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Abstract. Following an approach introduced by Lagnado and Osher (1997), we study Tikhonov
regularization applied to an inverse problem important in mathematical finance, that of calibrating,
in a generalized Black—Scholes model, a local volatility function from observed vanilla option prices.

We first establish WZ} 2 estimates for the Black—Scholes and Dupire equations with measurable
ingredients. Applying general results available in the theory of Tikhonov regularization for ill-posed
nonlinear inverse problems, we then prove the stability of this approach, its convergence towards a
minimum norm solution of the calibration problem (which we assume to exist), and discuss conver-
gence rates issues.
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1. Introduction. A quantity of fundamental importance to the trading of op-
tions on a stock S, is the stochastic component in the evolution of the stock price,
the so-called wvolatility. Obtaining estimates for the volatility is a major challenge for
market finance. Unlike historical estimates of the volatility, based upon observations
of the time-series of the stock price, calibration estimates rely upon the anticipations
of the trading agents reflected in the prices of the traded option products derived from
S. We consider in this article Tikhonov regularization applied to a widely studied in-
verse problem in mathematical finance, that of calibrating a local volatility function
from a given set of option prices, in a generalized Black—Scholes model.

This calibration problem has received intensive study in the last ten years, see
for instance [19, 17, 18, 36, 1, 11, 8, 35, 2, 29, 24, 7, 14, 15, 4] and references therein.
Notable approaches include entropy regularization (Avellaneda et al [2]) or parametrix
expansion (Bouchouev and Isakov [8]). In this paper, we shall focus upon the Tikhonov
regularization method, following an approach introduced by Lagnado and Osher [29].
Jackson, Siili and Howison [24] have devised an implementation of this method with
splines. Bodurtha and Jermakyan use linearization [7]. However, while most previous
approaches adopt a numerical and empirical point of view, our aim is to establish a
rigorous theoretical ground for this inverse problem, in a Partial Differential Equation
framework.

Work corresponding to a first stage of this research has been published in my PhD
Thesis [14, Part IV] (in French), while a preliminary version of this article has been
published as a CMAP Internal Research Report [15]. A further article will address
an implementation of the method in a trinomial tree (explicit finite differences) set-
ting, and report numerical experiments illustrating the stability of the local volatility
function thus calibrated [16].

2. Preliminaries. In this section, we will give an informal presentation of the
calibration problem and of the Tikhonov rwe shall ation method, provide an overview
of the paper and define the main notations and general assumptions.

2.1. Generalized Black—Scholes model. In market finance, a European call

(respectively put) option with maturity date T' and exercise price K, on an underlying
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asset S, denotes a right to buy (respectively sell), at price K, a unit of S at time T'.
Let us then consider a theoretical financial market, with two traded assets: cash, with
constant interest-rate r, and a risky stock, with diffusion price process

S, = Sy(p(t, Sy)dt + o (t, S)dWy) , t>to: Si =So.

Here W means a standard Brownian motion. Moreover, the stock is assumed to yield
a continuously compounded dividend at constant rate q. Suppose finally, that the
market is liquid, non arbitrable, and perfect. These assumptions mean, respectively,
that first, there are always buyers and sellers, second, there can be no opportunity
that a riskless investment can earn more than the interest-rate of the economy r, and
third, there are no restrictions of any kind on the sales, neither transaction costs.
Under these assumptions the market is complete. This means that any option can be

duplicated by a portfolio of cash and stock. Moreover, a European call/put on S has
a theoretical fair price within the model, that we shall denote by H;F/[; (to, So;7,q,a),

where a = 02 /2, and

(2.1) H;/I; (to, So;m,q,a) = e_T(T_tO)Eig’SO (St — K)'H_ .
Here P denotes the so-called risk-neutral probability, under which
(22) dSt = St((’l’ — q)dt + O'(t, St)th) , t> t() y St[) = SO .

Alternatively to the probabilistic representation (2.1), the prices I/~ can be given as
the solution to a differential equation. One can use either the Black—Scholes backward
parabolic equation, in the variables (g, Sp), which is

(2.3) —OI1 — (r — q)SOsT — a(t, S)S*02 M + 11 = 0, t<T
: Oy = (S-K)*/—,

or the Dupire forward parabolic equation, in the variables (T, K), given by

(2.4) { Orll — (q — r)KOgTl — a(T, K)K20%.11 + qIT = 0, T >t

Oy, = (So— K)™/~ .

We will show in lemma 4.1 and theorem 4.3 that equations (2.1) or (2.3)—(2.4) hold
for an arbitrary measurable, positively bounded local volatility function a. However,
let us give a less formal insight by recalling the Black—Scholes seminal analysis [6],
valid in the special case where the volatility depends on time alone. We consider a
self-financing portfolio, short one option and long OgII shares of the underlying stock.
The value V of the risky component of the portfolio then evolves as

= — (011 — qSASTI + aS?0%.1)dt ,

from It6’s lemma. Since V has a deterministic rate of return, absence of opportunity
of arbitrage implies that this rate equals the riskless interest-rate r. Otherwise said,

—0,I1 + qSAsTT — aS?02:11 = (11 + S9sII) ,

whence (2.3). As for (2.1), it can be viewed as the Feynman-Kac representation for
the solution of (2.3). Notice that this analysis does not rely on the specific character
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of the payoff of the call or put option. However, the oposite is true for (2.4). It is
indeed, as noticed by Dupire [19], a Fokker—Planck equation integrated twice with
respect to the space variable K, using moreover the formal identity

6?(2(50 - K)Jr/i = 6SU(K) )
where dg, denotes the Dirac mass at Sp.

2.2. Direct and inverse problems. In the special case where the volatility,
a = 0%/2, is a constant, or a function of time alone, explicit formulas for the prices
IT+/~ are known (see Black and Scholes [6] or Merton [32]). But in the case of a general
local volatility function a(t,.S), one must turn to finite differences or a Monte-Carlo
procedure based upon equations (2.3)—(2.4) or (2.1). Moreover, observation teaches
that no constant or merely time dependent local volatility function is consistent with
most sets of market quotes. This phenomenon is known by market practitioners as
the smile of implied volatility.

However, in practice it is not the local volatility that is known, but the prices
themselves. In fact the local volatility is the only quantity in (2.1) or (2.3)—(2.4) which
cannot be obtained from the market. Indeed r and ¢, as well as, to some extent, II,
can all be retrieved from market-quoted quantities. Consequently, one usually wishes
to solve the inverse problem, that of finding a(¢,S) such that the theoretical prices
given by (2.1) or (2.3)—(2.4) match the observed option prices. We thus use liquid
quotations of actively traded options, which are usually referred to as vanilla options,
as a way to extract information about the future behavior of the underlying asset.
The calibrated local volatility function is then used by risk managers or traders to
value risk exposure, or price ezotic (non vanilla) options and calculate hedge ratios
consistently with the market.

This is the problem we shall be concerned with here. In particular, there are
two cases which are commonly considered in the literature, and we shall treat both
in parallel. In the first one, this matching is required to occur on the actual, hence
finite, set of pairs (T, K) with observed prices. In the second case, the matching is
required to occur over all (T, K) such that T > to, K > 0. This makes sense, for
example, if the actual set of observed prices has been interpolated. To distinguish
between these two cases, we shall refer to the the first as the discrete, and the second
as the continuous, calibration problem.

2.3. The Tikhonov regularization method. Both the discrete and continu-
ous calibration problems are ill-posed. This is the case in the continuous calibration
problem because the solution depends in an unstable way upon the data, and in the
discrete calibration problem because the full surface a(t, S) is simply underdetermined
by the discrete data. It is then necessary to introduce stabilizing procedures in the
reconstruction method for the local volatility function. One of these is known as the
Tikhonov regularization method [39, 21]. The idea is to tackle the calibration problem
as a minimization problem, where the cost criterion to be minimized is

Jo(a) = d(IL(a),7)* + ap(a,a0)” .

Here d (II (a) , ) denotes a distance between the model prices II (a) and the observed
prices 7, « is the regularization parameter, and p is a penalty designed to keep a close
to the prior ag, which reflects a priori information about a. Following Lagnado and
Osher [29], we shall choose p (a,a0)” = [|la — o1, where

e = [ [+ 1vul?,
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which is the H!-(squared) norm of u with logarithmic variables t,y = In(.S).

2.4. Overview. We first study, in an appropriate functional analysis setting,
Black—Scholes and Dupire linear parabolic equations with measurable ingredients (§3
and 4). These are linear uni-dimensional equations in nondivergence form, with pos-
itively bounded dominant coefficients. We thus extend well known results when the
dominant coefficient a is a constant, or a regular function. Mixing the probabilistic
pointwise and L, estimates of Krylov [26] with the analytic WI}’Q estimates of Fabes
and Stroock and Varadhan [38], we obtain W,-? estimates for the equations with
source terms. Using the theory of L,-viscosity solutions [10, 13], we then show that
our equations admit unique solutions, for which we provide a probabilistic represen-
tation (theorems 4.2 and 4.3).

Proposition 5.1 sums up the main properties of the pricing functional IT useful for
the study of the calibration problems, namely: compactness, twice Gateaux differen-
tiability and stability with respect to perturbations of parameters. We can then apply
the general theory of Tikhonov regularization for ill-posed nonlinear inverse problems
[21, 22, 27, 33, 34], both to the continuous and discrete calibration problems. We
thus prove the stability of the method for arbitrary values of the regularization pa-
rameter (§5). Assuming the existence of a solution of the calibration problem, we
prove the convergence of the method towards an ap-minimum norm solution when
the regularization parameter tends to 0, and we exhibit conditions sufficient to ensure
convergence rates in O(v/9), where § is the data noise (§6).

2.5. Main notations and general assumptions. To avoid too many repe-
titions, we define now a set of notations and related general assumptions, that will
be assumed to hold throughout the paper. When stronger assumptions are required,
they will be stated explicitely in the body of the paper.

General notation.
x Ay, xVy: min(z,y), max(x,y).
xt, 27 max(z,0), max(—=x,0).
c,C, ... C=C, (p1,...,pn): Constants C, C’, ... depending upon nothing but the
parameters p, p1, ..., Pn-

One should be aware that these constants may vary with the context. We will also
use the notation “=” for “denotes”, or “equals identically” (that is, equality between
functions), according to the context.

Mathematical finance.
S, y = In(S): Lognormal underlying diffusion, in financial and logarithmic variables.
q,r € [0, R]: Dividend yield attached to S, short rate of the economy.
a = 0?/2, ap: local volatility function, prior ag on a.
a, a, a: Bounds on ag and a such that 0 < ¢ <@, a = (a +a)/2.
p=p(a,a): A realin ]2,3[ depending upon a and @; see theorem 4.2.
W: Standard Brownian motion.
Q =]t, T[xR: A plane strip on which a is defined, in logarithmic variables.
(to,%0), (T, k): Points in Q, with to < T.
Yo, k: Bounds on |yo|, |k|.
Qiy, QT: QN {t >te}, QN{t < T}

(O QT: closures of Qy,, QT.
H;/I; (to, So; 7, q,a), H;{k_(to,yo;r,q,a): The price, in a generalized Black—Scholes
model, for a European call/put option with maturity 7' and exercise price
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K = €*, at the current phase tg, Sy = €%, in financial and logarithmic vari-
ables.

Veo,yo (8, Y57, ¢, @) Transition probability density discounted at rate r (that is, e "(t=t0)
the density), for the underlying diffusion in logarithmic variable y.

35547 (k;r,q,a), BS&T (r,q,a;T), DUP(;/(: (yo; 7, ¢, a): Black—Scholes call/put equa-
tion on QT, Black Scholes derived equation with source term I', Dupire
call/put equation on Qy,; see §3.2.

To alleviate notations, r, ¢, a will sometimes be abbreviated to a; H;/ '« (to, So; a)
or HJTF,/kf(to, Yo; @), to ITH/—; BS’géf(k; a), BSir(a; 1), DUPgt/[: (yo; @) and Y, 4, (t, ¥; @),
to BSt/=, BS', DUP*/~ and 7, respectively.

In the case of the call option, we shall sometimes drop the T superscript. For
instance, by default, II will refer to IIT.

Functional analysis.

Q: Regular by parts, open plane area.

p,0: Real p €]2, 400, 0 =1—-2/p> 0.

Lp(),Lp 10c(), H'(Q), H*(Q), WH(Q), Wh2(Q), W72 (), CJ(Q), D(Q): Sobolev
spaces on 2; see §3.1

I': Element of L,(Q).

Mg(a,a): Set of real measurable functions on @ with bounds g and a@.

ap + Hy(a,@): Set of functions in ag + H'(Q) with bounds a and @.

h,h': Elements of H(Q).

& —: Convergence in the topology of the space £.

[IX1I, IX|le: Euclidean norm of X, norm of X in the surrounding normed space &.

(X,Y), (X,Y)e: Inner product of X and Y in the surrounding Euclidean space,
Hilbert space £.

dIl(a).h: Derivative in the direction h of the functional II, at the local volatility
function a.

dII(a)*: Adjoint operator of h +— dIl(a).h; see §6.2.

VJ(a): Gateaux derivative of the cost criterion J at the local volatility function a.

For instance, if J denotes a cost criterion on a Hilbert space £, then in our
notations:

(VJ(a) ,h)e = dJ(a).h, hek.

In the same way, the general assumptions we have made above on a and ag can
be stated as

ag,a € Mg(a,a) .

Finally, we shall refer to the statements in remark 3.5 and lemma 4.1.3, as sym-
metry and parity, respectively.

3. Strong solutions of parabolic problems.

3.1. Functional spaces and Sobolev embeddings. Let us first introduce
some Hilbert and Banach spaces, which we shall use as spaces of local volatility
functions and solutions of Black—Scholes and Dupire equations.

Given the open plane area 2, we shall denote by D(2) the space of traces on {2
of regular functions with compact support in the plane. We will use the usual Hilbert
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spaces H?(2) € HY(Q) C L2(9), and the Banach spaces Co(2), L,(Q2), W(%),
W32(€2), where

lu(t,y) —u(t',y")]
||UHCO Q) — Sup lu| + sup :
" en ()£ ynea [t =10+ 1y — ']

lullwr) = llullr,@ + 19wullz, @ + [10yullr,@);

lullw2) = llulle, @ + 10wl + I0yulL, @ + H8§ZUHLP(Q)~

Finally, we shall denote by W[}:lzoc<Q) the localized Fréchet space of functions which

belong to W,-?(Q') for every regular open bounded subset Q' with QO co.
Now we have the following Sobolev embeddings, for which the reader is referred
for instance to Larrouturou and Lions [30]:
1. For  bounded or half-plane,
(3.1) Wi(Q) — Ch(Q) .
This embedding notably implies the existence of a unique continuous extension up to

the boundary for the strong solutions introduced at definition 3.1.1 below.
2. For Q bounded,

(3.2) HYQ) — L,(9) .

This embedding, called the Rellich-Kondrakov embedding, is compact, which means
that it maps weakly convergent sequences into strongly convergent ones.

Let us now present the definitions of a solution of a Partial Differential Equation
that we shall need. For more about these definitions, the reader is referred to La-
dyzhenskaya et al [28], Crandall et al [13], Wang [40], Caffarelli et al [10] and Crandall
et al [12].

DEFINITION 3.1. Let there be a linear parabolic equation on Q, with measurable
ingredients and a continuous boundary condition on 0,2, the parabolic boundary of
Q.

1. We call a function a strong solution in L,(R?), or a L,(Q)-solution, if it is
a function in Wpl’2 (Q), that satisfies the boundary condition, and solves the equation
almost everywhere. We also use this definition with W;’IQOC(Q) to define an Ly, 10c(€2)-
solution.

2. We call a function a Ly, 1,.(2)-viscosity solution, if it is a continuous function
on Q, that satisfies the boundary condition, and solves the equation in the viscosity
meaning for test functions in W52 ().

p,loc
The relations between these definitions of a solution are as follows (see Crandall

et al [13]):
1. A Ly 0c(2)-solution is a Ly 1o (£2)-viscosity solution.
2. Conversely, a Ly, 1o.(2)-viscosity solution that belongs to Wplfoc(ﬂ) isa Ly oc(£2)-
solution.
The following theorem gathers the main properties of the Sobolev spaces on plane
strips that we shall need.
THEOREM 3.2.
1. HY(Q) is continuously embedded in L,(Q);

2. D(Q) is dense in L,(Q), HY(Q), H*(Q);



TIKHONOV REGULARIZED CALIBRATION 7

3. The application
D(@) X D(@) = (U,U) — (u‘aQaan’U) S LQ(aQ)2 ’

where 0,v denotes the normal derivative, admits a unique linear continuous extension,
called trace, from HY(Q) x H2(Q) to L2(0Q)?.

4. The set of traces on OQ of functions of H*(Q) x H%(Q) forms a dense subset
of L*(0Q)?, and we have the so-called generalized Green formula, for every (u,v) €

HY(Q) x H*(Q):

//Qu(m) = //Q<Vu,Vv> - /aQuanv-

Proof. These properties result from the analogous properties well known on open
half-planes (see for instance Larrouturou and P.L. Lions [30], Bensoussan and J.L. Li-
ons [3]). For the details, the reader is referred to Crépey [14, theorem F.1] and the
proof given therein. O

In the upcoming proofs, we shall often be able to proceed by density thanks to
the following lemma.

LEMMA 3.3. There exists Lipschitzian functions a, € Mg(a,a) (n € N*), such
that a,, converges to a in Ly j0.(Q) when n — +o0.

Proof. This follows from standard mollification with compact support, applied to
a prolongated by zero outside @ (see for instance Brézis [9]). O

3.2. Black—Scholes, Dupire and derived equations. Let us now introduce
the main equations in this work.
DEFINITION 3.4.
1. We define the Black—Scholes call/put equation, BSgé_(k;r, q,a), with back-

ward logarithmic variables (t,y) € QT, parameterized by (T, k), as

-0 — (r — ¢ — a(t,y)) 0,11 — a(t, y)@irzﬂ +7rII = 0 onQr,
O|p = (e¥ — k)t~ .

We also define the Black—Scholes derived equation with source term T, BSéQT (r,q,a; 1),
as

{ —0;(011) — (r — ¢ — a(t,y)) 0, (811) — a(t,y)d(SI) +rIl = ' on Qr ,

2. We define the Dupire call/put equation, DUPSt/;(yo;T,q,a), with forward
logarithmic variables (T, k), at the current phase (to,y0), as

8THT7;€ — (q —-r— a(T, k))@kHT,k — a(T, k)a,szT,k + qHT,k =0 on Qto ,
M, = (e¥o —ek)t/— .

3. Finally, we define the diffusion underlying the previous problems, with loga-
rithmic variables, as

U(t7 yt) )

(3.3) dyy = (r—q— 5

dt+a(t,yt) th 5 Yo = Yo -
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REMARK 3.5 (Symmetry). Changing moreover the direction of time T, via 7 =
T +tyo—T, ¢(1,k) = ¢(T, k) for any function ¢, then DUPC;{J_ (yo;1,¢q,a) becomes
BSg! (yosq,7,a).
LEmMA 3.6.
1. (Black—Scholes and Dupire equations) Equations BSt/~ have at most one

Ly 10c(QT)-solution 11 such that |II| < K V S.
2. (Derived equations) For any L,(QT)-solution 611 of BS’, we have:

(3.4) H5H||(33@T) < ||5H||W;,2(QT) )

where C' = C},. Moreover, 011 is also the unique Ly 10c(QT)-solution of BS" which
converges to 0 when |y| — +oo, uniformly with t.
Proof.
1. Given two such solutions IT and IT’, let us define 61T = e~ 2Y+P*(II—1II'), where
p =7+ 2a. By linearity, 611 is a Ly, jo.(QT)-solution of

—0;0T1 — (r — q + 3a) 9,611 — ad?: 811 + (2q + 2@ — 2a)611 = 0

Moreover, let us fix € > 0. One can choose Y; > 1/ such that for |y| > Y., we have
|6T1(t,y)| < 2e"20FPH (K V e¥) < ¢, uniformly with ¢t € [t,T]. Then, |[§II| < € on
QT N{|y| < Y.}, by the maximum principle in Crandall et al [13, proposition 2.6]. So
011 =0 on QT, by passage to the limit when ¢ — 0.

2. By the same maximum principle as above, we have uniqueness in the class of
Ly 10c(QT)-solutions of BS’ which converge to 0 when |y| — +o0, uniformly with ¢.
Now, let us be given a L,(Q)-solution 61l of BS’. Since the solution 411 is continuous

on @T and vanishes at T, it may be identified with an element of W)(Q), where
O =]t, +o00[xR, by extension with 0 on the right of 7. Estimate (3.4) then follows

from the Sobolev embedding (3.1), on the half-plane Q2. Finally, 611 € C) (@T)OLP(QT)
converges to 0 when |y| — 400, uniformly with ¢.
0

4. Existence, uniqueness, and probabilistic representation of solutions.

4.1. Diffusion. The following lemma links the price of a European call/put with
the discounted expectation of the corresponding payoff, in a generalized Black—Scholes
model.

LEMMA 4.1.

1. The diffusion equation (2.2) has a unique weak solution on Jto, T|:

t t
Sy = Sy er= D=t exp (/ J(S,SS)dVVSf%/ 02(5,55)(15) ., tElto, T

to to

where the last exponential is a martingale, under the risk-neutral probability P. In
particular,

(4.1) El508, = Spelr=0lt=to) ¢ gt T .

2. The price I/~ equals the payoff expectation of the call/put at T, discounted
at rate r:

I/~ = e rT=t) gl (g — )*/~
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under the risk-neutral probability P. In particular, 0 <II < Sp.
3. Denoting II™ — I1~ by 811, we have

ol = Sgefq(TftO) — Ke "(T—to) |

This relation, known as call/put parity, notably implies that 83251_1, 07,011, (352 —
9y)0IL and (02, — Ox)d1L, all vanish identically.
Proof.

1. See for instance Strook and Varadhan [38, exercise 7.3.3] and Karatzas and
Shreve [25, problem 5.6.15 and corollary 3.5.13].

2. and 3. The expression for I/~ then follows from Karatzas and Shreve [25,
§5.8.A]. Using this expression, the bounds on IT and the call/put parity proceed from
(4.1).

0

4.2. Derived hedge equations with source terms. The following theorem
and the estimate (4.3) therein, are the cornerstones of this article. The difficulty
comes from the lack of regularity of the local volatility function a, that is merely
required to be measurable and positively bounded. But this turns out to be sufficient,
in the present uni-dimensional linear framework. Recall that I" denotes an element of

Ly(Q)-
THEOREM 4.2. There exists p = pla,a) €]2, 3], such that if p €]2,p], then, when

(t,y) varies within @T,

T
(42) SM(t.y) = B [ TN ds
s=t

is the only L,(QT)-solution, or Ly 1,.(QT)-solution converging to 0 when |y| — +oc,
uniformly with t, of BSbT (a; T).
Moreover,

(43) H(SHHCQ(QT) < (04 ||5H||W,}2(QT) < CO'C HF”Lp(QT)’

where C' = C,, is as in (3.4), and C' = Cp(t,T; R,a,a).

Proof. For the moment, p €]2, +oo[. We first show that for ¢ € WZ}’Q(QT),

1/2 1/2
(4.4) lellworry < Co lleliyosgry lelion -

Inequality (4.4) can be more readily seen on the following equivalent norms:
Il gry = D105l gry » 0S5 <2
k<j

Indeed, by integration over time of a classic Sobolev inequality (see for instance Ben-
soussan and J.L. Lions [3, Chapter 2, equation (5.8)]):

T
p - DIP-
oW gy = | Ity

T
2 2
<O [ 1ot g et N



10 S. CREPEY

T 1/2 T 1/2
< CP t, )2 dt t,)? dt
<cr (/t_tnso(,)nwm ) (/t_twmup(m )

2 2
= CF el r el gr) »

by the Cauchy—Schwarz inequality. This shows (4.4), which in turn implies

(4.5) ||90||W£»1(QT) < TCPHSO”W;LZ(QT) +Cp(7")||80||L,,(QT)
for every fixed r > 0, provided C,(r) < C,/4r.

On the other hand, since (3.3) admits a unique weak solution (see lemma 4.1.1),
then from Krylov [26, proof of theorem 2.4.5.a and theorem 2.4.1]

T
(4.6) o / e~ DT (s, y,)| ds < C [Tl (o
t

where C = C,(t,T, R, a,a).

We now assume that ¢ is a L,(Q7)-solution of BSir(a; ). For e > 0, let 7.
denote the exit time of Q7 N {|y| < 1/¢} for the y-process (3.3). It can be shown that
(4.6) implies the following probabilistic representation:

(4.7) Ef{,ye_T(TE_t)go(Te,yTE) —o(ty) = — E};y/ e_r(s_t)I‘(s,yS) ds .
s=t

This has been shown by Bensoussan and J.L. Lions [3, Chapter 2, §8.3] in a variational
context. We do not reproduce the proof here, though it proceeds in a similar fashion,
using regularization and classic It6’s formula.

When ¢ — 0, 7. almost surely converges to T. Moreover, ¢ is bounded and
continuous. Estimate (4.6) then implies, through dominated convergence on the left
hand side and right hand side of (4.7),

T
(48) oltry) = B / D (s, ) ds.

s=t

Then, from Krylov [26, theorem 2.4.5.a]:

(4.9) ||%0||L,,(QT) <C HFHLP(QT) ;

where C' = C,(t,T, R,a,a). The probabilistic representation (4.8), for any a priori
L,(QT)-solution ¢ of BS’QT (a; T), also shows the consistency of such a priori solutions
across various values of p > 2.

Moreover, by linearity, such an a priori solution ¢ is the Lp(QT)—solution of the

equation —dyp — dﬁigga = I', where

I = T—ro+(r—gq—alt,y)dye+(a—a)d%e

with homogeneous terminal condition. Therefore, following Stroock—Varadhan [38,
exercise 7.3.3 and p.211], we have the following estimate:

(4.10) 102%¢ll1,qr) < Cpla)

_ 1 _
< (IPlzyar) + Rlleliyon + (B4 D0ylion + 5@ 010l en
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where Cp(a) is a log-convex, hence continuous, function of 1/p, also defined at p = 2,
such that
R 1 2
szg(a) = =< —.

a
Therefore one can choose p = p(a,a) €)2,3[ such that Cp(a) < 2 if p €]2,p[. Estimate
(4.3), at least with T instead of T in C, then results from (4.10), (4.5), (4.9) and

(3.4). We will refer to the estimate (4.3) with T instead of T in C, as the temporary
version of estimate (4.3).

The existence of a L,(QT)-solution ¢ of BS/ r(a; T') in the special case where

e D(@T) follows by density using lemma 3.3 as follows. Define p’ = (2 + p)/2.
Following Fabes [23], BS(,r(an; I') admits a L,(QT) N Ly (QT)-solution ¢,. By
the temporary version of estimate (4.3), and successive extractions, one can find a
subsequence @,/ that converges to a limit ¢, weakly in W}*(Q) or Wpl,’Q(QT) and

locally uniformly on @T. By W,2(Q"T)-weak passage to the limit, ¢ inherits the
temporary version of estimate (4.3). Then ¢ is a L,(Q7)-solution of BShr(a; 1),
by lemma A.1. The general case where I' € L,(QT) straightaway follows by density
using theorem 3.2.2. _ _

Let us now consider the solution ¢ of BSj(a; I'), where I' = I'/0 on the left/right
of T. By linearity and uniqueness of solutions of BS’, ¢ vanishes on Q, and ¢ is equal
to ¢ on QT. Therefore, the estimate (4.3) for ¢ on QT results from the temporary
version of estimate (4.3) for ¢ on Q.0

4.3. Homogeneous valuation equations. The following theorem is formally
well known. When the local volatility function a is Holderian (with logarithmic vari-
ables), it has indeed been justified by many authors. For instance, Dupire [19] or
Bouchouev and Isakov [8] use Partial Differential Equation arguments involving fun-
damental solutions. Alternatively, El Karoui [20] or Crépey [14, §4.1, Part IV] use
probabilistic arguments involving local time. We also refer the reader to Crépey [14,
§4.1, Part IV] or Berestycki, Busca and Florent [4] for results in the case where a is
uniformly continuous. Here, we prove the more general case where a € Mg(a,a).
This is indeed the case that will be relevant for the study of the calibration problems.

THEOREM 4.3. Assume p €]2,p[. Then:

1. The call price

=T
Q > (t,y) = HT,k(ta Y; a)a

is the unique Ly 10c(QT)-solution between 0 and S, of BSqr(k;a). Moreover, it is
convex and nondecreasing with respect to S, nondecreasing with the local volatility,
and it converges to 0 when S — 0, uniformly with t.

2. The call price

Qy, 3 (T, k) — 7 (to, yos a),

is the unique Ly joc(Qy, )-solution between 0 and Sy, of DU Pg,, (yo;a). Moreover, it
is convex and nonincreasing with respect to K, nondecreasing with the local volatility,
and it converges to 0 when K — +o00, uniformly with T'. Finally, for almost every
t > to, the y-process (3.8) admits a transition probability density between ty and t.
Discounting this density at rate r, it becomes

(4.11) Yto,yo (t,y;a) = e_y(agz - ay)Ht,y (to,yo; a) -
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Proof. We proceed by density from the known case of a Lipschitzian function a,,
approximating a as in lemma 3.3. Denoting (p + p)/2 by p/, let I1, respectively II,,
be the strong solution in Ly 10c(QT) N Ly 10c(QT) between 0 and S, of BSgr(k;a),
respectively BSor (k;ay).

Since 2 < p < p’ <P < 3, it is well known that
(8> — )L € Ly(QT) N Ly (QT)

Y
(see for instance Crépey [14, remark 4.1, Part IV]). Therefore, using theorem 4.2, there
exists a L,(Q7) N L, (QT)-solution 811 of BShr(a; I'), where I' = (a — &)(852 — Oy)IL
By linearity, II = II + 611 is then a strong solution in Ly joc(QT) N Ly 10c(QT) of
BSgqr (k;a). Moreover,

0

Y

, — 9, = (92

y2

O + (92 — 0,)011 € L, (QT) N Ly (QT) .

Denote II,, — II by 6,II. By linearity, symmetry, parity, and the results of the
theorem in the Lipschitzian case, 6, II converges to 0 when |y| — 400, uniformly with
t, and 6,11 is a strong solution in Ly 1oc(QT) N Ly 10c(QT) of BS(’QT(an; T,), where
r, = (an — &)(822 — 9,)IL. Therefore, by theorem 4.2, 8,11 is the strong solution in
Ly(Q@")N Ly (QT) of BSr(an; T'y). So 1T, — I = §,I1 — 611 is the strong solution in
L,(QT)N Ly (QT) of BSgr(an; I7,), where

r=r,—T+(a, — a)(8§2 — 0y)0Il = (a,, — a)(a,jz — Oy)IL.

Furthermore, I}, converges to 0 in L,(Q”) when n — +oo. Indeed, having fixed
£ > 0, let us choose a subset Q. = QT N{|y| < Y.} such that H(8§2 =0y, q:) <e,
where Q¢ = QT \ Q.. By Hélder’s inequality, it follows thanks to lemma 3.3 that

ITLIE, gy < (102 = OTTE oo + (@ — )2,

for n large enough.

Using estimate (4.3) applied to II,, — II, II then inherits the bounds on II,.
So BS/yr(k;a) admits a Ly, 1oc(QT)-solution IT* = II between 0 and S. Similarly,
BSqr(k;a) admits a Ly 10c(QT)-solution I~ between 0 and K. We also have sym-
metric solutions HJTFV/IJ for DUPgt/(: (yo; @). Moreover, I/~ = HJTF,/,;, by passage to
the limits in the analogous identities at fixed n. Furthermore, by lemma 3.6.1, these
solutions IT*/~ and H;/k_ are the only ones between the required bounds.

The probabilistic representation for II™ then results from a generalized integrated
It&’s formula, as in the proof of theorem 4.2. Since IIt/~ is the limit of the H:{/i the
probabilistic representation for IIT then follows from those for II~ and H:[/ , using
also the call/put parity at a and ay,.

I/~ and H;/k_ then inherit the monotonicity and convexity properties valid at
fixed n, by passage to the limit locally uniform over (¢,y) and (T, k), respectively.
The asymptotic results follow from those, already known, at constant volatility a or
a, and from the monotonicity with respect to a.

Finally, by standard arguments developed for instance in Stroock and Varadhan
[38, proof of theorem 9.1.9, p. 224], estimate (4.3), or merely (4.6), valid for all
I' € L,(QT), enforces the existence of a transition probability density between to and
t for the process y, for almost every t > ;.
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Then, by general arguments set out for instance in Crépey [14, §4.1, Part IV],
independent of the Lipschitzian assumption on a therein, the discounted density for
the process S is 8§2Ht,3(t0, So; a), whence, after change of variables, the expression
for ~. O

The following proposition gathers a few consequences of the previous results that
will be useful in the following study of the calibration problems. The proposition is
stated for II = II™. The analogous statements for II = II~ follow by parity. We
then also have the symmetric statements in the variables (7', k). Recall that h and A/
denote elements of H(Q).

PROPOSITION 4.4. Assume p €]2,7][.

1. Then

(4.12) 1052 = 0, @r) < Cp

where Cp, = Cp(t, T, k; R,a,q).

2. The price 11 is locally 0-Holderian, jointly with respect to (to,yo), (T, k), uni-
formly with q,r € [0,R], a € Mg(a,a).

3. Further definep’ = (2+1p)/2, p" = (2+")/2, and T = h(8§2 — Oy)II. Then

Tz, @ < Cp k@)

where C;, = C,(t, T,k;R,a,a). Let thendll, or dllt k(-;a).h, be the Ly (QT)-solution
of BS, v (a; T'). Furthermore, let I' and dII' be defined as I' and dII with h' instead
of h, and

dr = 19}, — 8,)dIl + h(0, — 0,)dIl’ .
Then
1Az, @7y < Cpr Mm@y 1K 1@ -

where C), = Cl (t,T,k; R,a,a). We shall then denote by d*I1, or d*Tlr x(-;a).(h, h'),
the Ly (QT)-solution of BS,,r(a;dl).
4. We have:

Ty gy < €' Ty 2y < C°C Ibllmsca)
€1 gy gy <C" 1Ml gy < C'C ln @y Wl

where C" = C,, is as in (3.4), and C = Cp(t,T,k; R,a,a). Moreover, if a+ h €
Mqg(a,a), let us define, for e €]0,1[:

e 1. = e Hrp(;a+ eh) — M k(- a)]
e 10.dll = e [dllp 1. (-;a + eh).h — dllz (- a).h'] .

When e — 0, e 1611 and e~ 16.dII converge in Cg(@T) OW;’Q(QT) respectively to dIl
and d211.

5. Assume furthermore that a, and for n € N*| a,, belong to ag + H&?(g,a),
where a, —a converges to 0 weakly in H'(Q) when n — +o0o. Then I, =z x(-; an)
converges to I1 =y (5 a) in Cg(@T) NW,2(QT).

Notice that dII and d2II in this proposition are well defined, by theorem 4.2.
Proof. The proof is deferred to Appendix B. O
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5. Stability.

5.1. The ill-posed calibration problems. Let us now give a rigorous state-
ment of the calibration problems. From now on, we assume p €]2,7[, and we shall

o 1,2
denote by W, (Qy,) the set of functions in W,*(Qy,) that vanish at time to. We
also fix a finite subset F C @y, with |F| = M € N*. Then we define the following
nonlinear pricing functional:

01,2

ag + Hég(g,a) Sarh1r (a) e Mo+ W, (Qu) »

where IIj, respectively II(a), denotes the Ly j0c(Q¢,)-solution between 0 and Sy of
DU Pg,, (yo; ao), respectively DU Pg, (yo;a). Recall that ag € Mg(a, @) denotes the
prior on a.

PROPOSITION 5.1.  The pricing functional 11 and the restriction 11|z are well
defined, on the closed convex subset ag + ch (a,@) of ap + HY(Q). Moreover:

1. (Compactness) 11 and 11|z map weakly convergent sequences into strongly
convergent ones.

2. (Differentiability) 11 and 11|z are twice Gateauz differentiable.

3. (Perturbations of the operator) Il z has 6-Hélderian dependence with respect
to (to,yo) and F.

Proof. By theorems 4.2 and 4.3, IT and Il are well defined. Now, points 1, 2
and 3 respectively follow from the results symmetric to proposition 4.4.5, 4.4.4 and
4.4.2 in the variables (T, k) . O

DEFINITION 5.2. By the continuous calibration problem with data

- o 1,2
H S ]-_-[0+ Wp (Qto) )

respectively the discrete calibration problem with data m € RM | we shall mean, finding
an a € ag + Hp(a,a), such that:

ﬁT,k =IIrx(to,yo;a) , (T,k) € Q4
respectively
ok = U k(to, yosa) , (T,k) € F .

Data for which this is possible will be said to be calibrateable.

REMARK 5.3. To fix notations, we thus consider the calibration problems with
European call option prices. However, by symmetry and parity, all the results below
extend straightaway to the following situations:

1. (Continuous problem) Calibration from European put option prices.
2. (Discrete problem) Calibration from European call and put option prices.

A nonlinear inverse problem is said to be ill-posed at any data set around which the
direct operator (here, the pricing functional IT or II}£) is not continuously invertible.

THEOREM 5.4. For every continuous function a € ag + HCB(Q, a), the continuous
calibration problem is ill-posed at = II(a), and the discrete calibration problem is
ill-posed at m = 11| x(a).

Proof. See Appendix C. O
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5.2. Stabilization by Tikhonov regularization. The best known stabiliza-
tion method, for ill-posed nonlinear inverse problems, is Tikhonov regularization [39,
21], which we now consider. The properties of the nonlinear pricing functional II,
summed up at proposition 5.1, will allow us to apply the general theory surveyed, for
instance, in Engl et al [21, Chapter 10].

In practice, market prices m are defined as bid-ask spreads. Moreover, II depends
on an interpolation procedure. Therefore, the actual set of observed prices, or input
data for the calibration, ©® or II?, is only known up to some noise 6. Moreover, any
numerical procedure used to tackle the discrete calibration problem, entails some
computational burden 7. Furthermore, the local volatility function is calibrated at
the current phase (to,yo) and set F, for later use at the perturbed phase (¢, yf) and
set F,,. The Tikhonov regularization method allows one to overcome such data noise,
computational burden and perturbations of the operator.

DEFINITION 5.5. (Continuous problem) By an a-solution of the continuous cali-
bration problem with prior ag and noisy data

~ o 172

I° e o+ W, (Qu)
we shall mean, in ag + Hcl,2 (a,a), any a® such that for every a:

Jé

(a%) < J3 (a)
where

~ 12
2J5 (@) = |1 (to, yo, @) — 1

2
+ ajla — a .
wioon, el = aling)

(Discrete problem) By an a-solution of the discrete calibration problem with prior
ao, noisy data w° € RM | perturbed parameters (th,yh) € Q, F,, C Qe with |Fu| = M,
and computational burden n > 0, we shall mean, in ag + Hé(g, @), any a®*" such
that for every a:

JEH (a%rm) < T3 (@) +
where
2 2
2701 (a) = Wiz, (t6, 96+ @) — 7°[| 20 + @ lla = a0l q) -

Such a-solutions do exist, because of proposition 5.1.1. We shall not address in
this paper the problem of the uniqueness of the unregularized calibration problems,
or of the regularized problems for arbitrary values of the regularization parameter
«. However, at least for the discrete problem, one has the following result when
a tends to +0o. The intuition behind this result is that when « tends to +o0o, the
regularization term becomes dominant and enforces the convexity of the cost criterion
as a whole.

THEOREM 5.6. There exists C = (14 7°)MCy(t, 7y, T, k; R, a,@), such that the
cost criterion J = JO* is C-strongly conver on ag + Hé(g,d), for every a > 2C.
Here, 5, and k denote bounds on |yl| and |k| for (T, k) € F,.

J3H then admits a unique minimum, that depends continuously upon (t5,v), F,
and 7°. Otherwise said, the minimization problem of J2* is well posed in the sense
of Hadamard.
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Proof. By the chain rule, we have:
d*J(a).(h,h') = alh,h') (o)

+ Z dlr (th, yh's a).h dllp i (t5, yb's a).h'
(T,k)eF,

+ Y (Tpk(th,vhsa) — 7°) dTr(th, vh;a).(h, ') .
(T,k)eF,

Fora,b € a0+Hé(g, a), and € €]0, 1], let us define a. = (1—¢)a+eb, J. = J(a.). Using
proposition 4.4.4 and the bound e¥ on [II|, it follows, denoting by ’ the derivative
with respect to e:

1
(VI(b) — V(@) — a)anoy = T — T = / T de
0

1
= /O dJ(as).(b—a,b—a) > (a— (1+e% +7)MC) ||b— allF ()
where C = C,(¢,T,k; R, a,a). O

Moreover, Tikhonov regularized solutions of the calibration problems at arbitrary
level a > 0 are stable, in the following meaning. B B

THEOREM 5.7. (Stability, continuous problem) Assume 1% — TI° when n —
+00. Then any sequence of a-solutions a®* admits a subsequence which converges
towards an a-solution ad,.

(Stability, discrete problem) Assume

T (YY) s Fun s e — T, (b)), Fu s n=0

Onstnsin qdmits a subsequence

when n — 4o00. Then any sequence of a-solutions a?

which converges towards an a-solution al"=0.

Notice that this convergence is strong in H'(Q).

Proof. Using proposition 5.1.1, this results directly from theorem 2.1 in Engl et al
[22], supplemented by remark 3.4 in Binder et al [5], for the continuous problem. For
the discrete problem, the proof is an immediate adaptation of the one in [22, theorem
2.1], using propositions 5.1.1 and 5.1.3. O

6. Convergence and convergence rates.

6.1. Convergence. We are going to see that the Tikhonov regularization method
behaves as an approximating scheme for the pseudo-inverse of II or IIjz. By pseudo-

inverse, we mean the operator that maps calibrateable data II or m, to an element a
which minimizes ||a — ag|| over the set of all pre-images of II or 7 through II or II|£.

DEFINITION 6.1 (ao-MNS). Given calibrateable data, we shall call an ap-minimal
norm solution (ag-MNS) of the calibration problem, any solution a that minimizes
la — agl| over the set of all solutions.

Such an ag—MNS a exists, for all calibrateable data. But it may be nonunique,
since the pricing functional II is nonlinear. _

THEOREM 6.2. (Convergence, continuous problem) Given calibrateable data II,
suppose that

W2?(@un) <é, for meN

O, 02/, —0 when — 4o0.

e
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On

oradmits a subsequence which converges towards an ag-MNS a.

Then any sequence a

Moreover, a‘;a"ﬁ — a, if a is the unique ag-MNS of the calibration problem at II.

(Convergence, discrete problem) Given calibrateable data 7, suppose that

7 = 7 [gas < 6ns Tto = 16|V lyo — 96™

VIF = Full <pn for neN
Uy 02 ), 120/, Mnjo, — 0 when n — 4oc0.

Then any sequence ai;’“"“”" admits a subsequence which converges towards an ag-

MNS a. Moreover, agg;“"’"" — a, if a is the unique ag-MNS of the calibration problem
at .

Proof. Using proposition 5.1.1, this follows directly from theorem 2.3 in Engl et
al [22], supplemented by remark 3.4 in Binder et al [5], for the continuous problem.
For the discrete problem, it results for instance from Kunisch and Geymayer [27,
proposition 1], using propositions 5.1.1 and 5.1.3. O

Following Engl et al [21, proposition 3.11 and remark 3.12], there can be, for the
convergence of such regularized schemes towards solutions of ill-posed inverse prob-
lems, no uniform rate over all calibrateable data. In fact, this presents a generic
character for any method of resolution, Tikhonov or otherwise. It is therefore impor-
tant to be able to specialize subsets of ag + Hé (a,a@), on which such uniform rates
may be exhibited.

6.2. Convergence rates. We first have the following abstract statement. Let
dIljz(a)* and dIl(a)* denote the adjoints of the operators dIl|+(a) and dIl(a), respec-
tively. That is to say, by definition:

(b dlF(a) N ) = . Aradldrg(a)h;  (hA) € HY(Q) x RM
(T,k)eF

respectively

<h ,dH(a)*/\)Hl(Q) = (dH(a)h ’/\>W;}’2(Qt0),Wg’2(Qt0) ; (h, )\) € Hl(Q) X W;’Q(Qto)

1

where p~! 4+ p~! = 1, and where the last bracket denotes the duality bracket between

A and dII(a).h.
THEOREM 6.3. (Convergence rates, continuous problem) There exists C, =

Cy(t, Uo, T; R, a,a@), such that for every ag-MNS a of the calibration problem at Il
with

(6.1) a—ag = dl(a)* A

for some ||)‘||W3’2(Qt0) < Cy, then

1
la, — all (@) = O(62),
whenever

Hﬁ_ﬁéH <5, a~§.
W;’Q(Qto)

(Convergence rates, discrete problem) There exists Cp, = Cy(t, 7o, T; R, a,a), such
that for every ag-MNS a of the calibration problem at w with

(6.2) a —ag = dIl| £ (to, yo; a)* A
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for some |[A|gm < Cp/V/M, then
lag" = alla ) = 07 + ),
whenever
|7 =7l g <65 fto—t5|VIvo—vIVIF = Ful <pya ~ 6vp’, n=0().

Therefore a is the only ag-MNS satisfying condition (6.1) or (6.2).

Proof. (Continuous problem) Using propositions 5.1.1 and 5.1.2, this follows from
Engl et al[21, theorem 10.4 and remark 10.5], by noticing that the proof therein readily
extends from their Hilbert — Hilbert to our Hilbert — reflexive Banach setting, by
reading duality brackets instead of inner products.

(Discrete problem) Using proposition 5.1, this follows from Kunisch and Gey-
mayer [27, theorem 2 and remark iv p. 86]. O

REMARK 6.4. Kunisch and Geymayer [27, theorem 2] assume that a belongs to
the interior of ag+ H, é (a,@). However, this cannot be realized in our case. Indeed, ag+
H é (a,@) has empty interior. But this assumption is not used as long as discretization
of the source space is not dealt with.

Except in the trivial case where a = ag, conditions (6.1)—(6.2) may seem rather
abstract. Whether there is a neighborhood around ag such that they are satisfied, is
an open question. However, in the case where a is uniformly continuous with respect
to its space variable y, one can derive a more explicit formulation of (6.2). In the
following, let §HT7;€, not to be mistaken with the Gateaux derivative of IT in H(Q),
denote the following function on @, parameterized by (o, yo, T, k) and a :

Vilrk(t,y) = 1{t0<t<T}€7y(3§2 - 3y)Ht,y(t07yo;a)(3§2 — Oy)r i (t,y;a) .

LEMMA 6.5. For (T, k) € F,
dlp i (to, yo;a) . h = // Vi h .
Q

Proof. Indeed, this is just the probabilistic representation (4.2) for dII, given the
expression for v in theorem 4.3.2 and the L,-estimate on I' in proposition 4.4.3. O
THEOREM 6.6. Let a € ag + Hé) (a, @) be uniformly continuous with respect to its
space variable y. Then:
1. VIl € Lo(Q), for (T, k) € F.
2. A =dIl£(a)* X is the unique solution in H*(Q) of the following problem:
(6.3) { A—AA = Z(T,k)e]—' Ar VI, Q-a.e.
oA = 0, 0Q-a.e.

3. Condition (6.2) means that (6.3) holds with A = a — ag, for some
Alzar < Gyt G, T R, a,@) /V M.

Notice that by theorem 3.2.3, the normal derivative 9, A € L1(9Q) is well defined,
for A € H*(Q).
Proof.
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1. According to proposition 4.4.3,

to+T
2

On the other hand, we have by Stroock—Varadhan [38, theorem 9.1.9, equation (1.35)]:

(852 — )y i (t, y;a) € Ly(] , T[xR).

to+T
LaT[XR%

eiy(8§2 — Oy y (to, Y05 @) = Yo,y (t,450) € Ly(]
for every 1 < ¢ < 400. More precisely,

||’7t07y0('; a’)HLq(] t0+T,T[><R) < C;)(L T7 R, Q)E) )

2

where w denotes a modulus of continuity of a with respect to y. Hence %HT,k €

Lo(] tO;rT, T[xR), by Holder’s inequality. By symmetry and parity, we can conclude

that VIIz, € Lo(Q).
2. Therefore, using lemma 6.5, the adjunction relations for A can be written as

(6.4) A Ev g = Z Mg (VIrg by, - he HY(Q) .
(T.k)eF

It is then known that the adjoint A € H'(Q) belongs in fact to H2(Q) — see for
instance Bensoussan—J.L. Lions [3, theorem 5.10, Chapter 2 and the footnote on page
96]. We can then apply the generalized Green formula to identity (6.4) and conclude
in a classic way, using theorem 3.2.4; see for example Larrouturou-P.L. Lions [30, p.
150, step 6, Interpretation of the variational formulation].

3. Immediate from 2.
0

REMARK 6.7.

1. The condition in theorem 6.6.3, that ensures a convergence rate in 0(6% —l—ug),
is very severe, since its implies that (Id — A).(a —ag) belongs to the < M-dimensional
subspace of Ls(Q) spanned by the %HTJC, (T, k) € F, for sufficiently small coefficients
Ar.k. Notice also that the severity of this condition tends to relax when M increases.

2. This condition is both a closedness and smoothness condition of a with re-
spect to ag, which says that, as already noted elsewhere, “Tikhonov regularization
can only resolve smooth details fast” [37, p. 611]. Indeed, one then has the following
H?(Q)-estimate from regularity theory for elliptic equations (method of tangential
translations, see for instance Brézis [9, p.181 and 184])

la —aoll2(g) < VM Gy (L, 7o, T; R, a,@) || Mpw

where w denotes a modulus of continuity of a with respect to y.

3. At least in the Hilbert — Hilbert setting of the discrete problem, there exist
conditions stronger than (6.2) ensuring better convergence rates, typically in O(d %),
see for instance [33, 34, 21]. But these conditions require that a be interior to the
domain of definition of the direct operator — see for instance Neubauer [33, equa-
tion (2.5)]. As already observed above, this cannot be realized in our case. Indeed,
Hé(g, @) has empty interior. Nonetheless, the reader is referred to Neubauer and

Scherzer [37, §3] for a special case in which an O(83) convergence rate is proved,
although the domain of definition of the direct operator has empty interior.



20 S. CREPEY

7. Conclusion. Having established W, estimates for Black-Scholes and Dupire
equations with measurable ingredients, we have shown that the problem of inverting
observed vanilla option prices into a local volatility function, in a generalized Black—
Scholes model, fits into the frame of the Tikhonov regularization method. Moreover,
this holds true both when the option prices form a continuum, and when they con-
sist of a finite set. We were then able to derive results for stability, convergence
and convergence rates for this method. Discretization and effective implementation,
as well as numerical results, are left for later publication [16]. In addition, further
work will bear on an extension of the numerical implementation to the problem of
calibration from American option prices. With respect to this, an open question is
whether the theoretical results obtained in the present article relating to calibration
from European option prices, in a generalized Black—Scholes model, may be extended
to calibration from American option prices. Another more incidental open question,
is whether the continuity assumption is necessary in theorem 6.6.

Appendix A. A technical lemma. The following lemma justifies the passage
to the limit at the end of the proof of theorem 4.2. Although it is an adaptation of
theorem 3.8 in Caffarelli et al [10], using also theorem 2.8 in Crandall et al [13], we
give the proof in detail for completeness. The notations are the same as above.

LEMMA A.1. Let us be given T' € D(@T), and 2 < p' < p. Forn € N, let p,
be a Ly 10c(QT)-solution of BS’QT (an;T), where ay, is a Lipschitzian approzimation

of a as in lemma 3.3. Assume the ezistence of a function ¢ € Wplﬁ)C(QT) such that

Yn — @ when n — +o00, locally uniformly on QT. Then ¢ is a Ly 10c(QT)-solution of
BS&QT (a; T).

Proof. The proof proceeds by contradiction. Assume that ¢ is, say, no Lp,lOC(QT)—
viscosity subsolution of BS/,;(a; I'). Therefore, there exist open nonempty bounded

intervals I and J, a rectangle Q' = I x J C QT centered at a point (to,yo) € QT, and
a test function ¢ € W)(Q’), such that:

(A1) —8tz/)—(r—q—a(t,y))ayw—a(t,y)aizw—kﬂp > T'+¢e on @
(A.2) (¢ =) (to,y0) =0, p =¥ <=6 on 3,Q" .

Moreover, due to the Holderian character of ¢ and ¢ through the Sobolev embedding
(3.1) on @', one can assume:

0
(A.3) -1 < —5on 0,Q"

for some subrectangle Q" with the same properties as @Q’, and @” cq'.
We are going to construct a sequence of functions 1, (hence, ¥v+1,,) € W;,’,ZZOC(Q/),
such that

(A.4) Y — 0 in Loo(Q") as n — oo
and for n large enough

(A 5)_at(¢ + '@[Jn) - (T —q— an(tvy))ay(¢ + 1pn) - an(tvy)a§2(w +wn) + T®Pn
' >T'+eonQ".

Then by (A.2), (A.3), (A.4), and the assumed local uniform convergence of ¢, to ¢,
©n— (Y +1y,) will be larger at (to, yo) than anywhere else on 9,Q", for n large enough.
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In view of (A.5), this contradicts the assumption that ¢, is a Ly j0c(QT)-viscosity
solution of BS(,r(an; I').

To construct ¢,,, notice that by (A.1), we have on @, for v,, arbitrary in w2 (@Q"):

s
p’,loc

~0 (W +n) = (r — 4= an(t,)) By (¥ + ¥n) — an(t,1)0% (Y + n) + rgn — T
>e+ ((Z - an)(a§2 - ay)'l/J - 7'(90 - Qﬁn)
- 6t1/}n - (T —q—= a”ﬂ(t> y)) aywﬂ - a"(t’ y)aiz'(/}n

+ —
>+ Ty = Oyton — (R+a) 0,00l — @ (0200) +a (0200
where
Ly =(a- an)(aj.» —0y)V—1r(p—pn) — 0in Ly (Q') as n — oo.

Now, choose 1,, to be, by theorem 2.8 in Crandall et al [13], the L, jo.(Q’)-solution
of the following problem:

{ Btbn + (R+1) |0,0| +a (8%9,) " —a(8%¢,)” = Tn on@

Y, = 0ond,Q",

with estimate:
Hwn||W;,2(Q,,) S C ||FnHLp,(QI) 9

C =Cp(R,a,a,Q", Q") independent of n. Considering the Sobolev embedding (3.1)
on @Q”, this furnishes the desired sequence ,,. O

Appendix B. Proof of proposition 4.4.

1. By theorem 4.3.1, Let us consider II, respectively 11, the Lp,lOC(QT)—solution
between 0 and S of BSqr (k;a), respectively BSor (k;a). Then by linearity, symme-
try, parity and the asymptotic results in theorem 4.3.1, 611 = II — II converges to 0
when |y| — o0, uniformly with ¢, and I is a L, 1o.(Q")-solution of BShr(a;T),

where I' = (a — &)(832 — 9,)IL. Now, it is well known that

1052 = 2z, or) < Cp(t.T.k R, a,a)

(see for instance Crépey [14, remark 4.1, Part IV]). Hence (4.12), via (4.3).
2. Let us be given (to, yo), (t6,95), (T, k), (T", k') € Q, where to < t(; |yol, [yy] <

Yos k|, |K'| < k; 0 < e <T —ty,T" — t). Define II, II, §II as above. Then using the
estimates (4.3), (4.12) and the results symmetric in the variables (T, k), and using
also well known results related to II which is explicitely given by the Black—Scholes
formula, it follows:

L7 (t0, yo) — Mo i (6, vo)|

< Mgk (to, yo) — v g (to, yo)| + v xe (B0, yo) — e g (20, y6)|

< 0TI 1 (to, Yo) — 61Tz o (to, yo)| + [Tk (to, o) — Tl ks (to, o)

+ 6T o (to, o) — ST g (8, y) | + [T e (t0, 90) — T g (£, 90|

< IO (b0 0) ey, (T =T+ 1k — 1) + C(t. 7. T Roa.) (T = T+ — &)
+ ||5HT’,k’(')||Cg(§T’) (Ito — t61” + lyo — wol®) + C5 (£, 70, T, ks R, a,@) ([to — | + |yo — wo))

< CY(Cylt, 0, T Ryt )V Cylt, T s Roa@)) (1T — TP + 5 — K% + Ito — t4l° + lyo — 9 )
+ C;(Ly07T7E; Ragva) (lT - T/l + |k - k/| + |t0 - t{)‘ + |y0 - y(l)|) :
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3. Using (4.12), we obtain if p’ ' = p=! + p~!, by Holder’s inequality

11032 = )1, @7y < 1P, qr) 187 — )|, o)
<Gy |hllar ()

through the Sobolev embedding in theorem 3.2.1. Using estimates (4.12) for IT and
(4.3) for dII and dIT', we obtain similarly:

10|, qry < 1B/ (8% = 8y)dU|| L, @ry + [1h(D22 = By)dIl||L, ,,(q)
< WL, qry 1852 — 9y)dl| L, )
+ 1Bl @y 102 = 0y)dIT |1, , (o
< Cpr Il (@) 1M [m (@) -

4. The estimates for dIT and d?II result from point 3 and theorem 4.2. Let us
additionally suppose that a +h € Mg(a,a). By linearity as above, e 16,11 is the

L,(QT)-solution of BShr(a+eh;l), and e~ 16.I1 converges in Cg(@T) NW2QT),
when € — 0, towards the solution dII of BSjr(a;I'). Similarly, e716.dIl is the
L, (QT)-solution of BSir(a+¢eh;dl.), where

dle = h(9%2 — 0,)dr (- a).h
+ h/(a§2 — 8y) [671(HT7]€('; a + €h) — HT,k('; a))} .

Now, dI'. converges in L,(QT) to dI" when € — 0. Therefore, e~1.dIl converges in
Cg(@T) NW,2(QT) to d*II when € — 0.

5. Having fixed € > 0, and 2 < p < p’ < P, define p such that p~! = P+
p~ L. By (4.12), we can choose a subset Q. = QT N {|y| < Y.} such that ||(6§2 -
I, (e < &, where Q¢ = QT \ Q.. By the assumed weak convergence of a,, — a
to 0, and the Sobolev compact embedding (3.2), a, — a converges to 0 in L,(Q:).
Denoting I, = (a, — a)(é)?f2 — 0y)I1, it follows, in the same manner as in the proof

of theorem 4.3, that I"”,, converges to 0 in L,(QT). The L,(QT)-solution II,, — II of

BSgyr(an; ') then converges to 0 in Cg(@T) NW2(QT) when n — +o00, by theorem
4.2.

Appendix C. Proof of theorem 5.4.

We are going to construct, for n € N*, a,, € ag —|—Hé (a, @) which takes values in the
vicinity of a, such that, when n — +00, a,, —a converges to 0 weakly in H*(Q). Hence,
by proposition 5.1.1, IT (to, Yo; an) —II.(to, yo; a) converges to 0 in C(Q,, ) W2 (Qy,).
But no subsequence of a,, — a will converge to 0 strongly in H*(Qt,). Therefore II or
II) 7 cannot be continuously invertible around I = (a) or m =11 (a).

Since a < @, and because a is continuous, there exists on open subset R C Q¢, on
which a + ¢ < a or a + ¢ <@, for some well chosen ¢ > 0. Let us assume for instance
that a + ¢ < @ on a rectangle R =[t1, t2[x]0,¢[, as well as on the union 7 of the two
equilateral triangles adjacent to the time boundaries of R, with RU7T C Q. Let us
define a,, — a = u,, to be the continuous function on @, such that:

1. On R, u,, is a continuous function of the space variable y alone, that vanishes
at both sides of the space interval |0, €[, and oscillates between the values 0 and 1/2n
inbetween. More precisely, 9yu,, = —1 or +1 according to whether E{2ny/c} is odd
or even.
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2. On the left and right of R, u,, decreases to 0 at unit speed with respect to
the time variable, then vanishes identically.

3. Outside R U7, u,, vanishes identically.
Therefore, u,, vanishes identically outside R, except on a set of measure tending to 0
as n — o0o. Moreover, for every n, we have on Q:

0<wu,<eg/2n<e, |Ou,| <1, |Oyu,| <1.
So, by construction, u, = a, —a € H*(Q), and

an = (an — a) + (a — ag) + ag € ap + Hy(a,a) .

Moreover, for n € N*, |9yu,| = 1 on R, so that no subsequence of u,, can converge
to 0 strongly in H(Qy,). But u, converges to 0 weakly in H'(Q). Indeed, for any
regular test function 9 (t,y), let us define ¢(y) = :itl 0yt dt. Then

/ /R (Oyun) (Byy) dydt = /y 8_0 (Byun) ¢(y) dy = — /y E und'(y) dy

=0

by integration by parts. Since |u,| < £/2n, this converges to 0 when n — oo. The
rest of the verification is straightforward.
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