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We carry out group classification of a general bond-option pricing equation. We show that the equation admits a three-dimensional
equivalence Lie algebra. We also show that some of the values of the constants which result from group classification give us well-
known models in mathematics of finance such as Black-Scholes, Vasicek, and Cox-Ingersoll-Ross. For all such values of these
arbitrary constants we obtain Lie point symmetries. Symmetry reductions are then obtained and group invariant solutions are

constructed for some cases.

1. Introduction

The theory of option pricing began in 1900 when the French
mathematician Bachelier [1] deduced an option pricing for-
mula based on the assumption that stock prices follow a
Brownian motion. The Black-Scholes equation

1
u, + Exzozuxx +r(xu, —u)=0 (1)

was introduced by Black and Scholes [2] as the general
equilibrium theory of option pricing which is particularly
attractive because the final formula is a function of observable
variables. Merton [3] extended the Black-Scholes theory of
option pricing by introducing more assumptions and found
new explicit formulas for pricing both the call and put options
as well as the warrants and the down-and-out options. The
equation is mainly used to find the fair price of a financial
instrument (option or derivative) and to find the implied
volatility.
The first bond pricing equation

1
ut+502uxx+x(6—x)ux—xu:0 (2)

was introduced by Vasicek [4] and thereafter many other
researchers (see, e.g., [5-12]) came up with other one-factor
models which modelled the term structure of interest rates.

Many differential equations, including financial mathe-
matics equations, involve parameters, arbitrary elements, or
functions, which need to be determined. Usually, these arbi-
trary parameters are determined experimentally. However,
the Lie symmetry approach through the method of group
classification has proven to be a versatile tool in specifying the
forms of these parameters systematically (see, e.g., [13-20]).

In 1881, Lie [21] was the first one to investigate the problem
of group classification. In this regard, he studied a linear
second-order partial differential equation with two indepen-
dent variables. Suppose a differential equation contains an
arbitrary element f(u). The main idea of group classification
of this differential equation is to find the Lie point symmetries
of the differential equation with arbitrary element f(u) and
then find all possible forms of f(u) for which the principal
Lie algebra can be extended.

Semi-invariants for the (1 + 1) linear parabolic equations
with two independent variables and one dependent variable
were derived by Johnpillai and Mahomed [22]. In addition,
joint invariant equation was obtained for the linear parabolic
equation and the (1 + 1) linear parabolic equation was
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reducible via a local equivalence transformation to the one-
dimensional heat equation. In [23], a necessary and sufficient
condition for the parabolic equation to be reducible to the
classical heat equation under the equivalence group was
provided which improved the work done in [22].

Goard [24] found group invariant solutions of the bond
pricing equation by the use of classical Lie method. The
solutions obtained were shown to satisfy the condition for
the bond price, that is, P(r,T) = 1, where P is the price
of the bond. Here r is the short-term interest rate which is
governed by the stochastic differential equation and T'is time
to maturity.

In [25], the fundamental solutions were obtained for
a number of zero-coupon bond models by transforming
the one-factor bond pricing equations corresponding to the
bond models to the one-dimensional heat equation whose
fundamental solution is well known. Subsequently, the trans-
formations were used to construct the fundamental solutions
for zero-coupon bond pricing equations.

Sinkala et al. [26] computed the zero-coupon bonds
(group invariant solutions satisfying the terminal condition
w(T,T) = 1) using symmetry analysis for the Vasicek and
Cox-Ingersoll-Ross (CIR) equations, respectively. In [27] an
optimal system of one-dimensional subalgebras was derived
and used to construct distinct families of special closed-form
solutions of CIR equation. In [20], group classification of the
linear second-order parabolic partial differential equation

1
u, + Epzxzyuxx +(a+ Px—Apx"u, —xu=0, (3)

where «, 8, A, p, and y are constants, was carried out. Lie
point symmetries and group invariant solutions were found
for certain values of y. Also the forms where equation (3)
admitted the maximal seven Lie point symmetry algebra
were transformed into the heat equation. Vasicek, CIR, and
Longstaft models were recovered from group classification
and some other equations were derived which had not been
considered before in the literature. Furthermore, Mahomed
et al. [28] used the invariant conditions developed in [23] to
carry out group classification of [20] and some new cases were
discovered.

Dimas et al. [29] investigated some of the well-known
equations that arise in mathematics of finance, such as Black-
Scholes, Longtsaff, Vasicek, CIR, and heat equations. Lie
point symmetries of these equations were found and their
algebras were compared with those of the heat equation. The
equations with seven symmetries were transformed to the
heat equation.

In this paper, we study a general bond-option pricing
equation. The partial differential equation which will be
investigated is a generalisation of (1) and (2) and is given by

u+oaxPu, + A(B-x)u, +yxT u=0, (4)

where f is time, x is the stock (share or equity) price or
instantaneous short-term interest rate at current time ¢, and
u(t, x) is the current value of the option or bond. Here p > 0,
q = 0,and «, y, A, and f3 are constants with «, A, y # 0. When
q = 0, (4) is the option pricing equation and it is the bond
pricing PDE when g = 1.
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This paper is structured as follows. In Section 2, we find
two classifying equations on which group classification of (4)
depends, one for p#2 and the other for p = 2. Then we
use the two equations to find possible values for arbitrary
constants for which (4) admits nontrivial Lie point symmetry
algebras. In Section 3, we obtain symmetry reductions and
construct group-invariant solutions for Case 2.1(1) and finally
in Section 4 we give conclusions.

2. Determination of Classifying
Equations of (4)

The Lie point symmetries for (4) are given by the vector field:
0 0 0
= = = 2 6
X =1t % u) % +&(t, x,u) o n (t, x,u) 30’ (5)
if and only if

X (u, + axPu,, + A (B - x) ux+quu)|(4) =0, (6)

where X! is the second prolongation of X defined as

0 0 0
X :X+CI£ +c2£+(22$- (7)
t X XX

Here (/s are given by

¢y =Dy (1) = u Dy (1) = u Dy (§),
CZ = Dx (ﬂ)_uth (T)_uxDx (E)’ (8)

522 = Dx (CZ) - utxDx (T) - uxxDx (E) >

where the total derivatives D, and D,, are defined as

D, :2+ui+u i+u — +-
fot ou ou,  "ou, ’
€
D =i+u i+u i+u — +
¥ ox o “ou  fou, Fou, '

To perform the group classification of (4) it turns out that we
need to consider two cases of p separately: p#2and p = 2.

2.1. Classifying Equation of (4) for p#2. Expanding the
determining equation (6), we obtain
yequx — yuxn, + yuxT&,u, +ynx +n, - Eu,
- Mu, + BAy, — Axn, + yuxTt, — Y25,

+ ydux® v u + A, — Axtu, — fAuE,
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+ Axu &, — yhux® 'z, - Byuxitu, + Byluxit,
+ Mx’u 1+ BV, T, - 2N xu, T,

—2axPr uu,, - 20xPTu, + akpxfu,,
—2axPE u, +xF

—20xPEuu,,

— q _
X (ocrtuxx ayut,u,, X1 — adxt

2
FaPAT U, + o, + Zauquu)

+ apurs T, — adxP Ml T, - axPulE,,

- Zaxpuifxu - (xxpuxﬁxx + ocxpnxx

+ 2apuu xPHr + o PPl - 2006 T,
+ afAx? (ui‘fuu + Zui‘rxu) + ayur, xF
+ o’ xPu, (Qu, Ty, + 1) — oA u T

+afAxfu,r, =0.
(10)

Separating (10) with respect to the derivatives of u, since the
functions 7, &, and # do not depend on them, leads to the
following linear PDEs:

7,=0, (11)
£, =0, (12)
M = 0> (13)
7, =0, (14)
pE+x(r,—2¢,)=0, (15)
uyxn, + XA, — quyxTE - yxn - axPn,,
—uyxtt, —n, - PAn, =0, 1
A +axPE  +xAt, +& + A (B-x)E, W)

- 2axn,, - BAr, = 0.
To solve the above system of equations, we first observe from
(11) and (14) that T does not depend on x and u, which means
that 7 is a function of t. Thus

T=1(t). (18)

Equation (12) implies that £ depends on both ¢ and x but not
on u. Hence

§=8(tx). (19)
Integration of (13) with respect to u twice gives

n(t,xu)=A(t,x)u+B(t,x), (20)

where A(t, x) and B(t, x) are arbitrary functions of ¢ and x.
Using the expressions for 7 and & in (15) and integrating with
respect to x lead to

E(t,x) =c(t)xPl* - ’;T—_(;), P2, (21)

where c(t) is an arbitrary function of t. Using (18), (20), and
(21) in (17) yields

BaxP™ A, (t,%) (2 - p) + c (t) apx PP (p—2)°
—2c(t) /\x1+p/2(p - 2)2 —4x*7" (1)
+2BAPC () xP* (p - 2) + 4xPxc’ (1) (p-2)  (22)
+A(4x* (p-2) +4px(1-p)) 7' ()
=0.
Integrating (22) with respect to x and solving for A we obtain
-p-1
o N2
4a(p - 2)
< {(p =227 (1) (o + 20x (x - )

At,x) =d (1) +

x P! (23)
4a(p-2)°
X {Zx2 (2 (p-2)xFc (1)
+2-p)Ar' @) (B~ x))} ,

where d(t) is an arbitrary function of t.
Using (18)-(21) and (23) in (16) gives

—2x3Tn} -

16a(p — 2)° x> (ax? B, + Byx + B, + BAB, — AxB,)
+ 8ua (p - 2) x> (29 (p— g - 2) x*
“AMp-2)(p-1)7
—8ul*(p —2)°x* P21, + 8BAu (p - 2)
x foc(p—1) px"*P7, - BA(p - 1)’ P,
+A(2p -3)x PP}

+u{8(p-2)(2a(p-2)dx""? +a(p-1) """,
—2x3ctt) + 8x47p/2‘rttt}

+a(p-2)°c(t)x" " ufap’x? - 6ap’x? + sapx?

-8BApx + 16yqxT"}

+42°(p - 2)2xuc (t) (x - B) (-Bp + px — 2x)

=0.
(24)



Since the functions B, ¢, d, and 7 do not depend on u, we split
(24) with respect to u and get

1:B,+axPB,, +A(B-x)B,+yx1B=0, (25)
w:8a(p—2)x""2 (2y(p-q-2)x
-Ap-2)(p-D)n
— 823 (p—2)°x"P1, + 881 (p - 2)
x(a(p=1) px"*"P7, - BA(p - 1) x> PP,
+A(2p - 3) xsfp/z‘rt)
+(8(p-2)(2a(p-2)dx™*? + a(p-1) P11,
-2x°c, ) + 8x* 1,
+a(p-2)°ct)x"" (ap’x? — 6ap’x? + 8apx?
~8BApx + 16ygxT?)

+42(p - 2)2xc (t) (x - B) (-Bp + px — 2x)

=0.
(26)

It is clear that B satisfies the original equation of (4).
Rewriting (26) yields our classifying equation as

hy (8) x°P72 + hy (8) xT273P2 4y (8) xMP 4 by (1)
+hy (£) X + hg (£) X7 + b (8) X277 + by (1) PP

+hg (8) X 4 g (6) X 4+ by (8) P 4 by, () X

(27)

ho () = o (p—4) (p—2)’pe @),
hy (1) = 16ay(p - 2)°qc (1),
hy (1) = ~8apA(p—2) pe (1),

hs (1) = 8A* (p—2) (2p - 3) 7 (®),

hy(8) = =872 (p-2) (p-1)7' (1),

hs (1) = 8aBA (p - 2) (p— 1) pr' (),
he (1) = 16ay (p~2) (p~q-2)7 (1),

hy () =8a(p-2) ((p- 17" (1) = A (p-2)

x(p-1)7' ) +2(p-2)d ©),
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hy (6) = 8% (p—2)" (p-1)c (1),
hy (1) = 4B°A%(p — 2) pe (1),
hy (8) =4 (p-2) (ApPc(t) - 4A%pe (1)
+4A e (1) - 4c" (1)),
hy (t) = -8 (M pt’ (1) - 41 pr’ ()

+42 ' () -7" (@1).
(28)

2.2. Classifying Equation of (4) for p=2. In the case when
p = 2 in (4), we proceed as above to obtain the determining
equation as

quyExT + ynx? + uyr,xT — upyru,7,x7 + upyrr, x?
+uyu £, x? — uyn,x1 -’y 1, + uphu, 7, xT

g+l q+2 2 q+2
—uprr, X —uayr,u xTT + uayu T,  x

q+2 q+2 2 2 4
+ ZMOC)/MxTqu + UXYT, X tou U, T, X

2 4, 2 4 3
+ 207U U T X + U T X — OAT U X

XXX T XU XX "XX

3.3 2.3
— AU T, X = 20AU T, X — dAU, T, X

3

2 2 2 2 2
+ AU, T X7 = 2000, T U X — 20T, Uy X+ AT, U X

2 2 2
+afAtu,x” - 20u, & u, x" - 20 u, X

2

+ oc[:’)tuiruuxz + Zoc,B}tuirxuxz + oAU, T, X

2 2

- ocuiﬁuuxz - ZocufC X — o £ X7+ “ufcnuux
+ 20,1, %0 + an, x0 — M T,x — 2P0, T, X
+ A& ox — Apx + 20éu, x — Au & + BAu, T,
+ BN Ut - w, & — PAuE, + 1+ P,
=0.
(29)

As before, splitting (29) on derivatives of u and simplifying
lead to

7, =0, (30)
£, =0, (31
M = 0, (32)
7, =0, (33)
201,,%° — akx° — AE x° + Ax
(34)
—&x+ A, x - 2BAE =0,
2xE, — 28— x1, =0, (35)
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xT (up€ (q - 2) + x (yn — uyn, + 2uyg,))

(36)
+ xPan, x + xA, (B - x) + xn, = 0.
Equations (30) and (33) imply that
T=1(t), (37)
whereas (31) means that & does not depend on u; that is,
§=8(tx), (38)
and (32) gives
n(t,xu)=A(t,x)u+B(t,x), (39)

after integrating twice by u and for some arbitrary functions A
and B. Substituting (37) and (38) into (35), we get a linear first-
order ODE in & which can be easily integrated with respect to
x to give

E(t,x) = xe(t) + %xr' (t)Inx, (40)

where e(t) is an arbitrary function of t. If we substitute (37),
(40), and (39) into (34) and solve the resulting differential
equation for A, we get

A(t,x) = @ [{x [4¢' () + Inx7" (1)]
+27 () [x ( + A) - ﬂ/\]} Inx — 4fAe (t)]

+ 1),
(41)

where f(t) is an arbitrary function of ¢. Substituting (41) and
(40) into (36), we obtain

8a’x*B,, — 8alx’B, + 8aBAx’B, + 8ax’B, + 8ayxT’B
+ u( — dax’e (t) — 4AxPe’ (t) + 4e (1)
X (2ayqxq+2 + BA(BA — x a + A)))

+4ax%e" () Inx + 80cx2f' () + 804qu+21" (t)

+4aygxT 7’ (t) Inx — 2°A%7" (t) — 207 X7T' (¢)
—dadx’T () + 207" (1) - 20777 (1)

+ %27 (t)In’x + 4/3A2xr' () + SaﬂAxr' ()

- 4cxﬂ/\x‘r' (#)Inx

+2ﬁ2)t21" ) Inx - Zﬁ)tzx‘r' ) 1In x)

(42)

Splitting (42) on u yields
1:B,+ax’B, +A(B—x)B, +yx1B=0,  (43)
u: (4x’e" (1) + dapgx®?7' (1) + 2227 () - daPAxt’ (1)
—2[3’A2x1' (t)) Inx — dax’e’ (t) — 4Ax%e (t) + 4e ()
x (20pgx™? + BA(BA - x (2 + 1)) ) + 8ax” ' (1)
+8ayx T’ (1) - 287 A7 (1) - 2% 577 (t)
—dadx’T () + 207" (1) - 207 %77 (2)
+x°7" () Inx + Saﬁ/\xrl () + 4[3)L2x1" ()

=0.
(44)

Rewriting (44) we get our classifying equation as
by ) + b, () Inx + x (b, (t) + by (t) In x)
+x7 (b (1) + b5 () Inx + b () In’x)  (45)
+x72 (b, (t) + by () Inx) = 0,
where
b () = 4B°A%e (1) - 28°2°7 (1),
b(1) = 2817 (1),
b, (t) = —4PA Qe+ 1) (e () - 7' (1)),
by (t) = 2B 2+ M) 7' (1),
b, (t) = 8af' (t) —4(a+ N e ()
— 2+ V)T @) +2a7" (1), (46
bs (t) = 4e” (1),
b (1) =7" (1),
by () = 4oy (2ge () +27' (1)),

by () = 4ayqr’ (t).

3. Results of Group Classification

We note that our classifying equations (27) and (45) are
satisfied if we choose
ct)=e()=0, d()=f@1)=qc,

for some constants ¢, and ¢,. Thus using these values, for both
cases, the coefficients of the infinitesimal operator are

&=0,

where B(t, x) is any solution of (4).

T(t)=¢, (47)

=0, n=cu+B(tx), (48)



Case 0 («,y, A, 3, p, q arbitrary). We obtain the following Lie
point symmetries:

Xl =3 XZ = ui) XB = B(t)x) i’ (49)
ou ou

where the symmetry associated with B is the solution symme-
try. Lie symmetries (49) generate what is called the principal
Lie algebra.

By equating the powers of x in (27) and solving for p we
infer that possible extensions of the principal Lie algebra are
possible for the following values of p:

0) 1>_)_) _)_7_)3)4:6~ (50)

In this paper, we consider p = 0, 1, and 2, as these values of
p provide us with very important equations in mathematics
of finance. For example, when p = 2 and q = 0, we have
the Black-Scholes equation. We obtain the Vasicek equation
when p = 0 and g = 1 and CIR equation when p = 1 and
qg=1.

We show only the different combinations of parameters
which extend the principal Lie algebra.

Case1(p=0)

Case 1.1 (g = 0). In this case, the principal Lie algebra
extends by the following Lie point symmetries:

Moo ae(x P\ O
= (30 o
+uew</32_klﬂ_f prx 1)3

20 20 2« o 2

—2At
= ¢ [_2+A(x_/3)i+wﬂ], (51)

Case 1.2 (g = 1). The principal Lie algebra extends by

2t
e a+ew< ay ﬁ+x>a

37 20 ot 22 2)ox
2 2 2
M (BA L By A PAx
200 203 A 2 «

____>i
20 2/ ou’
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(52)
It should be noted that this case results in the Vasicek
equation [26].

Case 1.3 (q = 2). (1) Consider o # A2/4y. The additional Lie
point symmetries are given by

X, = ezxt a +62Kt(lx_ﬁ_ﬂ)2

37 K ot 2 2k ) Ox

2kt

2,42
+ o (—Zocﬂ YA  + (K + A)

e—ZKt b} e—ZKt

o= t g (KX AY)

X ((Kx -pA) (sz - [3){2) - oacz)) %,
0
ox

-2tk

- 'jf 3 ((x}t (2/32)//\ + K (k+ /\)) — 4a’yK
aK
—ﬁz)tS(K+/\)+K3x2(K—/\)
+BrcAx(x — /1)2) i
ou’
w0 1 0
Xs:et[a+mu(x+)\)(xx+ﬁ/\)$],
| O 1 0
Xs=e f[a-ﬂu(x—)x)(xx—m)a],

(53)

where k = \[A? — 4ay.

(2) Consider & = A*/4y. The additional Lie point symmetries
are

_ 0 X_3 22)6
X, =t +<2 L) 2

ru (% By % Byt — g[g’yﬂttzx

At x* x\ 0
WG e BB
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Case 2.2 (g = 1/2). This has two subcases.

X4:t%+< - BY )

(1) Consider f = «/2A. This case results in the following

At extra Lie point symmetries:

ru (}Lﬁzmzt“ + B - fyA o+ Byt - 2

At
0 2ay+/x\ 0
2ytx” 2Pytx yx 0 x,=2 2 "t< - )_
e s S WA D Bl I
Ax  3yVx o« 1\ 0
0 2px A AX Y @ )2
e (o) e ()
0 2Byt 2ytx 2yx> a e™o 2ay+/x
X, =t— ULt it il S iy - 9 . 9
¢ ax”‘(ﬁ T TN Xa=myrgte <x » >ax
(54) (58)
e yVx ay”\ 0
e (A _?>$’
Case 2 (p=1)
d A/x d
X5=\/§eh/2$+uew2< . _%)a)

Case 2.1 (q = 0). (1) Consider B+ «/2A and B # 3«/2A. The
principal Lie algebra is extended by

X_M[1a+xa (Ax BA y>a]
3 3 S, 3 - =3 = |
Aot 0 o a AJou (55) (2) Consider 3 = 3¢/2A. The extra Lie point symmetries are
—At a 0
X L xA— +yu At
ST T T e T X:e_2+em( _20%/—>3
oot A2 ) ox
(2) Consider f3 = a/2A. The additional Lie point symmetries LM (x_yz 3 Ly Ax 3yvx 0
are A2 Ax o« A ou’
19 @ Ax y 1\ 0 woo €0 e 20pVx) D
X, =e* [——+x—+u<————->—], ) ot A2 ) ox
Aot ox o A 2)0u
eMI o 2 ) T O ) S SCA ) &2
X4=T[ p x)ta— +yuau] A A2x A ou’
(56)
At At
5} Au\/_ewz =5 s 1 3
X, = At/2 _ o X__ g
™ Xs=vxe 25ove 2 (3755 ) o
_atj2 O
X, = A2 9 At At
o= VR Xem ez Laez (BE_y_1),0
6 0x a A 2+x) ou

(3) Consider f = 3a/2A. The Lie point symmetries that ) )
Case 2.3 (q = 1). This leads to six subcases.

extend the principal Lie algebra are
(1) Consider S#«/2A and B#3«/2A and a# )»2/4)/. The
principal Lie algebra is extended by

At
Mo, 0 M(Ax y 3> )
Xy= —=— — oo )u—,
3T e ¢ e 2 2) % t t -
e* o w O ue™ 0
PO BT I ) Kom g S (e B a4
4 A ot Ox A ou
d AVE 1) 9 &7 X, =00
x = — — x —_—
XS_\/_At/Zax+eAf/2<7_m)u_’ 4 x Ot 2 Ox
BA )
-At/2 L
o ue? 9 S ( PA+ Ax — xx 30
(60)

X = M2 9 o
o = Ve 0x  2+/x ou



where k = A% —
equation [26, 27].

4ary. We note that this case gives us the CIR

(2) Considera = /\2/4)/, B#a/2A, and B+ 3a/2A. The extra
symmetries that extend the principal Lie algebra are given by

o 2 2x d
X =t o -28) 50
d d 4tx 4pt
X4—ta+2txa—+yu(/\ -2t - )au
(61)

(3) Consider & = A*/4y, B = a/2). Additional Lie point

symmetries are
2yx 1 0
Bx 1y)0,
”( x4 ou

a ox L 4 2" ) ow’
_ ~0 2yuyx 0
Xs=xogor =30
X6—t\/_—+2yu\/_< )i
)L ou

(62)

(4) Consider o = )\2/4)/, B = 3a/2A. Additional Lie point
symmetries to the principal Lie algebra are given by

d 2yx 3 0
X, =tZ 422 ———/\t)
3T xax”‘( ) ou’
, 0 0 4ytx 3 4yx 3 2) 0
X, =L voe s pu( 2 2 I 2 2) 2
=g+ 2xm < TR Tl
0 2yvx 1 )8
X5 = Vr~ ey
> ﬁax”‘( A 2+/x /) ou

0 2yt/x t 4)/\/?) 0
X =tVx— - —.
° v}ax”’< A i v ) ou
(63)
(5) Consider B =
symmetries are

«/2), a#A*/4y. The extra Lie point

e 0 T e d +uem<xk— 1A +Ax> 0
37 kot ox 20 4 4k ou’
—tK
a tK
Xy=——=—+x
4 K Ot ox
_m( A1 Ax XK> 0
+ ue AR e
4k 4 2 ou’
X = \/}e(l/Z)tK +u\/— 1/2)t;<)‘+’< 0
ox 200 ou’
X4 = \/;e—(l/z)tx +u\/_ 1/2)tx/\ K 0
ox 200 ou’
(64)

where k = \[A2 — 4ay.
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(6) Consider f = 3a/2A, o # A2/ 4y. The principal Lie algebra
is extended by

ekti Kta " Kt(Kx 31 3 )\_x> 0

3T ot o 20 a4 2a)"ow
B _eftct 2 \ e —Kti
4 K Ot ox
et <3/\ 3 Ax Kx) 0
+e — = - =
4x 4 20 o’
0 AVx  kA/x 1 5}
X, = xt/2 U Kt/2< _ > =y
s = Vxe ox e 2 N 20 2+/x ”au
_xt/2 O _ AVx  k/x 1 0
X, = xt/2 U Kt/2< _ _ > iy
6 = Ve ox e 2 200 24/x “ou
(65)

where k = \[A2 — 4ay.

Case 3 (p = 2). We can conclude from (45) that g can
only take the value 0. Proceeding as before, we find that the
principal Lie algebra extends for the case when f3 = 0 by the
following symmetry operators:

a1
Xo=t2 4 Lemal
3T T M ok

MVtoo1 1
tu| —+-at—yt+ At +
4 4 2

Alnx 1 ) 0
+-Ilnx | —
o %4 4

ou’

X, =t 2+txlnxi

ot ox
2,2
1 1
ul Z—+ —at® -yt + M - =t
4o 4 2 2
MInx 1 In’x\ o
+ +-tlnx+ — | —,
20 2 4o ) Ou
0
X =x—,
> ox

X —txi+u(£+lt+ln—x>i
& " ox 200 2 200 ) ou’

(66)

This case gives us the Black-Scholes equation [30].

4. Symmetry Reductions and Group
Invariant Solutions

We obtain symmetry reductions [31] and construct group
invariant solutions of Case 2.1(1), that is, when p = 1, = 0,
B#a/(2)), and B+ 3a/(2A), while all other constants in (4)
are arbitrary. Equation (4) is then given by

U, + axu, + A(B—x)u, +yu=0. (67)
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Case 2.1 (X,). The operator X, results in two invariants J;, =
x and J, = u. The group invariant solution is given by u =
f(x), where f solves

ocxf" (x)+)t(ﬁ—x)f’ (x) +yf (x) = 0. (68)

Case 2.2 (X;). The operator X; gives the following two
invariants:

At

J, = xe” (69)

ayt + BA*t — /\x}

(04

, ]zzuexp{

Hence, the invariant solution of (67) under X is given by

u= f(xe ™) exp {M} (0

o

where f satisfies

azf" (2) + BAf (2) =0, z=xe M. (71)
The solution of the above equation is
(a—BA) /e
oz
- i 72
f@)=—"— ;e (72)

where ¢, and ¢, are arbitrary constants. Hence, the group
invariant solution under X is

cloc(xe_’\t)(a_m)/“

a—pA

xexp{/\x_t(“)}+ﬁ/\2)}.

u(t,x) = +¢

(73)

[04

Case 2.3 (X,). The symmetry operator X, gives the invari-
ants J; = xe™ and J, = wue". Thus, the group invariant
solution in this case is given by

ca(xe)

vt 74
o) +g e, (74)

u(t,x) =

where ¢, and ¢, are arbitrary constants.
It should be noted that the operators X, and X do not
provide invariant solutions.

5. Conclusions

In this paper we carried out group classification of the general
bond-option pricing PDE (4) for p = 0,1, and 2. The
principal Lie algebra was found to be three-dimensional.
These values of p resulted in 16 cases, which extended the
principal Lie algebra. We presented the Lie point symme-
tries for each case. Three cases gave us the option pricing
equations, which were given by Cases 1.1, 2.1(1), and 3. In the
last case, Black-Scholes equation was recovered. Seven bond
pricing equations were obtained and these were Case 1.2 and
Cases 2.3(1)-2.3(6). Cases 1.2 and 2.3(1) were found to be the
Vasicek and CIR equations, respectively. Finally, symmetry
reductions and construction of group invariant solutions for
Case 2.1(1) were presented.
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