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Abstract. We present an iterative procedure for computing the optimal Bermu-
dan stopping time, hence the Bermudan Snell envelope. The method produces
an increasing sequence of approximations of the Snell envelope from below, which
coincide with the Snell envelope after finitely many steps. Then, by duality, the
method induces a convergent sequence of upper bounds as well. In a Markov-
ian setting the presented iterative procedure allows to calculate approximative
solutions with only a few nestings of conditionals expectations and is therefore
tailor-made for a plain Monte-Carlo implementation. The method presented may
be considered generic for all discrete optimal stopping problems. The power of
the procedure is demonstrated at Bermudan swaptions in a full factor LIBOR
market model.
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1 Introduction

Pricing of American style derivatives on a high dimensional system of underlyings
is considered a perennial problem for the last decades. As a matter of fact, such
high dimensional options are difficult, if not impossible, to compute by standard
PDE methods. For high dimensional European options an almost canonical
alternative to PDEs is Monte Carlo simulation. However, for American options,
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Monte Carlo simulation is less trivial since the (optimal) exercise boundary is
usually unknown.

In the past literature, various Monte Carlo algorithms for pricing American
options are developed. Many of these approaches are related to so called back-
ward dynamic programming which comes down to a recursive representation of
the Snell envelope. Among these methods we mention the random tree method
and the stochastic mesh method of Broadie & Glasserman (2000, 2004), the
cross-sectional least squares algorithm by Longstaff & Schwarz (2001), and the
quantization algorithm by Bally & Pages (2003).

As an alternative to backward dynamic programming, one may search for
a suitable parametric family of exercise boundaries and then maximize the so-
lutions of the corresponding family of boundary value problems over the pa-
rameters. In Andersen (1999) this concept has been applied in the context of
Bermudan swaptions in a LIBOR market model. Bermudan options are in fact
American options with a discrete set of exercise dates.

In 2001 Rogers proposed a method for American options which is based on a
dual representation of the Snell envelope. Independently, Haugh & Kogan (2001)
proposed a similar dual procedure for Bermudan derivatives. The dual approach
was a new impulse for the research on Monte Carlo methods for American options
in fact, since it enables Monte Carlo simulation of tight upper bounds due to
given tight lower bounds. More recently, another (multiplicative) dual procedure
based on change of numeraires is developed by Jamshidian (2003, 2004).

Further recent papers on (Monte Carlo) methods for high-dimensional Amer-
ican and Bermudan options include Joshi & Theis (2002), Milstein, Reifl &
Schoenmakers (2003), Kolodko & Schoenmakers (2003, 2004a), Belomestny &
Milstein (2004), Berridge & Schumacher (2004), and for a more detailed and
general overview we refer to Glasserman (2003) and the references therein.

The central result in this paper is an iterative construction of the Bermudan
Snell envelope via a sequence of stopping times which increases to the (first)
optimal stopping time. In each iteration step we improve a whole family of
stopping times (7;), where ¢ runs through the set of exercise dates, and 7; is
the stopping time for the Bermudan which is not exercised before date i. In
fact, the proposed improvement is inspired by a canonical exercise policy for
Bermudan swaptions which is already not far from optimal usually; exercise as
soon as the cash-flow dominates all the Europeans ahead. The thus obtained
sequence of stopping families naturally induces an increasing sequence of lower
approximations of the Snell envelope. This sequence even coincides with the
Snell envelope after finitely many steps. However, the main issue is that after
each iteration step we obtain an improved approximation of the Snell envelope
which ranges over all exercise dates. This in contrast to the backward dynamic
program which requires, for obtaining a value for the Snell envelope at the initial
date, a number of steps equal to the total number of exercise dates. As a
consequence (explained in detail in Remark 2.1), for a larger number of exercise
dates, for example ten or twenty, a plain Monte Carlo implementation of the
latter method, where conditional expectations are computed by Monte Carlo,
would require astronomical computation times. Further, by the dual approach



we deduce from the constructed sequence of lower bounds a sequence of upper
bounds which converges to the Snell envelope as well.

The whole analysis is based on a finite set of exercise dates, but since a con-
tinuous time American option may be approximated by a Bermudan option with
a fine grid of exercise dates, one may in principle apply the method to Amer-
ican options also. The same remark applies to an infinite (perpetual) discrete
optimal stopping problem which may be approximated by a discrete problem for
a finite set of exercise dates (Shiryayev (1978)). We further underline that the
presented method is quite generic and can in principle be applied to any discrete
(not necessarily financial) optimal stopping problem.

The presented iterative method may be considered as a pseudo-algorithm
since for an implementation conditional expectations need to be computed along
trajectories. In a Markovian setting these conditional expectations may be
computed (approximately) by Monte Carlo and the thus resulting algorithm
is spelled out. In a subsequent paper, Bender & Schoenmakers (2004), the sta-
bility of this algorithm is shown and, moreover, the present iteration method
is extended for multiple callable structures. We implement the algorithm for
Bermudan swaptions in a multi-factor LIBOR market model. It turns out that
with a one-degree nested Monte Carlo simulation (two iterations) very accurate
Bermudan prices (within 1%) may be obtained in reasonable times.

It should be noted that the in this paper proposed method is a kind of “policy
iteration” which is rather different from policy iteration as in Howard (1960) and
Puterman (1994). In particular, due to its special nature, our method gives usu-
ally good results with only a very few iterations. Moreover, the procedure does
not rely on explicit knowledge of underlying transition kernels and is essentially
dimension independent. These are important features since in various applica-
tions, for example, in the case of an underlying LIBOR process the dimension is
usually high and transition kernels are not explicitly available.

The paper is organized as follows. In Section 2 we formulate the discrete
optimal stopping problem and consider its implementation for Bermudan style
derivatives. In Section 3 we prove the following corner stone result: Based on
a given family of stopping times which satisfies some natural conditions, one
can construct a next stopping family (by a procedure inspired by a canonical
exercise policy for Bermudan swaptions), which is closer to the optimal family
as the one we have started with. By using this result, we construct in Section 4 a
sequence of stopping families and lower bounds for the Snell envelope and show
that by this sequence the Snell envelope is attained after a finite number of
steps. Then, in Section 5, we recall the dual upper bound representation for the
Snell envelope by Rogers, Haugh & Kogan and include a small extension. Based
on the dual approach, the convergent lower bounds constructed in Section 4,
and an approximation theorem we deduce a sequence of upper bounds which
converges to the Snell envelope from above (also in finitely many steps). In
Section 6 we describe a Monte Carlo implementation of the iterative procedure
in Section 4, for the usual situation where the underlying process is Markovian.
Finally, in Section 7, we apply our method to Bermudan swaptions in a LIBOR
market model. We also give a numerical comparison with Andersen’s (1999)



lower bound method and its dual considered by Andersen and Broadie (2001).

2 Discrete optimal stopping and its application
to Bermudan style derivatives

Let us consider a discrete non-negative random reward process (Z;)o<i<r with
state space R, adapted to some discrete filtration F = (F;)o<i<k. For a fixed
1, 0 <4 < k, an F-stopping time 7;° is called an optimal stopping time in the
discrete set of exercise dates {i,...,k}, if

Y =FZ.= sup FEZ. (1)
‘ T€{i,...,k}

In (1), E¢ denotes conditional expectation with respect to F; and the supremum
is taken over all F-stopping times 7 with values in the set {i, ..., k}. The sequence
of optimal stopping times (7;)o<i<k is called an optimal stopping family. For
technical reasons we assume that Z; has finite expectation for each 7, 0 < i < k.
The process Y™, called the Snell envelope process, is a supermartingale. This
can be seen as follows. Let ¢ < 7, then it holds

EY} =E'E'Z;- =E'Z,- < sup FE'Z =Y}
! ’ T€{t,...,k}

The Snell envelope Y* can be constructed by the following algorithm, called back-
ward dynamic programming (see e.g. Shiryayev (1978), Elliot & Kopp (1999)).
At the last exercise date we have trivially Y,* = Zj,, and for 0 < j < k,

Y =max (Z;, E'Y},,). (2)

An optimal stopping family is represented by
=inf{ji<j<k:Y]<Z}. (3)

In fact, (3) denotes the first optimal stop after time index i.

As a canonical application of discrete optimal stopping in finance we consider
the Bermudan pricing problem. Let L(t) be an RP-valued random process on a
finite time interval [0, Teo], Too < 00, adapted to a filtration (F(t))o<i<r,, which
satisfies the usual conditions. For example, L can be a system of asset prices,
but also a not explicitly tradable object such as the term structure of interest
rates, or a system of LIBOR rates. Consider a set of dates T := {7p,...,7,}
with 0 < 7y < -+ <7, < Ts. An option issued at time ¢t = 0 to exercise a cash-
flow C7, := C(7;,L(7;)) at a date T € T, to be decided by the option holder,
is called a Bermudan style derivative. With respect to a pricing measure P
connected with some pricing numeraire B, the value of the Bermudan derivative
at a future time point ¢, when the option is not exercised before t, is given by

Cr.
V(t):=B(t) sup EFO_—_ (4)
re{r(t),.m} B(T)



with k(¢) := min{m : 7,, > t}. Note that V() can also be seen as the
price of a Bermudan option newly issued at time ¢, with exercise opportuni-
ties T(t), - - > In- The fact that (4) can be considered as the fair price for the
Bermudan derivative is due to general no-arbitrage principles, e.g. see Duffie
(2001). The discounted Bermudan price can be expressed as the solution of a
discrete optimal stopping problem (1) as follows. If ¢ = 7; for some 0 < i < n,
define k :=n — 4, and

_ Cg _ (1,
Zo = BTy Zy = BT’
./To = .7:(’];), cey fk = .7:(’];1)

If 7; <t < 7T;41 for some 0 < i < n, define k :=n — i, and

Cr, Cr,
Zy:=0, Z1:=—=—=-2_ ..., Z:= o
’ ' B(Tn) * B(T)
.7:0 = f(t), .7:1 = .7:(’];'+1), ey fk = ‘7‘—(7;1)

Remark 2.1 For a Markovian sequence (L(7;), B(7;))o<i<k (e.g. a LIBOR
model with B being the spot LIBOR rolling-over account) it would be possible,
in principle, to construct the Snell envelope Y* = V/B by plain Monte Carlo
simulation of the backward dynamic program (2) in the following way. Step 1:
for each state (L(7x—1), B(Tk—1)), Y;_; can be estimated via (2) by simulation
of Y} (= Zx) under the conditional measure P(E(7e-1):B(Te-1)) " Next, Step 2:
for each state (L(7x—2), B(Tk—2)), Y;"_5 can be estimated via (2) by simulation
of Y;* ; under the conditional measure PL(Ti—2),B(Te-2)) However, note that
each simulation in Step 2 requires an estimation of Y} ;, hence a simulation
according to Step 1. As a result, Y;* 5 requires a (one-fold) nested Monte Carlo
simulation. Thus proceeding we would obtain Y via a (k—1)-fold nested Monte
Carlo simulation. But, the complexity of this procedure would be tremendous.
For example, when using N simulations in each backward step we would need
N* samples for the value of Yj. As an example N = 10 000 and k = 10 would
lead to more than 10%° samples!

3 A one step improvement upon a given family
of stopping times
We now study the optimal stopping problem (1). With respect to the discrete

filtration (F;)<;<, We consider a family of integer valued stopping indexes (7;),
with the following properties,

iSTiSka Tk:k7
Ti>i$7’i:7}'+1, 0§i</€, (5)

and the process
Y, =FE%Z,,. (6)



For the Bermudan problem (4) one could take for example
1 :=inf{j >i:(7;,L(7;)) € R} Nk,

where R is a certain region in RP*!, or, as a more trivial example, the family
7; = i. Generally, the process (Y;) is a lower approximation of the Snell envelope
process (Y;*) due to the family of (sub-optimal) stopping times (7;). Based on
the family (;) we are going to construct a new family (7;) satisfying (5), which
induces a new approximation of the Snell envelope.

We fix a window parameter k; an integer with 1 < k < k, and then introduce
an intermediate process

Y; = max E'Z,. . (7)

p: i<p<min(i+k,k) i
Using Y; as an exercise criterion we define a new family of stopping indexes

Foo= if{jii<j<k V<275 (8)
= inf{j:i<j<k, ma FizZ. <Z} 0<i<eEk,
beisis p: j<p<min(j+n.K) » <21

and consider the process N _
Y= FE'Z (9)

as a next approximation of the Snell envelope. Clearly, the family (7;) satisfies
the properties (5) as well. Let us take k = k. Then for Bermudan derivatives,
as an example, the trivial family 7; = i gives for Y the maximum of still alive
Europeans and for Y the second “canonical example” in Kolodko & Schoenmak-
ers (2003, 2004a). As another example, 7; = k gives for Y the European option
process due to the last exercise date k and

To=inf{ji<j<k E'Zy<Zj}, 0<i<k.
By the next theorem, (Y;) is generally an improvement of (V;).

Theorem 3.1 Let (;) be a family of stopping times with the property (5) and
(Y;) be given by (6). Let the processes (Y;) and (Y;) be defined by (7) and (9),
respectively. Then, it holds

Proof.

The inequalities ¥; < Y; and Y; < Y;* are trivial. We only need to show the
middle inequality. We use induction in 4. Due to the definition of Y and Y we
have Yk = Yk = Zj. Suppose that Y < Y for some ¢ with 0 < i < k. We will
then show that Y;_1 < Y 1. Let us write

Vi = E7'Z , =1ls_—iaZia+1s_ i BT E Z;,
1

—ic1Zic1+ 155 BT

Ti—1



Then, by induction and Jensen’s inequality,

-~

Yioi > 1 ,—i1Zia+1a s ETYY,

1—1
= 15 =i1Zici+15_ 5 E __max
p:i<p<min(i+x,k)

> 1= i i;i_ 1% i Ei_IZT , 10
- i-1=i—1 ! + 1> 1p:i§pgnnll?§((i+n,k) P ( )

7
Tp

since for 7,1 =i —1wehave i — 1 =inf{j : i — 1 < j <k, )N/ngj},andso

Yio1 < Z;_1. We may write (10) as

Yii2>2Yi1+15_,5i-1( max E“lZTP — max E“lZTp).
1<p<min(it+k,k) i—1<p<min(i—1+k,k)

Thus, after showing that 7;_; > ¢ — 1 implies

Bz, < max ETZ, ),
pri<p<min(i—1+k,k)

it follows that Y;_1 > Y;_;. It holds,

E7'Z, . = 1o —iaZica+ e 5 BTN Z,
< lpymi1Zia 1, i max BTz, (11
> Ti—1=1—144—1 Ti—1>1—1 pri<p<min(i—1+#.k) Tp ( )
Then, on the set {7;—1 > i — 1} we have
Zi1 < max ET'Z,
pri—1<p<min(i—1+k,k)
so, if (Ti—1 > i —1) A (7—1 =i — 1), it follows that
Zi—1 < max(Z;_1, max Ei_lZTp).
p:i<p<min(i—1+k,k)
Hence, if (71 > i — 1) A (1ic1 =i — 1),
Zi1 < max ET'Z. .
p:i<p<min(i—1+~k,k)
Thus, from (11) we have on the set {7,_1 > i — 1},
Bz, . < 1, - max ET'Z,
p:i<p<min(i—1+k,k)
+ 1 sic1 max E7'Z,
p:t<p<min(i—1+k,k)
= max EiilZTp.
p:t<p<min(i—1+k,k)
[ |

The following corollary is a simple consequence of Theorem 3.1.
Corollary 3.2 It holds Z; < l//\}, for 0 <i<k.

Proof. Suppose Z; > 171», then by Theorem 3.1, Z; > Y;. So by the construction
(8) we must have 7; =i and thus Z; = E'Zz, = Y;, hence a contradiction. =



In the above analysis the window parameter x was fixed. When & is increased,
more information of the input exercise policy is used in the improvement step (8).
Therefore, it is intuitively clear that in general the quality of the correspond-
ing improvement step will advance when & increases. We have the following
proposition.

Proposition 3.3 Consider «, K with0 < k < k' < k. Let % and Y; be as in
(8)-(9), and let 7] and Y} be constructed according to (8)-(9) for the window
parameter k'. Then we have Y; <Y/, 0<i<k.

Proof. Obviously, we have 7/ > 7; by construction. Hence, by (5) and Corol-
. > i o k i _ k i

lary i:2 it ‘follows that }./i/ =F AZﬂ_/ =2 i B'lmpZey = 32, E' sy EP Z

> Zp:i E'l3-pZ, =E'Z;:;, =Y. ]

As aresult, in general the best policy improvement (8)-(9) is obtained by making
in (8) a forward sweep over all exercise dates; hence by choosing k = k. Indeed,
when the input policy exercises much too early and k is too small, it may hap-
pen that the improved policy (8) exercises much too early again, for instance,
in situations where the reward process has low expectations in the near future
but higher expectations on longer terms. In contrast, when « is large enough,
e.g. k =k, such high future expectations can be detected by (8), and then the
improved policy will exercise later. In Section 5 we will show this by an explicit
example (Example 5.4), in the context of an iterative procedure based on (8)-(9).

Finally, we note that by choosing the smallest x, hence k = 1, (8) boils down
to an improvement which basically goes back to Howard (1960). See also Irle
(1980) and Putterman (1994).

4 TIterative construction of the optimal stopping
time and the Snell envelope process

Naturally, we may construct by induction via the procedure (8)-(9) a sequence
of pairs

((7'Z )0§z§k7( 4 )OSlSk m=0,1,2,...

in the following way: Start with some family of stopping times (TZ—(O))OSiSk, which
satisfies (5). A canonical starting family is obtained, for example, by taking

7 = i. Suppose that for m > 0 the pair ((T-(m)), (Yi(m))) is constructed,

Y = E'Z oy, 0<i<k,
and the stopping time family (Ti(m)) satisfies (5). Then define

(D) nf{ji<j<k a E'Z ) < Z;
Ti ' mf{j:isjsk, p:jépél?niri((ﬂn,k) w" = i}

= mf{jii<j<k V"V <Zz), 0<i<k, (12)



with
pimen

g max E'Z )
Tp

p:i<p<min(itk,k)

being an intermediate dummy process and

K3

Y " = B'Z i, 0<i<k

Clearly, the family (Tl-(erl))QSiSk satisfies (5) as well.
Due to Theorem 3.1 the above constructed sequence satisfies

YO <y <y <y™V <y m>0, 0<i<k,  (13)
and, due to Corollary 3.2,
Z,<v™ m>1 0<i<k (14)

By the following proposition, for each fixed i the sequence (Ti(m))m21 constructed
above is also nondecreasing in m and bounded from above by any optimal stop-

ping time 7;. It is possible, however, that 7" < Ti(o) (e.g. when TZ-(O) = k).

Proposition 4.1 Let (1) be an optimal stopping family. For each m > 1, and
1, 0 <1 <k, we have
(M) < pmHh) o T

7 [

Proof. Suppose that 7 < Ti(m) for some m > 1 and some 7 with 0 < i < k.

Then, by (13) and the definition of 7™,
Y:* 2 }771? > Z‘ri*a

so 7} is not optimal, hence a contradiction. Thus, the right inequality is proved.
Next suppose Ti(erl) < Tl-(m) for some m > 1 and some i with 0 < i < k. Then,

by the definition of Ti(m) we have

v (m)
Y‘ri(m+l) > ZTi(mH).

On the other hand, according the definition of Tl-(erl), we have
}77_((7311_})) < ZT_(m+1).
So, we get }N/((’ZLU >Y (Tnﬂ)), which contradicts (13). [
Ti Ti



The next lemma formulates a “quasi-supermartingale property” for Y (™) and
y(m),

Lemma 4.2 Form >0 and 0 < i < k it holds

m+1 (m+1 i m iv-(m
Yy > Y > B > BV,

where Y has to be interpreted as 0.

Proof. Using (13) we have

o o ) . L
Yvi(m ) > sz(m ) = MaXy: i<p<min(i+r,k) EZZﬂgm) > EZZT(m) = ElEH_lZT(m) =

i+1 i4+1

BV > B, .

Due to the inequality chain (13) and Proposition 4.1 there exist a limit lower
bound process Y*° and a limit family of stopping times (7°),

Y® = (as) lim 1Y and 77 := (as.) lim 1™ 0<i<k, (15)

where the uparrows indicate that the respective sequences are non-decreasing.
Further it is clear that the family (77°) satisfies (5). Since 7™ s an integer

i
valued random variable in the set {i,...,k} for each m, we have almost surely,
(m)
Ti

dominated convergence we have,

(w) = 7°(w) for m > N(w). Therefore, Z (m) — Zr= a.s., and so by

V> = (as.) li%n TE'Z oy =E'Zr=, 0<i<k. (16)

Funnily, it turns out that after at most %k iterations the limit Y*° is attained
and coincides with the Snell envelope. Hence, the limiting procedure (16) termi-
nates.? We will show this by backward induction starting from the last exercise
date using the quasi-supermartingale property Lemma 4.2. So, for the sequence
of stopping families we have an analogue property; Proposition 4.4. As an alter-
native, we derive this directly from the iterative construction (12) by backward
induction.

Proposition 4.3 Fori, 0 <i <k, the following identity holds,
V™ =y =YF, form>k—i.

Proof. We use backward induction over i¢. For i = k we have trivially Yk(m)
= Zy = Y} for m > 0. Suppose the assertion is already proved for some ¢ with
0<i<k Nowletm>k—(i—1), hencem—12>k—i > 0. Then, by Lemma 4.2
and the induction hypothesis it follows that ¥, > Ei-1y,""™! = gi-ly* On
the other hand, by Corollary 3.2 we have Yl(_";) > Z;_1 since m > 1. Thus, Yl(_";)
=Y. u

2This issue was pointed out by a perceptive referee, and also by Christian Bender practically
right after the submission of the first version.

10



Proposition 4.4 Fori, 0 <1 <k, it holds

e

S oo * .
S =T =1, form>k—u,

where T is the first optimal stopping time after i, introduced in (3).

Proof. For i = k we have trivially T,Em) = 75 for m > 0. Suppose the as-

sertion is already proved for all j, ¢ < j7 < k, where 0 < ¢ < k. Now let
m >k — (i — 1), hence m — 1 > k — i. Then, by defining the event A :=
{Zi—1 > maxy. ;1 <p<min(i—14x,k) Ez_lZﬁgmfl)} and using the induction hypoth-
esis, we may write

(m) . o . i
T = inf{j:i—-1<j<k Z; > max E’Z (m-
it U =)= T prj<p<min(j+r,k) i v}

= 1a(i—1) +1acinf{j:i<j<k Z; > max E Z.}

p: j<p<min(j+r,k)
since A C {Z;—1 > E""'Z,+} by the induction hypothesis again, and A° C
{r7_y{ >i—1}. We thus have 7" ; =i—1on A and 7} ; = 7/ on A°. ]
The following lemma gives a representation for the distance between two it-
erations.

Lemma 4.5 For m, n with1 <m <mn, and i, 0 <i <k, we have

Ti(n)—l
() _ y(m) _ i (m) _ y(m
o<y -y™=E Y Lom_ (BPY, —Y,m).
_(m)
p—Ti

Proof. Due to Proposition 4.1 we have for 1 < m < n, Ti(") < 7'(7(23 < 7'(7(2)
T T

= Ti(n). Hence, it holds 7'(7(23 = 7™ and so Yi(") =FEZw =EZw =

7 ’ 7o)
SELE 0 Z o = S5 B B'Z oy = S B Y = BIY()
=i Ti(n):l Tl(nl) — =i Ti(n):l Tl(nl) == 1=1 Ti(n):l 1 == Ti(n) .
We thus may write (with empty sums being zero),

0< }/l(") _ }/Z(m) — Ely(m) _ Ely(m)

7 7™
Ti(")fl
= E Z (Ygﬂ)_y;}m))
(m)

=T,

81
= Z Z Ezlffm):alffn):B(Epﬁfl) - Yp(m))
a<pp=a
T'L(n)il
= B Y L (BY,) - ™),
(m)

=T,

where we have used in the final step that ngm) > p implies Epr(fl) = Yp(m). [

11



By letting n T oo and using Proposition 4.1 and Proposition 4.3, Lemma 4.5
yields a representation for the distance between the m-th iteration and the Snell
envelope. In fact, Lemma 4.5 states that the difference Yi(") —v\™, or Y —

3
Yi(m) respectively, can be seen as an aggregation of errors made due to exercise
decisions according to policy 7("™), before the generally better exercise time TK"),

3
or 7; respectively.

Iterative procedure (12)-(13) versus backward dynamic pro-
gram

Note that on the one hand, in view of Proposition 4.3, the iterative procedure
requires k iterations for constructing the whole Snell envelope. On the other
hand, the backward dynamic program requires k recursion steps backward for
constructing the whole Snell envelope. In this respect, if all occurring condi-
tional expectations would be easily tractable (or, let us say if they would be
given by God), the backward dynamic program should be preferred of course, as
it doesn’t require a forward sweep over all exercise dates at each step. However,
particularly in high dimensional problems, the conditional expectations occur-
ring in the backward dynamic program are usually difficult to evaluate, from a
technical as well as from a computational point of view. For instance, in the
Longstaff-Schwartz regression method one needs to choose an appropriate sys-
tem of basis functions suiting to the problem under consideration. This system
may be rather complicated for high dimensional problems (such as Bermudans
due to a 40-factor LIBOR model). The alternative, plain Monte Carlo simula-
tion of these conditional expectations in each backward recursion step, leads to
an explosion of computation time since the degree of nesting increases with each
step, see Remark 2.1. Yet, the very power of the iteration procedure based on

(12)-(13), started up with 7 = i for example, lays in the following facts:

2

e For any m (in particular for low m, e.g. 1,2,3), iteration Y (™) gives an
approximation of the whole Snell envelope Y, ..., Y;*, with Y,C(T% =Y .,
e Yk(m) = Y}, while, in contrast, m backward steps of the backward
dynamic program give the values Y,* . ..., Y, and not more.

e For fixed 7 the approximation Yi(m)

iteration step m.

increases, and thus improves, in each

e By taking k = k we usually get very close to the Snell envelope with only
a few iterations (e.g. m = 1,2,3), due to the particular nature of the
iteration procedure (12)-(13), which is inspired by a canonical stopping
strategy for Bermudan swaptions.

In fact, the iteration procedure (12)-(13) may be regarded as an extension of
the backward dynamic program, see Figure 1. Thus, as we will see in detail in
Section 6, in a Markovian setting the iteration procedure (12)-(13) allows for
approximating the whole Snell envelope by plain Monte Carlo simulation using
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a few iterations (e.g. m = 1,2, 3). Moreover, as we will see in Section 7, we may
get surprisingly good results!

- FExercise date —
0 1 . k-2 k-1 k
T YT YD YO, Y, %
LR S AT S AR
| 2 YSZ) Yi(lz ) Yk*— 2 Yk*— 1 Yk*
Iteration . . .
level
! . . . . .
E=1YgY Yy RS SCTES ST
k YV(;< Yl* T Yk*—2 Yk*—l Yk*

Figure 1. The iterative procedure as an extension (bold terms) of the Back-
ward Dynamic Program

5 Convergent upper bounds by the dual ap-
proach

We now deduce by a dual approach a sequence of upper bound processes from
the sequence of lower approximations of the Snell envelope, Y™ m =0,1,...,
constructed in Section 4. This dual approach, developed in the works of Davis
& Karatzas (1994), Rogers (2001), Haugh & Kogan (2001), is based on the
following observation. For any supermartingale (.S;)o<j<k with Sy = 0 we have,

Yy = sup E°Z. < sup E°Z.-S,)
7€{0,...,k} 7€{0,....k}
< E° 9.
< B max (Z; - 5;), (17)

hence the right-hand side provides a (dual) upper bound for Y. Rogers (2001)
and independently Haugh & Kogan (2001) show, that the equality in (17) is
attained at the martingale part of the Doob-Meyer decomposition of Y*,

J
Mg :=0; M;:=) (V" —E7'Y), 1<j<k, (18)
=1

and also at the shifted Snell envelope process

S =Y Yy, 0<j<k (19)

J J

The next lemma provides a somewhat more general class of supermartingales,
which turn (17) into an equality. Moreover, we show that the equality holds
almost sure.
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Lemma 5.1 Let S be the set of supermartingales S with Sy = 0. Let S € S be
such that Z; — Yy < S; for each j: 1 < j <k. Then,

Yy = max (Z; — S;) a.s. (20)

Proof. By the assumptions we have Z; < Y 4+ S; for each j: 0 < j <k, and
so by (17),
< EY —S8)—Yr<o.

0<FE OrélJank(Z] S;)) =Yy <0

Hence, we have E° orga?k(zj —-5;—Y))=0and Z; — S; — Yy <0 for each j:
<j<

0 < j <k, which yields (20). ]
Note that both (18) and (19) satisfy the conditions of Lemma 5.1, for more
examples see Kolodko & Schoenmakers (2004).

The duality representation provides a simple way to estimate the Snell en-
velope from above, using a lower approximation process denoted by Y, hence
Y < Y*. Let M be the martingale part of the Doob-Meyer decomposition of Y,
satisfying

Yy < E° max (Z; — M;) =Y, . (21)

Let us now consider the sequence of lower bound processes Y™ m=0,1,...
from Section 4. Analogue to (21) we may deduce a sequence of upper bound
processes,

J J
(m)up i o (m) I—1y,(m)

j—1

) g (m) Ly (m) v (m)

= V"B max (Z; - V" + ;(E VI =) (22)
= Y™ 4aAM™  o<i<k

Let us also define ﬁz(-m) = Yi(m)’up - Yi(mﬂ). By the next proposition Agm)

and ﬁz(-m) depend in a sense on how far the lower bound process Y (") is away
from being a supermartingale.
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Proposition 5.2 Form > 1, 0<1¢ <k, it holds,

0 < A< Eikzlg;m)_j max (EJ'Yj(fl) —ym, o) , (23)
e
0 < AW <E Y 1w jmax (B - Y™, o)
j=i+1
—L o (VY =y ). (24)

Proof. By property (5) it holds Yj(m) = Eij(erl) on the set {T;m) > j}. So, the
first inequality follows from (22) and (14). From Lemma 4.2 and (13) we have

1o max (BYY =™, 0) =1 o (™ v ™) <,

and then the second inequality follows from ﬁgm) = Al(-m) — (Y;(mﬂ) — Yi(m))
and (23). ]
We note that estimation (23) is basically the same as in Kolodko & Schoen-
makers (2003, 2004a). As an immediate consequence of Proposition 5.2 and

Proposition 4.3, we obtain

Proposition 5.3 For 0 <i < k, we have the following identity,
ymer = Y, for m >max(k—1i—1,0).

K3

Proof. For i = k and ¢ = k—1 this follows trivially from (22) and the convention
of empty sums being zero. Due to (24) and Lemma 4.2 it holds

k—1
A (m) i (m+1) (m)
A < BN (v -y,
j=it1
Then we can use straightforward backward induction starting from i = k — 1.
]

The choice of window parameter x

It should be noted that all results in Sections 3-5 hold for any window parameter
K between 1 and k. However, due to Proposition 3.3 and Example 5.4 below, it
is clear that k = k, hence a forward sweep over all exercise dates, is in general
the optimal choice.

Example 5.4 Consider a reward process Z with the following properties: k£ > 2,
Zy =1, Z;isamartingalefor 0 < j < k-2 with 0 < Z; <2, Z;,_; is independent
of Z;, 0 < j <k—2with EZ;,_; = 3, and Z; = 1. So, obviously, 7 =k —1
for 0 < i < k — 1. Let us now start with the initial policy 7O = Then, it

K3
is easily seen that for an iteration (12) based on x = 1 we have Tém) = 0 for
0<m< k-2, and Tékil) = k — 1. Hence, k — 1 iterations are required for
obtaining the optimal stopping time at j = 0. In contrast, iteration (12) based
on k = k yields the optimal stopping time already in one iteration step.
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For Example 5.4 in a Markovian setting, a plain Monte Carlo implementation of
the iterative procedure in the spirit of Section 6 below, based on k = 1, would
give rise to about k-fold nested simulations, hence computation times exploding
with k. In practice, nevertheless, due to special features of a problem under
consideration it may happen that a suitable choice of x smaller than k gives
computationally more efficient results. In the case of Bermudan swaptions, for
example, the underlying Europeans far away from the monitor date have usually
relatively low value. So a k smaller than k£ may be computationally more efficient
in this case.

6 Monte Carlo Algorithm for the Iterative
Method

We now describe how to construct an approximation of the exercise policy

(T-(m))ogigk, given by (12), by the Monte Carlo method. For this we assume, that

1
7 is a function of an RP-valued Markov random sequence (L;)o<i<x adapted to

the filtration F = (F;)o<i<k, i-€.
Zi =hi(L;), 0<i<k.
This assumption is fulfilled in practically all applications, see also Remark 2.1.

For m > 0 and 4, 0 < ¢ < k, we introduce the random set of dates

%

c{i,..., k},

egm) = {nj: m= T(m); for j > 1, if n; < k then n;4q = 77(7;1)1}

at which the exercise policy 7(™ says “exercise”. Obviously, for m > 1, the set
0™ can be re d
i presented as

o ={j>i: 2>V}, 0<i<h

and, due to the nondecreasingness of the sequence (i}i(m))mZM we have

oM ce™ce, m=>1, 0<i<k (25)
For each m > 0 and 4, 0 < ¢ < k, the stopping times TISm), 1 < p <k, may be
retrieved from @Em) via

TIS"” = inf @Em) N{p,...,k}.

For a generic trajectory L) of the process L starting afresh at date i in Ll(-w),

and m > 1, we construct the set @gm) by a recursive procedure R(m). For this
we fix a sequence of numbers N,,, m > 1.
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Initial procedure R(1):

We construct the set @El) on a trajectory L) starting in Ll(-w) at date ¢, by
checking the condition

Z;>Y = max  EZ
I F<p<min(j+r,k) >

on L) at each exercise date 7, j > 4, for the given initial stopping family 7(?). In
general the conditional expectations on the righthand side need to be estimated
by Monte Carlo. However, in many cases explicit formulas or good explicit ap-
proximations are available. For instance, in the case of Bermudan swaptions and
trivial initial stopping family Tl-(o) = 4, we need the values of still-alive Europeans
which can be approximated within 0.3% relative by explicit formulas (e.g., see
Schoenmakers (2005)).

Recursion step R(m + 1):
We here construct recursively the set @E
in LE“}) at date 1.

™) on a trajectory L(“) which starts

Construct @Z(-m) on L) by R(m);
for j € GEm) do

begin
Simulate N,, trajectories £(®) = (§l(a))f:j, 1 < a < N, under
the conditional measure PL5" (hence SJ(-O‘) = L;w) for each a);
fora=1,...,N,, do
begin
Construct ®§-m’a) on £ by R(m);

for p=yj,...,min(j + , k) do
FEstimate_tau[p, o] := inf @;m"a) Nn{p,...,k}
end;

for p=yj,...,min(j + s, k) do

N,
Estimate_Y[p] = NLm Z hEstimate_tau[p,a] ( (Est)ﬁimate_tau[p,a]);
a=1
Estimate Ytilde[j] := max Estimate_Y[pl;

J<p<min(j+r,k)

if hj(L\”)) > Bstimate_Ytilde[j] then j € 0"
end.

Note, that ©{™ on L®) and ®§-m’a) on £ in the procedure R(m + 1) are
constructed by calling R(m) recursively.

By computing @ém) on a set of trajectories of the process L using the above
described procedure, we can estimate the lower bound Yo(m), for m > 1, as
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follows by Monte Carlo. Simulate for « = 1,..., N a trajectory (L;O‘))Ogjgk
under the measure PL0. Then, for each trajectory L(® determine the index

n(m®) .= inf 68’”’“’, which is an estimate of Tém)

compute
1 N
(m) (@)
V3"~ & > hyone (Ln(m,a)).
a=1

on this trajectory. Next,

Worst case complexity analysis of the algorithm

Let us fix an iteration level m > 1 and take x = k. For simplicity we take
N, =Nforl <p<m. Let Cp;, 1 < p < m, be the cost of the recursive
procedure R(p) starting at exercise date i, and ¢ be the cost, on average, of
simulating the process L from one exercise date to the next. Then, for p =1 we
have roughly, when always #@El) ~ k — 1 and k is not too small,

(k — i) +EN¢E
Cli N
’ (1+9)!

where £ = 0 if (quasi-)analytical formulas for EiZT(o), 1 < j < k, are available,

¢, (26)

J
and £ = 1 otherwise. From the recursive pseudo-code it follows that in the worst
case, when always #@Z(-p) ~ k — i, we have

k
Cp+1)i QJZNCPJ’ 1<p<m (27)

j=i

(we assume N > 1). Then, it is easy to show by induction from (26), (27),

and the asymptotic identity 22:1 P = f:: (1+0(171)) for I — oo and fixed p,
p > 1, that
ke — jymtTE Nm—1+¢
Cmi ~ ( Z) c
’ (m+ &)
for larger k. So, the total cost of estimating Yo(m) is in worst cases approximately
m+§ Nym—+§
(m)y _ Kk TN
Cost(Yy") ~ o c. (28)

We emphasize that (28) holds for fixed m and k& large enough, but not for fixed
k and m — oo ! For the important case m = 2 and & = 0, which applies for
example in Section 7, (28) yields Cost(Y,”)) ~ N2k2c/2.

Remark 6.1 The cost estimate (28) is really “worst case”. In usual applications
the inclusion sequence (25) thins out rapidly from the right to the left and, as a
consequence, the algorithm performs usually much faster as one would expect on
the basis of (28). We note further that, in practice, it turns out more efficient to
take Np41 much smaller than N, rather than equal (see for instance Section 7).
However, a detailed analysis of this issue may depend on the particular problem
under consideration and is considered beyond the scope of this article.
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Remark 6.2 (variance reduced Monte Carlo simulation of Y (™) ) We can reduce
the number of Monte Carlo simulations for Y (™) by using the following variance
reduced representation,

Yi(m) = EiZT(yn) = E’L‘Z_F(nlfl) + Ei(ZT_(m) — ZT_(mfl))- (29)

One can expect that Z _om-1) and Z ) are strongly correlated and thus the
variance of (ZT;m) - ZT;mfl)) will be less than the variance of Z (). So, the
computation of Ei(ZT_(m) — ZTgynfl)) for a given accuracy, can usually be done

with less Monte Carlo simulations than needed for direct simulation of EiZT(m>.

Remark 6.3 (stability of the algorithm) An important issue remaining is the
stability of the presented Monte Carlo algorithm, which is derived from the
pseudo algorithm in Section 4 by replacing mathematical expectations with
Monte Carlo approximations in fact. The stability question is highly non-trivial
and has been studied in the subsequent work Bender & Schoenmakers (2004).
From the results in this paper it follows that the here presented algorithm is
numerically stable indeed.

7 A numerical example: Bermudan swaptions in
the LIBOR market model

Let us first recall the LIBOR Market Model with respect to a tenor structure
0< Ty <...<T, in the spot LIBOR measure P*. The dynamics of the forward
LIBORs L;(t), defined in the interval [0, T;] for 1 < i < n, are governed by the
following system of SDE’s (e.g., see Jamshidian (1997)),

0;Li L -y
dL; = et SRR N P L;~; - dW* 30
P A (30)
J=K

where §; = T;+1 — T; are day count fractions, t — v;(t) = (vi,1(¢),...,V.,a(t)) are
deterministic volatility vector functions defined in [0, T;] (called factor loadings),
and £(t) := min{m : T,, > ¢} denotes the next reset date at time ¢. In (30),
(W*(t) | 0 <t <T,_1)is a standard d-dimensional Wiener process under the
measure P* with d, 1 < d < n, being the number of driving factors. The spot
LIBOR measure is induced by the numeraire

K

B.(0) = 220

(t)—1
B, [T a+sL(m)),
i=1
where B;(t) is the value of a zero coupon bond with face value $1 at time ¢t < T;.
A (payer) swaption contract with maturity 7; and strike 6 with principal $1
gives the right to contract at T; for paying a fixed coupon 6 and receiving floating
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LIBOR at the settlement dates T;11,...,7,,. So the contract is equivalent with
a pay-off at maturity 7; given by

N
n—1
St (Ti) == > Bia(Ti)s; (L;(T,) — 6)

A Bermudan swaption issued at t = 0 gives the right to exercise a cash-flow
B*(Z—)ZT = T, Tn (7;)

at an exercise date 7, € {71, ..., T} C {T1,..., Ty}, to be decided by the option
holder.

Since the system (L(T;), B«(T;)) is Markovian we may compute Bermudan
swaption prices in the LIBOR model (30) by the algorithm described in Section 6.
For our simulation experiments we use the following LIBOR volatility structure,

Yi(t) = cg(Ty — t)e;, where g(s) = goo + (1 — goo + as)e ™"

is a parametric volatility function proposed by Rebonato (1999), and e; are d-
dimensional unit vectors, decomposing some input correlation matrix of rank d.
For generating LIBOR models with different numbers of factors d, we take as a
basis a correlation structure of the form

pij = exp(—eli — j|); ih,j=1,...,n—1 (31)

which has full-rank for ¢ > 0, and then for a particular choice of d we de-
duce from p a rank-d correlation matrix p? with decomposition pfj = e; - e,
1 <4,j < n, by principal component analysis. We note that instead of (31) it is
possible to use more general and economically more realistic correlation struc-
tures. For instance the parametric structures of Schoenmakers & Coffey (2003).

We take the following model parameters: A flat 10% initial LIBOR curve over
a 40 period quarterly tenor structure, and the parameters

n=41, 6; =025, ¢=02, a =15, b=35, goo = 0.5, ¢ = 0.0413.  (32)

We consider Bermudan swaptions with yearly exercise opportunities, hence
T, = Ty, i = 1,...,10. For a “practically exact” numerical integration of the
SDE (30), we used the log-Euler scheme with At = §/5 (e.g., see also Kurban-
muradov, Sabelfeld and Schoenmakers (2002)).

By the algorithm in Section 6, based on K = k, we now compute, starting
from Ti(o) = 4, two successive lower bounds Yo(m): Yo(l) and YO(Z), and the dual
upper bound Yo(l)’w for different number of factors d and for different types of
options: in-the-money (ITM) with 6 = 0.08, at-the-money (ATM) with § = 0.1
and out-of-the-money (OTM) with 6 = 0.12.

Although closed form expressions for European swaptions do not exist in a
LIBOR market model, there do exist very accurate (typically better, than 0.3%
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relative) approximate formulas (see e.g. Schoenmakers (2005)), which we use for

the computation of 7(1). Thus, Yo(l) can be computed by an ordinary Monte

Carlo simulation and for Y0(2) and Yo(l)’w we can use Monte Carlo simulation

with only one degree of nesting. For Yo(l) we construct 108 trajectories. Next,

we construct Y0(2) using variance reduction technique (29), where we used for
estimating the expectation in the second term a number of (outer) Monte Carlo
simulations varying from 2000 to 15 000 (2000 for ITM, 10 000 for ATM, 15 000
for ITM) in order to keep standard deviations within 0.5%. For each outer
trajectory, we use 100 nested (inner) simulations. Further, Yo(l)"up - Yo(l) is
simulated with 100 inner and 1000 outer simulations to get comparable standard
deviations. We compare the results with the lower bound Y0 = FZ,, , and
the dual upper bound Y% due to the stopping family, constructed by strategy
I of the Andersen method (see Andersen (1999)):

Taq=inf{j > i: B.(T;)Z; > Hj}.

The sequence of constants H; is pre-computed using 105 simulations. We use
10 Monte Carlo trajectories for Y4 o and 5000 Monte Carlo trajectories (with
1000 inner simulations) for Y% — Ya ¢, in order to get comparable standard
deviations. The results are presented in Table 1.

We conclude, that for ITM swaptions the gap between the first iteration of
the lower bound Yo(l) and its dual Yo(l)’w is less than 0.5% relative, while for
ATM and OTM swaptions it is about 2% relative. However, the second itera-
tion, the lower bound YO(Q), gives the Bermudan price with an accuracy better,
than 1% relative in all cases. Further we note that for multi-factor models even
the first iteration YO(I) is higher than Y4 o. The dual upper bounds YO(I)’UP and
Y, are almost the same, however. The dual upper bounds are computed via
a standard upper bound estimator as in Andersen & Broadie (2001). For more
efficient dual estimators, see Kolodko & Schoenmakers (2003, 2004a). The com-
puting times for generating the values in Table 1 are reported in Table 2.

Table 1. (all the values are in basis points)

L ¢ [da] %YeD | %2 D) | %" 6D) || Yao (D) | ¥i% D) |

1 || 1104.6(0.5) | 1108.9(2.4) || 1109.4(0.7) || 1107.7(0.5) | 1109.0(0.5)

0.08 2 || 1098.6(0.4) | 1100.5(2.4) || 1103.7(0.7) || 1097.5(0.4) | 1104.1(0.6)
(ITM) | 10 || 1094.4(0.4) | 1096.9(2.1) || 1098.1(0.6) || 1093.0(0.4) | 1099.5(0.6)
40 || 1093.6(0.4) | 1096.1(2.0) || 1096.6(0.6) || 1092.9(0.4) | 1098.2(0.5)

1 || 374.3(0.4) | 381.2(1.6) 382.9(0.8) 381.2(0.4) | 383.1(0.4)

0.10 2 || 357.9(0.3) | 364.4(1.5) 366.4(0.8) 354.6(0.4) | 367.4(0.6)
(ATM) | 10 || 337.8(0.3) | 343.5(1.3) 345.6(0.7) 331.9(0.3) | 348.2(0.6)
40 || 332.6(0.3) | 338.7(1.2) 341.2(0.8) 327.0(0.3) | 342.7(0.6)

1 119.0(0.2) | 121.0(0.6) 121.3(0.4) 120.5(0.2) | 121.1(0.1)

0.12 2 || 112.7(0.2) | 113.8(0.5) 114.9(0.4) 110.0(0.2) | 114.4(0.3)
(OTM) | 10 || 100.2(0.2) | 100.7(0.4) 101.5(0.3) 95.7(0.2) 102.1(0.3)
40 || 96.5(0.2) 96.9(0.4) 97.7(0.3) 92.2(0.2) 98.1(0.3)
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Table 2. Computing times (minutes) for the values in Table 1 (Pentium IIT).

Lo [ d [y [ v [yg"? - || Yao [ VA% —Vao |
1 7.6 10.6 3.0 124 14.9
008 | 2| 7.2 11.0 3.1 11.7 14.7
army |10 || 7.7 12.8 3.6 12.7 17.7
40 || 104 27.2 6.1 17.8 29.9
1 || 214 271 5.2 26.6 26.2
010 | 2 | 217 38.6 5.4 26.6 26.3
(ATM) | 10 | 24.7 47.6 6.6 30.25 33.0
40 || 34.5 79.4 11.4 45.7 57.7
1 305 9.9 6.9 33.9 333
012 | 2 | 314 8.5 7.2 34.2 34.2
(OTM) | 10 || 36.6 9.8 115 39.4 43.4
40 || 63.4 17.3 21.6 58.7 78.1

Computational time

We note that, in order to exclude systematic errors due to Euler simulation of
the LIBOR SDE, we have taken relatively small time steps (At = §/5). For
an acceptable accuracy in practice one may take larger time steps, for example
At = § (e.g. see Kurbanmuradov, Sabelfeld & Schoenmakers (2002)). Therefore,
the computation times in Table 2 may be substantially reduced by optimizing At
and, further, by optimizing the trade of between the effort used for the computa-
tion of Y1) and Y® —Y () by optimizing the choice of the window parameter &,
and by other variance reduction techniques (e.g., antithetic variables). However,
we consider these numerical optimizations beyond the scope of this article and in
any case we expect that, when the producers of microprocessor chips keep “rid-
ing the exponential”, computation of higher order iterations, hence practically
exact Bermudan prices, will become feasible in the near future.
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