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Abstract. Lie group theory is applied to differential equations occurring as mathematical models in financial
problems. We begin with the complete symmetry analysis of the one-dimensional Black—Scholes model and show
that this equation is included in Sophus Lie’s classification of linear second-order partial differential equations with
two independent variables. Consequently, the Black—Scholes transformation of this model into the heat transfer
equation follows directly from Lie's equivalence transformation formulas. Then we carry out the classification
of the two-dimensional Jacobs—Jones model equations according to their symmetry groups. The classification
provides a theoretical background for constructing exact (invariant) solutions, examples of which are presented.
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1. Introduction

The works of Merton [1, 2] and Black and Scholes [3] opened a new era in mathematical
modeling of problems in finance. Originally, their models are formulated in terms of stochastic
differential equations. Under certain restrictive assumptions, these models are written as linear
evolutionary partial differential equations with variable coefficients.

The widely used one-dimensional model (one state variable plus time) knownBlathke
Scholes modegls described by the equation

1
u; + > A%x%u,, + Bxu, — Cu = 0, Q)

with constant coefficientd, B, C (parameters of the model). Black and Scholes reduced it to
the classical heat equation and used this relation for solving Cauchy’s problem with special
initial data.

Along with Equation (1), more complex models aimed at explaining additional effects are
discussed in the current literature (see, e.g., [4]). We will consider here the two state variable
model suggested by Jacobs and Jones [5]:

u, = 1-Az)czu + ABCx —I—E-B2 2
r — 2 XX yuxy 2 y uy_y

G
+ <Dx InY - Ex3/2> u, + (Fy In— — nyl/z) Uy — XU, (2)
X y

whereA, B, C, D, E, F, G, H are arbitrary constant coefficients. Jacobs and Jones [5] inves-
tigate the model numerically. An analytical study of solutions of this equation as well as of
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other complex financial mathematics models presents a challenge for mathematicians. This
is due to the fact that, as a rule, these models unlike the Black—Scholes equation (1), cannot
be reduced to simple equations with known solutions. Here, we demonstrate this fact for the

Jacobs—Jones equatid@) by using methods of the Lie group analysis.

TheLie group analysiss a mathematical theory that synthesizes symmetry of differential
equations. The founder of this theory, Sophus Lie, was the first who classified differential
eqguations in terms of their symmetry groups, thereby identifying the set of equations which
could be integrated or reduced to lower-order equations by group theoretic algorithms. In
particular, Lie [6] gave the group classification of linear second-order partial differential equa-
tions with two independent variables and developed methods of their integration. According
to his classification all parabolic equations admitting the symmetry group of the highest order
reduce to the heat conduction equation. These and a wide variety of other results in group
analysis of differential equations are to be found in [7].

This paper is aimed at Lie group analysis (symmetries, classification and invariant solu-
tions) of the Black—Scholes (1) and the Jacobs—Jones (2) models.

The contents of the present paper is as follows. Section 2 is designed to meet the needs of
beginners and contains a short account of methods of Lie group analysis.

The group analysis of the Black—Scholes model is presented in Section 3. It is shown
(Section 3.2) that symmetry group of this model equation is similar to that of the classical
heat equation, and hence the Black—Scholes model is contained in the Lie classification [6].
However the practical utilization of Lie’s classification is not trivial. Therefore, we discuss
calculations for obtaining transformations of (1) into the heat equation (Section 3.3), trans-
formations of solutions (Section 3.4) and invariant solutions (Section 3.5). Moreover, the
structure of the symmetry group of Equation (1) allows one to apply the recent method for
constructing the fundamental solution based on the so-cailediance principle[12, 13].

This application is discussed in Section 3.6.

The Jacobs—Jones model is considered in Section 4. Section 4.2 contains the result of the
Lie group classification of Equation (2) with the coefficients satisfying the restricior #

0,C # 0, £1. Itis shown that the dimension of the symmetry group depends essentially on the
parametersi, B, ... , of the model and that the equations of the form (2) cannot be reduced

to the classical two-dimensional heat equation. The algorithm of construction of invariant
solutions under two-parameter groups and an illustration are given in Section 4.3.

2. Outline of Methods from Group Analysis

2.1. CALCULATION OF INFINITESIMAL SYMMETRIES

Consider evolutionary partial differential equations of the second order:

u, — F(t,x,u,u@my, ue) =0, 3)
whereuy is a function of independent variablesindx = (x%, ..., x"), andu ), u) are the
sets of its first and second-order partial derivatives: = (u,1, ..., uxn), U2y = (U1, U 1,2,
. Mxnxn).

Recall that invertible transformations of the variablgs, u,

f=ft,xua), X =gxua, a=htxua, i=1...,n, 4)
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depending on a continuous parameteare said to besymmetry transformations of Equa-
tion (3), if Equation (3) has the same form in the new variables iz. The setG of all such
transformations forms eontinuous groupi.e., G contains the identity transformation

_ i _
t=t, x'=x', u=u,

the inverse to any transformation froG and the composition of any two transformations
from G. The symmetry group is also known as the growgdmittedby Equation (3).

According to the Lie theory, the construction of the symmetry gréujs equivalent to
determination of itsnfinitesimal transformations

t~t+ato%t, x,u), X ~x+atit,x,u), @~u+an(t, x,u). (5)

It is convenient to introduce theymbol(after Lie) of the infinitesimal transformation (5), i.e.,
the operator

0 . 0 d
X =%, x, u)— + £ (t, x, u)— + n(t, x, u)—. (6)
ot 0x! ou

The operator (6) is also known in the literature asittimitesimal operatoor generatorof the
groupG. The symbolX of the group admitted by Equation (3) is calledaperator admitted
by Equation (3).

The group transformations (4) corresponding to the infinitesimal transformations with the
symbol (6) are found by solving thae equations

dr 0,- dx - du -

—_— = X. U _— = ! X. U —_— = X, U 7

@ =Fexm, =800, =X, (7
with the initial conditions:

f|a:0 =1, ii |a:0 =X u.

ﬁ‘a:O =

By definition, the transformations (4) form a symmetry graupof Equation (3) if the
functionu = u(z, x) satisfies the equation

l/_tt__ F(t_7-)zal’_t,ﬁ(l),ﬁ(2)) =Oa (8)

whenever the functiom = u(z, x) satisfies Equation (3). Her#;, i), u are obtained
from Equation (4) according to the usual formulas of change of variables in derivatives. The
infinitesimal form of these formulas are written:

up ~ up+afo(t,x,u,u, u@y), Uz X uy+adli(t,x,u,u,ua),

u)fi)fj ~ ux[x./ +a é‘ij(t’xvu’ utvu(l)vutxk’u(z))v (9)

where the functionsy, ¢1, £;; are obtained by differentiation ¢P, &7, » and are given by the
prolongation formulas

to = D) —u;D,(E% —uuDi(E), ¢ = Di(n) —u,D; (€% — u,iD; (&),
Gj = Dj(&) — uyiw Dj(EY) —u,i D;(£°). (10)
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Here D, and D; denote the total differentiations with respect @ndx’:

Dl‘ = iﬁ-u,i—{-u,,i%-ut /\L‘i_
ot ou ou, * Ou ’
D; = 9 +uzi+u ii+uiki+““
oxi * du " ou, T

Substitution of Equations (5) and (9) into the left-hand side of Equation (8) yields:

up — F(t, X, 4, iy, i) u, — F(@t,x, u, uqy, ueo)

oF oF oF oF . OF
+a(§0_—§ij__§i__77__»‘§l__Eo)'

OU i) ou i ou ax! ot

Therefore, by virtue of Equation (3), Equation (8) yields
dF F 3F  dF _, dF
- =~ S — S — — I P — - O, 11
%o s Gij - ¢, on 1T 35 § Y § (11)

whereu;, is replaced by (z, x, u, uy, u) in o, &, &ij-
Equation (11) defines all infinitesimal symmetries of Equation (3) and, therefore, itis called
thedetermining equationConventionally, it is written in the compact form

X(ut - F(tvx7u’u(l)’u(2)))‘(3) = 0 (12)
Here X denotes th@rolongationof the operator (6) to the first and second-order derivatives:
] . ]
ou i Sii ou ’

xixJ

X = 50(t7 X, u)3 + gi(tv X, ’/t)i + 77(1‘7 X, u)i + goi + é-i
ot ax! ou ou, N

and the notatio¢ 3 Means evaluated on Equation (3).

The determining equation (11) (or its equivalent, Equation (12)) is a linear homogeneous
partial differential equation of the second order for unknown functiis x, u), £'(z, x, u),
n(t, x, u) of the ‘independent variableg, x, u. At first glance, this equation seems to be
more complicated than the original differential equation (3). However, this is an apparent
complexity. Indeed, the left-hand side of the determining equation involves the derivatives
u,i, uy,.i, along with the variables, x, u and functionsz®, £/, 5 of these variables. Since
Equation (11) is valid identically with respect to all the variables involved, the variables
t,x,u,u,,u,i,; are treated as ‘independent’ ones. It follows that the determining equation
decomposes into a system of several equations. As a rule, this is an overdetermined system (it
contains more equations than a numbe2 of the unknown functions?, &%, ). Therefore, in
practical applications, the determining equation can be solved analytically, unlike the original
differential equation (3). The solution of the determining equation can be carried out either
‘by hand’ or, in simple cases, by using modern symbolic manipulation programs. Unfortu-
nately, the existing software packages for symbolic manipulations do not provide solutions
for complex determining equations, while a group theorist can solve the problem ‘by hand’
(the disbelieving reader can try, for example, to obtain the result of the group classification of
the Jacobs—Jones model (2) by computer). The reader interested in learning more about the
calculation of symmetries by hand in complicated situations is referred to the classical book
in this field by Ovsyannikov [8] containing the best presentation of the topic.
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2.2. BEXACT SOLUTIONS PROVIDED BY SYMMETRY GROUPS

Group analysis provides two basic ways for construction of exact solutipogp transfor-
mationsof known solutions and construction iofariant solutions

2.2.1. Group Transformations of Known Solutions

The first way is based on the fact that a symmetry group transforms any solutions of the
equation in question into solution of the same equation. Namely, let (4) be a symmetry
transformation group of Equation (3), and let a function

u=q¢o(t, x) (13)

solve Equation (3). Since (4) is a symmetry transformation, the solution (13) can be also
written using the new variables:

iuw=¢(,x). (14)
Replacing hera, ¢, x from Equations (4), we get
h(t,x,u,a) =¢(f(t, x,u,a), g, x,u,a)).

Having solved this equation with respectitone arrive at the following one-parameter family
(with the parametet) of new solutions of Equation (3):

u = Y,(t, x). (15)

Consequently, any known solution is a source of a multi-parameter class of new solutions
provided that the differential equation considered admits a multi-parameter symmetry group.
An example is given in Section 3.4, where the procedure is applied to the Black—Scholes
equation.

2.2.2. Invariant Solutions

If a group transformation maps a solution into itself, we arrive at what is calledlfa

similar or group invariant solution The search of this type of solutions reduces the number

of independent variables of the equation in question. Namely, the invariance with respect to
one-parameter group reduces the number the variables by one. The further reduction can be
achieved by considering an invariance under symmetry groups with two or more parameters.

For example, the construction of these particular solutions is reduced, in the case of
Equation (1), either to ordinary differential equations (if the solution is invariant under a one-
parameter group, see Section 3.5) or to an algebraic relation (if the solution is invariant with
respect to a multi-parameter group, see Section 3.6).

The construction of invariant solutions under one-parameter groups is widely known in the
literature. Therefore, we briefly sketch the procedure in Section 3.5 by considering one simple
example only.

However, since the Jacobs—Jones equation involves three independent variables, its re-
duction to, e.qg., ordinary differential equations requires an invariance under two-dimensional
groups. Therefore, we discuss some details of the procedure in Section 4.3 for the Jacobs—
Jones equation.
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2.3. GROUPCLASSIFICATION OF DIFFERENTIAL EQUATIONS

Differential equations occurring in sciences as mathematical models, often involve unde-
termined parameters and/or arbitrary functions of certain variables. Usually, these arbitrary
elements (parameters or functions) are found experimentally or chosen from a ‘simplicity cri-
terion’. Lie group theory provides a regular procedure for determining arbitrary elements from
symmetry point of view. This direction of study is known todayL&sgroup classification of
differential equationsFor detailed presentations of methods used in Lie group classification
of differential equations the reader is refereed to the first fundamental paper on this topic [6]
dealing with the classification of linear second-order partial differential equations with two
independent variables.

Lie group classification of differential equations provides a mathematical background for
what can be called group theoretic modellingsee [7, vol. 3, ch. 6]). In this approach,
differential equations admitting more symmetries are considered to be ‘preferable’. In this
way, one often arrives at equations possessing remarkable physical properties.

Given a family of differential equations, the procedure of Lie group classification begins
with determining the so-calledrincipal Lie groupof this family of equations. This is the
group admitted by any equation of the family in question. The Lie algebra of the principal Lie
group is called therincipal Lie algebraof the equations and is denoted by (see, e.g., [7]).

It may happen that for particular choice of arbitrary elements of the family the corresponding
eqguation admits, along with the principal Lie group, additional symmetry transformations.
Determination of all distinctly different particular cases when an extensidnobccurs is

the problem of the group classification.

3. The Black—Scholes Model

3.1. THE BASIC EQUATION

For mathematical modeling stock option pricing, Black and Scholes [3] proposed the partial
differential equation

1
u, + > A%x%u, + Bxu, —Cu =0 (D)

with constant coefficientsd, B, C (parameters of the model). It is shown in [3] that
Equation (1) is transformable into the classical heat equation

Vr = Uy, (16)

provided thatd # 0, D = B — A%/2 # 0. Using the connection between Equations (1) and
(16), they give an explicit formula for the solution, defined in the intervab < r < ¢*, of
the Cauchy problem with a special initial data at ¢*.

3.2. SYMMETRIES

For the Black—Scholes model (1), = 1,x' = x and the symbol of the infinitesimal
symmetries has the form

0 0 1 0 0
X=&"tx,u)—+& @ x,u)— +nt,x,u)—.
ot 0x ou
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In this case, the determining equation (11) is written:

1
fo+ 3 A%x%¢10 + Bxty — Cn + A%xu, &' + Bu, gt = 0, 17

where according to the prolongation formulas (10), the functigng,, ¢;; are given by
fo = i+ gty — uiE) — ulE) — u &l —uu gy,
G = et — uE) — win €y — uky — ikl
G1 = Nex + 20 + Unx N + U
- ZM,XS)? - u,%‘fx — 2u,ux§')9u — (U, + ZMXM,X)SI? - u,uiéfu
= 2y — ucky, — 2Eg, — Buseky — U3y,

The solution of the determining equation (17) provides the infinite dimensional vector
space of the infinitesimal symmetries of Equation (1) spanned by following operators:
Xl = i y X2 = )Ci y
at ax
2 9 I 9 2 9
X3 = ta-ﬁ-(nx-i—c(l)t)Xa-i- Cl‘ua,

_ 42,0 _ 9
X4 = Atx— + (nx — DHu—
0x ou

9 9 9
X5 = 2A%%— 4+ 2A%xInx— + ((Inx — D1)? + 2A%Ct? — A%Hu— , (18)
ot ox u
and
9 ]
Xe = u—, Xyp=0¢{, x)—, 19
6 = Uz o =&( X)au (19)

whereD = B — A%2/2 and¢ (¢, x) is an arbitrary solution of Equation (1).
The finite symmetry transformations (4),

= f@t,x,u,a), x=g(t,x,ua), u=hx,u,a),

corresponding to the basic generators (18) and (19), are obtained by solvingethe
equationg7). The result is as follows:

X t=t+a, X=x, Uu=u;
X5 t=t, X=2xay, U=u, ap#0;
_ _ 2 _ 2_
X3 f = ta%, ¥ =xBeP—ar g =y el g2
Xy f=t1 x=xe 1 = yxe1/24%;-Dayt,
Xs - Fo 4 T = yt/(1-2A%as0)
1- 2A2615l

Inx — D)2 + 2A2Ct?
i =uy1—2A2%ast exp([( * )+ ]as) ,

1- 2A2a5t
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and

=x, Uu=uas, as#0;

=1

X6 : I=t,
Xy r=t, Xx=x, u=u-+eo,x).

Hereas, ..., ag are the parameters of the one-parameter groups generaféd hy , Xg,
respectively, ang (¢, x) is an arbitrary solution of Equation (1). Consequently, the operators
X1, ..., Xe generate a six-parameter group axiglgenerates an infinite group. The general
symmetry group is the composition of the above transformations.

REMARK. The group of dilations generated by the operagmeflects the homogeneity of
Equation (1), while the infinite group with the operafog represents the linear superposition
principle for Equation (1). These transformations are common for all linear homogeneous
differential equations. Hence, the specific (non-trivial) symmetries of Equation (1) are given
by the operators (18) that span a five-dimensidialkalgebra

3.3. TRANSFORMATION TO THEHEAT EQUATION

Let us recall Lie’s result of group classification of linear second-order partial differential
equations with two independent variables. In the case of evolutionary parabolic equations this
result is formulated as follows [6]:

Consider the family of linear parabolic equations
P, x)u; + Q(f, X)ux + R(E, X)uye + St x)u =0, P #0, R#O. (20)

The principal Lie algebral » (i.e., the Lie algebra of operators admitted by Equation (20)
with arbitrary coefficientsP (¢, x), Q(¢, x), R(t, x), S(¢, x), see Section 2.3) is spanned by
the generators (19) of trivial symmetries. Any equation (20) can be reduced to the form

Vr = Vyy + Z(T, y)V (22)
by a transformation, Lie’s equivalence transformation:
y=at,x), t=p1), v=yEt,x)u o #0, B #0, (22)

obtained with the help of two quadratures.
If Equation (20) admits an extension of the principal Lie algelira by one additional
symmetry operator then it is reduced to the form

Vr = Vyy + Z(y)V (23)

for which the additional operator is

9
At
If L, extends by three additional operators, Equation (20) is reduced to the form
A
Ur = Vyy + v, (24)

y2
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the three additional operators being:

X1=i, X2=2'ri+yi, Xz3=r1 i+ yi_(}yz_i_zf)vi_
T T ay ot ay 4 2 v
If L, extends by five additional operators, Equation (20) is reduced to the heat equation
Vr = Uy, (25)
the five additional operators being:
X1=i, X2=i, X3=2ri—yvi, X4_2ri—i—yi
ay ot ay v ay
X5 = tzi—l—ryi— <}y2+}t) vl
ot ay 4 2 ov

Equations (23) to (25) provide the canonical forms of all linear parabolic second-order
equations (20) that admit non-trivial symmetries, i.e., extensions of the principal Lie algebra
Lgp.

Thus, the Black—Scholes equation (1) belongs to the latter case and hence it reduces to the
heat equation (25) by Lie’s equivalence transformation. Let us find this transformation.
After the change of variables (22), the heat equation (25) becomes

2V QO a? Vex | OxQYx 052% OlyxxVx
Upr + + —— uy— —u, + | —+ - 2= — u=0,
o ( y B ) g Ny T gy By oy

wherer denotes the differentiation with respectt@Comparing this equation with the Black—

Scholes equation (1) rewritten in the form
2B 2 2Cu
Azy + Az T Az T

and equating the respective coefficients, we arrive at the following system:

Uxx +

o’ 2

e (20)
Zyx Oy Oy Oy 2B

y TP a A @7
y. Ay Q%Y OV 2C

ﬂ xWtrx _ x/t _ XX /X - _ . (28)
y By By vy A?x?

It follows from Equation (26):

1
at,x) = ‘”()ln Ym0 =—59%0,

where ¢(¢t) and ¥ (¢) are arbitrary functions. Using these formulas, one obtains from
Equation (27):

(£, x) = v(t)x B/AD~A2+W A0+ /24%0) Inx
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with an arbitrary functiorv(¢). After substitution of the above expressions into Equation (28),
one obtains two possibilities: either

1
 L—Kt’ W_L—Kt

© + N, K #0,

and the function (z) satisfies the equation

v M?K? K A2 B  B?

— - - —-C,
v 2(L — Kt)2  2(L — K1) 8 + 2 2A2

or
¢=L, Yv=Mi+N, L#O,

and

Vo M? A N B B? c

v 2L2 8 2 2A?

HereK, L, M, andN are arbitrary constants.

Thus, we arrive at the following two different transformations connecting Equations (1)
and (25):

First transformation

ne M .y = +P
= y T = y
YT AL —Kn T L—Ki 2K(L — K1)

v = EL — Kte(MZK)/(2(LfKt))f(l/Z)((B/A)f(A/2))2tfCt
x(B/A2)7(1/2)+(MK/A(LfKt))Jr(KIn x/2A%(L—K1)) u

X

K # 0 (29)

Second transformation

2

Lln + Mt + N Lt+P
= — X y T = ——— ,
YT A 2

v = EMR2L—/2(B/AH=(A/2)?=Clr | (B/AD=(1/2+M/AL) | £ 0. (30)

The Black—Scholes transformation (see [3, formula (9)]) is a particular case of the second
transformation (30) with

2 2 2 2 Crt
L=—9D, M=——9D°, N=—9D®Dt"—-Inc), P=-—Dt", E=¢€",
A A? A? A?

wherer*, ¢ are constants involved in the initial value problem (8) of [3]. The transforma-
tion (29) is new and allows one to solve an initial value problem different from that given in

3],
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3.4. TRANSFORMATIONS OFSOLUTIONS
Let
u=F(,x)

be a known solution of Equation (1). According to Section 2.2, one can use this solution
to generate families of new solutions involving the group parameters. We apply here the
procedure to the transformations generated by the basic operators (18) and (19). Application
of the formulas (13) to (15) yields:

X1 u=F(@—a,x);

X5 u=F(t,xa£l), a # 0,

X3: u= ec(lf“gz)tF(t az?, x“gle"(D(”gZ*”gl)’), az # 0,
X4 U= xa4ef((1/2)A2a§+i)a4)tF(t’ xe’Az“‘“);

[(Inx—D1)?4+24%Ct%as

exp( )
X : "y 1+2A%a51 P < t xt/(l+2A2a51))

’

V1+2A2ast 1+ 2A2ast”’
and
X : u=agF(t,x), ag#0,
Xy : u=F(,x)+ ¢, x).

EXAMPLE. Let us begin with the simple solution of Equation (1) depending only: on

u=¢e" (31)
Using the transformation generated Ky we obtain the solution depending on the parameter
dg.

U= x% ef((l/Z)A2a§+i)a4fC)t.

Letting here, for the simplicityz, = 1 we get

u=xecBr

If we apply to this solution the transformation generateddlgywe get the following solution
of Equation (1):

exp<[(Inxfi)t)2+2A2Ct2]a5+(C*B)t>
142A2as5¢ x;/(1+2A2a51)

v1+ 2A2615l

Thus, beginning with the simplest solution (31) we arrive at the rather complicated solu-
tion (32). The iteration of this procedure yields more complex solutions.

Note that the solution (31) is unalterable under the transformation generat€g bis
is an example of so-callddvariant solutionsdiscussed in the next subsection.

u =

(32)
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3.5. INVARIANT SOLUTIONS

An invariant solution with respect to a given subgroup of the symmetry group is a solution

which is unalterable under the action of the transformations of the subgroup. Invariant so-
lutions can be expressed via invariants of the subgroup (see, e.g., [7]). Here we illustrate
the calculation of invariant solutions by considering the one-parameter subgroup with the
generator

0 0 0
X=X X Xeg= — — —_.
1+ X2+ Xe 8t+x8x+u8u

Invariantsi (¢, x, u) of this group are found from the equation
XI=0

and are given by

I =J(I, Ip),
where
u
I]_:l—lnx, L =-
X

are functionally independent invariants and hence form a basis of invariants. Therefore, the
invariant solution can be taken in the fofn= ¢ (1), or

u==x¢(z), where z=1r—Inx.
Substituting into Equation (1) we obtain the ordinary differential equation of the second order:

A? A? d
—¢"+(1-B——)¢'+(B—-C)p =0, where ¢’=—¢.
2 2 dz
This equation with constant coefficients can be readily solved.

The described procedure can be applied to any linear combination (with constant coeffi-
cients) of the basic generators (18) and (19). Here we apply it to the basic operators.

1
X1: u=¢x), 3 A’x%¢" + Bx¢' — C¢ =0,
this equation reduces to constant coefficients in the new independent varialitex;
X5 u=a¢@), ¢ —Cp=0 whence u=KEe";

In
—c‘D\ﬁ)’ A% — 74/ =0, 7=-—=— DI,
Vit

In x
Xs: u=¢€'¢ (—
Vi

Z
whence ¢(z) = Klf e’/ 4 Ko;
0

(Inx — D1)? , 1
X4 U= exp(T> o), ¢+ (Z - C) ¢ =0, whence
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Inx — D1)?
%w:);

K K
=—¢8 and hence u = —e
" , = xp( e

NG

Xs : _ L ex (Inx_:Dt)z—%Ct ) Inx ¢’ =0, hence
> u_ﬁ P 2A2¢ t )’ -

Inx K, (Inx — Dr)?
u=<K1—+—>exp(T+Ct .

HereD = B — A?/2 andK, K1, K, are constants of integration.
OperatorsXg, X, do not provide invariant solutions.

3.6. THE FUNDAMENTAL SOLUTION

Investigation of initial value problems for hyperbolic and parabolic linear partial differential
eqguations can be reduced to the construction of a particular solution with specific singularities
known in the literature aslementanor fundamentakolutions (see, e.g., [9-11]). Recently, it
was shown [12] that for certain classes of equations, with constant and variable coefficients,
admitting sufficiently wide symmetry groups, the fundamental solution is an invariant solution
and it can be constructed by using the so-caithedriance principle

Here we find the fundamental solution for Equation (1) using the group theoretic approach
presented in [13].

We can restrict ourselves by considering the fundamental solutien(z, x; tg, xo) of the
Cauchy problem defined as follows:

1
u, + > A’x%uy + Bxu, —Cu =0, <t (33)
u‘t%to = §(x — xp). (34)

Heres (x — xp) is the Dirac measure ab.
According to the invariance principle, we first find the subalgebra of the Lie algebra

ad . . . .
spanned by Equation (18) antds = u— (for our purposes it suffices to consider this

u
finite-dimensional algebra obtained by omittiXg) such that this subalgebra leaves invariant
the initial manifold (i.e., the liner = 1) and its restriction on = o conserves thénitial
condition(34). This subalgebra is the three-dimensional algebra spanned by

0 0 0
Y, = 2t —tg)— +(Unx —Inxg+ Dt — 1)) x— + (2C(t — tg) — Du—,
at dx ou
2 0 0
Y, = A°(t —to)x— + (Inx —Inxg — D(t — t0))u— 1
dx au
2 2.9 2 d
Y3 = 2A%(t — 1g)°— + 2A°(t — tg)x Inx—
at dx
+ ((Inx — D@t — 10))* — IN®xo + 2A2C (1 — 10)* — A*(t — fo))u——-.
u
Invariants are defined by the system

Y11 =0, Y, =0, Y3/ =0.
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Since
2 1 2
Y3 =A“(t —tg)Y1 + EA(t—to)—B(t—t0)+|nx+|nx0 ,

it suffices to solve only the first two equations. Their solution is

I =uxVtg— e’

where
D In xq In?x +In? xo D?
= ————, (X)) = —5—— — +C ) (to—1). 35
O=02" w24—n YT a20—0) <2A2 + ) (to=1) (35)
The invariant solution is given by = K = const. and hence has the form
k2 ot 36
= K——e "Y1 <1,
u o1 <lp ( )

whereo (1), w(t, x) are defined by Equation (35). One can readily verify that the function (36)
satisfies Equation (33). The constant coeffici€rtan be found from the initial condition (34).
We will use the well-known limit,

1 _ 2
lim — exp(—u> = 27 8(x — xo), (37)
s—>40 /8 4s
and the formula of change of variables= z(x) in the Dirac measure (see, e.g., [10, p. 790]):
ad
50 —x0) = | 29 52— 20, (38)
0x =10

For the function (36), we have

lim u = lim e_w(f,x)—U(tan

t—1o t—1o /[0 —t
K (Inx —Inxg)? Dlnx
= I eXp —_ - }
t—=10 \Jlg — ¢ 2A2(lo —1) A2

or, settings = 1o — 1, z = (+/2/A) Inx,

. e(/) . l (Z — ZO)Z
i = Ke(—gine) i, enp( -7 )

2/ K exp(—% In x) 5(z — z0).

By virtue of Equation (38),

AXO
3(z —z0) = —= 8(x — xo),

V2

and hence

. D
limu =+27 AKxg eXp(—— In xo> 8(x — xp).
t—1p A2
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Therefore, the initial condition (34) yields:

K ! exp< D In )
= —— — X .
kY, 2 AXO A? °

Thus, we arrive at the following fundamental solution of the Cauchy problem for Equation (1):

— 1 ex <_(|nx——|nxo)2_(i)_2+c) (t _Z)_gdn —1In ))
‘= Axo/ 21 (tg — 1) P 2A2(l‘0 —1) 2A2 0 A? o o))

REMARK. The fundamental solution can also be obtained from the fundamental solution

! ex y2
v = -
2/t P 47

of the heat equation (25) by the transformation of the form (30) with

M = Li) N—L:Dt Lln P—th E—Axoec’0
- A L) _A 0 A an _20, _L )

i.e., by the transformation
L2

L L Ax
T=— (fo—1), y= " D(tg—1) + ” (Inx —Inxg), v= TO gflio=ty,

4. A Two Factor Variable Model

Methods of Lie group analysis can be successfully applied to other mathematical models used
in mathematics of finance. Here we present results of calculation of symmetries for a two state
variable model developed by Jacobs and Jones [5].

4.1. THE JACOBS—JONES EQUATION

The Jacobs—Jones model is described by the linear partial differential equation

u —}Azxzu + ABCxyu —{—}822
r = > xx YUxy > Y Uyy

G
+<Dx|nX—Ex3/2>ux+<Fy|n——nyl/2) Uy — XU (2)
X y

with constant coefficientd, B,C, D, E, F, G, H.
4.2. THE GROUP CLASSIFICATION

Equation (2) contains parametess B, ..., H. These parameters are ‘arbitrary elements’
mentioned in Section 2.3. According to Section 2.3, it may happen that the Lie algebra of op-
erators admitted by Equation (2) with arbitrary coefficients (i.e., principal Lie algebra) extends
for particular choices of the coefficients, B, ..., H. It is shown here that the dimension

of the symmetry Lie algebra for the model (2), unlike the Black—Scholes model, essentially
depends on choice of the coefficiedtsB, C, ..., H.
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4.2.1. Result of the Group Classification
The principal Lie algebrd. » is infinite-dimensional and spanned by
_ 0 X, = 9 X, =w(t ) 0
_81" Z_Mau’ w—a) 7x’y8uv
wherew (¢, x, y) satisfies Equation (2).
We consider all possible extensionsigf for non-degeneratequations (2), namely those
satisfying the conditions

X1

AB #£0, C #+1. (39)
Moreover, we simplify calculations by imposing the additional restriction

C #£0. (40)

4.2.2. Extensions ol »
The algebrd. » extends in the following cases:

1.D =0,
0
Xz=¢€"y—
dy

Subcase:AH — BCE = 0 andF = 0. There is an additional extension
0 0
X4=2AB%*(1- Cz)tya— + (2BCInx —2Alny + (B — AC)ABt)ua— .
y u
2.D#0,F =—(BD/2AC), H =0,
X3 =ex BDt 8+ b InG+1 ex BDt 9
=P 2ac’) Yoy T\ ABc S Ploac’) “au
3. D # 0, F is defined from the equation
A%F? — A°D? + 2ABCDF + B?D? =0,

and the constantg8 and H are connected by the relation

BE(ACF + ACD + BD) = AH(AF + AD + BCD),

Iny

. 8 [ACF+ACD+BD AF + AD + BCD
ay A2B(1—C? AB2(1—C?)

A?’CF + A’CD — B°CD — ABF  FInG(BCD + AF + AD) -— 9
u
2ABD(1— C?) AB2D(1— C?)

du’
SubcaseB = 2AC, F = —D, H = 0. There is an additional extension
0

X4:eD’y +
dy

D G 5
D Gl
<2A2C2 v ) “ou
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REMARK 1. Most likely, the restriction (40) is not essential for the group classification. For
example, one of the simplest equations of the form (39),

U, = xzu” + yzuyy —Xu,
admits two additional operators tby, and is included in the subcase of case 1 of the
classification.

REMARK 2. The classification result shows that Equation (2) cannot be transformed, for any
choice of its coefficients, into the heat equation

VUr = Ugg + Vg

Indeed, the heat equation admits an extensioh by seven additional operators (see, e.g.,
[7, vol. 2, section 7.2]) while Equation (2) can admit a maximum extension by two operators.

4.3. INVARIANT SOLUTIONS

The above results can be used for the construction of exact (invariant) solutions of Equa-
tion (2). We consider here examples of solutions invariant under two-dimensional subalgebras
of the symmetry Lie algebra. Then a solution of Equation (2) is obtained from a linear second-
order ordinary differential equation and hence the problem is reduced to a Riccati equation.
The examples illustrate the general algorithm and can easily be adopted by the reader in other
cases.

To construct a solution invariant under a two-dimensional symmetry algebra, one chooses
two operators

Y1 = &%, x u)3 + X1, x u)i + E2(1, x u)i + n(t, x u)i
1 = 1 ’ ’yv 81‘ 1 ’ ’yv ax 1 ’ ’yv ay 771 9’ 7y’ 81,{’

Yo = 3¢, x u)3 +EX(r, x u)i + E2(1, x u)i + no(t, x u)i
2 = 2 ’ ’yv 81‘ 2 ’ ’yv ax 2 ’ ’yv ay 772 9’ 7y’ 81,{

that are admitted by Equation (2) and obey the Lie algebra relation:
[Yq, Yo] = MY + A2Y2,  Aq, Ap = const

The two-dimensional Lie subalgebra spanned’hyy, will be denoted by
(Y1, Y2).

This algebra has two functionally independent invaridats, x, z, u), I>(z, x, z, u) provided
that

0 £1 &2
rank(% 511 512 771) =2
52 52 52 n2
Under these conditions, the invariants are determined by the system of differential equations
YiI =0, Y, =0.

The invariants solution exists if

oI, d1
ank —l, 22) 1.
ou du
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Then the invariant solution has the form
I = ¢(1). (42)

Substituting Equation (41) into Equation (2), one arrives at an ordinary differential equation
for the functiong.

EXAMPLE. Consider the equation
BCE

1 1
=5 A%x%u, + ABCxyu,, + > Bzyzuyy — Ex? Uy — yxl/zuy — Xu. (42)
According to the above group classification, Equation (42) admits the operators
X 9 X 9 X 9
= —, =u—, = —_—,
L= 50 2T Ty

B 3
X4 = 2AB%*(1— Cz)tya— +@2BCInx —2Alny + (B — AC)ABt)ua— ,
y u

0 .
X, = a)(t,x,y)a—, where w(t, x, y) solves Equation (42) (43)
u

Here we consider invariants solutions with respect to three different two-dimensional
subalgebras of the algebra (43).

1. The subalgebréX 1, X3) has the independent invariadis= x, I, = u. Hence, the invariant
solution has the form

u=¢x), (44)

and is determined by the equation

1
> A%x?%¢" — Ex®?¢' —x¢ = 0. (45)
It reduces to the Riccati equation
2E 2
’ 2 S|
VAV - R T A
by the standard substitution
v =¢'/¢. (46)

2. The subalgebréX, + X,, X3) has the invariant$; = x, I, = ue™*. The corresponding
invariant solution has the form

u=¢€eep(x). 47)

The substitution into Equation (42) yields:

%Azxzqs” — Ex®?¢' — (x + 1)¢ = 0. (48)
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It reduces to a Riccati equation by the substitution (46).

3. The subalgebréX i, X, + X3) has the invariant$; = x, I, = u/y. The invariant solution
has the form

u=yp(x) (49)
with the functiong (x) defined by the equation

1 BCE

> A%x?%¢" + (ABCx — Ex¥?) ¢’ — (T X2 4 x) ¢ =0. (50)

It reduces to a Riccati equation by the substitution (46).
4.4. INFINITE IDEAL AS A GENERATOR OFNEW SOLUTIONS

Recall that the infinite set of operatoks, does not provide invariant solutions by the direct
method (see the end of Section 3.5). However, we can use it to generate new solutions from
known ones as follows. Let = w(z, x, y) be a known solution of Equation (2) so that the
operatorX, is admitted by Equation (2). Then, Xf is any operator admitted by Equation (2),

one obtains that

wherew(t, x, y) is a solution (in general, it is different from(z, x, y)) of Equation (2). The
relation (51) means that the skj, of operators of the fornX,, is anideal of the symmetry
Lie algebra. Since the set of solutioms$r, x, y) is infinite, L,, is called arinfinite ideal

Thus, given a solutiom (¢, x, y), the formula (51) provides a new soluti@s(z, x, y) to
Equation (2). Let us apply this approach to the solutions given in the example of the previous
subsection by lettingd = X4 from (43).

1. Starting with the solution (44), we hawg(z, x, y) = ¢ (x), where¢(x) is determined by
the differential equation (45). Then

[X,, Xa] = 2BCInx —2AIny + (B — AC)AB;)qﬁ(x)ai .
u

Hence, the new solutiom = w(z, x, y) is

o(f,x,y) = (2BCInx —2AIny + (B — AC)AB1)¢(x) (52)
with the function¢ (x) determined by Equation (45). Now we can repeat the procedure by
taking the solution (52) as(z, x, y) in Equation (51). Then

[X., X4l = [(2BCInx — 2AIny + (B — AC)AB1)?¢(x) + 4A*B*(1 — CHt¢(x)] ai .
u

Hence, we arrive at the solution
u=[(2BCInx —2AIny + (B — AC)ABt)* + 4A*B*(1 — CH)t] ¢ (x), (53)

whereg¢ (x) is again a solution of Equation (45). By iterating this procedure, one obtains an
infinite set of distinctly different solutions to Equation (42). Further new solutions can be
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obtained by replacing’4 by any linear combination of the operators (43).

2. For the solution (47 (¢, x, y) = €¢(x), whereg (x) is determined by Equation (48). In
this case,

[X,, Xa] = 2BCInx —2AIny + (B — AC)ABY) ef<,5(x)ai ,
u

and the new solution = w(¢, x, y) has the form
@(t,x,y) = (2BCInx —2AIny + (B — AC)ABt) € ¢(x) (54)

with the functiong (x) determined by Equation (48). One can iterate the procedure.

3. For the solution (49w (¢, x, y) = y¢(x), whereg (x) is determined by Equation (50). In
this case,

)
[X,, Xa] = 2BCInx —2Alny + (2BC?> — B — AC)ABt)yqb(x)a— ,
u

and the new solution is
u=(2BCInx —2AIny+ (2BC? — B — AC)ABt)y¢ (x), (55)

where the functio (x) is determined by Equation (50). The iteration of the procedure yields
an infinite series of solutions.

5. Conclusion

In this paper, the Lie group analysis is applied to the Black—Scholes and Jacobs—Jones models.
The approach provides a wide class of analytic solutions of the equations in question.

For the Black—Scholes equation, the most general transformation to the heat equation is
derived. This allows one to solve initial value problems different from that given in [3].
Moreover, we use the invariance principle to construct the fundamental solution which can
be used for general analysis of an arbitrary initial value problem.

For the Jacobs—Jones model, we present the group classification which shows that the
dimension of the symmetry Lie algebra essentially depends on the parameters of the model.
It also follows from this classification result that the Jacobs—Jones equation can not be
transformed into the classical two-dimensional heat equation.
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