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American Option Pricing under Stochastic Volatility.

In this paper, we price the American option where the underlying asset follows the diffusion process and the stochastically

varying volatility parameter follows the mean-reverting process.

In this method, the free boundary system for American option is converted into a fixed boundary value problem with

free boundary curve incorporated into the coefficients of new PDE. Then using integral transform (Fourier/Laplace),

PDE is converted into ODE which can be readily solved .The solution is transformed back to the original space which

explicitly contains the free boundary curve. The free boundary curve is numerically solved and substituted in the above

solution giving us the solution for the American option under stochastic volatility.

We shall compare the price solutions of American options by this approach and by some other methods, in terms of

the accuracy, efficiency, and robustness. (Received September 15, 2008)
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