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Abstract

In this dissertation we derive and solve numerically a partial differential equation
(PDE) for the value of a weather derivative. We use historical data to suggest a
stochastic process that describes the evolution of temperature and cumulative heat-
ing degree days, and then use this process to derive a convection-diffusion PDE for
the value of a heating degree day option contract. This historical data is also used,
together with expectation theory, to derive a valuation result which we employ as a
boundary condition for our PDE. We investigate and implement various finite differ-
ence schemes, including the semi-Lagrangian method, for solving the PDE numerically.
Our numerical results are then compared with those produced by the more traditional
valuation techniques of Monte Carlo simulation and Burn Analysis.
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Chapter 1

Introduction

1.1 Background

A derivative is a financial instrument whose value depends on the value of other, more
basic underlying variables. For a weather derivative, the underlying variables are mea-
sures of the weather, for example precipitation or snowfall levels, wind speed or, most
commonly, temperature.

Weather derivatives are used to control the risks of naturally-arising exposures to
weather. Businesses subject to weather risk, and therefore likely to benefit from
weather derivatives, include energy producers and consumers, supermarket chains,
the leisure industry and agricultural industries.

The first transaction in the weather derivatives market took place in the US in 1997.
Many companies then decided to hedge their seasonal weather risk after experiencing
a serious loss of earnings during the very severe El Nino winter of 1997-98. Since then
the market for weather derivatives has expanded rapidly, largely driven by companies
in the energy sector. Although the market is still in its early stages, and is currently
not very active, the number of players and volume of trades continues to increase.

The most common type of weather derivative is a ‘Heating Degree Day’ (HDD) or
‘Cooling Degree Day’ (CDD) option. This contract provides the holder with a payoff
at the end of the contract period (at ‘expiry’) dependent on the excess of the period’s
cumulative Degree Days (HDD or CDD) over the ‘strike’ (for a ‘call’ option), or the
excess of the strike over the cumulative Degree Days (for a ‘put’ option). We define
these Degree Days and set out the precise form of the payoff for each type of contract
in the next section.

1.2 Definitions
The Heating Degree Days (HDD) on day ¢ are defined by
HDD; = max(18 — X;,0),

X maxy yomin ..
where X; = ~t—5—— is the average temperature measured on day 7 in degrees Cel-
cius, with X;*** and X" being the maximum and minimum measured temperatures



respectively on day 1.

Similarly, we define the Cooling Degree Days (CDD) on day i by

CDD; = max(X; — 18,0).

Suppose we have a contract period, 0 < ¢ < T, consisting of N days.

Then the
cumulative number of HDD and CDD for that period are

N
Hy = ZHDDZ- and
=1
N

Cny = ZCDDi respectively.
i=1

If we denote the strike level by K and the ‘tick size’ (the monetary value paid out per
degree Celcius) by tick, then the payoff for an uncapped HDD call or put option is

Py = max(Hy — K,0) X tick or
P, = max(K — Hy,0) x tick respectively,

and similarly for an uncapped CDD call or put option.

We will work with a purchased HDD put option as an example. We will now use S to
represent cumulative HDD, to be consistent with stock options, where the underlying
share price is usually represented by S. In addition, we will introduce a ‘payment cap’,

cap, which is included to avoid excessive payoffs on these contracts due to unusually
extreme weather conditions. Our payoff is therefore

P(S) = min{max(K — S,0) x tick, cap}.
This is graphed in Figure 1.1.

(1.1)

cap =l
S=K-capftick
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Figure 1.1: Payoff diagram for a purchased HDD put option



1.3 An Example C

ontract

We illustrate the previous definitions by setting out the indicative terms and condi-
tions of a real-life HDD put option contract. The contract below was prepared by
ABN Amro, but not actually traded. We shall attempt to value this example contract
using various methods in later chapters.

Contract Period:
Payment Cap:

Weather Unit:

Weather Index:

Strike Level:
Weather Station:

Daily Average Temperature:

Tick Size:

Party A Payments:

1 November 2002 up to and including 31 March 2003.
EUR 1,000,000.

On each day during the Contract Period, HDD rounded
to the nearest 0.1 degrees Celcius calculated as follows:
The Base Temperature for calculation of HDD is 18
degrees Celcius. If the Daily Average Temperature is
below 18 degrees Celcius, HDD is equal to the Base
Temperature minus the Daily Average Temperature. If
the Daily Average Temperature is 18 degrees Celcius or
above, HDD shall be zero.

The sum of all Weather Units in the Contract Period,
rounded to the nearest 0.1 degrees Celcius.

1,750 Weather Units.
Vlissingen (The Netherlands), WMO#:06310.

The average, rounded to the nearest 0.1 degrees Celcius,
of the maximum daily temperature and the minimum
daily temperature, as determined by the Dutch Met
Office (KNMI) at the Weather Station.

EUR 5,000 per Weather Unit.

If the Weather Index in the Contract Period is greater
than or equal to the Strike Level, the Party A Payment
is zero. Otherwise, the Party A Payment is equal to the
Tick Size multiplied by (Strike Level - Weather Index),
up to a maximum of the Payment Cap.

This can be summarised by the data

T = 151 (days),

K = 1750 (°C),
cap = 1000000 (Euros),
tick = 5000 (Euros per °C),




with the payoff satisfying (1.1).

1.4 Possible Valuation Methods

In order to determine a reasonable price which should be paid to acquire the weather
derivative, we need to be able to value the contract at time ¢ = 0 (the contract start
date).

The traditional method for valuing options is via the Black-Scholes model. Unfor-
tunately, this model is based on certain assumptions that do not apply realistically to
weather derivatives, the most fundamental of these being the assumption of a tradeable
underlying commodity. The underlying variables for weather derivatives, for example
temperature, are not themselves tradeable in a market, and so the theory applied in
the derivation of the Black-Scholes formula (see Black and Scholes [3]) is not valid.

Degree Day weather options tend therefore to be valued by developing models for
either temperature or cumulative Degree Days, and then running simulations based
on Monte Carlo methods or on historical data (Burn Analysis).

In this dissertation, we will develop new valuation methods based on the numerical
solution of partial differential equations (PDE’s) and use these to value the example
contract in the previous section. We start in Chapter 2 by analysing the relevant
historical temperature data, and from this, make some conclusions on the distribution
of the HDD and temperature data. In Chapter 3, we use these conclusions together
with expectation theory to derive a formula for our contract value. In Chapter 4, we
again use the results from Chapter 2, this time to derive a partial differential equation
(PDE) satisfied by the option value. Chapters 5, 6, 7 and 8 are concerned with the
numerical solution of this PDE. In Chaper 9, we demonstrate the results of Monte
Carlo simulations and Burn Analysis, to enable a final comparison with our previous
methods.



Chapter 2

Analysis of Historical
Temperature Data for the
Example Contract

2.1 Introduction

Although an active or ‘liquid’ market does not yet exist for weather derivatives, we do
have access to extensive historical weather data. This means that weather derivative
models tend to be calibrated to past data. To be able to value our example contract
described in section 1.3, we therefore need to analyse the relevant historical tempera-
ture data.

We have accessed the last fifty years’ daily maximum and minimum temperatures
for Vlissingen, The Netherlands, (the weather station of the example contract in
section 1.3) from the Royal Netherlands Meteorological Institute website!. From this
data we have calculated the daily average temperatures and Heating Degree Days
(HDD) for each day in our contract period (1 November to 31 March inclusive), for
each of the last fifty years.

We have then developed and tested various hypotheses about the distribution of the
average temperature and HDD data, the results of which we will use in later chapters
when we develop models for valuing our weather derivatives contract.

2.2 Hypotheses and Results

Hypothesis 1: The cumulative HDD for the contract period are normally distributed.

This hypothesis is claimed to be valid in McIntyre [11]. In our case, we have cal-
culated the cumulative HDD for the contract period for the last fifty years, prorating
the values by one day for leap years. We have then tested our hypothesis by performing
a x? test at the 5% level. The result of this test is that the observed distribution of

1www.knmi.nl



cumulative HDD is consistent with the normal distribution. We can see the closeness
of fit of the observed distribution to the normal distribution from Figure 2.1.
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Figure 2.1: Cumulative HDD distribution for Vlissingen

We have calculated the mean (m) and standard deviation (s) of this cumulative HDD
distribution for use in later chapters. We obtain

m = 1966.4 (°C) and
s = 188.5 (°C).

Hypothesis 2: The daily increments in average temperature are normally distributed.

We have tested this hypothesis by performing Jarque-Bera tests (at the 5% level)
for goodness of fit to a normal distribution, using Matlab. (This is computationally
more efficient than x? tests since we are performing the test for each of 151 daily
increments). The results of these tests are that our hypothesis can not be rejected
for 88% of the days in the contract period. Since such a high proportion of the daily
increments have distributions consistent with the normal distribution, we will make
the approximation that all daily increments in average temperature are normally dis-
tributed, that is, we assume that our hypothesis is true.

To use this hypothesis in valuing our example contract, we will need to know the mean
and standard deviation of the average temperature increments for each day in the con-
tract period. We deduce from the apparent random behaviour of the arithmetic mean
(over the last fifty years) daily temperature increments in Figure 2.2 that a single day
is too short a period for one to observe the seasonal trend in average temperature.
Therefore, as is industry practice, we calculate the mean and standard deviation of
each day’s increment using a 30 day rolling average, exponentially weighted to give
older temperature increments less weight than more recent increments. This is known
as the ‘Exponentially Weighted Moving Average’ or EWMA (see Clewlow and Strick-
land [5]).



We calculate the standard deviation of the (N + 1)th daily increment by

1 N

SN+1 = 721\; N ZAN%(%‘ —m)?

i=1 =1

¢

N
(1= XD AN=i(z; —m)?,
=1

using
N N
IR P
i=1 i=1
11— AN
D)
1
1= )
where z;, ¢ = 1,2,3,..., N is the arithmetic mean (based on 50 years of historical
data) temperature increment of day i, m is the arithmetic mean of x1, zo,...,zy and

A (0 < A < 1) is the decay factor which determines the relative weight given to older
increments.

Similarly, we calculate the mean of the (N + 1)th daily increment by

1

N
N—i
MN+1 = SN o E AN Ty
i AN

N
(1=X)> AV,
=1

1

We have taken the decay factor, A, to be equal to 0.78. (Clewlow and Strickland [5]
illustrates typical optimal decay factors for the prices of energy commodities, and these
lie in the range 0.78 < A < 0.98. We would expect temperature increments to show
the maximum possible seasonality, and so we require the minimum possible relative
weight to be given to older days’ increments, and hence the minimum possible decay
factor.)

We see from Figure 2.2 that the EWMA mean does reflect seasonality, in that it
is generally negative in the first half of the contract period (when the average temper-
ature is decreasing) and generally positive in the second half of the contract period
(when the average temperature is increasing).
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Figure 2.2: Mean daily increments in average temperature for Vlissingen

Hypothesis 3: The daily increments in cumulative HDD are normally distributed.

As for Hypothesis 2, we have performed Jarque-Bera tests (at the 5% level) for good-
ness of fit to a normal distribution, using Matlab. In this case, we find that our
hypothesis can not be rejected for 78% of the days in the contract period. Although
this percentage is not as high as for the temperature increment test, we still consider
this to be sufficiently high a proportion that we can assume all daily increments in
cumulative HDD to be normally distributed, and hence we assume that our hypothesis
is true. The main reason that the daily increments in cumulative HDD do not fit a
normal distribution as well as those in temperature is that the former show a long-term
trend. The daily increments in cumulative HDD are just the daily HDD, which are
defined by

HDD; = max(18 — X3, 0),

where X; is the average temperature of day i¢. For the winter contract period, we
generally have X; < 18 and so

HDD,; =18 — Xj;.

Therefore these increments show a long-term trend equal and opposite to that of the
average temperature. This is illustrated for an example daily increment in Figure 2.3.
We will discuss reasons for the long-term trend in average temperature in the next
section.

For the calculation of the mean and standard deviation of the daily cumulative HDD
increments, we note that, unlike for the daily temperature increments, the arithmetic
mean (over the last fifty years) daily cumulative HDD increments do demonstrate a
seasonal trend, since these increments are the daily HDD themselves. (See Figure 2.4).
We see that the arithmetic mean of the daily HDD increases to the middle of the con-
tract period (middle of winter), when the temperature is coldest, and then decreases
as the temperature increases. This is consistent with the seasonality shown by the
EWMA mean daily temperature increments in Figure 2.2. This implies that a single
day is not too short a period for one to observe a trend in cumulative HDD, and so we
can calculate our mean and standard deviation of the daily increments in the standard
way.
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2.3

Problems with the Analysis of Historical Tem-
perature Data

We note here some general issues with the collection and analysis of historical temper-
ature data (see Nelken [14]), and their application to our historical data analysis:

1.

Even when the data is available, there may be missing data or errors. The
historical data may therefore have to be ‘cleansed’. Our data source contained
no gaps and no obvious anomalies, and so has not been adjusted in this respect.

In aleap year, the winter contract period contains an extra day. We have adjusted
for this in our analysis of cumulative HDD above.

The weather station may have been moved due to construction, or may have
been subject to other external factors (for example it may have originally been



Average Temperature (degrees C)

in the sun and now be in the shade, or vice versa). This was not apparent from
our data source.

. It is not clear how many years of historical data should be considered. Dischel

[6] states that fifty years is preferred (as per our analysis in the previous section),
but in other cases only ten or twenty years of data are used.

. Many cities exhibit the ‘urban island effect’, where, due to heavy industrial ac-

tivity, the weather gradually becomes warmer in that area. The global warming
effect is also apparent all over the world. We have graphed the average tem-
perature for the contract period for the last fifty years (see Figure 2.5), and
observed that an increase of almost 2 °C (from 4.1°C to 5.9 °C) appears to have
occurred. It may therefore be reasonable to linearly shift the earlier temperature
data upwards by 1 —2°C. Since this linear shift is very subjective, we have not
attempted to alter our data in such a way, but note that this is a factor that
may lead to inaccuracies in our contract valuation.

1 I
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R \q@?‘ & & &

A0 o o O &
e \‘5\ \LS\ \":‘\ '\"S\ R

Year

Figure 2.5: Average temperature trend for Vlissingen

6. There are extreme weather patterns that occur in some years, most notably the

El Nino and La Nina, which, although directly affecting the water temperatures
in the eastern and central equatorial Pacific Ocean, also have important con-
sequences for weather and climate around the globe. Since these occur fairly
frequently (El Nino approximately every two to seven years) and their impact
on Europe is very difficult to quantify, we have not adjusted our historical data
for these events.
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Chapter 3

An Expectation-Based
Formula

3.1 Introduction

In this chapter, we derive a similar result to that quoted in McIntyre [11], for the value
of an HDD put option. The derivation makes the assumption, consistent with the re-
sults of the temperature analysis in the previous chapter, that the cumulative Heating
Degree Days (HDD) over the life of a contract are normally distributed. The value of
the option is then calculated as being the expected payoff of the option, appropriately
discounted to account for the time value of money.

After proving this result, we apply the formula to the example contract in section
1.3, to obtain a value for this option at the contract start date.
3.2 Derivation of the Formula

We consider a general HDD put option, and use the notation set out on page vi. In
addition, we define

St = the cumulative number of HDD at time ¢t = T' (the end of the contract),
P(St) = the option payoff at time ¢t = T, neglecting the tick size and payment cap,

that is,
P(St) = max(K — St,0), (3.1)

and

V' = the option value at time ¢ = 0 (the contract start date), neglecting the tick
size and payment cap.

(We will use P*(St) and V* to represent the option payoff and value when the tick
size and payment cap are taken into consideration.)

11



We assume that Sp is a normally distributed random variable with mean m and
standard deviation s, which means that St has probability density function

fla) = S\/lﬂe*u (3.2)

Then, neglecting the tick size and payment cap until later, since the value of the option
is the discounted expected payoff, we have

V = e "TE[P(S7)]

—+o0
= e_rT/ P(z)f(x)dx
— 00
e—rT +oo (w—m)2
= max(K —z,0)e” " 22 dx
sV2m J o

(substituting from (3.1) and (3.2)), where r is the continuously-compounded annu-
alised risk-free interest rate.

Since

K-z ifa<K

max(K_x’O):{o ifr>K °

we can write the previous expression for V' as

e—rT K 2

(x=m)

V= (K —z)e” 22 dux. (3.3)

SV2m J o

If we define

then we have

r =sz+m, and
dxr = sdz

and, making a change of variable from z to z in (3.3) gives

K—m
e—rT S 2
V= (K —sz—m)e” 2 sdz
SV2T J—co
T T 2 T T 2
= K—m)e”2dz — sze 2 dz
V2T J oo ( ) V2T J oo
T = 22 se” T 22755
=e " (K—m / e zdz + {6_7}
Ko ) L T var 17
K—m T

1 se

=e "T(K —m) /ﬂ: mefédz + Nz e 22
=T {(K — m)N <K;m> + s2f(K)} , (3.4)

12



22
where N(x) = \/% ffoo e~ 7 dz is the cumulative standard normal distribution func-
tion, and f(z) is the normal probability density function defined in (3.2).

We now recall that the actual payoff of the option, including the tick size and payment
cap is
P*(St) = min {max(K — St,0) X tick, cap},

and so the actual value is
V* = e "TE[P*(ST)]

= ¢ "' [min {max(K — Sr,0) x tick, cap}]

min {e"""E [max(K — St,0)] x tick, efTTcap}

= min{V x tick,e " cap}.

We can therefore incorporate the tick size and payment cap in (3.4) to give a final
value for the HDD put option at time ¢ = O:

V* = e~ min { ((K —m)N (K;m> + szf(K)) x tick:,cap} . (3.5)

3.3 Valuation of the Example Contract in Section 1.3

For our example contract in section 1.3, we have

T = 151 (days),

K = 1750 (°C),
cap = 1000000 (Euros), and
tick = 5000 (Euros per °C).

Also, from our historical temperature data analysis in Chapter 2, we have

m = 1966.4 (°C), and
s = 188.5 (°C).

We will assume an annual risk-free interest rate of 5%.

These values mean that £=™ = -1.1480 (to 4 d.p.), and hence that

S

N (E=m) = 0.1255 (to 4 d.p.).

S

Also, we can calculate f(K) = f(1750) = 0.0011 (to 4 d.p.).

13



Therefore, using formula (3.5), we obtain

15

V* = ¢~ 0052585 min {(((1750 — 1966.4) x 0.1255) + (188.52 x 0.0011)) x 5000, 1000000}
= 58415.

This shows that our expectation-based formula values the example contract in section 1.3
at 58,415 Euros at the start of the contract.

14



Chapter 4

A PDE for the Value of an
HDD Put Option

4.1 Introduction

In this chapter, we will use Z; to represent either the cumulative Heating Degree Days
(HDD) or the temperature at time ¢, and derive a general PDE for the value of an
HDD put option.

We will assume that Z; satisfies the Stochastic Differential Equation (SDE)
dZ, = pdt + o, dW,,  Zo=Z, (4.1)
where p; is the expected drift rate at time ¢, oy is the volatility at time ¢ of the cumu-

lative HDD / temperature (as appropriate), and dW is a standard Wiener process.

We can make this assumption, since (4.1) is equivalent to the expression

~

Ziyne — Zy = At + o (Wi ae — W), Zy =72,
as At — 0, which implies, by the definition of the standard Wiener process that
Zt—i—At — Zt ~ N(‘U,tAt, otV At) (42)

(since Wyypar — Wy ~ e/ At as At — 0, where ¢ ~ N(0,1)). This is consistent with our
data analysis in Chapter 2, which showed that it is reasonable to assume that the daily
increments in both cumulative HDD and average temperature are normally distributed.

We will also assume that the value of our HDD put option at time ¢t = 0 (the contract
start date) is given by V(2 ,T), where T is the expiry time of the contract. We use
the notation set out on page vi for the risk-free rate (r) and the strike, tick size and
payment cap of the option (K, tick and cap respectively).

4.2 Derivation of the PDE

Brody et al [4] derived a PDE for the value of an HDD swap, where the tempera-
ture was assumed to follow a fractional Orstein-Uhlenbeck (mean-reverting) process.

15



Here we follow the same approach, but for an HDD put option, with the underlying
cumulative HDD / temperature assumed to evolve according to the SDE (4.1). This
derivation is more general than that given in Brody et al [4], in particular with regard
to the inclusion of a generalised payoff function.

Theorem 1 Suppose that w : R x [0,T] — R is a twice continuously differentiable
function with bounded derivatives, satisfying the parabolic PDE

1
—wr(2,7) —rw(z,7) + pr—rw,(z,7) + 50%_Twzz(z,7') =0, (4.3)

with the initial condition
w(z,0) = P(2), (4.4)

where P(z) is the payoff of the option. Then
V(Z,T) =w(Z,T). (4.5)

Proof First we integrate SDE (4.1) from 0 to ¢ to give

Zi=7+ /Ot psds + /Ot o dW. (4.6)
We now define the process
= /Ot osdW (4.7)
and the function .
font)y=2 +/0 pusds + 1. (4.8)
Then (4.6),(4.7)and (4.8) imply that
Zy = f(ng, t). (4.9)
Let us consider the function g of two variables, defined by
g(nt) = e "w(f(n,1), T — 1), (4.10)

where f(n,t) is given by (4.8) and w(z, 7) is the function introduced in Theorem 1.

We first note that partial differentiation of (4.10) gives the following results:

gn(n,1) = e "w(f(n,1), T —t), (4.11)

Gnn (1, 1) = e "w..(f(n,t), T —t), and (4.12)
gi(n,t) = e " [=rw(f(n, 1), T —t) + w.(f(n,8), T — t)pue

—w-(f(n,1), T —t)]. (4.13)

Now, by applying It6’s Lemma in integral form (see equation (A.4) of Appendix A) to
g(ne,t) when 7, follows the process (4.7), we obtain

t 1 t
o010 =90.0) + [ {09+ Gom()a? b st [ oyt oam.
0 0
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At time ¢t = T this becomes

T T
1
o) =900+ [ {atn.0) + o002 b+ [ aata v

Substituting for g, g, g,y and g from (4.10),(4.11),(4.12) and (4.13) gives

T
T, T).0) = wl(F0,0, 1)+ [ e = ralm). T~
0

(£ 1), T = Oy — o (F 1), T — 1) e

1

T
by [ e ). T~ ot
0

T
+ / e_rth (f(’l]t, t), T— t)O’tth.
0
From the definition of f in (4.8) and the fact that Z, = f(n,t) from (4.9), we have

~

T
e " Tw(Zr,0) = w(Z,T) —|—/ e_”{ —rw(Zy, T —t) + w (Ze, T — t) s
0

1
o (Ze,T =) + 5w (20, T = t)af}dt

T
+ / e "W, (Zy, T — t) o dW;. (4.14)
0

Taking expectations of both sides of (4.14), and using the fact that

E l/o qb(t)th] =0

for a Wiener process dW; and any bounded, suitably measurable function ¢(t) (see
Jackel [10]), we deduce that

T
e TR [w(Zr,0)] = w(Z,T)+E / e‘”{ —rw(Zy, T —t) +w, (Zy, T — t) i
0

1
—wr (Zy, T —t) + §wzz(zt, T — t)af}dt] : (4.15)

Now, we know that the value of our HDD put option at time ¢ = 0 must be equal to
the expected value of the payoff from the option, discounted back in time, that is,

V(Z,T)=E[e"TP(Zr)]. (4.16)

We now add (4.16) ‘side by side’ to (4.15), to give
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R R T
V(Z,T)+ e "TE[w(Zr,0)] =w(Z,T) + E / e*”{ —rw(Z, T — 1)
0

1
—l—wz(Zt,T — t)/,Lt — WT(Zt,T — t) + inZ(Zt,T — t)O'tQ}dt‘|

+E [e"TP(Zr)] .
Rearranging, we get

V(Z,T)+ e "TE [w(Zr,0) — P(Z1)]

T
/ 67”{ —rw(Zy, T —t)
0

1
0 (20, T = ) = wr (20, T = 1) + 52 (%, T = t)af}dt] . (4.17)

=w(Z,T)+E

Putting ¢ =T — 7 and Z; = z, (4.17) becomes

~

V(Z,T)+ e "TE [w(z,0) — P(2)] = w(Z,T)

+E
0 2

T
. 1
/ 6—7(T—7'){ —rw(z,7) t w2, T)ur—r — wr(2,7) + —w.. (2, T)U%T}dT] .

Therefore by defining w(z, 7) to satisfy PDE (4.3) and initial condition (4.4), we obtain
the result (4.5), as required. O

4.3 Boundary Conditions

In order to solve the PDE (4.3) numerically, we require in addition to initial condition
(4.4), two boundary conditions on z ! (as the PDE is first order in 7 and second order
in z). Since we substituted z for Z;, z represents cumulative HDD / temperature (as
appropriate) over the life of the contract.

We will investigate these boundary conditions further in subsequent chapters, but
for now we will assume that the boundary conditions take the form

w(z1,7) = B, (4.18)

and
w(z2,T) = Ba. (4.19)

Equation (4.5) of Theorem 1 equates w to the option value when 7 =T (¢ = 0), and
the initial condition (4.4) equates w to the option payoff (i.e. option value) at time
7 =0 (t =T). Therefore, although it is not explicitly stated in Theorem 1, it appears
reasonable that w(z,7) may be assumed to represent the value of the option at time
t = T — 7, when the cumulative HDD / temperature equals z. We will therefore
assume that the boundary values By and Bs represent the value of the option when
the cumulative HDD / temperature equals z; and zo respectively.

INote that Brody et al [4] did not attempt to solve their PDE numerically and therefore did not
consider boundary conditions.
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4.4 Transformation of the PDE and Initial/Boundary
Conditions

We set out to transform our PDE into one which is more easy to solve numerically.

From equation (4.3), we have

1
2
Wr = 507 _ Wz — TW + U7 —7W5,

2
and from (4.4), (4.18) and (4.19) we have the initial and boundary conditions:

If we make the transformation
w=e""u(z,T),

the PDE becomes

1
au + Uy = 50%_71122 —TU+ pr—rUs.
By choosing a = —r, we obtain
1,
U, = §UT—Tuzz + pr_ruy, (4.20)

with transformed initial and boundary conditions

u(z,0) = P(z2), (4.21)
u(z1,7) = €7 By, and (4.22)
u(z2,7) = €7 Ba. (4.23)

Our option value at time ¢ = 0, V(?7 T), is then given by

V(Z,T)=w(Z,T) =e"Tu(Z,T). (4.24)

Equation (4.20) is a linear parabolic PDE with time-dependent coefficients, which may
also be referred to as a convection-diffusion PDE (see Morton [12]). In the next chapter,
we will assess the accuracy and stability of various finite difference schemes which may
be used to solve this PDE numerically. In later chapters, we will apply these numerical
methods to value our example contract described in section 1.3, when z represents
cumulative HDD (Chapters 6 and 7) and temperature (Chapter 8) respectively.
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Chapter 5

Accuracy and Stability of
Numerical Schemes

5.1 Possible Numerical Schemes

Here we set out various finite difference schemes which may be proposed to provide a
numerical solution to our PDE (4.20):

1
2
Ur = §UT77—uzz + pr—ru,.

We make the approximation
ul >~ u(zj,n),

where z; = jAz, 7, = nAT.
Possible schemes then include the following:

1. Explicit Central-Difference:

n+1 n
U; — = Uy 1 1
J J 2 n n n
TAr  90T-m (A2)? (W1 = 2uj +uj )
+/J“T—Tn 2A 2 (u?—‘rl - uj—l) (5 1)

2. Implicit Central-Difference:

it -1 1
j i _ 1o +1 +1 +1
T AT 27T (A2 (5 = 2™ i)
1 1 1
THUT 7 5 (ujiy —ufty). (5:2)
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3. Crank-Nicolson:

n+1 n
Uy~ = Uy 1 1
J J 2 n n n
A T2 {2JTT“(Az)2(uj“ — 2uj i)
1 1 n n n
# 57 e - 200 |
1 1 n "
T3V aas W T

4. Crank-Nicolson with Downwind/Upwind Convection:

n+1 n
R R
AT 2|2 17 (Az)2t T
+ 1 2 1 n+l 2

+

5.2 Accuracy and Stability Results

OT 7041 (Az)2 (uj+1

)} . (5.3)

—2uf +uj_,)

n+1 n+1
i T “jl)}

nr-raaz (Wi —uf) if pr—r, >0

(5.4)

e (u;7 - u?_l) if ppr—r, <O0.

For each of the above schemes, we have determined the scheme’s accuracy by calcu-
lating the truncation error, and investigated the scheme’s stability by ‘freezing’ the
coefficients in time and then performing Fourier stability analysis. (See the following
section for an example of these calculations.) The results are as follows:

Scheme

Accuracy

Fourier Stability

Explicit Central-Difference

Implicit Central-Difference

Crank-Nicolson

Crank-Nicolson with
Downwind/Upwind Convection

O(AT) 4+ 0((Az)?)

O(AT) + 0((Az)?)

O((A7)?) + O((Az)?)

O(A7) + O(Az)

Stable if
max,, (07._,. JAT < (Az)?
and max,, |pur—r, |AT < Az

Unconditionally Stable
Unconditionally Stable

Stable if
max,, |pr—., |AT < Az
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We can see from these results that the Crank-Nicolson scheme (5.3) has the greatest
level of accuracy whilst also being unconditionally Fourier stable. This is therefore
the preferred scheme out of those listed in the previous table. In the next section, we
detail the accuracy and stability calculations for this chosen scheme, and in Chapter 6,
we demonstrate how this scheme is implemented to approximately solve our PDE.

5.3 Accuracy and Stability Calculations for the Crank-
Nicolson Scheme

5.3.1 Accuracy

We define the discrete linear operator, Ly, by

n+1 n
wtt—ut 1 (1 1
n _— _J J 2 n n n
Lty === =3 {2 T TRgye (W T 20 )
1
2 n+1 n+1 n+1
+ 30T 102 (AZ)Q(uj+1 —2u;" + jl)}

1 n n
Firon g - (5.5

Then the truncation error, €7, is defined to be

= Lpu(zj, ™) — Lyuf
— Luu(z, ), (5.:6)

since Lpu = 0 by definition.

Combining (5.5) and (5.6), we obtain

€ = Ai (u(jAz, (n+ 1)AT) — u(jAz,nAT))
T
_4(22)20%7% (u((j+1)Az,nAT) — 2u(jAz,nAT) + u((j — 1) Az, nAT))
1 2

_WO-Tf'ran‘r (u((] + ].)AZ’ (TL + 1)AT)

—2u(jAz, (n+ 1)AT) +u((j — 1)Az, (n + 1)AT))
1 (@(( + DAz nAT) — u((j — 1)Az nA7))

4Az HT—n

7i,UJT—Tn—AT (u((F+ 1Az, (n+1)AT) —u((j — 1)Az, (n+ 1)AT)). (5.7)
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We expand (5.7) about (jAz,nA7) using Taylor series, and collect coefficients of pow-
ers of Az and AT to give

L, T 2 L o
€ = (U-,— - §O-T—TUZZ - ,U/Tfruz) + 7 Urr — §O-T77—’U’ZZT + §UT77uzz — BT —7Uzr

1 1 1 5 1 o
+,U//T-ruz> + (AT)Q <6u'r7"r - go'%—TUZZTT + Zo—’%f-ruzz‘r - ga%fruzz

1 ]‘ / 1 1
— = UT—Uprr + = Uyr — — U
4NT TUzrr QﬂT—T 2T 4ILLT—T z

1 1
—|—(AZ)2 (_MU%—TUZZZZ - G,UT—Tuzzz) + - (5.8)

(using u and 7 to represent u(jAz, nA7) and 7, respectively, and 02, 02", 1/ and p”
to represent the first and second derivatives of 0 and u with respect to 7).

We note that the first bracket of expression (5.8) is zero from the definition of the
PDE itself, and the second bracket is equal to the derivative of the first bracket with
respect to 7, and therefore also zero.

We therefore have
1 1 o 1 o
€ = (AT)? (GUTTT - ga%—ruzzv + 1‘7%—7—“227 - ga%—ruzz

1 1, 1,
_ZMTfTuZTT + §MT77—UZT - 4MT77—’U/Z

1 1
+(AZ)2 <_240%fruzzzz - 6/~LT7-Uzzz) +---, (59)

that is, ¢/ = O((A7)?) + O((Az)?), which implies that scheme (5.3) is second order

accurate in both 7 and z.

5.3.2 Stability

Since stability is a local phenomenon, we investigate the scheme with the time-dependent
coeflicients fixed at 7 = 7, say. Because the coefficients only vary slowly in time, this
is not an overly restrictive assumption. We set

AT

L

A= 10T e and
1 AT

v 4/1/T7T0A )

and the scheme becomes

n+l __  n __ n _ n n n+l n+1 n+1
u; ul = Mujyq —2ul +uj_q + ully = 2uT + ujq)
n n n+1 n+1
Fr(ufyy —uj_q +ujly —uity).
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Using the Fourier method, we now let u} = a,e™2% where a is a function of 7 only,

and substitute this into the scheme to obtain

Ung1 — Gn = A (an(eikAz ) +€—ikAz) 4 an+1(eikAz —24 e—ikAz))

+v (an(eikAz o efik:Az) + an+1(eikAz o efik:Az))

= —4\ (an sin? (k?z) + apt1 sin? (k;‘Z))

+2iv (ap, sin (kAz) + ap41 sin (kAz)).

We can rearrange this to give
an+1 = G(k)ay,

where

1 —4Xsin® (592) 4 2ivsin (kAz)
1+ 4\sin? (E22) — 2ivsin (kAz)

G(k)

Do

2
is the amplification factor.

For Fourier stability, we require |G(k)| < 1 so that

‘ 1 — 4\sin? (kjﬁz) + 2ivsin (kAz)

< ‘ 1 + 4\ sin? <k§2) — 2ivsin (kAz) |,

that is, we require

kA kA
1 — 8\sin? ( 5 Z) + 16A? sin* < 5 z> + 402 sin? (kAz) <

1+ 8\sin? (k?z) + 16A% sin* (kﬁz) + 4% sin? (kAz),

which is clearly satisfied for all A, v and k since
kA
16 sin? (;) > 0.

Therefore the Crank-Nicolson scheme (5.3) is unconditionally Fourier stable.
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Chapter 6

Solution of the PDE for
Cumulative HDD

6.1 Introduction

We consider the general PDE set out in equation (4.20) of Chapter 4, and now assume
that the independent variable z represents cumulative HDD. We therefore replace z
by S, to be consistent with our previous notation, and the PDE (4.20) becomes

L,
Uy = §O'T_.,_USS + HT-rUs, (6.1)

with initial and boundary conditions

u(S,0) = P(9), (6.2)
u(S1,7) = €7 By, and (6.3)
u(Sa,7) = €7 Bs. (6.4)

(Here P(S) is the option payoff, and By, Bs will be taken to be the option value at
S = 51, S = S5 respectively.)
By the definition of the option, we have

P(S) = min {max(K — S,0) x tick, cap}
(see equation (1.1)), which completes our initial condition.
Since HDD are positive (by definition), we know that S > 0 at all points in time.
Also since S is cumulative, if S > K at any time during the contract, we will have
S > K at expiry, and hence a zero payoff. This means that we are only required to
solve for u in the region 0 < § < K.
We therefore have

S, =0,
Sy = K, By=0.



The value of Bj is less obvious. If S = 0 at time t = T — 7, this simply tells us that
the temperature has been greater than or equal to 18 °C (no HDD have occurred) up
to time t. The option payoff is greater for smaller values of S at expiry. This implies
that if S = 0 at ¢t = to, the value of the option would be expected to be greater than if
S=0att=t;,0<t <ty <T (since if S =0 later in the contract period, the value
to which S accumulates by the expiry date would be expected to be lower, and hence
the payoff higher, than if S = 0 earlier in the contract period). The boundary value
B; is therefore an increasing function of time ¢, or a decreasing function of 7 =T —¢.

To determine this function B;(7), we will return to the expectation approach ex-
amined in Chapter 3, and apply formula (3.5). Recall that we defined St to be the
cumulative number of HDD at the end of the contract, and that we assumed St to
be normally distributed with mean m and standard deviation s. Now, if S =0 at a
time ¢t =T — 7 from the start of the contract, Sp will accumulate over a time period
of length 7 = T — ¢, rather than a period of length T'. We therefore assume that the
mean and standard deviation of St will be reduced linearly from m and s to 7m and
75 respectively in formula (3.5). The discount factor e~ T will become e~"", since we
are now only discounting back to the time ¢t = T"— 7 rather than to the time ¢ = 0.

—TrT

Hence we obtain the expression

Bi(7) = " min { ((K - %m)N <K8Tm> + 72s2f(1r()) x tick:,cap} .

T 2
T T

Using these expressions and values for P(S), Sy, S2, By and Bs, our initial and bound-
ary conditions in equations (6.2), (6.3) and (6.4) become

u(S,0) = min {max(K — 8,0) x tick, cap}, (6.5)
u(0,7) = min{((K - %m)N (K_Ts;m> + ;Z sQf(K)) x tick:,cap}, (6.6)
w(K,7) = 0, : (6.7)

for0<S<K,0<7<T.

From equation (4.24) of Chapter 4, our option value at time t = 0, V(§7 T), is given
by
V(S,T)=e""u(S,T),

where § = Sp. Since S is cumulative, Sy = 0, and therefore our option value at time
t=0Iis R

V(S,T) = e "u(0,T).
This means that the result produced by the PDE for the option value at time ¢t = 0 is
determined by the boundary condition u(0,7), and will therefore be exactly equal to
that given by the expectation formula (3.5).

However, as described in section 4.3, it appears reasonable that w(S,7) = e ""u(S, 7)
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may be assumed to represent the value of the option at time ¢ = T' — 7, when the
cumulative HDD equals S. Therefore by solving the PDE for u(S,7) in the region
0<S<K,0<7<T, we hope to gain information about the evolution of the option
value during the contract period, rather than achieving a value for the option at time
t = 0 only.

This is beneficial since in reality weather derivatives such as our HDD put option
tend to be traded during the contract period, and hence may need to be valued at any
time ¢, 0 < ¢t < T. Mid-contract valuation is also necessary for a company to establish
the value of its option portfolio at a point in time.

6.2 Numerical Solution

We will show how we implement the Crank-Nicolson scheme analysed in Chapter 5 to
solve PDE (6.1) with initial and boundary conditions (6.5), (6.6) and (6.7).

The scheme is

n+1 n
U; = Uy 111 1
J J 2 n n n
TAr 2 {z”Twle 2 )
1 2 1 n+1 n+1 n+1
30T (AS) (ujfy —2uj™ +uiTy)

where u} ~ u(Sj,7,), Sj = jAS, 7, = nAr.

If we set
15 AT
)\n = ZUT_TWW7 and
_ L, A
Vn = 4NJT—7'7,, AS’

the scheme becomes

n+1 n __ n n n n+1 n+1 n+1
it — = Ag(ufyg = 2uf Ful_g) + Appa(uly - 2ufT i)

o (ufy —uj_q) + Vn-&-l(u;::l - u?jll)

This rearranges to

(=Any1 — Vn+1)“?i1l +(1+ 2)\n+1)U?+1 + (= Any1 + Vn+1)“5}j11
= (An Fvn)ulyy + (1= 2X)u] + (An — va)ul_;.
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We let j run from 0 to J, where JAS = K. Then we can write the problem as the
(J — 1)-dimensional tridiagonal matrix system

Au"t = Bu" + ¢”,

where
142001 —Anst — Unia 0 . 0
—At1 +Vnt1 14+2M01 —Apg1 — Vnga :
A= 0 —Ant1 + Vng1 0 )
Ry . —Ant+l — Unt1
0 0 VR ) W
1-2)\, A+ 0 ... 0
A —Vp 1=2X, A+, :
B= 0 A—vn 0 )
: - . A+ Un
0 0 A —VUn 1—=2X\,

and the column vectors u”, u”*'and c” are given by

uf u“ vt = Vs U+ O = v )
) Uy 0
un — . 7un+1 _ 7Cn — :
. . 0

u?_l u?i‘i ()\n+1 + Vn—}-l)u?-i_l + (/\n + Vn)u?

Given u™, we use the boundary conditions (6.6) and (6.7) to compute ¢” and hence the
right hand side of the system, d” = Bu" +¢”. We then solve the system Au"*! = d”
using an LU tridiagonal matrix solver. We start with u®, as given by the initial con-
dition (6.5), and step forward in increments of A7, until we reach u’v, where T' = NAr.

Note that, if Ay11 > |[Vpa1|, then

—Ant1 + Vnpy1 < 0, and

IAIA

_)\n+1 - Vn+1

SO
| - )\nJrl + Vn+1| + | - >\n+1 - Vn+1| = 2)\n+1 < |]- + 2)\n+1|7
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and therefore the matrix A is strictly diagonally dominant and hence non-singular,
implying that the system has a unique solution.
The condition A\,41 > |vp41] is equivalent to

1 AT 1| ‘ﬁ
17T (Ag)2 = M A

or
2

Or_
AS < —Tnit (6.8)
|MT—Tn+1 |
for each value of n, 0 < n < N — 1. This is a sufficient condition for the system to
have a unique solution.

In fact it can be shown using eigenstructure analysis that the matrix A is non-singular
for all real values of A, and v, (see Nichols [15]) and hence that the system will always
have a unique solution.

6.3 Results

We have applied the previous methodology to solve the PDE (6.1) with initial and
boundary conditions (6.5), (6.6) and (6.7) for the example contract detailed in section
1.3. We used an HDD step-length of AS = 17.5 (100 HDD steps, since we have
0 < S <1750), and a time-step of 1 day (151 time-steps, since T' = 151 days).

NS t) (assumed to represent option value) (€)
N

S (HDD) t=T-1 (days)

Figure 6.1: Numerical solution of PDE for Cumulative HDD using the Crank-Nicolson
method
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Two numerical issues are apparent from Figure 6.1:

1. It can be seen that our numerical solution contains ‘spurious oscillations’. This
is consistent with Morton [12], which shows that discretising the convection term
using central differences for PDE’s with low diffusion relative to convection can
produce solutions containing spurious oscillations.

In the case of our PDE:

1

2
Ur = 507 UsS + pr—rus,

the diffusion term has magnitude %0%77 and the convection term has magnitude
BT —1-

In solving this PDE numerically we have calculated the volatility and drift of
the cumulative HDD, op_, and pp_, respectively, using the approximation of
equation (4.2):

Styar — St ~ N(uAt, o0V AL), (6.9)

combined with our analysis of historical daily cumulative HDD increments in
Chapter 2.

For At = 1 day, equation (6.9) becomes

Siy1 = St ~ N, 01).
This tells us that

Wt = pr—r = the mean of the daily increment Sy — S, and
ot = op_r = the standard deviation of the daily increment Sy — S;.

From our historical data analysis, the average value (over all days in the contract
period) of a particular day’s mean cumulative HDD increment is 13.02, and the
average value of the standard deviation of this increment is 3.269.

The diffusion term therefore has magnitude 10%.__ ~ 5, compared to the con-
vection term which has magnitude ppr_, ~ 13. These values show that our PDE
is indeed convection-dominated.

Taking the minimum value of the diffusion term and the maximum value of
the convection term implies that condition (6.8) becomes AS < 0.30. This is
not satisfied by our choice of step-size AS = 17.5, but the condition is sufficient
and not necessary, and from both Nichols [15] and Figure 6.1 we know that the
system does have a unique solution. However, we note that condition (6.8) is
equivalent to the cell-Peclet condition (see Anderson [2]):

/'[/T—TAS

1.2
29T~

< 2.
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Anderson [2] concludes that when this condition is violated (as in our case), the
numerical solution produced by the standard central-difference approximation
will be oscillatory. This is consistent with the behaviour of our solution apparent
from Figure 6.1. To satisfy the cell-Peclet condition for this scheme, that is to
enforce AS < 0.82, is not feasible in practice due to limited computer resources.
We will examine alternative methods of dealing with this problem in the next
chapter.

2. Another feature of our numerical solution as shown in Figure 6.1 is that a dis-
continuity exists between the boundary condition S = 0 and the solution for
S > 0. This is due to the fact that the boundary condition «(0, ) is not smooth
(it is equal to the minimum of a function of 7 and the payment cap - see (6.6)),
whereas the solution for S > 0 is smooth. We will discuss this matter in more
detail and consider methods of resolving the issue in the next chapter.

With the exception of these two numerical issues, the evolution of the option value
between the initial and boundary conditions, as shown by Figure 6.1, appears reason-
able. We see that, as time ¢ increases from 0 to T', S has to increase at an almost
constant rate to maintain the same option value. This rate is approximately equal to
the average, u, of the daily drift rates, u;, since the PDE is convection-dominated and
therefore approximates the wave equation with wave speed p. Similarly, for a fixed
value of S (0 < S < K), the option value increases with time, as the expected value
of S at expiry effectively decreases.
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Chapter 7

Resolution of Numerical

Issues for Cumulative HDD
PDE

7.1 Spurious Oscillations

7.1.1 Downwind/Upwind Scheme

As per Morton [12], it is the discretisation of the convection term using central differ-
ences that has produced the spurious oscillations in Figure 6.1. This suggests that we
should be able to resolve this numerical issue by discretising the convection term using
a downwind /upwind scheme. We will therefore implement the Crank-Nicolson scheme
with downwind/upwind convection, analysed in Chapter 5. We note from section 5.2
that this scheme is only first order accurate in 7 and S. We shall therefore need to use
more grid-points for each variable to achieve the same significant figures of accuracy
as that in the previous chapter. In addition, this scheme is not unconditionally sta-
ble. From section 5.2, we require max,, |pur—,, |AT < AS for Fourier stability. From
our historical temperature data analysis, we have max, |ur—, | = 15.7, and so we
require 15.7A7 < AS. This is satisfied by the step sizes used in the previous section:
AS =17.5 and AT = 1.

We recall that the Crank-Nicolson scheme with downwind/upwind convection is

wftt—u 1 (1 1 ,
~ Ar L = ) {QU%M (AS)? (u;L+1 - 2”? + u}tl)
1 n n n
+ 50%7%4-1 (AS)? (ujill - 2uj+1 + ujjll)}
#T—Tn%s (u}ﬂrl — uy) if pr_r, >0 (downwind)
+
BT —r, Rg (uy —uf_ ) if pr—s, <0 (upwind).

Since we are working with cumulative HDD, and HDD are positive by definition, the
drift pr_,, > 0, and hence we choose the downwind scheme.
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Following the same approach as in section 6.2, if we set

1, AT
)\n = ZUTiT”W’ and
AT
Un = MT—T,,LT57

our problem becomes

Au"t! = Bu" + ¢,

where
142 1 — At 0 ... 0
A+l 1+2X40 —Anga :
A = 0 _)\n+1 T . T . 0 s
: - . _)\7L+1
0 0 7An+1 1 + 2)\n+1
1-2\, — v, An + Un 0 0
A 1—2X\ —n A +n :
B= 0 An 0 )
- . An + vy,
and
w4+ Nul
0
= : )
0

)\n+1u3+1 + (>\n + Vn)UT}

with u” and u™t! defined as before.

Note that in this case we have
| = Anal + | = Anga| = 2 41 < |14 2A044],
and therefore the matrix A is always strictly diagonally dominant and hence non-

singular, implying that the system has a unique solution.

We have used the same method as in section 6.2 to solve this tridiagonal system. We
used the same HDD step-length (AS = 17.5) and time-step (1 day) as in section 6.3.

We can see from Figure 7.1 that the spurious oscillations have been eliminated, as
desired.
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Figure 7.1: Numerical solution of PDE for Cumulative HDD using the Crank-Nicolson
method with downwind convection

7.1.2 Semi-Lagrangian Method

Although the downwind scheme implemented in the previous section can be seen to
eliminate the spurious oscillations, it is only first order accurate in 7 and S. Hence we
have lost accuracy in our solution compared to that achieved by the Crank-Nicolson
method. Here we will describe and implement the semi-Lagrangian method with mono-
tone interpolation, in an attempt to improve the accuracy of our solution whilst also
eliminating spurious oscillations.

Our PDE (6.1) is

1
2
Ur = Z07_;USS + bT—7US,

2
which can be written as
ou ou 1 5, 0%
ar M gs T 3T 550 (7.1)
Using the Chain Rule, we have
du Ou OudS
Pl + S dr (7.2)

By comparing (7.1) and (7.2), we see that we can write our PDE as the following
system of equations:

as

ar —HT—7, (7.3)
du 1 5, 0%u
o~ 275 4
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We use a grid, as before, with u} ~ wu(S;,7,), where S; = jAS, 7, = nAr. To
construct a semi-Lagrangian scheme, we begin by assuming that the solution is known
at 7 = 7,, and make a forward step in 7 using the method of characteristics. We wish
to find the finite difference solution U?H at each grid point S; = jAS.

characteristic

<._.M1;-T .A.T S . e

n+1

Figure 7.2: Construction of the semi-Lagrangian method

The characteristic is a straight line with gradient 9%, which from (7.3) is given by

a5
dr 1
as HT—1
= ———at 7 =Tp41.
HT—7, 14 m

We extend this characteristic from 7,41 back to 7,, where it passes through the de-
parture point Sy. (See Figure 7.2).

We can therefore calculate Sy by
Sq = Sj + /lefrnHAT.

We then apply the “Crank-Nicolson” scheme to equation (7.4), to obtain

n+1 n
u; T —u 1(1 1
J d _ 2 n n n
~Ar " 3 {2UTT,I(AS)2(UJ-+1 — 2uj +uj )
1 1
+ —o? (u;l_tll - QU;‘H + u;lfll)} , (7.5)

2 17T (AS)2
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where v/} is the approximation to u at the departure point (Sg, 7).

Generally S; will not lie on a grid-point of .S, and therefore interpolation will be
required to evaluate ujj.

We will start by using linear interpolation:

O (Sa— S\ . (Se—Sa\
ud:(AS>“i+1+<HAS)Ui7

where Sy lies between grid points S; and S;41.

If we write this as
n_ ..n,n n, n
ug = ajuihy + Biug,

where o = (%), B} = (%), our scheme (7.5) becomes

n+1 n,,n .,
T — aul  — Bl 1(1 1
J J i+l J ot 2 n n n
AT 2 {2"T—Tn (A2t~ 2 )
1

m+1 (AS)?

+

1
-2 n+1 n+1 n+1
50T (ujiy — 2uf —l—ujl)}.

Following the same approach as in section 7.1.1, if we set

1, AT

)\n = EO'T_T" (AS)Q,

our problem becomes

Au"t = Bu" +¢" +d",

where
142 i1 —Anpt 0 . 0
_)\n+1 1+ 2)\n+1 _>\n+1 :
A= 0 _>\n+1 . . 0 ,
e : _)\n+1
0 0 “Ang1 1420
=2\, An 0 0
An —2X, An
B= 0 An 0 ;
. A,
0 0 An —2A,
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n_ _.n,.n n, n
cj = ajuiy + Bjug,

and
Aprufg T+ Aul
0

0
)\n+1U§+l + A\uf

with u” and u™*! defined as before.

Note that, as for the downwind scheme, the matrix A is always strictly diagonally
dominant and hence non-singular, implying that the system has a unique solution.

We have used the same method as in sections 6.2 and 7.1.1 to solve this tridiagonal
system, with the same HDD step-length (AS = 17.5) and time-step (1 day).

N (S t) (assumed to represent option value) (€)

S
S = N W B 0O O

1000

S (HDD) t=T-1 (days)

Figure 7.3: Numerical solution of PDE for Cumulative HDD using the semi-Lagrangian
method with linear interpolation

We can see from Figure 7.3 that, as for the downwind scheme, the spurious oscillations
seen in Figure 6.1 have been eliminated. The order of accuracy of the scheme is not
apparent from the graph of the numerical solution. However, as per Smith [17], and
Garcia-Navarro and Priestley [7], the use of linear interpolation in a semi-Lagrangian
scheme only results in first order accuracy, since the resulting scheme can be recast as
a first order upwind difference method. So far, therefore, we have not improved upon
the downwind scheme in section 7.1.1.
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However, it is well known that the accuracy of the semi-Lagrangian scheme can be
increased by using monotone cubic interpolation rather than linear interpolation. (See
Garcia-Navarro and Priestley [7]). The cubic polynomial is required to be monotone
to avoid problems at large gradients. (See Priestley [16]).

Garcia-Navarro and Priestley [7] suggests the use of a Hermite cubic polynomial
ug = p(Sd) = C1(Sd — Si)g + Cg(Sd — Si)2 + Cg(Sd — Si) + ¢4,

where the coefficients are
div1 +d; — 24,

1 = (AS)2 )

. _di-',-l —2d; + 34,
Co = AS ,
c3 = d;,
Cy = 7

Here A, is the discrete slope between grid point S; and S;41, defined as

Uit — Uy
AS
and d; is the S derivative of u at S = S;, 7 = 7,, which can be estimated by
4 — —Aj o+ TA 1 +TA; — Ajq
‘ 12
for an interior point. Slightly different formulae are applied to the points which do not
have two neighbours (dy, di, dj_1 and dj).

A=

We note that the above definitions give us

p(SZ) = u?v
p(Sit1) = uiyq,
P'(S:) = d,,
P (Sit1) = diqa,

as desired.

As per Garcia-Navarro and Priestley [7], the monotonicity of this cubic interpolant
is enforced by first imposing a necessary condition on the value of the derivatives:

sign(d;) = sign(A;) = sign(di1), A; #0
di = dit1 =0, A; =0,

and then limiting their values such that
di = mgn(dl) mln(\dz|, |3Ai71‘7 ‘AZD
Figure 7.4 shows the result of implementing this monotone cubic interpolation with

AS = 17.5 and a time-step of 1 day.
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Figure 7.4: Numerical solution of PDE for Cumulative HDD using the semi-Lagrangian
method with monotone cubic interpolation

7.1.3 Accuracy Testing

Since the order of accuracy of the downwind and semi-Lagrangian (with linear/cubic
interpolation) schemes is not apparent from the numerical solution graphs in Figures
7.1, 7.3 and 7.4, we have used the numerical results to perform some accuracy testing.
We have chosen four representative points on the S — ¢ grid, and for each scheme,
calculated the average value of w at these points when the number of cumulative HDD
steps J = ALS = 8, 16, 32 and 64 (using A7=1 day). From the previous theory, the
semi-Lagrangian scheme with monotone cubic interpolation should be the most ac-
curate. We have therefore taken the average value of w produced by this scheme for
J=64 to be the ‘exact’ solution, and hence calculated a representative absolute error
of the solution produced by each scheme for J=8, 16, 32 and 64.

Figure 7.5 shows the natural logarithm of the representative absolute error e plot-
ted against the natural logarithm of the cumulative HDD step-length AS for each
scheme. For a scheme that is pth order accurate in S, we should find that

e x (AS)?,

and hence that
In(e) = pIn(AS) + ¢,

where c is a constant. This implies that the gradients of the lines in Figure 7.5 should
approximate the order of accuracy in S of the respective schemes.

Since order of accuracy is an asymptotic result, we are really interested in the gradient
of the lines for very small AS. However, in practice, we are unable to obtain the
numerical solution of the PDE for small AS, as we are restricted by the availability of
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computing resources, and by the conditional stability of the downwind scheme (since
we are fixing A7 = 1 day). It can be seen from Figure 7.5 that the lines for the down-
wind scheme and semi-Lagrangian scheme with linear interpolation have almost unit
gradient, which appears to be consistent with our previous assertion that these two
schemes are first order accurate in S. The gradient of the line for the semi-Lagrangian
scheme with monotone cubic interpolation appears to have a slightly greater gradient,
indicating consistency with the theory that this scheme has a higher order of accu-
racy. However, for more conclusive results, we would need to perform this analysis
for smaller AS, which would require greater computing resources and the use of a
smaller A7 (for stability of the downwind scheme). We have not decreased At beyond
1 day because our historical temperature data is only defined on a daily basis. Further
refinement of the time-step would be possible if interpolation of the daily historical
data were performed, but this is beyond the scope of this dissertation. (See section
10.3.)

iy
()

12.5 =
12

115 e
11 T

10.5 /V

In (representative absolute
error)

10
9.5 e
9
85
8 T T T T T
3 35 4 45 5 55 6
In (AS)

—+— Dowrwind
—a— Serni-Lagrangian, linear interpolation

—a— Serni-Lagrangian, monotone cubic interpolation

Figure 7.5: Representative absolute error for downwind and semi-Lagrangian schemes

7.2 Discontinuity at S =0

The boundary condition u(0,7) given by equation (6.6) is shown graphically in Figure
7.6. We can see that this boundary condition is not smooth, in that the first derivative
u, does not exist at 7 = 119 (¢ = 32) days. However for S > 0, the solution u(S,7) is
smooth as u, exists for all 7. This has resulted in a discontinuity between the solution
for S = 0 and that for S > 0, apparent from Figures 6.1, 7.1, 7.3 and 7.4. (Recall that
our solution is given by w(S,7) = e~ ""u(S,7).)

We observe that since the one-sided first derivative u, changes suddenly at (S = 0,t =
32), the second derivative u,, does not exist at this point. It is therefore likely that
ur- will be large along the start of the ‘ridge’ that evolves from this point for S > 0
(running from (S = 0,¢ = 32) to (S = 1750,¢ = 151)). (See Figure 6.1.) Similarly we
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may expect u.-- and higher derivatives to be large in the same region. This means
that the Taylor series expansion of the truncation error for the Crank-Nicolson scheme
(see equation (5.9)) does not decrease term by term, and so we cannot neglect higher
order terms. This is also the case for the Taylor series expansions of the truncation
error for the downwind and semi-Lagrangian schemes. It is therefore possible that all
of these schemes will lose accuracy in this region.

One possible approach to resolving this issue would be to refine our grid (decrease
the cumulative HDD step-length and the time-step) around the point (S = 0,t = 32)
and also around the ridge that runs from (S = 0,t = 32) to (S = 1750,¢t = 151).
However since this ridge is not fixed in S or ¢, an irregular grid of this form would be
very difficult to construct in practice. (See section 10.3.) Also, as mentioned in the
previous section, decreasing the time-step beyond one day would require interpolation
of the historical temperature data, which is not within the scope of this dissertation.

We could also consider using an irregular grid where the ridge running from (S =
0,t = 32) to (S = 1750,t = 151) was taken to be one of the grid lines. However this is
complicated by the fact that the drift u; and volatility o; change on each time-step,
so the ridge itself is not a straight line. (See section 10.3.)

ol =119 1

u(0,7)

I 1 | 1
0 20 40 60 80 100 120 140 160
1=T-t (days)

Figure 7.6: Boundary condition u(0,7) for Cumulative HDD PDE
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Chapter 8

Solution of the PDE for
Temperature

8.1 Introduction

We again consider the general PDE set out in equation (4.20) of Chapter 4, but this
time assume that the independent variable z represents temperature. We therefore
replace z by X, and the PDE becomes

1

Uy = 50%_71@@( + pr_rux. (8.1)

To be consistent with the PDE for cumulative HDD, we would like our initial condition

to take the form
u(X,0) = P(X),

where P(X) is the option payoff. However, the option payoff at expiry does not depend
on the temperature X at the expiry date; instead it depends on the cumulative HDD at
expiry. We therefore need to include the variable S (cumulative HDD) in our solution
for u, and the initial condition then becomes

u(X,S,0) = P(S) = min {max(K — S,0) x tick,cap} . (8.2)

From (4.22) and (4.23), assuming that v is a function of S as well as of X and 7, our
boundary conditions take the form

w(Xy,S8,7) = "By, and
u(X2,5,7) = €7 Bs,

where B; and B> are the option values at X = X; and X = X5 respectively.

To derive these boundary conditions, we consider the two extreme cases:

1. As X — —oo, the cumulative number of HDD, S — oo which means that
K — S < 0 and so the payoff from the option will be zero. This implies that
the value of the option at time t = T — 7 must be zero.

Therefore we have X; = —oo0, By = 0.
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2. As X — +o0, the contract period is assumed to be so warm, and hence the
cumulative number of HDD, S, so small that (K — S) X tick > cap, and so the
payoff from the option will be the payment cap. This implies that the value of
the option at time t =T — 7 must be e™"" cap.

Therefore we have X9 = 400, By = e~ "7 cap.

Hence the boundary conditions are

u(—00,5,7) =0, and (8.3)
u(+00,5,7) = cap. (8.4)

Here we are assuming that w(X,S,7) = e"""u(X, S, 7) may be assumed to represent
the value of the option at time ¢t = T'— 7 when the temperature is equal to X and the
cumulative HDD equal to S, for the reasons outlined in section 4.3.

8.2 Numerical Solution

We wish to solve PDE (8.1) with initial and boundary conditions (8.2), (8.3) and (8.4).
It may appear that we have to solve for u as a function of three independent variables,
X, S, and 7. However, what we actually have is akin to a discretely-sampled Asian
option, where the option payoff depends on a discretely-measured (on a daily basis in
our case) arithmetic average or running sum of the underlying (cumulative HDD being
a modified running sum of temperature). There is a recognised strategy for valuing
such an option (see Wilmott et al [18], [19] and Zvan et al [20]), which we apply to
our problem as follows:

1. Our option value depends on the cumulative HDD

N
S= max(18 - X;,0), (8.5)

=1

where X; is the average temperature on day i, and N is the number of days in
the contract period (151 for our example contract detailed in section 1.3).

S is updated discretely, and is therefore constant between the daily sampling
points. This implies that, between the daily sampling points, the PDE for the
option value is simply (8.1) with S treated as a parameter.

We therefore start at 7 = 0 (¢t = T'), where the option value is given by ini-
tial condition (8.2), and step forwards in 7 (backwards in time t), solving PDE
(8.1) between daily sampling points. On each step we use the value of the op-
tion immediately after the previous daily sampling point as initial data. This
gives the value of the option until immediately before the current daily sampling
point. Between sampling points, we solve the PDE using the Crank-Nicolson
scheme implemented in the same way as that described in section 6.2, but with
the boundary conditions (8.3) and (8.4).
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2. At the current daily sampling point, the value of S is updated. If S, is the
cumulative number of HDD at day n, from definition (8.5), we have

Sp = Sp—1 +max(18 — X,,,0). (8.6)

We assume, when valuing an option, that there are no riskless arbitrage op-
portunities (see Hull [9]). This means that the option price can not change
discontinuously. In particular, the option value must be continuous across a
daily sampling point. If we consider a sampling point ¢,,, we must therefore have
the condition

U(XTH S’VH t:) = u(XTL7 Sn—17t1'_7,)7

where ¢, and ¢} are the values of time ¢ immediately before and after the sam-
pling point. Rewriting this in terms of 7 =T — ¢ for the purpose of solving our
PDE, we obtain

WX N-ns SNon—1,T ) = W(XN—n, SN—n: Ty, )

at sampling date 7,.

Substituting from (8.6), and assuming that X is continuous and takes the same
value immediately before and immediately after sampling, this becomes

WX, SN _n_1,7,7) = u(X, Sy _n_1 +max(18 — X,0),7, ).

n

Since Sy _pn—1 does not change from 7,7 to 7, |, we can drop its suffix, and arrive
at the ‘jump’ condition
uw(X,S,77) =u(X,S +max(18 — X,0),7, ). (8.7)

We apply this jump condition at the current daily sampling point to deduce the
value of the option immediately after the present sampling date.

3. Note that u depends on the value of S up to N x max(max(18 — X,0)), or equiv-
alently, up to N x (18 —min(X)). If we take the minimum temperature X to be
—50°C, say, this gives us a maximum value of S of 10268 (for N = 151).

We will only be considering a range of X of magnitude —50 < X < 50, compared
to a range of S of magnitude 0 < S < 10268. It is not therefore computationally
feasible to make AS as small as AX. This means that, in applying jump condi-
tion (8.7), S + max(18 — X, 0) may not fall on a grid point of S. In this case we
use linear interpolation to approximate the value of v at S 4+ max(18 — X, 0).

We first find grid points S; and S;; 1, where S; = iAS, such that
S; < S+ max(18 — X70) < Si—i—l-

We then have
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u(X,S +max(18 — X,0),7) = u(X,S;,7) + { <U(X7 Sir1,7) — ulX, S“T))

Sit1— 5
X (S 4+ max(18 — X,0) — Si)}.

This linear interpolation can be shown to be accurate to O((AS)?) for smooth
u. This is consistent with the second order accuracy in X and 7 achieved by the
Crank-Nicolson scheme (see Chapter 5).

4. We repeat this process as necessary to arrive at the value of our option at time
t =0 (r =T). Since we are solving the PDE on a three-dimensional grid
(X xS x 1), we can not use this method to provide graphical information about
the evolution of the option value (we would require a four-dimensional surface).
However, since we know that at time ¢ = 0 we must have S = 0 (S is cumulative),
by setting S = 0, we can obtain the value of the option at t = 0 in terms of the
initial temperature Xj.

In solving this PDE numerically, we calculate the temperature volatility and drift,
or—, and pp_, respectively, by applying the same method as that used to calculate
the cumulative HDD volatility and drift in Chapter 6. We use the approximation of
equation (4.2):

Xeyar — Xi ~ N(uAt, 0,V A), (8.8)

combined with our analysis of historical daily temperature increments in Chapter 2.

For At = 1 day, equation (8.8) becomes

X1 — Xi ~ N, o).

This tells us that

e = pr—r = the mean of the daily increment X411 — Xy, and
oy = op_, = the standard deviation of the daily increment X;,; — X;.

From our historical data analysis, the average value (over all days in the contract pe-
riod) of a particular day’s EWMA mean temperature increment is —0.0252, and the
average value of the EWMA standard deviation of this increment is 0.2285.

The diffusion term therefore has magnitude %O’%_T ~ 0.03, compared to the con-
vection term which has magnitude pup_, ~ —0.03. These values show that our PDE
for temperature has diffusion and convection terms of the same absolute magnitude,
but is not convection-dominated. We therefore do not expect to observe spurious oscil-
lations to the same extent as those produced by the convection-dominated cumulative
HDD PDE. (See section 6.3.)

Also in this case, the sufficient condition (6.8) for the tridiagonal matrix system to
have a unique solution becomes AX < 2.07, which is easy to satisfy in practice (see
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the next section). As remarked in section 6.3, condition (6.8) is equivalent to the cell-
Peclet condition, which when violated, causes the numerical solution produced by the
standard central-difference approximation to be oscillatory. Therefore, by satisfying
this condition, we should be able to prevent spurious oscillations from occurring in our
solution.

8.3 Results

We have applied the previous methodology to solve PDE (8.1) with initial and bound-
ary conditions (8.2), (8.3) and (8.4) for the example contract in section 1.3. We used
a temperature step-length of AX = 0.2 (500 temperature steps, since we are assuming
—50 < X < 50), a cumulative HDD step-length of AS = 4 (2567 HDD steps, since we
have 0 < S < 10268) and a time-step of 1 day (151 time-steps, since T = 151 days).

® (€) (option value at contract start date)

| 1 1 ) 1 1 1 1 1 1
-50 -40 -30 -20 -10 0 10 20 30 40 50
X0 (degrees C)

Figure 8.1: Numerical solution of PDE for temperature: ¢t = 0,5 =0

From our historical temperature data, the mean (over the last fifty years) of the aver-
age temperature X on 31 October (time ¢t = 0) is 9.9°C. From Figure 8.1, we therefore
read off the value of w when Xy = 9.9 to give us our initial option value to be 57,524
Euros. This is consistent with the value of 58,415 Euros obtained in Chapter 3 using
the expectation-based approach.

We observe from Figure 8.1 that the gradient ddT“O is very large in the region 8 <
Xy < 18. In particular, we can calculate the value of this gradient to be 64,413
Euros/°C at Xy = 9.9. This implies that the option value produced by this method is
extremely sensitive to the initial temperature of the period.
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The following table shows the effect of refining the temperature and cumulative HDD
step-length (for a time-step of 1 day):

AX (°C) | AS (°C) | Option value (Euros)
0.2 4 57,524
0.2 2 57,189
0.2 1 57,096
0.1 2 57,566
0.1 1 57,475

For a fixed number of daily sampling points, we know that the combination of our
Crank-Nicolson method and linear interpolation should result in a global discretisation
error of

O((AT)?) + 0((AX)?) + O((AS)?).

We can see from the previous table that the option value only changes by 49 Euros
in going from the coarsest to the finest grid. This implies that the absolute value
of our global discretisation error is not unduly significant for a fixed time-step Ar.
Investigation of refining the time-step is beyond the scope of this dissertation. (See
section 10.3.)
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Chapter 9

Monte Carlo Simulations and
Other Valuation Methods

9.1 Monte Carlo Simulations

‘Monte Carlo’ is a computer-based technique for generating random numbers, which
can be used to statistically construct weather scenarios. For our example contract, it
involves generating a large number of simulated scenarios of HDD to determine the
possible payoffs for the option at expiry. The value of the option is then calculated as
being the discounted average of all simulated payoffs.

To simulate the scenarios of HDD, we will use SDE (4.1):
dZt = /,Ltdt + Utth,
where Z; is either the cumulative HDD or the temperature at time t.

We will choose to model temperature, since from Chapter 2, daily temperature incre-
ments fit a normal distribution more closely than daily cumulative HDD increments,
and therefore the temperature process should be the more accurate. (See equation

(4.2)).
Using X; to represent the temperature at time ¢, we therefore have
dX; = pdt + oy dWy.
Discretising using the Euler method, we obtain
Xiynr — Xo = At + o (Wi ar — W),

or
Xivnr — Xo = At 4+ oeV At (9.1)

where € ~ N (0, 1), by the definition of the standard Wiener process.

We use Xog = 9.9 (the mean of the daily average temperature at ¢ = 0), and step
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forward in time increments of At = 1 day using equation (9.1). Since (9.1) implies
that
X1 — Xe ~ N(pe, o),

we calculate p; as being the (EWMA) mean of the daily temperature increment
Xi41 — X, and oy as being the (EWMA) standard deviation (using the historical tem-
perature data). We compute e by taking a random drawing from the standard normal
distribution. Using these inputs we construct a temperature path for the length of the
contract.

We have run 50,000 such simulations, for each one calculating the daily HDD and
hence the cumulative HDD and payoff at expiry. We have averaged these payoffs and
discounted the average to give a value for our option at time ¢ = 0. Figure 9.1 shows
five of these simulations.

Temperature (degrees Celcius)

1 1 1 I
0 20 40 60 80 100 120 140 160
Time (days)

Figure 9.1: Monte Carlo temperature simulations

The above method gives the option value at time ¢ = 0 to be 55,630 Euros. This
supports the results obtained using the expectation and PDE approaches in Chapters
3 and 8 respectively.

9.2 Other Valuation Methods

9.2.1 Burn Analysis

This method values the weather derivative based on the payoff that would have been
obtained if the contract had been held in the past. (See Nelken [14]). After collection
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of the historical temperature data and any necessary corrections (see section 2.3), the
steps are:

1. For each year in the past, determine what the option would have paid out.
2. Find the average of these payoff amounts.
3. Discount back to the valuation date (the contract start date).

Burn analysis values our example contract from section 1.3 at 42,843 Euros, lower
than the values obtained in our previous methods.

However this method is clearly very simplistic, and is likely to be inaccurate with-
out considerable ‘cleansing’ of the historical data. If a temperature anomaly occurs in
any year (whether from extreme weather conditions or from errors in the data), the
use of Burn Analysis means that this anomaly may have a significant effect on the
valuation of the weather derivative. This is more of an issue for Burn Analysis than
for the expectation approach in Chapter 3, since the former gives each historical year’s
data an equal weighting, whereas the latter smooths the historical data by fitting it
to a normal distribution curve.

9.2.2 Use of Weather Forecasts

The valuation methods described and implemented in this dissertation have not taken
any meteorological forecasts into account. The values determined by these methods
can be assumed (after appropriate discounting is applied) to hold at times well before
the start of the contract period, since meteorologists generally believe that tempera-
ture predictions more than a week or so in advance are not very significant.

However as we approach the start of the contract period, we should adjust the param-
eters of our valuation model (i.e. the mean and standard deviation of the cumulative
HDD or of the daily increments in cumulative HDD / average temperature) to incor-
porate information obtained from recent forecasts. For example, if we believe that the
temperature will be higher than normal during the contract period, we should decrease
the mean of the cumulative HDD used in the expectation approach of Chapter 3.
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Chapter 10

Conclusions and Further
Research

10.1 Summary of Results

We have shown that, if the daily increments in cumulative HDD and average tem-
perature are assumed to be normally distributed (which appears reasonable from our
analysis of historical temperature data), we can formulate an SDE and use this to
derive a convection-diffusion PDE with time-dependent coefficients for the value of an
HDD put option. When the underlying process is cumulative HDD, we have found
this PDE to be convection-dominated. In this case our preferred numerical solution
technique is the semi-Lagrangian method with monotone cubic interpolation. Also in
this case, we have found that, if we assume cumulative HDD themselves to be nor-
mally distributed (consistent with our historical data analysis), we can use expectation
theory to derive a valuation result which can be applied as a boundary condition for
the PDE. When the underlying process is temperature, we have found the PDE to
have convection and diffusion terms of similar magnitude, and discovered that we can
solve this numerically as a discretely-sampled Asian option, using the Crank-Nicolson
scheme between sampling points.

The table below summarises the results obtained for the value of our example contract
in section 1.3, from the numerical solution of our PDE as well as from more traditional
methods.

Method Option value (Euros) at the contract start date
PDE
-for cumulative HDD ! 58,415
-for temperature 2 57,475
Monte Carlo Simulation 55,630
Burn Analysis 42,843

! with boundary condition derived using expectation theory
2 for the smallest grid size investigated
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With the exception of Burn Analysis, which we know is very simplistic and likely
to be inaccurate, the above methods give very similar results for the value of our HDD
put option at the contract start date. This demonstrates that the numerical solution
of our PDE can be used to give reasonably accurate results for the value of our weather
derivative.

10.2 Benefits and Limitations of our PDE Method

The numerical schemes used to solve the PDE all introduce a degree of error (although
so too does the discretisation used in the Monte Carlo simulation). The accuracy of
our numerical solutions has also been restricted by the fact that our historical tem-
perature data and therefore our drift and volatility parameters are only defined on a
daily basis, and so, without performing interpolation of the daily historical data, we
have not been able to use a time-step of less than one day. In addition, the value of
the option at the contract start date using the PDE for cumulative HDD is just that
given by expectation theory, and the numerical solution of the PDE for temperature
is extremely sensitive to the initial temperature of the contract period.

However, we have hypothesised that the solution of our PDE for cumulative HDD
represents the evolution of the option value. Hence it appears that this method may
be used to gain information about the value of the option during the contract period.
This is a distinct advantage of the PDE method over traditional methods which tend
to value the derivative at one point in time only.

10.3 Further Research

Further work would be required to establish that the solution of our cumulative HDD
PDE does indeed represent the evolution of our option value. We could also improve
this solution by local grid refinement or the use of an irregular grid, to resolve the
numerical issue of the discontinuity discussed in section 7.2.

It would be beneficial to examine methods of interpolating the daily historical tem-
perature data, to enable time-steps of less than one day to be used in the numerical
schemes. Assuming that an interpolation method of a sufficiently high order of accu-
racy could be used, this would increase the accuracy of our numerical solutions.

In addition we could consider developing, analysing and solving numerically PDE’s for

more physically realistic stochastic temperature processes, such as the mean-reverting
processes proposed in Brody et al [4] and Alaton et al [1].
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Appendix A

Ito’s Lemma in Integral Form

We quote the version of 1t6’s Lemma given in Neftci [13]. This is applied in the deriva-

tion of the PDE in section 4.2.

Let F(S;,t) be a twice-differentiable function of ¢ and of the random process S;:

dSt = ,L,Ltdt + O'tth, t 2 0,

(A1)

where dW is a standard Wiener process and p;, o, are well-behaved drift and diffusion

parameters.

Alternatively, in integral form, the random process can be written as

t t
Sy =Sy —|—/ Ly d +/ O, dW,,.
0 0

Then Ito’s Lemma states that

2
ar = g, Lap 1 LOL

-z 2
as, ar 1 5 gz ot

Substituting for dS; from equation (A.1), equation (A.2) becomes

oF OF 10°F oF
dF = 2
< )i+ g

— — o= dt + — o dWy.
a5, T ar a5z ) M gs, T
Integrating both sides of (A.3), we obtain

F(S;,t) = F(Sp,0) + /

0 2

53

t t
1
|:E9,uu + E/, + E@sUi:| du + / Es'o'uqu-
0



Bibliography

Alaton, P., Djehiche, B. and Stillberger, D. On Modelling and Pricing Weather
Derivatives. 2001.

Anderson, D.A., Tannehill, J.C. and Pletcher, R.H. Computational Fluid Mechan-
ics and Heat Transfer. Hemisphere Publishing Corporation, New York 1984.

Black, F. and Scholes, M. The Pricing of Options and Corporate Liabilities. Jour-
nal of Political Economy 1973.

Brody, D.C., Syroka, J. and Zervos, M. Dynamical Pricing of Weather Derivatives.
Quantitative Finance Volume 2 (2002) 189-198, Institute of Physics Publishing.

Clewlow, L. and Strickland, C. Energy Derivatives: Pricing and Risk Manage-
ment. Lacima Publications 2000.

Dischel, B. Black-Scholes Won’t Do. Weather Risk 2003.

Garcia-Navarro, P. and Priestley, A. A Conservative and Shape-Preserving Semi-
Lagrangian Method for the Solution of the Shallow Water Equations. Numerical
Analysis Report 6/93. University of Reading 1993.

Garman, M., Blanco, C. and Erickson, R. Weather Derivatives: Instruments and
Pricing Issues. Environmental Finance 2000.

Hull, J.C. Options, Futures, and Other Derivatives. Prentice Hall International,
Inc. 1997.

Jackel, P. Monte Carlo Methods in Finance. Wiley 2002.
Mclntyre, R. Black-Scholes Will Do. Energy and Power Risk Management 1999.

Morton, K.W. Numerical Solution of Convection-Diffusion Problems. Chapman
& Hall 1996.

Neftci, S.N. An Introduction to the Mathematics of Financial Derivatives. Aca-
demic Press 2000.

Nelken, I. Weather Derivatives - Pricing and Hedging. Super Computer Consult-
ing, Inc. 2000.

Nichols, N.K. Private Communication. University of Reading 2003.
Priestley, A. A Quasi-Riemann Method for the Solution of One-Dimensional Shal-
low Water Flow. Numerical Analysis Report 5/90. University of Reading 1990.

54



[17) Smith, C.J. The Semi-Lagrangian Method in Atmospheric Modelling. Reading
University Ph.D. Thesis 2000.

[18] Wilmott, P., Howison, S. and Dewynne, J. The Mathematics of Financial Deriva-
tives. Cambridge University Press 1995.

[19] Wilmott, P., Dewynne, J. and Howison, S. Option Pricing: Mathematical Models
and Computation. Oxford University Press 1993.

[20] Zvan, R., Forsyth, P.A. and Vetzal, K.R. Discrete Asian Barrier Options. Uni-
versity of Waterloo, Canada 1998.

55



