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DYNAMICS OF DEPENDENCY: FINITE DIFFERENCE
SOLUTIONS TO THE BLACK-SCHOLES PDE WITH COPULAS

HERMAN TIEMTORE! and REMI GUILLAUME BAGRE2*

ABSTRACT. The copula function is a tool for modeling any form of dependency
that may exist between several random variables. Given n random variables,
there exists an n- dimensional copula that captures their dependence (Sklar’s
Theorem). In this paper, we present a method for obtaining a class of copulas
that models the dependence between the underlyings of a bivariate option over
time until the option expires. This class of copulas verifies the 2-dimensional
Black-Scholes partial differential equation. Given the difficulty of obtaining an
analytical solution to such an equation, We use a Finite Difference approxima-
tion to obtain an approximated solution. We show that the numerical scheme
obtained is conditionally convergent. Numerical results are also presented us-
ing MATLAB software.

1. INTRODUCTION

The financial risk is a menace to the world of financial markets, and in particular
to investors in options markets. It is therefore important to provide oneself with
the appropriate tools to manage it, in order to avoid failures or insolvency. Man-
aging the overall risk of a multi-asset investment requires a good understanding
of the joint behavior of all assets. When pricing options with multiple underly-
ings, we need to take account of time and the joint evolution of the underlyings.
To meet this need, we can use the copula, a flexible statistical tool for modeling
dependence between several random variables, whatever their nature. To do this,
we need to find the most suitable copula to minimize estimation bias. Given two
random variables x and y with joint distribution function H,, with margins /' and
G respectively, there exists a copula Cy, such that H,,(x,y) = Cyy(F (), H(y)).
From this result, we understand that the goodness of fit of the joint distribution
function H,, depends strongly on the quality of the copula chosen. For an option
with two underlyings Sy and S, its price V' = V(Sy, Sa,t), where ¢ € [0; 7] and
T the option expiry date, satisfies the partial differential equation (PDE), also
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known as the 2-dimensional Black-Scholes equation given by (see [1]):

ZO'[pSl paslas Z Sla—&—rv_o (11)

Where (O'l,p)(lvp)e{lz} are the coefficients of the variance-covariance matrix of the
random vector (57, S2), ¢ the dividend rate of the underlying S;,l = 1,2, and r >
0 the risk-free interest rate. In the literature, equation (1.1) has a final condition
V = V(S51,S52,T). The suitable copula for modeling the joint behavior of the
random vector (57, Sq) at each time ¢ € [0; 7] would be the evolutive copula C =
C(z,v,t) satisfying equation (1.1), where z and v are uniform transformations
on [0; 1] of the variables S; and Sy respectively. More precisely, we have:

5 T3l 83: L2t w02 32 DT oz

oC
(r — QQ>V$ —rC=0 (1.2)

where C = C(z,v,t),V(z,v,t) € (0;1)* x (0;T].
In this work, we study the case where the dependence between the underlyings
is non-linear (072 = 0) and we assume that the underlying assets do not pay a
dividend during the option period (¢; = 0;1 = 1,2). Thus, equation (1.2) becomes
as follows:
oc 1 (, ,0°C , ,0°C oC o0C
E+§(lxﬁ 01/82 +$8_+TV$_TC_O (1.3)
Since the basic model is defined with a final condition, we apply the change of
variable 7 = T'—t in order to reduce the problem to an initial condition problem.
With the change of variable, we have:
oCc o0r 9C  0C
ot ot 'or  Or

Thus, we rewrite the problem (1.3) as follows:

oc 1( ., ,0°C 9 282C 0C 0C

E = 5 ( I.I' W O'2V ay —f—T.T% —f—T’VE — ’I“C (14)
Now with a given initial condition Cy(z,r) = C(z,v,0) representing the depen-
dency between the two underlying assets before the option is signed. Thus, we
pose Cy(z,v) = f(z,v), where f defines a copula. Furthermore, by definition, the
function C must satisfy the so-called boundary conditions and 2-growth condition
(see Section 2). More precisely, for all z,v € [0;1] and 7 € [0; 7] we have:

C0,v,7) =C(z,0,7) =0,C(1,v,7) =1v,C(z,1,7) = x
and

0?C(x,v,T) _
ovdx  —

However, adding the 2-growth condition to the problem is not necessary since the
stability of the numerical scheme, shown in Proposition 3.6, and the fact that C
is a copula guarantee this condition over time. Thus, the aim of this article is to
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construct the family of temporal copulas that are solutions of the problem (P)
defined for all (z,v,t) € [0;1]* x [0;T] by:

0C _1( 2,0°C  , ,0°C oc ., 9C
or 2 o 2 72 ov? "

(P):q CO,v,7) =C(2,0,7) =0
C(l,v,7) =v and C(z,1,7) = z,

Co(xv’/) :f(ZU,V)

The family of copulas of the problem (P) models the dependence between the
option’s two underlyings at each time 7 € [0;7]. Knowing the joint random be-
havior of the two underlying assets instantaneously enables decisions to be taken
at the opportune moment to avoid substantial losses. However, we note that
the analytical solution to this type of problem is not generally known. Thus,
numerical methods can be used to obtain an approximated solution by consider-
ing a finite number of points in the problem domain (discretization process(see
[3],12],[10],]9])). For our study, we use a finite difference approach, which is widely
used and easy to implement. This method involves first subdividing the domain
of each variable into a finite number of regular intervals whose amplitudes are
called step, in order to form a space grid on [0;1]? at each regular instant. The
nodes of the grid are the points at which we calculate the copula values for the
instant in question. Finally, we approach the differential operators by truncated
Taylor developments. We note that, in general, these class of copulas are suitable
for modeling dynamic dependencies.

2. PRELIMINARIES

For the rest, I denotes the unit interval and I? denotes the unit square (I = [0;1]
and 12 =1 x [ =[0;1] x [0;1]).

Definition 2.1. [5, 8] An absolutely continuous bivariate copula is a two-variable
function C satisfying :

(1) For all z,v € I

C(0,v) = C(z,0) =0 (2.1)
and
C(l,v) =vand C(z,1) =2z (2.2)
(2) For all (z,v) € I?,
0*C(z,v)
oo = (2:3)

The conditions (2.1) and (2.2) are the boundary conditions and the (2.3) desig-
nates the 2-growth condition .

By this definition, we deduce that evolution copula C(.,.,t) satisfies (2.1),(2.2)
and (2.3). More concretely, we write the follow (see [10]):
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(1) For all (z,v,t) € I? x [0; T

C(0,v,t) = C(z,0,t) =0, (2.4)
and
C(1,v,t) =v and C(z,1,t) = x (2.5)
(2) For all (z,v,t) € I* x [0, T], we have
2 v
S 20

Theorem 2.2. [Sklar’s Theorem/(see [3])
Let A be a two-variable distribution whose marginal distributions are Ay and As.
There exist a two-variable copula C verifying :

V(Al, )\2) € R2, A()\l, )\2) = C(A1(>\1),A2()\2)) (26)

Moreover, the copula C is unique if the marginals Ay and Ay are continuous. If
not, it is uniquely defined on RangeA; X Rangel,.

From Theorem 2.2, we understand that when the behavior of random variables
evolves with time, equation (2.6) can be written as :

V(A d) € RS A, s, ) = C(A1 (A1), Aa(Ro), ) (2.7)

Definition 2.3. [I, 7, 11] Let s > 0 and ¢ : U C R™ — R be a sufficiently

regular function. We say that a finite-difference operator D, of step s is a
al

consistent approximation of order p of 8—20 for the norm || . || if we have :

L

oo

|0 - 5200 < 1

where L is a constant independent of s and x = (21, ..., ).

Definition 2.4. [I, 7] Let P be a problem with initial data C°. A finite difference
scheme is stable for a given norm || . ||, if there exists a constant L the norm if
there exists a constant L such that

|C?*|| < L||C°| for all s > 1 (2.8)
for all initial value C” where C* = (C; ;)o<pi<nm-

Theorem 2.5 (Lax Theorem). [3, 6] Given a properly posed initial value problem,
a finite difference scheme is convergent if and only if the scheme is consistent and
stable.

For the rest, we will use the infinite norm given by
lo(@)llee = sup{p()} or [Vl = max{Vy} (2.9)

when ¢ is a scalar function and V' a vector.
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Theorem 2.6. [8] Let Cy denote the empirical copula for the sample {(xx, yx) }1<k<n-
If p denotes the sample version of the Spearman’s rho, then

2 L& p p
= o (%)~

p=1 I=1

3. THE MAIN CONTRIBUTIONS OF THE PAPER

In this section, we present the finite difference approximation of problem (P).
We demonstrate some results derived from the approximation. Using MATLAB
software we present graphical solutions of our problem.

3.1. Theoretical results. As described in the introduction, we consider the
discretization below.
Let be M, L be integers not equal to zero and let put,

1
h=—
M
the mesh in the v and v directions.
T
AT = —
T

the mesh for discretization of the time, and

u, = ph = -, for p € [|0; M]]

Vl:lh:%7 for [ € [|0; M|]

T
75 = s AT = SE’ for s € HO,LH

Proposition 3.1. Let C € C*?(I* x [0;T)), a copula verified problem (P). Let
M, L,h and At be defined above. By posing C,, = C(ph,lh,sAT) V(p,l,s) €
[10; M|]? x [|0; L|], the approzimation of C(x,v,T), then a finite difference scheme
of the main equation can be given as follows:

¥(p, 1, s) € [|0; MIJ* < [|0; L],

(3.1)
Where
02372 ry 0'21/2 TV, 0212 T 0'2V2 TV,
o = —L-L f=2L-h =P P g =242
oh oh o2h2 24 oh oh oh2 9
21;2 0.21/2
You = O+ B Amtr =24 2Ly

h? h?
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Proof. Applying Taylor’s formula to the copula C in the direction of 7 at order
1, we have :

C(z,v, 7+ A7) = C(z,v,7) + AT%’V’T) + €(AT) (3.2)
T
Rewriting equation (3.2), we obtain
oC(z,v,T) _ C(z,v, 7+ A7) — C(z,1,7) (A7) (3.3)

or h
Equation (3.3) can be approximated by finite difference as follows:
oC(z,v,7) _ Cpi' — Cyy
or - AT

Applying again Taylor’s formula to order 2 to the copula C in the x direction,
we have:

(3.4)

0C(z,v,T) N h_282C(x,V, T)

C(x+h,v,7)=C(z,v,7) + h 5 5 52

+e(h?)  (3.5)

and

IC(z,v,T) N h? PC(z, v, 7)
oz 2 0z?

Summing equations (3.5) and (3.6), we have the following:
9°C(z,v,7)  C(z+h,v,7)—2C(z,v,7) + C(x — h,v,T)

Jx? B h?
And doing the difference of Equations (3.5) and (3.6), we get:
oC(z,v,7) C(zx+ h,v,7)—C(x — h,v,T)

C(x — h,v,7) =C(x,v,7) — h +e(h?)  (3.6)

+e(h?)  (3.7)

ox - 2h (38)
The approximation by finite difference of Equation (3.7) is given as
*C(z,v,7) _ Cpay —2C, +C)
Ox? a h? (39)
and the approximation by finite difference of Equation (3.8) is given as
C CL,—C_
a (27 V? T) ~ p+17l 2h p 17l (310)
x
By reasoning similarly, we obtain that :
320(33, v, T) o C;,Hl - 202,1 + Cf;,lq (3'11)

ov? o h?
and

8C(:1c,y, 7_) C;)l+1 - C;)lfl
~ ’ : 12
ov 2h (3.12)
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By putting the finite difference approximations of the partial derivatives given by
Equations (3.4), (3.9), (3.10), (3.11) and (3.12) in the main equation of problem
(P), we have

s+1 s 2.2 (s s s 2.9 (s s s

AT 2 h? 2 h?
CS+1l - Cs—ll G, I+1 — G, -1 s
I, —— o P oy 22 o E— —rC;5, (3.13)
After some operations, we have,
2
S+1 o ’I“QTp O_QUI rl/l
i =50 (F - 3) o (-5 5

2,.2 2.9 2 2.2
< 2 e > Coi ( et 2_;) Cperi ( STE %) CP:’“]

By posing,

L ol Ty P L _ Oty | Ty I UL
P on2  op VT opz T ogp PP T op2 Tgp T gp2 g
2,.2 2.2
oL, o3y
L ER S
we deduce the result. O

For all (p,l,s) € [|0; M|]* x [|0; L|], the approximation of the boundary condi-
tions can be given as follow :

Co=C;,=0
. P 5 [ (3.14)
Cp,M - M and CM,l - M
And the initial condition is given as follow :
p
Cg,l =/ (M’ M) (3.15)

So the approximate problem of problem (P) can be given by :

S J— S — .
Cro=0Cg,=0;

(Prar):{ Opv = 3p

. C;,erl - ATOépCf,_l,l + ATBZC;l_l +(1-— AT%J)C;J + AT,upCZHJ + ATT]ZC;ZH
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Proposition 3.2. Let s € {0,1,...,L} and C* be a solution at time 7° of the
problem (Ppa-). The density function ¢® of the copula C° can be approximated
as given in the system (S).

( CS _ Cs _ Cs + Cs
s 1,041 41,1 141 4
=" S 2Lt (p,1) € {0,1, ..., M — 1}?
S _ S _ CS _ + Cs B
Cp = = L e {0,1, M~ 1)
Cp = p+1, p+1, ;le P pM—1 ifpe {01, ., M—1}
. Gl — Chiv—r — Climin + Clmi v
| MM T e

Proof. Our study concerns absolutely copulas. So, we have

0?C*(x,v)
g =—"7 3.16
(@, v) Ovox ( )
e To obtain the first equation, we apply a Taylor development off-center to the

right in the directions of x and v of Equation (3.16). More precisely, we have:
0 (C*(x+ h,v)—C*(z,v)

Az, v) = 5 .
_ 1 [0C(z+h,v) 0C(z,v)
~h v v
_ C@+hv+h)-C(x+hv) C(r,v+h)—Cz,v)
- h? - h?

In the discrete case, we have :

s s s s
S = CP+1J+1 Cp—i—l,l Cp,l+1 + Cp7l
pl h2

(3.17)

In our work, C* is a matrix of size (M + 1)? with indexing starting with 0. So,
equation (3.17) is valid if (p,1) € {0,1,..., M — 1}2.

e Using similar reasoning to the above point with off-center Taylor develop-
ments, to the left in the direction of x and to the right in the direction of v, then
to the right in the direction of x and to the left in the direction of v, we obtain
the second equation and the third equation respectively.

e Finally, off-center Taylor expansions to the left in the directions of x and v of
Equation (3.16) are used to obtain the last equation. O

Proposition 3.3. Let T > 0 and C € C**(I1* x [0;T]). The finite difference
scheme (Equation (3.1)) is consistent of order 1 in time and order 2 in space.
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Proof. Let Dy ar be the finite difference operator of the discretized equation
(Equation (3.1)) and D the partial derivative operator (Equation (1.4)), we have

C(z,v,7+ A1) = C ofa*C(z + h,v,7) =2C + C(z — h,v,7)

Dh,ATC<x7 v, T) = AT 9 h2

o C(z,v+h,7) — 2C + C(z,v — h,T) _TxC(x—i—h, v,7) = C(z —hv,7)

2 h? h

C hor)— Cle.v—h
Py S v+ ’T)h (@v=mh7) o (318

and

oC oix?0°C  02v? 9*C oC 0C
— re— —rv— +1rC

DC(I,V,T):E 2 02 2 0?0z ov

As C e C¥*(I%,[0;T]), we write the followings :

oC  (A7)?9*C(x,v,7)

C(z,v, T+ A7) =C+ ATE + 5.2 (3.19)
C(x+h,u,r):C+hg—S+%2(§7?+%3§7§+g—i% (3.20)
C(x—h,V,T):C—hZ—S+%2%27?—%3§T§+Z—z% (3.21)
C(x’V—Fh’T):Cth?)_S—F%Q?TS—F%g?T?jLS_z% (3.22)
C(x,u—h,T):C—haa—S+%2§TS—%3§’T(j+;—z% (3.23)

Introducing the results of Equations (3.19)-(3.23) into Equation (3.18), we obtain
the following:

9C o2220?C o22*C  9C  9C At 2C(z, v, 7)
— re—-—-rv—+rC+———=—

DyarC ==~ s v 2 o2

2’ PC(z,v,7) etV PC(z,v,T) B ,oix? *C(T,v,7) B L0302 0'C(x, 0, 7)
3 Ox3 24 ov3 24 Ozt 24 ovt
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As a result, we have

AT ||0*C(z, v, T) oiz? || *C(z, v, )
Dya,C-DC|| < —||—22 7~ h?—L -
IDr.a (S 2 or? - + 24 ox* ~
B2 osv? ||0AC(x, 7, 7)
24 ovt -
AT ||0*C(z, v, T) n* || ,0*C(z,v,7)
< ||/ - Z
- 2 or? o 24 ! oxt -
n? 0284C(x, U,T)
24 |2 ovt -
Consequently, the finite difference scheme (Equation (3.1)) is consistent of order
1 in time and order 2 in space. 0

Proposition 3.4. Let C be a copula verifying the main equation of Problem (P).
The finite difference scheme given by Equation (3.1) is stable if we have following,
(1) min(oy,09) > rs
T

(2) 72 S

where Tpax = lrgnag}&{a:p} and Vmax = 12?}%4{14}'

Thax01 T Viax03 + Th?
Proof. For all s € {0,1,..., N}, let us pose,

C = (Cila CS,D e C?\/[,b Ci?j E C}g\/l,2’ Ci,M’ E% C?\/[,M) = (CZ)ISkSMQ
From Equation (3.1), we can write the following:

‘C;}Ll < ‘AT%C;?LI + ArﬁlC;Fl +(1— AT’)/pJ)C;,l‘ + }ATMPCZHJ + ATmC;lH}

< AT |y 0271,1 + AT |5] C;,lfl + 1 — A7, Cz,z + {ATMPC;+1,I + AW?ZCZJH‘

If (1) holds, then a;, > 0 and f; > 0
oixl T

oz 212 = 2h o, >0
— — { />0
o3> ot Tty b=
2h? = 2h
and if (2) holds, then
1 Tinax | O3Vinax oz, | o3}
1—AT( 2 + 2 +7”>20 <= 1—AT(?+?+T>>O

<~ 1—AT’yp,lZO

So, we have :



384 H. TIEMTORE, R. BAGRE

max _|Ci™| < (1= A7(ap + B — )| + AT |y +m|) max |Cj

1<k<M? 1<k<M?2
2.2 9 9
oir, ov? rz, ry
< 1— A p 1% p o
= <‘ T(2h2 o Tan Tan )|t
2.2 5 9
01T o7V, re Ty
A p 171 p ] Cs
"o T o Ton Toan| ) e G
We have,
oral N ol T, LA oix) — rha, N osvt — rhy
Tt N\ op2 T op2 T Ton ) T 2h? 2h?

For all p,l € {1,...M —1},2, > x1 = h and v, > v, = h. Furthermore, if (1)
holds, we have

0%3:12) —rhx, >0 and o517 — rhy; > 0
As a result, we can write,
2
1

2 2.2
oL oiv rT Y
1Ay <1—A py iy M T
"ol = T(zh? om2 T on o

Using (3.24), we deduce that

2.2 2.2
01 o7V rx Ty
1— p 171 p > ()
Ar<2h2 o o Ty ) 2

and therefore,

2.2 2.2 2.2

2,2
oz o1V, rX Ty o1z o1y, rT Ty
1 A7 2P 2170 2P TN A 2T TP T
‘ T(2h2+2h2+2h+2h AT Tae T T
By using the definition of the infinite norm (Equation (2.9)), we have
IC" oo < 1C7[loc (3.25)
Summing (3.25) over s, we obtain:
1C°[loe < 1C°loo (3.26)
0J

Since the finite difference scheme (Equation (3.1)) is consistent (Proposition
3.3) and conditionally stable (Proposition 3.4), we deduce from Theorem 2.5 that
it is conditionally convergent.

Proposition 3.5. Let (C®)4~q be the copula sequence, solution of problem (Pp.ar).
(C®) converges uniformly to the copula C* if

(1) min{oy, 05} > r2
T

(2) 55 <

where C* satisfies,

1 D*C* D*C* oC* oC*
= (0%%2 + o3v? ) +rx +rv —rC*=0 (3.27)

22 (0} + 03) + rh?

max

2 0x? ov? ox ov
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Proof. Let C7; be the approximate solution by finite difference of C'.
Let’s say

Ap1=Cp1 = Gy,
We have :
s+1 s s+1 s
Apvl B Apvl — prl B Cp’l (3 28)
AT AT '
When the copula C* satisfies equation (3.27), we have :
oty A1 — 207, + A§—1,Z+U§V12 A — 280, + Az,l—1+r$ Apiis — A1
2 h? 2 h? ? 2h
A5 — A3
p,l+1 p,l—1 s
Ty 5 - rApl
2 h? 2 h2
Cs Qs Cs —Cs
+1,0 —1,0 1+1 1-1 s
ra,— o Pm oy 2 57 E— —rC,, (3.29)

If we differentiate equations (3.28) and (3.29), we have the following finite differ-
ence scheme:

s+1 _ As s s 2.2 AS _ s s
A:ml ApJ _ le Ap+1l 2Ap7l + Ap—l,l + PLd A10,l+1 2Ap,l + Ap,l—l

AT 2 h? 2 h?
A — A1y A — A% s
s A Pl gy =2 oh B— — A3, (3.30)
If (1) and (2) hold then reasoning similarly to the proof of Proposition 3.4, we
write the following:
max |A*(z,v)| < (1 —rA7)* max |A%z,v)] (3.31)

(x,v)el? (z,v)el?

Moreover, if (2) is true, then 0 < 1 —rA7 < 1. Thus, we can write :
|C*(x,v) — C*(z, )], < KO°
with 0 < ©® <1 and 0 < K < co. Therefore, we have :
|C*(z,v) — C*(z,v)|,, — 0
O

Proposition 3.6. Given an initial copula C° and a finite difference scheme given
by (3.1), if Ts denotes the Spearman correlation coefficient for the copula C* for
all s € N, then

3AT(M —1) 6ATM
MM +2) " M+2¥
where £ = AT(O’l +02—3r), \= (0% + 02)(M2 +M —1) —r(M —3) and

= (Mo? —r) ZC Vs (Mo; —7) ZCMZ
1=2

Terl = (1 +€>T +
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Proof. Let’s consider the sample {(xy, vx) }1<k<a+1 obtained by discretization of

1
steph:MOfxanduon].

xr = 0
Using Theorem 2.6, we can write
M+1 M+1
s+1
Tet1 (M+1 1220 — z,V)
p=1 =1
M M
_ s+1
- M+2 22 (Gl —am)
p:2 =2
12 M M
= m Z ATOépCp 11+A7-/6[ pl 1+(1_A7_’7pl)cpl+
p=2 1=2
AT, Cyqy + ATRCy ]
We have,
M M
33 (1 ArsCy = 3 Y1 - rANG ~ Ar S oy 4+ G
p=2 =2 p=2 =2 p=2 =2
(3.32)
After simple manipulations, we write the following:
M M M M
ATY S a,Ch =AY Y Gy — ATZQMHCMZ (3.33)
p=2 1=2 p=2 1=2 1=2
ATZZNP p+1l—ATZZ/~LP ICpl+ATZNMCM+1l (3.34)
p=2 1=2 p=2 =2
M M
ATZZ@C;I 1= ATZZ@HCN - ATZﬂMHCpM (3.35)
p=2 1=2 p=2 =2
M M M M M
AT S G =AY Y G+ AT G (3.36)
p=2 =2 p=2 =2 p=2

Doing (3.33) 4 (3.34), we obtain

ZZ vC, 1+ mChiy) Z Vpt1 + Hp-1) ZQM+1CM1+ZMMCM+11

p=2 1=2 p=2 1=2 1=2 1=2
(3.37)
and summing Equation (3.35) and Equation (3.36), we have
M M M M
(BCy 1 +mCyyyy) = (Bi—1 + m4+1)C Z Bru1C o + Z M Gy ari
p=2 1=2 p=2 =2

(3 38)
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As a result,

M M
Z Z (1 —rAT)) Cpl + ATZ Z Qpy1 — Qp — [y + ,up_l)C;J+

p=2 [=2 p2l2

Ts+1 -

M—|—2

M M
ATZZ Bivr = Bi—m+m-1)Cy, ATZ@MHCMZ + ATZ,UMCM-HI

p=2 =2 1=2 1=2
M M M M
ATZﬁMHC;M + ATZUMCZ,MH — Z pryl]
p=2 p=2 p=2 =2
M M
12 5 5 At(M -1)
= R R 1+ At(o] + 05 — 3r)] p; ZZZ — Tp1) —2 (piar + 1)+
M M
AT(O’%—FO’%—BT ZZ%’I,VI AT <QM+1ZCMl+ﬁM+1ZCPM>
p=2 1=2 p=2
3AT(M —1)
= [1 + AT(U% -+ 0’% — 37’)]—|—3 + m[(()’% + U%)(MQ + M — 1) — T(M — 3)]—
6ATM <Ny <N
M+2 <(MO% =) ZCP,M +(Moj ) ZCM,Z>
p=2 =2
By posing
¢ = Ar(o?+03—3r)
A = (0} +02)(M2 +M—-1)—r(M —3)
M
X = (Mo?2—r) Zc Moz —1)) Ciy,
1=2
we obtain the result. O

Proposition 3.7. Let &, A\, x be the parameters defined in Proposition 5.6 and C?*

a solution of the problem (P ar) with Spearman correlation coefficient T, s > 0.
Then

T,=(1+¢)° (To + ?) — ? (3.39)

where Tg is the Spearman rho of the initial copula C° and

BAT(M —1) 6ATM

A=
MOM+2) " M2t

Proof. According to Proposition 3.6, we have
Tenn=1+T:+A
Let
b:—? and ws = T4 —0
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Thus, we have

wsy1 = (1+ETs+A-b
(14+&(ws+b)+A—=b
= (1+&ws

We deduce that (w;) is a geometric suite of reason 1+ £ and first term wy. So
Ws = (1 + g)swo
As a result, we write the following:

Ts = (14+8&°we+0

3.2. Simulation with MATLAB. We present here the numerical results us-
ing Matlab software. For instants 7 we present the copula graph and associated
contour plots. These results allow us to clearly visualize the change in depen-
dency between the two underlyings over time, as well as the type and degree of
dependency existing between the two underlying assets. Finally, we present the
evolution of the Spearman correlation coefficient for several values of the param-
eters o1, 0o and r.

We need to choose an initial copula and the parameters o1, 09 and r for the
numerical calculation of the solution. However, the parameters must be chosen
in such a way that the stability conditions are satisfied. As parameters and dis-
cretization steps are linked, it is difficult to understand the impact of parameters
exclusively on the evolution of the copula. Our idea here is to visualize the vari-
ation of the copula over time.

For our study, we assume that the initial copula f is equal to the Franck copula
defined by :

(e —1)(e7™ —=1)
e’ —1

f(u7v>:_lln(1+ );77&0
Y

Figures 1 to 4 are obtained by setting o1 = 0.5, 0o = 0.3, r = 0.02, T" = 1,

AT = 100 and h = 10 We can clearly see the change in the solution over time
from moderate to weak negative dependence.



DYNAMICS OF DEPENDENCY

FIGURE 1. Graph (left) and contours (right) of the initial copula

(t1=0) for y=-3
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04

02

FIGURE 2. Graph (left) and contours (right) of the copula at 7 =

T

5

08

06

04

02

FIGURE 3. Graph (left) and contours (right) of the copula at 7 =

T.

389



390 H. TIEMTORE, R. BAGRE

FIGURE 4. Density of the initial solution (f = 0) on the left and
density of the final solution (7 = T') on the right.

Maintaining the initial copula and space step unchanged, we present in Figure
5a, bb and b5c, the evolution of Spearman’s correlation coefficient as a function
of parameters and time step. This illustrates more clearly the evolution of the

solution over time.
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4. CONCLUSION

This work consisted to the construction of a flexible evolutive copula for modeling
the joint random behavior of the underlying assets of a bivariate option. This
class of copula satisfies a 2-dimensional evolution partial differential equation
(Black-Scholes equation). It was preferable to use a numerical method, namely
the finite difference approach, in order to obtain an approximated solution, since
the analytical solution of such a problem is difficult to obtain. The numerical
scheme was shown to be convergent under certain conditions.
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