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Effect of different basis functions on the LSM pricing of American option

YU Tuo, TANG Ya-Yong
(School of Mathematics, Sichuan University, Chengdu 610064, China)

Abstract: American option allows an option holder to exercise at any time before the expiration of op-

tion. Thus it is impossible to price it by the B-S formula. Numerical methods are usually applied to price

an American option. The Least Square Monte Carlo Method (LLSM) was firstly proposed by Longstaff

and Schwartz in 2001, in which different basis functions in the least squares regression can significantly

affect the final pricing. In this study we discuss the effect of different basis functions on the American

option pricing.
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