New York).

Glasserman, P. and Yu, B., Simulation for American options: Regression now or regression later?. In Monte
Carlo and Quasi-Monte Carlo Methods 2002, edited by N. H, pp. 213-226, 2004 (Springer: Berlin, Hei-
delberg).

Han, G.S., Kim, B.H. and Lee, J., Kernel-based Monte Carlo simulation for American option pricing. Ezpert
Systems with Applications, 2009, 36, 4431-4436.

Jain, S. and Qosterlee, C.W., The stochastic grid bundling method: Efficient pricing of Bermudan options
and their Greeks. Applied Mathematics and Computation, 2015, 269, 412-431.

Jonen, C., Efficient pricing of high-dimensional American-style derivatives: A robust regression Monte Carlo
method. PhD thesis, Universitat zu Koln, 2011.

Kohler, M., A review on regression-based Monte Carlo methods for pricing American options. In Recent
Developments in Applied Probability and Statistics, edited by L. Devroye, B. Karaszen, M. Kohler and
R. Korn, pp. 37-58, 2010 (Physica-Verlag HD: Heidelberg).

Kung, S.Y., Kernel Methods and Machine Learning, 2014 (Cambridge University Press: Cambridge).

Longstaff, F.A. and Schwartz, E.S., Valuing American options by simulation: A simple least-squares ap-
proach. Review of Financial Studies, 2001, 14, 113-147.

Spiegeleer, J.D., Madan, D.B., Reyners, S. and Schoutens, W., Machine learning for quantitative finance:
fast derivative pricing, hedging and fitting. Quantitative Finance, 2018, 18, 1635-1643.

Tsitsiklis, J.N. and Van Roy, B., Regression methods for pricing complex American-style options. IEEE
Transactions on Neural Networks, 2001, 12, 694-703.

Wang, Y. and Caflisch, R., Pricing and hedging American-style options: a simple simulation-based approach.
Journal of Computational Finance, 2010, 13, 95-125.

Zhang, Y., Duchi, J.C. and Wainwright, M.J., Divide and conquer kernel ridge regression: A distributed
algorithm with minimax optimal rates. Journal of Machine Learning Research, 2013, 30, 592-617.

23



January 6, 2020

Quantitative Finance Pricing*high-dimensional* American*options*by*kernel*ridge*regression

Appendix A: Proof of Lemma 0

Proof. We first write X as u+Y,Y ~ N(0,X). Then we have
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According to the formula for characteristic function of multivariate normal distribution, we have
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It can be verified that
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This concludes the proof. O

Appendix B: Proof of Proposition M

Proof. As
X — XX~ N (g — X™ xS Bl
i+1 i+1 ) Mit1 i1 ) ( )
where piy1 = (Hit1,1, - fit1,4) and
1 o
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according to Lemma 0 we have
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T 1 m B3
LX) () (e xi), B9
|2b 35 4 1|1/2
By substituting (B3) into (84) we will get
M
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- (B4)
D1 - 1 (X)) T (22254 1) 7 (X))
— J ) i1 A Hit1—=Riq1)
s 25T C
]
Appendix C: Proof of Proposition
Proof.
M
Qi(Xi) = Djit1 Z Qit1,mE [ XSTl), i+1)‘Xi]
m=1
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where the inner summation can be calculated according to Lemma [ with the corresponding normal
distribution in (£4). O

Appendix D: Proof of Proposition B

Proof. We have
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According to Proposition [, one can obtain by straightforward manipulations
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where ~,, = X7 (Hl — Xgm)) and 7 = -2 (2% 4 I)_l. Therefore,
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where we use the fact that 8(;)’("3” =Y. O

26



