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Abstract

In this thesis, properties of spectral methods applied to option pricing problems are investigated. The
Legendre Galerkin method with numerical integration is applied to European and American option
pricing problems under the Black-Scholes model. The method is coupled with an implicit time step-
ping technique for a full discretization. As a remedy for non-smooth payoff functions in option pricing,
the method is combined with domain decomposition, where the domain is split at slope discontinu-
ities. For the American pricing problem, an approach based on penalization is adapted. Numerical
results indicate that the method provides spectral convergence for one-dimensional European options
and fourth order convergence for two-dimensional European options and one-dimensional American
options. Stability and convergence is proved for the numerical scheme of the one-dimensional Euro-

pean pricing problem.
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Sammendrag

I denne avhandlingen undersgkes egenskapene til spektralmetoder anvendt pa opsjonsprisingsproble-
mer. Legendre Galerkin-metoden med numerisk integrasjon blir anvendt pa Europeiske og Amerikanske
opsjonsprisingsproblemer under Black-Scholes-modellen. Metoden er koblet med en implisitt teknikk
i tid for en fullstendig diskretisering. For a handtere de ikke-glatte payoffunksjonene i opsjonsprising
er metoden kombinert med domenenedbrytning hvor domenet er splittet i punkter der stigningstallet
ikke er kontinuerlig. For det amerikanske opsjonsprisingsproblemet har det blitt anvendt en tilnerm-
ing basert pa penalisering. Numeriske resultater indikerer at metoden gir spektral konvergens for endi-
mensjonale Europeiske opsjoner og fjerde ordens konvergens for todimensjonale Europeiske opsjoner
og endimensjonale Amerikanske opsjoner. Stabilitet og konvergens blir bevist for det diskretiserte

endimensjonale Europeiske prisproblemet.
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Chapter 1

Introduction

Option pricing is an important problem in financial mathematics, due to the extensive use of options in
financial markets. A wide variety of options are used in practice, among them European and American
options. The European option is the simplest kind of options and an analytical formula exists for
the European option price, which is the solution of the linear Black-Scholes equation. The price
of an American option is the solution of an optimal stopping problem [3, 22], involving the Black-
Scholes differential operator and a constraint on the value of the option. As opposed to European
options, there is no known explicit analytical solution formula for the value of an American option
[7]'. Consequently, one must resort to numerical schemes to determine the solution of the American

pricing problem.

The valuation of basket options is another subject of considerable significance in mathematical finance.
This problem concerns options whose payoff is a weighted sum or average of prices of two or more
underlying risky assets. Basket options are among the most popular contracts of the latest generation
of exotic options. In general, it is difficult to price basket options explicitly since the joint distribution
of the underlying basket asset price process are unknown due to multi-dimensionality [15]. Thus,
some research have been devoted to the development of fast and accurate approximation techniques

for basket option values.

Explicit pricing formulas for European options on non-dividend paying stocks were derived by Black
and Scholes in their famous paper The Pricing of Options and Corporate Liabilities [8] in 1973.
Following this, the research on the more complex valuation of American options has developed ex-

tensively. The valuation of American options began with McKean [21] in 1965, who transformed

!Solutions exist in some special cases, but they are unsuitable for application, due to complicated implementation [25].




the initial problem into a free boundary problem. Pursuing this, van Moerbeke studied the properties
of the optimal stopping boundary [33]. This became the foundation of the work by Bensoussan [3]
and Karatzas [22, 23] who showed that the price of the American option is a solution of the optimal
stopping problem. An alternative technique of variational inequalities were developed by Bensoussan
and Lions [5] in 1982. Guided by this effort, Jaillet, Lamberton and Lapeyre [20] worked on the same

problem.

A standard approach for one-dimensional American-style options goes back to Brennan and Schwartz
[9] and is based on discretizing a partial differential variational inequality spatially via a finite differ-
ence or finite element scheme, discretizing temporally via the fully implicit Euler scheme, and solving
the resulting linear complementarity problem by a numerical algorithm, such as the Projected Succes-
sive Over-Relaxation (PSOR). Some other well known methods used for the problem consists in the
binomial method introduced by Cox et al. [14] and the front-fixing method of Nielsen et al. [26]. An
alternative to the PDE approach is to compute the option price with Monte-Carlo simulations. This
technique is widely used in the financial industry, however the method requires considerable compu-
tational resources due to its slow convergence. In this thesis, we focus on the PDE approach to option

pricing.

In 2003, Benth, Karlsen and Reikvam [7] provided a new formulation of the American option valuation
problem. They derived a semilinear Black-Scholes type partial differential equation for the value of an
American option and showed that there exists exactly one viscosity solution” of this equation, namely
the American option value. A popular strategy for deriving this formulation is based on the penalty
method, which will be used for numerical approximations of the American option value in this thesis.
The penalty method benefits from being generalizable to multi-dimensional problems such as options

on baskets.

For spatial discretization in the PDE approach, finite differences and finite elements have been used
extensively over the last decades. These methods have achieved success in many cases due to their
effectiveness and flexibility. However, these methods require a considerable number of grid points to
obtain accurate solutions. Spectral methods is an attractive alternative, often providing a given ac-
curacy with much less grid points (nodes) in less computing time. A Chebyshev collocation spectral
method for the American pricing problem is presented by Song et al. [30] and Pindza [27] presents
a rational spectral collocation method for European and American option pricing. Another related

method is the spectral element method which combines the exponential convergence of spectral meth-

?For an appropriate definition of a viscosity solution.




ods with the geometric flexibility of finite element methods. A spectral element method for pricing

European options is presented by Chen et al. [12].

In this thesis, we study the behaviour of a Legendre Galerkin spectral method with numerical integra-
tion for discretization of option pricing problems in the spatial direction. For smooth enough solutions,
spectral methods are exponentially convergent in the number of degrees of freedom [31, 10, 17]. How-
ever, a main drawback for their direct applications to option pricing is that the initial conditions in the
governing PDEs of the pricing problems are non-smooth with discontinuous second derivatives. Thus,
the spectral approximations are reduced to low order accuracy, eliminating their advantage over simple

finite difference methods.

Encouragingly, several ideas for overcoming this problem have been proposed in literature. One ap-
proach, proposed by Greenberg [19], is to regularize the initial condition. Another approach is to refine
the number of nodes in the spectral approximation around the nonsmooth region of the initial condi-
tion. Tangman et al. [32] presents an approach which consists in dividing the set of nodes into two in
the centre of the non-smooth region, thus clustering nodes at the singularity of the option price. In the
following work, we will implement a version of this last approach through a domain decomposition

method.

The thesis is organized as follows: An introduction to financial contracts are given in Chapter 2, fol-
lowed by an introduction to the Black-Scholes model in Chapter 3 and an introduction to spectral
methods in Chapter 4. Then the Legendre Galerkin method is applied to a single-asset European pric-
ing problem in Chapter 5. In Chapter 6 we extend this problem to two dimensions and consider the
valuation of a European option on a small basket of two underlying assets. An analysis of stability and
convergence of the numerical scheme is provided for the one-dimensional European pricing problem
in Chapter 7. After this, we study the method for valuation of American options using the penalty
approach in Chapter 8. Finally, we conclude in Chapter 9 and propose ideas for further work related
to these problems in Chapter 10. To the best of the authors knowledge, the Legendre Galerkin spec-
tral method with numerical integration and domain decomposition applied to option pricing has not

appeared in literature before.







Chapter 2

Financial Contracts and Options

Financial contracts are commonly used in finance, and many different contracts exist. One class of
contracts is derivatives. A derivative is a contract that derives its value from the performance of
an underlying asset. This asset may for instance be a stock, a bond or a commodity. Derivatives are
widely used and offer investors the opportunity to tailor their trades to their investment needs. Some of

the more common derivatives include forwards, futures, options, swaps, and variations of these.

An option is a contract sold by the option writer to an option holder. The option gives the holder the
right to buy the underlying asset, or the option to sell it. The holder thus holds a right and not an
obligation, while on the other side the writer holds a potential obligation. There are two basic versions
of an option, the call option and the put option. A call option gives the holder the right to buy at a
specified price, and the writer is obligated to sell at this price if the holder chooses to exercise the
option. On the other hand, a put option gives the holder the option to sell at a specific price, and the
writer is then obligated to buy. Furthermore, there exist different types of call and put options. The

simplest ones being the European options.

Options are primarily used for speculation and hedging. A financial player looking to speculate may
buy a call option if he or she expects a stock price to increase. If the stock’s value increases beyond
the specified price, the speculator will benefit from exercising the option. If however the stock price
decreases, the speculator may choose to not exercise the option, and he or she has only lost the initial
cost of buying the option. Another simple example may illustrate hedging. Say an oil company expects
that the oil price will fall in the upcoming months. Then the company may buy a put option with oil
as the underlying asset. The put option gives a guaranteed value of the company’s oil. If the oil price

rises, the company can choose to not exercise the option and sell the oil for a higher price. Hence the
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option has provided the company with the security of limited risk.

Further relevant financial concepts for the remaining discussion are defined in the following:

Definition 1. Vanilla option

A normal call or put option that has no special or unusual features.

Definition 2. European option

An option that can only be exercised during a particular time period just before its expiration.

Definition 3. American option

An option that can be exercised at any time prior to and including its date of expiration.

Definition 4. Basket option
An option whose underlying is a weighted sum or average of different assets that have been grouped

together in a basket.

Definition 5. Volatility
Volatility is a measure of how much the value of a stock or another financial instrument fluctuates or
varies over a time period. Higher volatility means that the stock’s value is more likely to be spread out

over a larger range of values.

Definition 6. Risk-free interest rate
The risk-free interest rate is the theoretical rate of return on a risk-free investment. This rate represents

the interest an investor would expect from an investment with zero risk over a specified period of time.

Definition 7. Strike price

The agreed-upon price at which an option can be exercised. The strike price for a call option is the
price at which the security can be bought (up to the expiration date); the strike price for a put option
is the price at which the security can be sold (up to the expiration date). The strike price is sometimes

called the exercise price.

Definition 8. Arbitrage

The opportunity to make an instantaneous benefit without taking any risk.

In order to evaluate the market price of an option at a given time, we assume that the transactions have

no cost and are instantaneous and that the market rules out arbitrage [2].




Chapter 3

The Black-Scholes Model

3.1 Single-Asset Black-Scholes Model

The theoretical value of an option is the estimated value of an option derived from a mathematical
model. This value represents what the option should currently be worth using known input parameters
such as the underlying asset price, the strike price and the time until expiration. There exist several

different option pricing models that are used to determine the theoretical value of an option.

The Black-Scholes equation was the first widely used formula for option pricing. It is used to calculate
the theoretical value of European-style options using current stock prices, expected dividends, the
option’s strike price, expected interest rates, time to expiration and expected volatility. Assumptions

in the Black-Scholes model are the following:
» Constant volatility.
« Efficient markets.
« No dividends.
« Interest rates are constant and known.

« Log-normally distributed returns.

The log-returns on the underlying stock are normally distributed.
« No commissions and transaction costs.

« Liquidity.




The Black-Scholes model assumes that markets are perfectly liquid and it is possible to purchase or

sell any amount of stocks or options or their fractions at any given time.

In order to derive the Black-Scholes equation, let us first describe a simple model for the price of an
asset, (see chapter 2 of [35]). We assume the changes in the asset price to be a Markov process. Since
the absolute change in an asset price is not a useful quantity alone, we introduce the return, defined
to be the change in the asset price divided by the asset’s original value. Let S be the asset price at
time ¢, then 45/s is the return on the asset. The Black-Scholes model decomposes the return as a sum
of a deterministic term pudt, called the drift, and a random term, assumed to be o dX, modelling the
price variations in response to external effects. More precisely, the risky asset is assumed to follow

the stochastic differential equation

dS = S(odX + pdt), 3.1
where o is the volatility measuring the standard deviation of the returns and X is a standard Brownian
motion.

Suppose now that we have an option with value V'(S,t) depending on the asset price S and time t.

Applying It&’s formula (see A.1) gives

oV VOV 1
PR Hoos T ot T o 952

dV =0 S—dX + — 4+ —+ 0252> dt. (3.2)

The equation describes the random walk followed by V.

Now, we construct a portfolio consisting of one option and an arbitrary number —A of the option’s

underlying asset. The portfolio’s value is then

M=V —-AS. (3.3)

When moving one step in time, the change in value of the portfolio will be
dll = dV — AdS,

for a fixed A.

Combining (3.1), (3.2) and (3.3) we see that the portfolio value follows the random walk

8



(v oV oV 1, ,0%V

By choosing

A= (3.4)

we can remove the random contribution in the random walk above and obtain the following determin-

istic increment

_[(oV 1, 5 02V
dH_(8t+205 852>dt.

We know that the return on a portfolio containing risk-free assets would increase in value by rIldt in

one timestep dt, with r being the risk-free interest rate [35]. This implies

OV 1, , 0%V

If we substitute the results from (3.3) and (3.4) into the above equation (3.5) we arrive at the Black-

Scholes equation

2
ov(S,1) 302528

- V(S,t) n rSaV(S’ t)

052 08

—rV(S,t) =0, (3.6)

which is valid for

S >0, tel0,T),

where 7' is the time of expiration.

Remark 1 The argument used above is presented in [35]. A slightly different argument is also com-
monly used in literature. It relies on showing that it is possible to simulate the option by a self-financed
portfolio containing /A shares of the underlying asset and Ag shares of the risk-free asset. See for ex-

ample [6].

The Black-Scholes equation governs the price evolution of a European call or European put option

under the Black-Scholes model. Appropriate boundary conditions and the value of the option at expi-

9



ration can be found by financial arguments. Due to the put-call parity, which describes the relationship
between the price of European put options and European call options with the same underlying asset,
strike price and expiration date, finding the price of a European put option determines the price of
the corresponding call option, and vice versa. Only results for put options will be discussed in this

thesis.

For a put option with strike price K, it is reasonable to exercise the option if § < K at time of
expiration 7. In this case the option owner will make a benefit of (K — S) by exercising the option
and immediately buying the underlying asset. If S > K the option’s value is zero. Thus, assuming

that there is no arbitrage, the value of the put option on the expiration date is

Vo =V(S,T) =max(K — S,0) = [K — S]". (3.7)

This is a final condition for the Black-Scholes equation, commonly referred to as the payoff func-

tion.

Considering now the boundary conditions for a put option on a finite domain (0, .S). On the left hand

side of the domain, in .S = 0, the equation reduces to

ov
E—TV—O

Hence, we can simply solve the equation in this point instead of imposing an additional boundary
condition. When S tends to infinity the option will be worthless so the option price should be zero.

Thus, a reasonable choice of boundary conditions are

oV
E(O’ t)y=rV (3.82)
V(S,t) = 0. (3.8b)

The naturally imposed condition in S = 0 corresponds to the exercise price corrected for a potential

risk-free investment.

Another common choice for the boundary condition in S = S is

7(5775) =0, (3.9)
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which is a milder condition than the one in (3.8b).

Analytical solutions of the Black-Scholes equation are available and a derivation can be found in
[35]. For a European put option with boundary conditions (3.8), Black-Scholes equation admits the

solution

V(S,t) = Ke " TN (—dy) — SN (—dy),

where N(+) is the cumulative distribution function of a standard normal random variable.

Here
5= log(S/K) + (r + 30)(T — t)
! oV —t
and

5 — log(S/K) + (r — 302)(T —t)
2 ovIT —1 .

3.2 Multi-Asset Black-Scholes Model

Consider now a portfolio consisting of one option and N underlying assets. Let .S; be the prices of the

assets at time ¢, 2 = 1, ..., IV and each asset satisfies the usual dynamic

dS; = Sz(O'@dXZ + ﬂidt), i=1,...,N. (3.10)

The N processes X; are standard Brownian motions which are correlated according to

Xmde = pijdt, ’i,j = 1, ...,N,

where p is given by

11



1 pi2 p13 - piN
P12 I pa3s -+ pon
p=1p3z p3 1 -+ p3n
PIN P2N P3N L
with —1 < Pij <1.
Hence we have
dSZdSJ = O'iO'jSiSjpijdt, i,j = 1, ceey N. (311)

Let the value of the option be V' = V(5S4 ..., Sy, t). Then the value IT of the portfolio is

N
M=V -> A, (3.12)

i=1
where —A; are the shares of each asset in the portfolio.

When moving one step in time, the change in value of the portfolio will be

N
dil = dV =Y AdS;,
i=1
for fixed A;’s.
Applying Itd’s formula (see A.1) for V' gives
N N N
ov ov 1 0*v
dll = | —dt dS; —————dS;dS; | — A;dS;. 3.13
at 2 95, " ]szl 29505, "7 ; -13)

As stated earlier, we know that the return on a portfolio containing risk-free assets satisfies
dll = rIldt [35]. Using this, together with equations (3.10), (3.11) and (3.12), the relation (3.13)

becomes

12



av av i 1 0%V
2

7dt 7 dX 7 dt K3 1, dt
at aS (US +/'LS ) = 851285](0- O']SS][)] )

N N

=1 =1

Collecting dt and dX; terms gives
N
1 0%V
Z a5, Mz i ; 205,05, oo (0i0pijSiS;) — Z:Ai,uisi (3.14)
-Tr (V—ZAZSZ> =0
=1

and

oV
7 A 1907 X’L: .
Z(as”S as>d 0

=1

From this last equation, and given the independence of the X/s, we see that

ov

Ai = 3o
aS;

i=1,...,N.
Inserting this into (3.14) we arrive at the multi-asset Black-Scholes equation

2

v X1
e 3 hos

0055 5:55) + ( g;/S V)
i=1

The simple case where N = 2 and p equals the identity matrix will be discussed at a later time in this

thesis. In this case, the multi-asset Black-Scholes equation reduces to

ov 1

2 1 2
at+U%S2av 220V (Slav oV )

1
2982 652 05, 955 (3.15)

valid for

S1,82 >0, te[0,7).
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Some common choices for the final condition V of a put option are

[K — max(S1, S2)]" (3.16a)
[K — min(Sy, S2)]" (3.16b)
K~ (5 + )], (3.160)

where K is the strike price.

The choice of boundary conditions will be discussed at a later time when deriving a numerical scheme

for equation (3.15).

14



Chapter 4

Introduction to Spectral Methods

Spectral methods are a class of spatial discretizations for differential equations. Their formulation
rely on the two key concepts of trial functions and test functions. The trial functions are used to
approximate the solution while the test functions ensure that the approximate solution satisfies the
differential equation and possible boundary conditions as closely as possible. The trial basis functions
of spectral methods are infinitely differentiable, nearly orthogonal and global, as opposed to the local

basis functions of finite-element methods.

There are three main types of spectral methods, the Galerkin, collocation and tau versions. These are
distinguished by the choice of test functions. In the spectral Galerkin method, the test functions are
chosen to be the same as the trial functions and the discretization is derived from a weak form of the
problem. In the spectral collocation method the test functions are shifted Dirac delta-functions centred
at the collocation points. Here, the differential equation is satisfied exactly at each collocation point.
The tau approach is a modification to the Galerkin method, applicable to problems with non-periodic

boundary conditions.

The spectral Galerkin method is also commonly combined with Gaussian quadrature formulas, often
referred to as Galerkin with numerical integration. As mentioned earlier, Galerkin methods with

numerical integration will be developed in this thesis.

Spectral methods are additionally distinguished by the particular choice of trial functions. The most
common choices for the trial functions are trigonometric polynomials, Legendre polynomials and

Chebyshev polynomials [13].

15
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Chapter 5

The Single-Asset European Pricing

Problem

5.1 A Legendre Galerkin Scheme with Numerical Integration

We would like to solve the Black-Scholes equation (3.6) with final condition (3.7) and the boundary
condition proposed in (3.9). In S = 0 we simply solve the equation, corresponding to the boundary
condition (3.8a). After deriving the weak formulation of the problem we will see that these conditions

will be natural boundary conditions.

Originally, the above problem is defined on the infinite domain (0, o). In order to solve the problem
numerically, it is necessary to truncate the infinite domain into a finite domain € = (0, Spax). The
choice of Spax must be large enough so that the error introduced by imposing the corresponding

boundary condition is sufficiently small.

In order to define the trial and test functions for a Legendre Galerkin scheme, consider the /N—th
degree orthogonal Legendre polynomial Ly (x) on [—1, 1]. We choose the N — 1 extrema of Ly, z;
for j = 1,...,N — 1 belonging to (—1, 1), as our quadrature nodes along with the boundary points
xg = —1 and xy = 1. These are the Legendre Gauss-Lobatto nodes (see [13], Section 1.2.3). Based

on these points we define the characteristic Lagrange polynomials

P S (T C)
OO NN I n Inleyy T 0
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or equivalently

S (@)
Pi(z) = H — j=0,..,N. (5.1
J

i=0,i#j
These are N —th degree polynomials which satisfy
V() = djk, j,k=0,..,N.

We choose these as our trial and test functions and seek a solution taking the form

N
VN(,t) = > Vi(t)i(z). (5.2)

=0

Now we derive the weak formulation of the Black-Scholes equation (3.6). Multiplying the equation

with any of the test functions and integrating over the domain gives

oV 0%V
E@bdeJr /52 52¢]d8+r/3 Y;dS — /Wjds:o,

(5.3)
j=0,...,N.
Integration by parts of the second term yields
1 0°v L 2gdV 5
3 2/ S2—_ 952 z/;jds = 702528 / S— wjds
1 2 2(’3de] 2/ oV / 2OV dip;
— =— —;dS — d
27 /Sans o ) Sagvids =5 595 as
for our choice of boundary conditions. Inserting this in (5.3) above gives
ov - 9 ov - 2OV dy); Ca
ijdS (o r)/ﬂSaSdeS /S 39 deS r/QVzp]dS—O,
j=0,...,N.
Define
V(). ) = / V(tywds
5.4)

0=t [ s [ S [ s

18



then we seek a solution V' (¢) of the weak formulation':

.

For t € (0,7) a.e., find V (¢) such that

LV (L), 05) +al(V(E),0;) =0, j=0,.,N (5.5)

V=1 = Vo.

Since our quadrature nodes are distributed over the interval 2 = (—1, 1), we perform a transformation

to this reference domain. The mapping used for .S is

Smax - Smin S Smax - Smin
= 1 min aF . .
S(€) = "M (4 1) + S 5% = 56)
Since Spin = 0 this becomes
_ Smax 85 _ Smax
SO =FFE+D e =5 (5.7)
and in particular, the Jacobian is given by J = Sma/2.
With this choice of mapping the integral conditions can be written as
ov 102 oV d)
Ty — = | S*(€) S —Lde — /S d J/Vd—O
j=0,...,N.

These are the equations we also ask the approximate solution V¥ to satisfy. Replacing V with V¥

yields the numerical scheme

ovN o oV d
/ OV e - AS<£>8V§ jgds
(5.8)

9 ovN . N oo o
— (o —7“)/@5(5)85%(15—71]/@‘/ YPidé =0, j=0,..,N.

In order to evaluate the above integrals we resort to numerical integration and choose the Gauss-

Lobatto quadrature (see [13], Section 2.2.3) based on the quadrature nodes found earlier. For weights

'A rigorous weak formulation is presented in Chapter 7.
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given by

2 1
wj , 7=0,...,N,
7NN+ 1) (L (2))?
we have the quadrature formula
1 N
/ p(z)dr =~ ijp(xj). (5.9

-1 -

7=0

This formula is exact for polynomials of degree less or equal to 2N — 1. Applying it to the integrals

in equation (5.8) lets us obtain the following scheme

N oV N 102 & LOVN dip
szowk <8tw ) (&) = 55 Z ( 9 dg)(fk)
N N
@)Y w ( v ) w (VY5) (€)= 0, 510
k=0

j =0,...,N.

Unfortunately, we can now observe that the terms inside the sums are polynomials of degree 2NNV,
hence our quadrature formula is not exact. However, this will only introduce a small error and we

proceed with this approach.

5.2 The Scheme as a System of Algebraic Equations

The scheme (5.10) can be reformulated as a system MV + AV = 0 of algebraic equations by inserting

the expansion (5.2) for VV. This gives the following system

Z +ZAJZV j=0,..,N,

where V; are the unknowns and the matrix entries are given by

N
My = TS w69 (&),

k=0

and
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N

102 o dipy dip; al
Jl—_j? ( d?;é)(f)_(UQ_T)Z

k=0

(550w ) @

- TJZwk (hity) (&k)-
k=0

Using the properties of the Lagrange polynomials 1); and v; we can simplify the expressions for M

and Aj; to

Mjl = ijéjh

and

12N ydiy d d
Ajl:_J(;ZOwk< dl? ;,g)(f ) — (0% —r)w; ( ;?)({7) rJw;dj.

We can now find a solution numerically by implementing an appropriate solver for the linear system
MV (t) + AV (t) = 0 described above. This is a system of ordinary differential equations which can
be solved using a two-level time-stepping method with a splitting parameter €. This method consists
in a discretization of the time derivative and a replacement of the other terms by a linear combination
of the values at two consecutive timesteps, depending on the choice of 6, with § € [0, 1]. For a right

hand side equal to zero, the method reads

i+l _ /i
yye ="

A~ AV 4 (1 - 0)V] =0, (5.11)

where ¢ = 0,1, ... denotes the discretization timestep, At = ti+1 — ¢ and V? indicates that V is
evaluated at time #*. An implicit technique is obtained with § € [1/2,1]. The two cases 6 =
and 6 = 1/2 corresponds to the first order backward Euler method and second order Crank-Nicolson

method, respectively.

To evaluate the accuracy of the method we will study the convergence of the numerical solution. This
requires measuring the difference between the exact solution and the numerical approximation and in

order to do this we define the following norm through approximation of the L?-norm:
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1 ) 1/2
Vessal€ ) = VYD) df)

1/2 (5.12)
= [[Vexaat (1) = V(D)1 2,

[Vixaet (- £) — VN ()| = (/

N
2
DY wi | Vesaa (&, t) — VN (&1
j=0
with ¢ being some fixed time, and w; and &; being the Legendre Gauss-Lobatto weights and nodes,

respectively. This norm is based on the Gauss-Lobatto quadrature and is thus a suitable choice of norm

in our case. It will be denoted by || - || throughout this thesis.

5.3 Introduction to Domain Decomposition

Due to the non-smooth payoff function of the option pricing problem, it is necessary to increase the
number of nodes in the vicinity of the region of rapid change in order to restore spectral convergence.
Here, domain decomposition is proposed as a remedy, based on the research by F. Youbi, E. Pindza and
E. Maré [36]. Their paper shows that domain decomposition attains the best spatial convergence rate
for the European option pricing problem compared to the methods of grid stretching and discontinuity

inclusion.

In spectral domain decomposition, the domain is divided into subdomains and the solution is approx-

imated in each subdomain. Let us split the domain D into Np intervals,

D1

I
—
8
C)
8
=
—
-
[\
I
B
=
8
S
5
>}

— (x(NDfl)jx(ND))j

with z(© = 0 and (V) = Smax- The Np subdomains cover D as

D:Um,

=1

where each subdomain has its own set of basis functions and expansion coefficients

N
uOz,t) =Y ) )¢\’ (2), zeD, 1=1,.,Np.
k=0

In general, the different subdomains can touch or overlap each other. Here we consider only the case
of nonoverlapping intervals. In order for each function u(!) to fit together and form a smooth solution

over the full domain, the following conditions must be satisfied:
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On the intersection surface of two touching subdomains D; and D, we require

u(l)(x) = V) (x)

0l (1) = 0 (3),  z€dD;NAD,,

where n is the outer unit normal direction. This ensures a continuous solution with continuous first

derivatives across the interface.

Since the Legendre Gauss-Lobatto nodes lie closer together near the end-points of a domain, domain
decomposition will lead to a higher distribution of nodes near the interface of each subdomain. Thus,
a natural choice for our problem is to have two subdomains with the transition point at the strike
price K, where the initial condition is not differentiable. In the following we consider domain de-
composition with two subdomains. The method can easily be extended to cases with more than two

subdomains.

Let the interface be denoted by I' = 0D N 9 D3 and let N be the total number of nodes in D. We
write N = Ny + Ny + Np with Np being the number of nodes on the interface I". Denote the vectors
of unknowns in the spectral approximation by uj, us and ur with ]\71, ]\72 and Np being their lengths,
respectively. Let gbg-i) be the basis functions associated with the nodes lying in D; and ¢£1‘) be the basis

functions associated with the nodes lying on I'.

Furthermore, define for: = 1,2

(Mii)ij = '
0, otherwise

ey ) ) s

0, otherwise

(5.13)

and
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(Aii)i; = a; (wj(i),wli)) o Lj=1,...N;
—a Ew ) I=1,..Ny,r=1,..,Nr -

AFZ T’l*a’b wl 7¢7’ )7 l:la"wN’iaT:l?"vNF

(Are)sr = a1 (WO, 60) +ag (¥, 90), 87 =1, N,

where a;(+, -) is the restriction of the bilinear form a(-, ) to subdomain D;. Our problem can then be

written in the algebraic form M V+ AV =0and presented in block form as

My 0 0 g A 0 Air ug 0
0 M22 0 flz + 0 AQQ Ag[‘ us = 02 ’ (5- 15)
0 0 Mrr ur Ari Ara Arr ur Or

where 0y, is the zero vector of length N pfork=1,2,T.

The blocks A15 and Agq are zero under the assumption that the nodes in Dy and D5 are not directly

coupled except through nodes on the interface I' [11].

The implementation of domain decomposition is also expected to reduce the computation time sig-
nificantly if one makes use of parallel processing. The method is suitable for parallel computing in
the case of independent problems on each subdomain, which is in fact the case for the option pricing
problems considered in this thesis. Additional material on domain decomposition methods can be

found in [29].

5.4 A Numerical Scheme with Domain Decomposition

Here, we choose to divide the domain € = (0, Syax) into three subdomains

O = (0,K), Q= (K,2K), Q3= (2K, Smau)-

This choice is motivated by the properties of the solution. The solution changes the most near K and
changes slowly when S > 2K. Furthermore, it is desirable to localize a high number of nodes close

to K and with two equally large domains at each side of K we obtain a steady distribution of points
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around K. In S > 2K, less nodes are needed and with one domain covering this area it is possible to

reduce the density of nodes here.

We indicate by V(9 the restriction of the solution V of (5.5) to Q;, i = 1,2, 3 and define

(v@,w(i))g_: /Q CIOIORE

?

av(l) S:Smax(Qi)

oS

i

o (V“‘),u}(i)) _ %Gz g2

@
—(JQ—T)/ saL;u(”ds (5.16)
S:Smin(Qi) Qi aS

1, 28V(i) dw(i) / (4) ,,(2)
2cT/QS 55 deS rQiV P\WdS,

where () are the test functions associated with the nodes lying in the closed subdomain ;.

On each subdomain we choose as test functions the N;-th degree polynomials defined in (5.1). Then

the problem in (5.5) admits the following equivalent three-domain formulation, fort € (0,7) a.e.:

% (u(i)(t),w§i))ﬂi + a (“(i)(t)a¢§i)> —0

(5.17)
VO©0) = Vo, j=0,..N;, =123,
where in addition the following interface conditions has to be satisfied
v(8) =vE(s)
WD (5) = WD (g)  §e s N,
(5.18)

VE(5) =VE(9)

WL (3) = —22(S), S € 90y N 0N,

to obtain a solution in C'*.

We now map each subdomain to the reference domain O = (—1,1) through the linear transforma-

tion
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K+, Semy
SE) =L EE+1)+K, Se

SmaxT—zx(ngDJrQK, S € Qs,

calculated from the transformation shown in (5.7).

The Jacobian of each element, J = %—‘2, is then given by

Denoting J; = Jjq,, this gives the new formulation of (5.16)

(V(i),w“))ﬁ _ /Q VO (1) de

1 8V(Z) i S:Smax(ﬂi)

. . V@
o (V0,00 = 2 252(0) Ty o) ~ (0> =) [ 5% ve

S:Smin (Qz)

RN TN | T / (3),(0)
o /05(5) oe e e | VOutag

Upon denoting by V:() the restriction of V' to €2;, the approximate solution V' is sought in the

form
VRO =3 V0w @), wem i=123 519

Enforcing the conditions in (5.17) and (5.18) on the approximate solution VN lets us obtain the nu-

merical scheme
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9 ov N (1) 1 5 ovN.a dw
() [ S©F g - oo /Qsos) "

dvN.(2) 1 L VN2 (o)
[ S d5+g (2Kl 2K)
L1, L0V )k B / 8VN e
2J2O' K B¢ 1/1] 0 r S(¢& - dE
L oV dw N,(2),,(2) 76 _
570 /05(5) e Kk /v Pag =0,

EeQ, j7=0,...,No

where the boundary condition (3.9) have been incorporated in a weak manner.

After applying the Gauss-Lobatto quadrature formula (5.9) we arrive at the scheme
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k=0
J N av V() 2) 1, ok 2(9VN’(2) (2) 1
ZkZ:Owk ’r (), (&)+TJ20 (2K) g Vi (1)

1, ,dVNO o - VN (o)
257 ge Vi (=1) = (0" =) kz_owk S o Y (&k)

N (2) N

1, OV IN(2) dip; N,(2) _

YA kz_:wk< 5 de ( 7’J2kzzowk<v (0 )(f)—O,

al avNe 1 VNG
7Y wy ( Wi ) (&) - s—0?(2K)? PiP(-1)

: dt 275 e
oV N.3) 1,0 oV dyp?)
(0% =7 ZW( w( )> (fk)_TJgUZZwk (52 9€ ﬁé) (&k)
k=0

—rJSZwk(VN*?’)wP)<£k>=0, §eQ j=0..Ny,

k=0
where & and wy, are the Legendre Gauss-Lobatto nodes and weights, respectively.

After inserting the expansions (5.19) for V'V () 4 =1,2,3 and incorporating the interface conditions
in (5.18) we can rephrase this scheme as a system MV + AV = 0 of algebraic equations which can
be written in the form (5.15) extended to three domains. The system can then be solved using the

two-level time-stepping method presented in (5.11).

5.5 Numerical Solutions for a Single-Asset European Put Option

Results from solving Black-Scholes equation (3.6) for a European vanilla put option with payoff func-
tion (3.7) and boundary condition (3.9) are presented in the following. For temporal discretization,

Crank-Nicolson timestepping has been used and results are shown for the final timestep.

The choice of parameters used in the numerical experiments is shown in Table 5.1.

28



Parameter | Value
r 0.05
o 0.3
K 10
T 0.5
Smax 60

Table 5.1: Parameter values for the European put option.

The results presented here are mainly based on the Legendre Galerkin method with numerical inte-
gration and domain decomposition. In the convergence plot, this method is compared to the method
without domain decomposition. The domain decomposition has been implemented with three subdo-
mains, = (0,K),Qs = (K,2K),Q3 = (2K, Snax). The distribution of the nodes for N; = 7
on each subdomain €2;,¢ = 1, 2, 3, is shown in Figure 5.1. When domain decomposition is not used,
N is the polynomial degree. In the method with domain decomposition, we let N denote the sum of

polynomial degrees on each subdomain, i.e. N = >, N;, i = 1,2, 3. With this notation, N + 1 is the

total number of nodes in both methods. In the following, we take N; to be equal on each subdomain.

Thus N corresponds to 3N;.
Nodes Nodes
! 10t
08|
06t ’ ii
oty
04 F 71 '\.“
02} el \
0®O O O OEO0 COm O [e] o [s] o] o > 5| ﬁ'n‘l
0.2 F - 4 \‘a?
0.4 b 3r II‘\.‘
0.6 F 4 2f b
iy
0.8 1 ol %UM
o 10 20 30 40 50 60 0 10 20 30 40 50 60

S

(a) Distribution of the nodes along the S-axis. (b) Distribution of option values V' corresponding to the

nodes in (a).

Figure 5.1: Distribution of nodes for polynomial degree N; = 7,7 = 1,2, 3. In (a) the distribution of nodes is
shown along the S-axis while (b) shows the location of each computed option value V' based on these nodes.
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Numerical solutions obtained by the Legendre Galerkin scheme with domain decomposition for dif-
ferent values of N, are shown in Figure 5.2. Setting N = 9 gives the results in Figures 5.2a and
5.2b. The option price for the whole domain € = (0, Spax) is shown to the left and the right hand
side shows an enlarged image of the option price around the strike price K. The numerical solution
exhibits oscillatory behaviour and deviates significantly from the exact solution. Increasing /N slightly
to N = 12 gives the results shown in Figures 5.2c and 5.2d. For this value of NV, the oscillatory
behaviour is no longer visible. Results for N = 15, found in Figures 5.2e and 5.2f, shows a solution

very similar to the exact solution.

In order to study the approximation error, we use the norm defined in (5.12) to measure the difference
between the approximate solution and the exact solution. The option price V in S = K and the errors

related to increasing values of NV are shown in Table 5.2.

N V(K) [Vexact = VN | 12
6 | 0.832015197804 8.536e-02

12 | 0.758698688394 2.340e-02

24 | 0.717556757862 3.485e-04

48 | 0.716586595173 6.179e-07

72 | 0.716586784937 1.583e-09

96 | 0.716586783133 1.909e-12

192 | 0.716586783128 2.131e-14

Table 5.2: The option price V in S = K and the error measured with the approximated L?-norm for different
values of V.

Convergence of the method with and without domain decomposition is shown in Figure 5.3. When
domain decomposition is used we can observe spectral convergence and the error reduces rapidly until
it becomes of magnitude 10~'4. When domain decomposition is not used and the number of nodes is
not refined around K, only second order convergence is achieved. It is interesting to observe that the

implementation of domain decomposition restores spectral convergence.

The error associated with the different values of IV used in the convergence test is shown in Figure 5.4.
The plots show that the dominating error is located near the slope discontinuity of the payoff function

in K and at the boundary in S = 0.
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European put option with strike price K=10

Payoff function
Exact solution
Approximate solution
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S

(a) Option price solution obtained with N = 9.

European put option with strike price K=10

Payoff function
Exact solution
Approximate solution

0 10 20 30 40 50 60
S

(c) Option price solution obtained with N = 12.

European put option with strike price K=10

Payoff function
Exact solution
Approximate solution

0 10 20 30 40 50 60
S

(e) Option price solution obtained with N = 15.

European put option with strike price K=10

Payoff function
Exact solution
Approximate solution

6 8 10 12 14 16 18 20
5

(b) An enlarged image of the case in (a) around the region of
rapid change.

European put option with strike price K=10

Payoff function
Exact solution
Approximate solution

S

(d) An enlarged image of the case in (c) around the region of
rapid change.

European put option with strike price K=10

Payoff function
Exact solution
351 Approximate soluticn

6 8 10 12 14 16 18 20
S

(f) An enlarged image of the case in (e) around the region of
rapid change.

Figure 5.2: The solution of the European pricing problem for different values of N compared to the exact

solution.
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Convergence plot
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Figure 5.3: Log-log plot showing the convergence of the method with and without domain decomposition for
N varying from 6 to 192. SG refers to Spectral Galerkin and SGDD refers to Spectral Galerkin with domain
decomposition.

The numerical results indicate that the Legendre Galerkin method with numerical integration and do-
main decomposition yields spectral convergence for the European pricing problem. The fact that we
can obtain a very accurate solution with small NV saves memory and computational time and makes the
method very competitive to other numerical methods. These results are promising for spectral approx-

imation of more complex option problems that do not admit an available analytical solution.

Remark 2 As the polynomial order determines the convergence rate, it would be more precise to plot
the error in the domain decomposition method against the smallest N; (simply N; for equal N;’s)
instead of N in the convergence plot. However, the chosen representation makes it easier to compare
the two methods for the same number of nodes on the full domain. In following sections, convergence

plots will be shown with error plotted against N;.
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(a) Error between the numerical solution and the exact so-
lution for N = 6.
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(c) Error between the numerical solution and the exact solu-
tion for N = 24.
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(e) Error between the numerical solution and the exact solu-
tion for N = 96.
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(b) Error between the numerical solution and the exact so-
lution for N = 12.
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(d) Error between the numerical solution and the exact so-
lution for N = 48.
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(f) Error between the numerical solution and the exact solu-
tion for N = 192.

Figure 5.4: Error between the numerical solution and the exact solution for different values of NV ranging from

N =6to N =192
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Chapter 6

The Two-Asset European Pricing

Problem

6.1 A Legendre Galerkin Scheme with Numerical Integration

Here, we extend the previous work to two dimensions and solve the two-asset Black-Scholes equa-
tion (3.15) with payoff function (3.16c). Originally, this problem is defined on the infinite domain
{S = (51, 92) € R1}. In order to solve the problem numerically, the domain needs to be truncated.
For simplicity, we consider a quadratic domain and restrict the domain to © = [0, Spax]?, With Spax

sufficiently large.

As boundary conditions we take

ov ov

— =0 and — =0 . 6.1)

851 Slzsmax 652 32:Smax
It is not necessary to impose boundary conditions on the remaining boundary since the equation itself
reduces to a natural boundary condition in {S; = 0,52 € [0, Smax]} and {S2 = 0,51 € [0, Smax]}-
After deriving the weak formulation of the problem we will see that the above boundary conditions

will be natural boundary conditions for our problem.

Now, we would like to form a two-dimensional expansion based on the Legendre Gauss-Lobatto
quadrature formula and one-dimensional basis functions used earlier. A natural way to do this is by

tensorization [13].
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Let {xj, wj}j:07,,,7 ~ be the N + 1 nodes and weights of the Legendre Gauss-Lobatto quadrature
formula in the closed domain d = [—1, 1]. Then, by tensorization, we obtain the (N + 1)? nodes and
weights {xj, wy he i of the corresponding formula in D = [—1,1)2, with K = {k = (kq, ko) | k1 =
0,...,N, ky =0,..., N}. This formula satisfies

/Dp(x)dx 2 Z wip(Xk), (6.2)

keK
and is exact for all polynomials on D of degree less or equal to 2N — 1.

Next, we expand the basis functions used in the one-dimensional case in order to define trial and test

function suitable for the two-dimensional case.

Given two families {Lb,(fl)} k, of one-dimensional basis functions on intervals d, with 1y, as defined in

(5.1), then the family {vk(x) }k, defined through

Yi(x) = 9 @) (@2), k= (ki ka), x = (21,22), 6.3)

is a two-dimensional basis on the domain D. Now 1y defines a characteristic Lagrange polynomial
relative to the /N-degree tensorized Legendre-Gauss-Lobatto points in D (see [13], Section 2.8). The
functions in (6.3) will be our trial and test functions. An approximate solution is then sought in the

form

= 3 Va(t)n(x). (6.4)

nekK

Now, we derive the weak formulation of the problem (3.15), on the truncated domain ). Multiplying

the equation with any of the test functions and integrating over the domain gives

7wkds + / Sl 852 wkds + / 52 852 wkds + 7"/ Slaislwkds

/SQ?!Jde—T/VT)Z)de = 0, ke K.

Let 092 = I'MuI'oUI'sUTy where I'y = {SQ =0,5] € [0 Smax]} Iy = {Sl Smax, 92 € [0 Smax]}
I's = {52 = Shax, 51 € [0, Smax] } and 'y = {S1 = 0,52 € [0, Smax|}. Using integration by parts on

the two terms with second derivatives and applying the boundary conditions (6.1) yields
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1 0%V o*V
501 / %aSkads / %aszwkds

= 2(71 Sl 95, UdSs + = 2 SQ 852¢kd51 + - 2 Sl 95, PrdS
1 o2 [ 52 ov / / o OV awk
d ds —
T J g, iz — A Slasﬁ”“ 95, 08,

oV 1 OV e
— 05 | SyzothdS — = /52
02/9 26521“‘ 27 2085 0Sy 8S2
OV Oy ov
2 2 _ 2
01/5'18 5 S - 0—1 /Q St o og 48— 7 /Q S5, VS

/ 52 oV al/fk
208, as

after noticing that S; = 0 on 'y and So = O on I';.

This gives the integral conditions

oV 2 OV 8¢k
¢de —r/SlaS PrdS — 01/51851851
(6.5)
ov ov 8¢k /
— (03 - e 2 —0, kek
(05 —1) /Q S25 S5 UdS — / Sy 5 LN 52 - VidS = 0, €
Let us now define
(Vi) = / Vyds
0
oV 81/)1(
_ _ dS 2
alVo¥) = ' /S1 Y /51851851
ov 1 oV Oy
— (o3 - P dS—2/ 2 aedS — / ds
(02 7”)/952 882wk 20'2 S5 o 955 05, r Vi dsS,
then the weak formulation becomes
For t € (0,T) a.e., find V(¢) such that
LV (t), ) +a(V(t),ex) =0, kekK (6.6)
V|t=T - VO7
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where V; is the payoff function in (3.16c).

Since the chosen quadrature nodes are distributed over the closure of the interval = (—1,1)2, we

perform a transformation to this reference domain. The mapping used for S; and S is

S — So 951 Swmax — Smi
Si(6) = TESE @A D) S e =
(6.7)
Sm X Smin 0S8 Sm X Smin
‘92(52) = . 2 (52 =+ 1) + Smina 8€2Q = . 9 .
For S, = 0, this becomes
Smax 851 Smax
— 1 91 _
51(51) 9 (gl + )7 351 9
Smax a5’2 Smax
S2(&2) ((2+1), 2%, 5

In particular, the Jacobian is given by J = Siu /4.

With this choice of mapping the weak formulation (6.5) can be written as

OV I

96, 06,

—w% S /&@ O e /&&

1 9 ov OV Oy _
—QSmax(UQ—T)/QS2(§2)a§2¢kd§ /5’2 &) 96, 06, ——d§ — J/Vwkdﬁ =0, keK.

These are the equations we also ask the approximate solution V¥ to satisfy. Replacing V with V¥

yields the numerical scheme

avN ) gV N
[ = 5Sm(ot =) [ S1(6) Gt
1 ovN o 1 ovN
- 20%/ S%(fl) 861 aqgcd - §Smax<ag )/ S2(€2) 85 Tbkdf (68)

VY . N
/5262 85 6§2d£— J/V Prd€é = 0, ke K.

We again resort to numerical integration in order to evaluate the above integrals and choose the Gauss-

Lobatto quadrature formula (6.2). Applying it to the integrals in equation (6.8) gives the scheme
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JZ w (agt > (&) — Sax (of —r) Zuq < &IgN ¢k> (&)

leK lek
2 avN 9 Sinax ovy
_ % g}:{wl (51 9E ;2‘) (&) — (03 —r) lezlguq < 96, 7Pk) (&) (6.9)
2 G OV Oy
cK leK

As in the one-dimensional case we can observe that the terms inside the sums are polynomials of
degree 2N, hence our quadrature formula is not exact. However, we proceed with this approach,

despite introducing a small error.

6.2 The Scheme as a System of Algebraic Equations

The scheme (6.9) can be reformulated as a system M V+AV =0of algebraic equations by inserting

the expansion (6.4) for VV. This gives the following system
ZMkn ZAknn—O k e K,
nekK nek
where V;, are the unknowns and the matrix entries are given by
Min = J ) wign(&)x(&)
IeK

and

__ﬁ 2%% - Smax 2 di[)n
A = 2 lele <Sl dé1 déy ) &) 2 (=72 (Sl d& Y ) @)

> dl/)ndi/) Smax dbn
_U;IEK <52 a&, d§k>(£ )=y @ ‘”Z“"< wk) (&)

—rJ Y wi (Yath) (&)

leK

Using the properties of the Lagrange polynomials 1k and vy, the expressions for My, and Ay, can

be simplified to
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My = Jwydkn,

and

i == 25w (5752290 () - S0t -y (5122 ) (e

2 L &, dé 2 dé
2 d nd max d n
2w (s 0 - T - e (52 ) 0
leK
—Tka(Skn.

A numerical solution can now be obtained by solving the linear system MV (t) + AV (t) = 0 us-
ing an appropriate solver for ordinary differential equations, such as the time-stepping method in

(5.11).

In order to evaluate the accuracy of the numerical scheme, we generalize the approximated L?-norm

given in (5.12):

, \1/2
Wossa(+8) — VN ()| = ( | Weaal. )~ V(.0 ds)
1/2 (6.10)
~ <Z wk‘vexact(gkvt) - VN(&kyt)|2> = H%xaot( ) VN )”L27

keK

with ¢ being some fixed time, and wy and & being the tensorized Legendre Gauss-Lobatto weights

and nodes, respectively.

6.3 A Numerical Scheme with Domain Decomposition

In the following we develop a numerical scheme with domain decomposition for the two-asset problem

(6.6). We choose to divide the domain 2 into four subdomains:

={S=(51,9) Ry | S$1 <K, $ <K},
:{S:(SlaSZ)ERi|K§51§SmaXaS2§K},
:{S:(SlaSQ)ERi|K§51§SmaXaKSSQSSmax}a

Q={S=(5,%) R} |9 <K, K <S5 < Smax}-
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Let the interface of the subdomains be specified as follows

7 ={51 =K, S € [0, K]},
’YQ = {Sl E [Ky Smax]782 = K})
73 :={S1 = K, S2 € [K, Smax] }

V4 = {Sl S [O,K],SQ = K}

The partition of €2 in the case where K = 100 and Spax = 200 is shown in Figure 6.1.

s Distribution of subdomains

150} Q4 AY3 Q3

w100

o Q Y Q,

0 50 100 150 200

5

Figure 6.1: Distribution of subdomains, §2; for ¢ = 1,2,3,4, in the domain decomposition method when
K =100 and Sp,x = 200.

Let us indicate by V() the restriction of the solution V of (6.6)t0 2;,7=1,2,3,4 and define

(Vuwu‘))m _ /Q | vy as

) ) 1 av RIACES
(@ D) = 2,2 K22 @ K2 (4)
i (V Y ) 201 ~(is1) d} d52+ 2 /(i,2) 0S5 wHdS:
1 AV @ §ypD)
_ _ (@) 52 2 6.11
r/sl ) s 21/&5 e (6.11)

- —r/52av w()dS—f /sgaavs ‘?bs
Q 2 2

—7"/ VDygs,
Q;

41



where 1)(?) are the test functions associated with the nodes lying in the closed subdomain €; and

,.y(i,l) , 7(172) are given by

AOBD =y, 402

= 74
A@D = 422 =
7(3’1) =3, 7(3’2) =72

YD =g, AP =y,

On each subdomain we choose again the /V;-th degree polynomials defined in (5.1) as test function.
Furthermore, let us denote by K; the set of nodes lying in the closed subdomain Q;, i.e. K; =
{k = (ki,k2) | k1 = 0,.... N;, ke = 0,...,N;},i = 1,2,3,4. Then the problem in (6.6) admits the

following equivalent four-domain formulation, for ¢t € (0,7) a.e.:

i (U(i) (t),@bff))gi +a; <u(i) (t),q/}fj)) —0

(6.12)
VO0) =Vyo, k=0,...K, i=1234,
where in addition the following interface conditions are to be satisfied
v(s) = VA)(S)
W (g)— WD (g) S e NI,
ve(s) = Vi(s)
WO (S) = —W(S),  Sednay
(6.13)

85;3) (8) = —(s), S €Ny

|20 (S) = ~(S), S e a0 n o

We now map each subdomain to the reference domain 0= (—1,1)? through the linear transforma-

tion
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S1&) =5 (&G +1), (&) =5(&+1), Sem
Si(&6) =Sl (g 4+ 1)+ K, So(&)=EK(&+1), Se
Si(&) = (g + 1) + K, Sh(&) = FmE (& +1)+ K,  SeQs,

Si(6) =K1 +1), Sa(&) =K+ 1)+ K, Se,

calculated from (6.7).

Based on this, we denote

(1) 85, _ K (2)._ 88 _ K

i=ee =9 =g = Seth

(1) ._ 85 Smax— K (2) ._ 88 _ K

J —T&— D) , J2 _TQQ_§7 SEQQ

(1) . 89S _ Smu—K (2) . 88 _ Smum—K

J3 '—Tgll—f’ J3 ._?22_ s, S,

1 ._ 88 _ K
Jy = =5

and in particular the Jacobian of each element is given by

Denoting J; = J| ;> this gives the new formulation of (6.11)




(Vu),w(i))(): 7, /Q Vg

(2) (1) ()
. . 1J, oV 1J; oV »
) (@) @)\ — 7 2 2 (4) 2 29V " (4)
i (V Y ) 2 J(l) 1 /(z 1) K &1 v d£2 T3 2 J( )02 /:/(i,2) K & wde

AV §y®)

Jz 8V’ 1 g ) V@ 9y
- J(l P /51 &) ——¢dg — 2@%01/525 (51) 96, 08, d

J; oV 1 J
— (02 —r)—=L (ge — — % ;2 2
(02 T) J(2 / (52) f w d£ 2 (J,(2))202 a 52 (52) 6{2 8€2
. / Ve,
0
where (71, 4(2) are the line segments on Q corresponding to (41, 4(2) on Q.

Upon denoting by VV:(9) the restriction of the approximate solution V'V to €2;, the approximate solu-

tion is sought in the form

=y vOmeW (x), xeQ, i=1234 (6.14)
keK;

Let us define K; to be the set of indices associated with the nodes lying on ;. Then, enforcing
the conditions in (6.12) and (6.13) on the approximate solution V" and applying the Gauss-Lobatto

quadrature formula (6.2) lets us obtain the numerical scheme
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N,(1) (2) (N,1)
LS (e Y2t R (e

€K, ‘]1(1) €K
(1) (N,1) N,(1)
1J oV 1 J oV
5%03 > K’ ( 7% S)) (&) - (1)< —r) Y w (& 5. w‘”) (&)
1 1K 4 1€,
VN gy ) V(D)
- 22 k Q—T)Zw(S (1)>(£)
1 2P 1 2 k 1
1 ) 1€K, < SIS 1K, €2

VN(l oy
3w ( 1/’ (&) =i 3w (VVOuY) (€) = 0, ke K,
leK;

1 le Ky

oV N.(2) J(2) oy (V1)
Jzzw« > T ()
2, 1K1 !

1EK,
(1) Ni) N,(2)
1J. 1 J ov
3t 3 K < (2)> (&) - ,J%)( - Y w <51 5 (2)) (&)
IEK s €K,
1 LOVN@ gy 1 Js VN o
L0t 3w (5270
2 1;;2 < 1 351 851 1) 2 ,]2(2) 2 )IEZK 1 2 852 k ( 1)
1 , OV N-(2) 8w N
- _ ,(2),,(2) _
2 2 IEZK2 ( 9%, ) (&) — 12 1eZK2 wy (V L ) (&) =0, ke K,
av 1J§2> ) av< @
Js Y wn 200 @) yoM Py K (&)
1K 1€K 3
1§ OV (N 1 J oVN-®
T3 J(Q) 2 Z K* < 862 l(<3)) (Sl) 2 J(?i)( T) Z w1 <Sl 851 1(<3)> (El)
lEK 2 leK3
1 , OV IV:G) 61/;(3) o2 ovN (3)
5 - S.
e g5 1eZKg < BECEEE 7 1;;3 wl( ’ 852 8 ><£1)
N,(3)
% o5y w ( 20V awk ) (&) —rJs Y w (VN’(SWS’)) (&) =0, ke K,
3 1K 1€K;
oy N.(4) J(2) gy (V.1)
2 w‘< w >(£1)+J(1) {p> K (Vo) @
(1) (N,i) N,(4)
1‘]47 2 2 (OV (4) 1 J4 o2 — oV (4)
1 aVN,(4) 31/11((4) 1J, oV N.(4) @)
5 k(&) - =" (o7 -7 w (S ) ¢
2 4 IEZK4 < 1 851 851 ( 1) 2J£2)( 2 )IEZK4 1 2 652 k ( 1)
VN gyl
(z) DI < %, ) (&) =i Y wn (V¥Ou0) (&) = 0, ke K,
1€K, 1K,

where the boundary conditions (6.1) have been incorporated in a weak manner and & and w; are the

tensorized Legendre Gauss-Lobatto nodes and weights, respectively.
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After inserting the expansions (6.14) for VN and incorporating the interface conditions in (6.13), we
can rephrase this scheme as a system M V + AV = 0 of algebraic equations which can be written
in the form (5.15) extended to four domains. The system can then be solved using the time-stepping

method in (5.11).

6.4 Numerical Solutions for a Two-Asset European Put Option

In the following we present numerical results for the European put option with two underlying un-
correlated assets, (3.15), (3.16¢), (6.1). The case of two uncorrelated assets is not likely in practice,
however, it is an interesting case for studying the properties of spectral approximation. The parameters

used in the numerical experiment are shown in Table 6.1.

Parameter | Value
r 0.05
o1 04
09 0.4
K 100
T 0.5
Smax 200

Table 6.1: Parameter values for the European put option with two underlying assets.

The Legendre Galerkin method coupled with the Crank-Nicolson method have been implemented with
domain decomposition and the choice of subdomains is shown in Figure 6.1. The square domain is
split into four along the strike price K = 100 of each dimension. The corresponding distribution
of nodes is shown in Figure 6.2 when the polynomial degree of each subdomain §2; is N; = 4 for
i = 1,2,3,4. As in the one-dimensional case we denote by N the sum of N;’s,i.e. N =) . N;. In
addition, let us define IV, to be the total number of nodes associated with a sum of polynomial degrees
N. In the two-dimensional problem, more degrees of freedom are required for a certain polynomial
order than in the one-dimensional case. In the following, the polynomial degree [V; is equally chosen

on each subdomain. This gives N = 4N; and N, = (2N; + 1)2.

The chosen domain partitioning reduces the computational time of the method as four of the blocks in

the matrix system (5.15) can be assembled simultaneously. However, due to the shape of the payoff

46



function shown in Figure 6.3, this might not be an optimal partition of the domain. Considering the
diagonal region of rapid change in the payoff function, a promising alternative would be to cluster

more nodes along this diagonal.

Nodes
200 = = 5 S
o o o @ o o o
1506 © o o @ O o o 4
n 100¢—o o G——0 o o 4
506 O o o @& 0 o o 4
o o &l U B o o
0 = & &
0 50 100 150 200
S

Figure 6.2: Distribution of the nodes when the polynomial degree of each subdomain €2; is N; = 4 for i =
1,2, 3,4. The total number of nodes is N, = 81.

Payoff function for the European put option European put option with two underlying assets
with two underlying assets and strike price K = 100

100 +
100

80 4 80 -

Figure 6.3: The payoff function for the European put  Figure 6.4: The reference solution for the European
option with two underlying assets. put option with two underlying assets, computed with
N =120.

As a reference solution for the multi-asset European pricing problem, the solution is computed with
N = 120. This corresponds to the polynomial degree N; = 30 on each subdomain €2;, ¢ = 1,2,3,4
and N, = 3721. The solution is shown in Figure 6.4.

The solution of the problem obtained with N = 8, N = 12 and N = 16 is shown in Figure 6.5, Figure
6.6 and Figure 6.7, respectively. The solutions have been expanded through (6.14). For N = §, the
solution exhibits a slight oscillatory behaviour. For N = 12 and N = 16 the oscillatory behaviour is

gone and the two solutions look inseparable already for these choices of polynomial orders.
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European put option with two underlying assets
and strike price K = 100

Figure 6.5: The solution of the two-asset pricing problem with N = 8.

European put option with two underlying assets European put option with two underlying assets
and strike price K = 100 and strike price K = 100

Figure 6.6: The solution of the two-asset pricing  Figure 6.7: The solution of the two-asset pricing
problem with N = 12. problem with N = 16.

In order to study the approximation error we use the norm defined in (6.10) to measure the difference
between the approximate solution and the reference solution. The option price V' in S = (K, K) and

the errors related to increasing polynomial orders /V; are shown in Table 6.2.

The convergence of the method is shown in Figure 6.8. We observe a convergence rate of approxi-
mately fourth order. The method clearly outperforms the second order convergence of standard finite
difference methods for option pricing. However, we do not observe the spectral convergence obtained
for the single-asset European option. As shown in Table 6.2, the polynomial order N; = 24 (corre-
sponding to N = 3N; = 72 in the single-asset case) yields an error of order 10~° while an error of

order 10~ was obtained in the single asset problem, as shown in Table 5.2.
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Ni | No | V(E,K) | |[Viet = VV| 2
2 25 7.054850 9.445e-01

4 81 6.247754 6.739e-02

6 169 | 6.638205 5.502e-03

8 289 | 6.693073 2.957e-03
12 | 625 | 6.734036 5.872e-04
16 | 1089 | 6.748220 1.640e-04
20 | 1681 | 6.754756 3.515e-05
24 | 2401 | 6.758302 2.112e-05

Table 6.2: The option price V in S = (K, K) and the error measured with the approximated L2-norm for
different values of the polynomial degree IV, and the total number of nodes N,.

log(|error|}

Convergence plot
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10" 10t
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Figure 6.8: Log-log plot showing the convergence of the method with domain decomposition for /V; varying
from 2 to 24. SGDD refers to Spectral Galerkin with domain decomposition.

The error corresponding to some of the choices of /V; used in the convergence test is shown in Figure

6.9. It is clear that the dominating error is localized along the diagonal of rapid change in the payoff

function. However, the error has a faster rate of decay around the centre of the domainin S = (K, K).

Here, nodes are clustered together due to the distribution of nodes following from the particular do-

main decomposition. These results indicate that spectral convergence may be obtained with a more

clever choice of domain decomposition which increases the density of nodes along the region of rapid

change in the payoff function.
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Error Error

(a) Error between the numerical solution and the reference (b) Error between the numerical solution and the reference
solution for NV; = 4. solution for N; = 8.

Error Error

51 200 O 2

(¢) Error between the numerical solution and the reference (d) Error between the numerical solution and the reference
solution for V; = 16. solution for V; = 24.

Figure 6.9: Error between the numerical solution and the reference solution for different values of the polyno-
mial order IV;.
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Chapter 7

Analysis of the Numerical Scheme for

European Options

We consider the one-dimensional Black—Scholes equation for a European option, (3.6). In the the
following it will be convenient to substitute the time variable ¢ with T — ¢. This gives a forward

parabolic equation: for S > 0 and ¢ € (0,7,

OV (S,t) 1 5 ,0°V(S,t)  OV(St) _
—5r 37 S 557 rS 35 + 7V (S,t) =0, o

V($,0) = Vo(5),

where V; is the payoff function.

The following analysis is based on a similar analysis in chapter two of [2]. We consider the equa-
tion (7.1) on the domain I = (0, S ), with S a positive constant S > K and assume that we have

homogeneous Dirichlet boundary conditions. Let us introduce the function space

W= {v e L2(I) ‘ x% e L2(I) :0},

where the derivative must be understood in the sense of distributions on I. Furthermore, let

Wo = {v e W(I) ‘U(S) - 0} . (72)
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We equip the space W with the inner product

(v, w)w = (,w)z + (222, 2
v,w)w = (v,w) 2 T T

and the norm

ollw = (v,0)407

and one can easily check that W is a Hilbert space.

If v € Wy the following Poincaré inequality holds, (see [2], Section 2.3.1),

dv
lvll2y < 2 r o
2y
Using the above inequality one can show that the seminorm |v|yy () = H:v% H L2(D) is equivalent to the

full norm |[v ||y ().

Multiplying equation (7.1) by a test function ¢ € W; and integrating over .S, using integration by

parts on the term with a second derivative, we obtain

—wds+ o? —r /S¢dS+ /528deds+ /des

05 dS
1 2529V o
§° 55 (5)v(8) =

Since ¥(S) = 0 we arrive at

2%

—wd5+ ot —r /S¢d$+ /SQBVCW

a5 g IS+ /deszo.

The bilinear form associated with this weak formulation is

_ 2 ov 20V dy
a(V,y) = (o r)/lsa ¢d5+ /S g acds T /vads.

The constants ¢ and r are assumed to satisfy > 0 and o > 0.

The Galerkin scheme for problem (7.1) is defined by
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VN € C1 ([0, +00); W)

(ZE0).0) +a(VN,9) = 0 forall ¢ € Wy, t>0, (1.3)
VN (0) = VY,

where V.V is an approximation of the payoff function and Wy is a finite dimensional subspace of Wy

defined by Wy = Px(0,S) N W.

In order to show stability for the Galerkin approximation, we start out by showing that the bilinear

form is continuous on Wy x Wy:

la(u,v)| < |o? —7‘|/‘ dS—|— /5222,3; dS+7‘/|uv|dS
1 ou
< |o®—r|||S vl 2y + 02 S— ‘S
85 L2 (I L I) aS L2(I) 85 LQ(I)

+ 7 [l g2y vl 21
1
< 2|0 — rllulwylvlw + o 2ulw ny vl + 4rlulw ol

< plulwnylvlw
with g = (2|02 — 7| + 02/2 + 4r).

Furthermore, a bilinear form is said to be weakly coercive if there exists A > 0 and o > 0 such

that

a(v,0) + Avll72 > afvlly,

yielding for A = 0 the standard definition of coercivity.

Considering a(v,v) for v € W)y, we see that
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a(v,v) = (6% —r /SvdS+ /<SSU>
/Sds+ / S@ 2dS+r/v2dS
oS 7
_<a—r>/ 1 / v’ /2
> Iv dS+ 535 dS +r Iv ds
__(02—37")/2 12/ @ ?
= 5 Iv dS+2U f S@S dsS

O oy + 507 |5 58
2 2 oS

S

L2(I)
o? — 37" 1,
2 —max T v HL2 + 97 ’U|W
Hence the bilinear form is weakly coercive with A = max ((¢* = 37)/2,0) and o = o° 2.
Regarding the existence of a solution to problem (7.3) we make the following remark:
Remark 3 Normally, continuity and weak coercivity of a bilinear form leads to the existence of a
unique solution, see [28], Section 11.1.1. Our case is however not quite standard due to the weighted

W -norm which makes a boundary condition in S = 0 unnecessary. Still, we expect there to exist a

unique solution to the problem (7.3).

Now, we show that the following a priori estimate holds for the solution to problem (7.3):

Theorem 7.0.1 The solution to problem (7.3) satisfies the stability estimate

t
VN (1)|2, + 20 /0 VN (), ds < IV 2

Proof. First, let us notice that if we introduce ViV (S,t) := e MVN(S,t), where VV(S,¢) is the

solution to (7.3) the new unknown V/\N solves

vy N
W(t),v +ax(Vy',v) =0 forallve Wy, t>0,

where a) (u, w) = a(u,w) + A(u, w) is coercive. We consider this problem solved by V,V.

A weak formulation must hold for each v € Wy, hence we can set the test function equal to the

solution itself, v = VN (S,t) = e MV (S,¢), with ¢ being given. Then the weak formulation
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becomes

0— aV)\NVN dS + a (VN VN) > 1 g <672)\t(VN)2> dS+ae*2At‘VN|2
oot A M T =5 ot w (1)
1d /s _ _
=57 (6 MHVNH%Z(I)> +ae” VR ).

By integrating in time we obtain, for all ¢ > 0

t
VN ()]s ) + 20 /O e XV () [frnyds < VSV [172 -

Concerning the convergence of the spectral approximation, let us introduce a projection operator, for

all N > 0,

Ry : W() — WN, (7.4)

such that for N — oo,

|IRnvu — u|lw —> 0 forall weW. (7.5)

Writing a(u, v) = (Lu, v), the space W) is a dense subspace Wy C Dpg(L) where D (L) is the domain
of Land Dp(L)isdefinedas Dp(L) = {w € D(L) | w satisfies the given boundary conditions}.

Before stating a result on convergence, let us also define the dual norm

(w,v)

|wllw= = sup ; (7.6)

veW ‘U|W
v#£0

for any function w € Wj.

Then, we have the following result

Theorem 7.0.2 Let Ry be the projection operator in (7.4) and let e(t) = RyV (t) — VN (2).
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Then, the error function e(t) satisfies for all t > 0 the error bound

t
e le(t) 22, + /0 e (s) 2 g ds <

t t
le(O) 172y + € ( /0 e P (Ve = R Vi) () [y ds + /O e PNV — RNV><s>|€des> :

Since V— V¥ =V — RxV + e and therefore ||V — V|| < |le|| + ||V — RxV ||, Theorem 7.0.2 gives
an error bound that can be used to evaluate convergence of the approximate solution. We can conclude
from Theorem 7.0.2 that the approximation is convergent if each term on the right-hand side tends to
0as N — oo for V, V4, and V; regular enough. This is true if (7.5) holds uniformly in ¢ for functions
u(t) and w;(t) in a suitable class. This property is guaranteed by approximation results given in e.g

[13], chapter 5.

Proof of Theorem 7.0.2. As in the proof of Theorem 7.0.1, let us consider V¥ (S, t) := e MV N (S, 1),

where , 1) 1s the solution to (7.3). Then, the unknown , 1) solves
here VV(S,t) is the soluti (7.3). Then, the unk VN (S,t) sol

vy N
W(t),v + ay (VA ,v) =0 forallve Wy, t>D0, (7.7)

where a) is continuous with continuity constant C’ = p + 4\ and coercive with coercivity constant

«. As the true solution V), satisfies (7.7), we also have

oV,
<at’\(t),v> +ay(Vy,v) =0 forallve Wy, t>0.

Inserting the error function e(t) = Ry Vi (t) — V¥ (¢) into the left hand side of equation (7.7) gives

(aate(t), e(t)) +ay (e(t), e(t)) =

<§t (RxVA(t) — V¥ (1) ,e(t)) L ax (RyVA(t) — VY (1), e(t)) =

(7 (An Va0 )] + an (Va0 e00) = ( GV (Bhett)) = an (¥ (0).e(0) =
(G RVA)-€00) +ar (RaTA@e(0) — (5 13(0.0)) — ar (01 c(0) =
(B 5T = GVA0:€(0) +ax (RTA) = TA(D)e(0)
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Then, using the coercivity of a) which gives

ole(®)liy(ry < ax(e(t) e(t)),

we see that the error function e(t) satisfies

1d

5@\@”%2(1) +alefiyy < [(Vae — ByVass €) + ax(Va — Ry, e)l.

Then, using definition (7.6) and the continuity of a ), it follows that
|(Vae—RnVag, e)+ax(Va—RaVa, €)| < [[Vae— Ry Vadllw=(nlelwn +C'IVa— Ry Valw ) lelw n-

Therefore, we have

1d

5@!@@)“%’2(1) +ale®)fymy < C(IIVar — BuVadllw=n) + [Va = BvValwn) lelw o,

where C' = max(1, C") and by integrating in time we get, for all ¢ > 0

t

Je(Ol i+ [ Te@lyds <

t t

le() 1727y +C (/0 1(Vae = BnVae) (8) |5+ (1) ds +/0 |(Va — RNV/\)(S)‘%A/(I)d*S) '
Inserting e MV N (S, t) for V¥ (S, t) and e~V (S, t) for V) (S, t) gives the result stated in Theorem
7.0.2.

O

To get an optimal error estimate, RV is usually chosen as the best approximation of V' in Wy

with respect to the norm |-|y, or as an element in Wy that asymptotically behaves like the best

approximation in this norm, namely
|V — RyViw < C inf |V —o|w,
veWn

for a constant C' not depending on N.

In the above analysis we have considered a Galerkin approximation, while the scheme (5.10) is a
Galerkin scheme with numerical integration. Under similar requirements as the ones above, a scheme

with numerical integration can be analyzed in a similar manner (see [13], sect. 6.5.1).
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The analysis of the scheme for the two-dimensional case is not included here, but would be similar to

the one-dimensional case.
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Chapter 8

The Single-Asset American Pricing

Problem

8.1 The Variational Inequality

In the following we seek to determine the value V (.S, t) of an American option. For the American
option, early exercise is permitted at any time prior to expiration. Since this type of option gives more
rights to the owner than the European style option, its price should be higher. Consider, as earlier for

the European pricing problem, an asset with price .S which follows the stochastic process

dSt = St(udt + O'dXt),

where p is the drift rate, o is the volatility and d X} is the increment of a standard Brownian motion
process. Following the introduction in Chapter 6 of [35], there exists a probability P+ under which the
value of the asset is a martingale. It is possible to prove that under this probability, the value of the

American option with payoff V, and expiration time 7" is

V (S, t) = sup E* (e_ Jors) sy (50

TGﬁ,T

Ft)a

where 7; 7 denotes the set of stopping times with values in [t,T], (see [20]). It can be proven that
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V' (S, 1) is also the solution to the variational form of the following set of inequalities:

IV oGPV OV

E‘i‘ QS w—FTS’%—TVSO IHR+X[O,T>, (813)
V-V,>0 inRyx][0,7), (8.1b)

oV o2 LV AV .
<8t+23 852—‘-7"5&9—7"‘/) (V—Vo>—0 IHR+X [O,T), (81C)

with final data
V0i=r = V.

The proof can be found in [20].

In the following we will consider the theory of a vanilla put, having the payoff function (3.7). To a

large extent, these results hold also for more general functions [2].

Two major methodologies for determining the value of an American option is the quasi-variational
inequality formulation as described in [4, 5] and a free boundary problem formulation as in [21, 33].
In the following we propose another formulation based on the penalty method. With the penalty
formulation, we avoid the difficulties associated with the side constraints that need to be fulfilled in
the quasi-variational inequality formulation and there is no free boundary that needs to be determined,
as in the free boundary formulation. This approach allows for the use of numerical algorithms that
are easier to implement than those based on the quasi-variational inequality formulation and the free

boundary problem formulation.

8.2 The Penalty Method

In order to solve the American pricing problem (8.1) numerically we propose a penalization method
which provides an approximation to the American option value. We present a nonsmooth Newton

iteration to solve the resulting penalized problem.

The idea of the penalty method is to replace problem (8.1) by the nonlinear partial differential equa-

tion
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1
T‘V€>+

€

2
g2 0T e

_ +
2 982 S [Vo—Ve]" =0, (82)

v, (o
ot
where 1/e is the penalty parameter. The nonlinear term 1/e [V, — V(] is used to penalize the positive

part of V, — V..

For bounded LV, where £ denotes the Black-Scholes differential operator, and !/e sufficiently large,
Vo — Ve]Jr ~ 0, so that (8.1b) is satisfied within a tolerance depending on 1/e [34]. It has been

shown in [4] that the rate of convergence of the piecewise linear penalty approach (8.2) is of order

O(e/?).

Using this approach we obtain the penalized problem

B - (55758 + 8% — 1) + LV -V o0
(8.3)
Velt=r = Vs.

We augment the problem (8.3) with the boundary conditions (3.8a),(3.9). Then the weak formulation

of the problem reads

For ¢t € (0,T) a.e., find V,(t) € W such that

4(V(t),0) + a(Ve(t), ) + 2([Vo — Vi, 0) =0 forall ¢ € W, (84)

\‘/E|t=T - VO7

for W defined in (7.2) and with (-, ) and a(+, -) given in (5.4).
A proof of the existence of a unique solution in W to (8.4) can be found in [34].

One of the advantages of the penalty method is that the associated algorithm has finite termination,
i.e for an iterate sufficiently close to the solution, the algorithm terminates in one iteration. This is
particularly advantageous in American option pricing where we have an excellent initial guess from the
solution in the previous timestep. Finite termination also implies that the number of iterations required
for convergence is insensitive to the size of the penalty term, up until machine precision. Furthermore,
if the penalized problem is solved using Newton iteration, the iteration is globally convergent when

using full Newton steps [18].

Another advantage of the penalty method is that a single technique can be used for one dimensional
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or multi-dimensional problems. Hence this is a suitable method for extending the American pricing
problem to higher dimensions. This could be relevant for designing an efficient method for pricing

American options on baskets which is still an interesting open problem [2].

8.3 A Legendre Galerkin Scheme with Numerical Integration and Do-

main Decomposition

We now semi-discretize the problem (8.4), localized on (0, Spax ), With the Legendre Galerkin method

used earlier for the European option.

In the case of European options we initially observed lower order convergence attributed to the non-
smooth payoff function. As a remedy for this, we apply domain decomposition also in the case of
American options, since we are dealing with the same initial data and in addition have discontinuous
second derivatives across the early exercise boundary. For simplicity, theory will be presented for the

choice of two subdomains.

Let us split the domain © = (0, Spax) into the two subdomains

Ql - (O7K)7 QQ = (K7 Smax)'

As trial and test functions we take again the Lagrange polynomials based on the Legendre Gauss-

Lobatto nodes defined in (5.1) and denote by NN; the polynomial order in €2;, ¢ = 1, 2.

Upon setting Vg(i)

of (8.4) is

= V{q,, and for (-, -)q, and a;(-, ) defined as in (5.16), the two-domain formulation

For t € (0,7T) a.e., find v (t) € W such that

4 (‘/é(i)(t)aw](»i)>ﬂ_ ¥ (Ve(i)(t),lﬁ](-i)> +1 ([Vo _ Ve(i)(t)]ﬂwj(.i)) _ (8.5)

Q;

V(Z)(O) = VO‘QZ" j - 0, "'7Ni) Z — ]_,27

accompanied by the following interface conditions
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Ve(l) (S) _ V€(2) (S)

(8.6)
(1) (2)
R~ (5) = —-2%—(S), S €N NINy.
We set Ve(i) = Vo, and search for a spectral approximation Ve(N’i) to the solution Ve(i) of the problem
(8.5), (8.6) in the form
VIO SNV (@), req, =12 8.7)
k=0
where 1/)](;) are the trial functions associated with the nodes in €2;.
The interpolated penalty term is given by
N;
A (VGN’(Z)> = 7 (VEN’(”> (o, )0y ()
k=0
NpY | (8.8)
-3 [VM _ Vj}j(t)} Y (2), ze i=12,
k=0

where V, 1, is the initial value in node k.

After mapping each subdomain to the reference domain Q= (—1, 1) through the linear transformation
in (5.7) and inserting the approximations VE 1n (8.7) and 7 N (@ <V6N’(i)) in (8.8) we obtain the

numerical scheme

dVN( W 2,20V
G e st R (k)
avNﬂ) W 1 o [ @V dyY

—rJ/VN )y d5+J/ VDN @V =0, €€, j=0,...M
Q

dVN @ 20V o)
Jo - ¢ dé — s—0’K ot Vi (K)
VN<2> WO~ Lo [ gae @V dy
a—'r’/S jdg—%a/QS(f) T

—rJg/VN’ Sy d§+J2[wﬁv’(z)(V;N’@))(t)z/z](.Q)d{—O, £eQ, j=0,.. N,
Q Q
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where J; is the Jacobian of the transformation associated with €2;,7 = 1, 2.

If we now apply the Gauss-Lobatto quadrature formula (5.9) in order to evaluate the integrals, we

arrive at the scheme

where &, and wy, are the Legendre Gauss-Lobatto nodes and weights, respectively.

After incorporating the interface conditions (8.6) into these equations we can write the system in the

form

MV + AV + MTI(V —V,) =0, (8.9)

with M and A set up as in (5.13) and (5.14), respectively, and II. is the diagonal matrix with en-

tries

o Vi<V
[MLe)si = (8.10)

0, otherwise.

In total, we have a system of [NV 4 1 algebraic equations, when setting N = N; 4+ No.

We can now find a numerical solution by implementing an appropriate solver for the nonlinear system
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(8.9). One possibility is to discretize the system in time using a two-level implicit time-stepping

method and then use Newton iteration to solve the resulting nonlinear discrete equations.

If we define, based on (8.10)

1 V;TLJrl < ‘/ogi

€’

0, otherwise,

and denote Il ;1 = II.(V™ "), then applying the time-stepping method (5.11) with splitting param-

eter 6 € [1/2, 1] to (8.9) gives the fully discrete system

MWV™ — V™) 4 AtAV™T 4 (1 — )V + AtOMT g (VT — VL)
(8.11)
+ At(1 = O) ML ,,(V" = V) =0,

where At = "t — ¢,

8.4 Penalty Iteration

Let us define

1 ‘/'in—l-l < %,i

0, otherwise,

and let the derivative of the penalty term, required in the Newton iteration, be given by

O (Mepin), (Vo — Vi) | =2, V"< Ve,
aVnJrl =

0, otherwise.

This is one particular choice of a member of the generalized Jacobian of the system (8.11). Based on
this we can present the following algorithm constructed from a generalized Newton iteration applied

to (8.11) [18].

Let (V") * be the & estimate for V™+1. For notational convenience, we set H’:’n 11 =1L ((V”‘H) k)

and VF = (V”H)k. If we take as initial guess V0 = V™ then
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For k = 0, ... until convergence
[M + At (Ae + HMH’;”H)} v+ = [M ~ At (A(l ) —(1— 9)MH’;”)} yn

+ At [QMH’;n (- e)MH’;n} v,

. ‘(‘/in+1)k+1 _ (V;n—i-l)k‘
'X

k+1 _ 7k -
e (1 ‘(V”*l)kHD < tol| or [l’[6 fHG} quit
) 7

End For,

where tol is some specified tolerance.

An alternative for solving the nonlinear system (8.9) is to use MATLAB’s ODE solver ode15s [1],
which provides an efficient solver for stiff differential equations. This method have been used in the

numerical experiments presented in the following section.

8.5 Numerical Solutions for a Single-Asset American Put Option

Here we present results from solving the American vanilla pricing problem (8.1), (3.7), (3.9) using
the penalty Legendre Galerkin method with numerical integration and domain decomposition. The
penalty term is set to 1/e = 108. After the spatial discretization, the resulting ODE has been solved
using MATLAB’s ODE solver ode15s, for which documentation can be found in B.1. The results

are shown for the final timestep.

The choice of parameters are shown in Table 8.1.

Parameter | Value
r 0.05
o 0.2
K 10
T 0.25
Shnax 60

Table 8.1: Parameter values for the American put option.
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The domain decomposition has been implemented with four subdomains, 2, = (0, 4), Qs = (4, K),
Q3 = (K, B), Q4 = (B, Smax), Where A and B have been chosen in order to optimize the convergence
rate. The values A = 8.68 and B = 22 have been used in all experiments in this section. The value
of A corresponds to the point of early exercise at the final timestep. As earlier we let N denote the
sum of polynomial degrees on each subdomain,i.e. N =) . N;,i = 1,2, 3, 4. The distribution of the
nodes for N; = 7 on each subdomain €2; is shown in Figure 8.1. All the following results have been

obtained with equal N;’s on each subdomain.

1 Nodes Nodes
10
0.8 b
ER
0.6t s r&i
0.4 F 70\
&
02t 6l |\
\
0BOOOOEmOO 0 0 O0M O O o o 6 o > 50 )
0.2+ E 41 "\
0} il
0.6 1 2 ’5
1t
| A,
of g = &
-1
0 10 20 30 a0 50 60 0 10 20 30 a0 50 60
s
(a) Distribution of the nodes along the S-axis. (b) Distribution of option values V' corresponding to the

nodes in (a).

Figure 8.1: Distribution of nodes in the case N; = 7 for ¢+ = 1,2, 3,4. In (a) the distribution of the nodes is
shown along the S-axis while (b) shows the location of each calculated option value V' based on these nodes.

The optimal exercise boundary for the American pricing problem with the given parameters is shown

in Figure 8.2.

_ Optimal exercise boundary of the American put

0.2r b

0151

01 1

8 8.5 9 9.5 10 10.5 11
=

Figure 8.2: The optimal exercise boundary for an American put with parameters as in Table 8.1.
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Since the American pricing problem (8.1), (3.7), (3.9) does not admit a viable exact solution we
compare numerical results to a reference solution of fine resolution computed with N = 560, corre-

sponding to the polynomial degree N; = 140 on each subdomain €2;, ¢« = 1,2, 3,4. The reference

solution is shown in Figure 8.3.

American put option with strike price K=10 American put option with strike price K=10

101

D O N W B U O N D O
T — 7 —————— ¢

Payoff function
Reference solution
O Early exercise point

0 10 20

30

40 50 60

Payoff function
Reference solution
O Early exercise point

8 9 10 11 12 13 14 15

(a) Option price solution with N = 560. (b) An enlarged image of the case in (a) around the region of

rapid change.

Figure 8.3: Option price solution used as a reference solution in the numerical experiments.

Numerical solutions for different values of /N are shown in Figure 8.4. Setting N = 16 gives the
results in Figures 8.4a and 8.4b. The option price for the whole domain © = (0, Spax) is shown to the
left and the right hand side shows an enlarged image of the option price around the strike price K. The
numerical solution exhibits oscillatory behaviour and deviates significantly from the exact solution.
Increasing N slightly to N = 20 gives the results shown in Figures 8.4c and 8.4d. For this value of

N, the oscillatory behaviour is less prominent. Results for N = 28, found in Figures 8.4e and 8.4f,

shows a solution very similar to the reference solution.

Ni | V(EK) | Vet = Vs
2 0.28458938 5.504e-02
4 1 0.39164045 1.403e-02
8 0.34883499 8.778e-04
16 | 0.34801996 1.744e-05
32 | 0.34798737 8.549¢-07
64 | 0.34798545 1.238e-07
128 | 0.34798567 7.786e-09

Table 8.2: The option price V in S = K and the error measured with the approximated L?-norm for different

values of N;,7 =1,2,3,4.
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American put option with strike price K=10

American put option with strike price K=10

10 Payoff function 25 Payoff function
g Reference solution 18l Reference solution
Approximate solution A Approximate solution
8 1 161 1
7 A 14F 1
6 N 1.2¢ 1
5 > 1r
4 1 08 1
3 1 0.6 1
2 1 0.4 \~ 1
\\
1 1 021 1
\\-___

0 o

10 20 30 40 50 60 8 9 10 11 12 13 14 15 16

S S

(a) Option price solution obtained with N = 16.

American put option with strike price K=10

(b) An enlarged image of the case in (a) around the region of
rapid change.

American put option with strike price K=10

10 Payoff function Payoff function
9 Reference solution Reference solution
Approximate solution Approximate solution

8 1 ]
7 1 ]
6 1 ]
]

4 E ]
3 1 ]
2 4 4
1 1 £
0

10 20 30 40 50 60 8 9 10 11 12 13 14 15 16
S S

(c) Option price solution obtained with N = 20.

American put option with strike price K=10

(d) An enlarged image of the case in (c) around the region of
rapid change.

American put option with strike price K=10

10 Payoff function Payoff function
9 Reference solution Reference solution
Approximate solution Approximate soluticn
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0

10 20 30 40 50 60 8 9 10 11 12 13 14 15 16
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(e) Option price solution obtained with N = 28. (f) An enlarged image of the case in (e) around the region of

rapid change.

Figure 8.4: The solution of the American pricing problem for different values of N compared to a reference
solution with N = 560.

69



In order to study the approximation error, the norm defined in (5.12) is used to measure the difference
between the approximate solution and the reference solution. The option price V in S = K and the

errors related to increasing values of the polynomial order V; are shown in Table 8.2.

Convergence of the method is shown in Figure 8.5. We observe a convergence rate of approximately
fourth order. Spectral accuracy is not obtained, and it is clear that the error decays slower than in the
case of single-asset European options. However, in terms of convergence rates, the method is superior

to second order methods like standard finite differences.

The error for some of the values of NV; used in the convergence test is shown in Figure 8.6. The
dominating error is located near the slope discontinuity of the payoff function in S = K and at the
point of early exercise. This is not surprising due to the non-smoothness of the payoff function in
S = K and the discontinuous second derivatives across the early exercise boundary of the American
option value. An error is also associated with the subdomain interface in B. Based on the error
plots, it seems possible to find a more optimal partitioning of the domain €2 that could further increase
the rate of convergence. One possibility is to track the early exercise boundary through time and let
this point be the interface of the first two subdomains. However, this would result in more complex
computations. Another idea for improvement is to adapt the polynomial order in each subdomain such
that the density of nodes on each side of the interface is more similar. It may also be advantageous
to investigate a more sophisticated penalty formulation, since large values of the penalty parameter is

known to cause computational problems in practice [16].
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Convergence plot
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Figure 8.5: Log-log plot showing the convergence of the method with domain decomposition for N; varying
from 2 to 128. SGDD refers to Spectral Galerkin with domain decomposition.
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3 Error
P . . ,
2L 1
15} —
=
o
E
- i
1 ]
05F 1
o ]
a 10 20 30 40 50 60
S

(b) Error between the numerical solution and the reference
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(d) Error between the numerical solution and the reference
solution for N; = 32.
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(f) Error between the numerical solution and the reference
solution for N; = 128.

Figure 8.6: Error between the numerical solution and the reference solution for different values of the polyno-

mial order IV;.
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Chapter 9

Conclusion

The aim of this thesis has been to develop spectral methods for option pricing in one and two dimen-
sions under the Black-Scholes model. The work is motivated by interesting challenges existing in
several option pricing problems. Legendre Galerkin schemes with numerical integration and domain
decomposition has been derived for pricing European and American options. In the case of European
vanilla options spectral convergence is obtained, providing evidence that the method is promising
for option pricing problems. The implementation of domain decomposition proves to be an efficient

remedy for eliminating low-order convergence due to non-smooth payoff functions.

For the two-asset European pricing problem, a convergence rate of fourth order is observed. The
geometry of the problem combined with numerical results indicate that spectral convergence might
be obtained with a more clever domain decomposition. For American vanilla options, the method has
been implemented based on a penalty formulation. Also for this problem, fourth order convergence
is observed. The error decays at a slower rate than in the case of single-asset European options.
The slower convergence compared to single-asset European options may be due to the less smooth
solution of American options and the more challenging geometry attributed to the optimal exercise
boundary. Numerical results indicate that the convergence rate may be improved with a more optimal
choice of subdomains in the domain decomposition method. In total, quite satisfactory results have
been found for some basic standard and non-standard options. The conclusion is thus that the Legendre
Galerkin method with numerical integration and domain decomposition is a very promising alternative

for option pricing problems.
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Chapter 10

Suggestions for Further Work

Numerical experiments for the two-asset European pricing problem shown in Section 6.4 and the
American pricing problem shown in Section 8.5 both lack to provide fully satisfactory convergence
results. Further work on the choice of subdomains in the domain decomposition method may be
sufficient to restore spectral convergence for these option pricing problems. For the two-dimensional
European problem, it is tempting to investigate a coordinate transformation that rotates the grid 45°,

in order to cluster nodes on the diagonal of rapid change of the payoff function.

As mentioned in Section 8.2, the given piecewise linear penalty approach used for the American
pricing problem has been shown to be of order O (e'/2). This convergence rate requires the penalty
parameter 1/e to be sufficiently large in order to achieve a given accuracy of an approximate solution.
However, large values of 1/c are known to cause computational issues in practice [16]. As an alterna-
tive, one may consider the power penalty method presented for option pricing by Wang et al. [34],
which is shown to be of order O(¢*/2). This allows for obtaining an accurate solution with a small

penalty parameter.

It would further be interesting to extend the work beyond two dimensions in space. Derivative se-
curities in financial markets often depend on a variety of underlying financial variables combined
with early exercise features. Examples are American basket options with multiple underlying assets,
American options on foreign currencies and convertible bonds. If spectral convergence is obtained, the
method might outperform current methods for multi-asset option problems, like Monte Carlo meth-

ods.

In relation to the topic above, it would also be interesting to further investigate appropriate time differ-

encing methods. High order convergence in time is necessary to make multidimensional applications
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practical. The difficulty is again associated with the non-smooth payoff function and the discontinuous
second derivatives across the early exercise boundary of the American option. Attempts to solve the
PDE with standard high-order time discretization methods with a fixed time step generally encounters
difficulties, as high-order fixed time step discretization schemes require the existence of higher order

derivatives to realize high order convergence [24].

Further work could also be put into a thorough comparison study, comparing the method presented
here to several other existing methods seen in the literature. If the Legendre-Galerkin spectral method
can compete with other methods in terms of both accuracy and computational complexity, it could po-
tentially be interesting in financial applications. In addition to comparing the method to fundamentally
different methods, one could also compare it to other types of spectral methods such as the rational

spectral collocation method discussed for options by Pindza [27].

Finally, another interesting task is to extend the analysis to establish the stability of the discretized

American pricing problem and derive an error bound for the approximate solution.
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Appendix

A Mathematics

A.1 1to’s Formula

Theorem A.1 The general It6 formula

Let
dX(t) = udt + vdB(t)

be an n-dimensional Ité process. Let g(t,x) = (g1(t, ), ..., gp(t, 2)) be a C* map from [0, 00) x R™
into RP. Then the process

Y(t,w)=g(t, X(1))
is again an Ité process, whose component number k, Yy, is given by

&g,
8:@890]-

(t, X)dX;dX;

gk
Y. = —(t. X E
dYy, 5 (t, X)dt + i

6gk 1
X)dX; + -
B (t. X)dX; + 5 %:

where dBZdB] == (Sijdt, dBZdt == dtdBZ =0.

This formula can be found in [37], Section 4.2.
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B Software and Implementation

B.1 MATLAB ODE Solver odel5s

The MATLAB solver ode15s is an ODE solver that solves stiff differential equations. It is a variable-
step, variable-order solver based on the numerical differentiation formulas of orders one to five.
Description:

[t,y] = odel5s(odefun, tspan, y), where tspan = [t ¢ 7], integrates the system of differential equations

y' = f(t,y) from tg to t¢ with initial conditions ypo.

For the full MATLAB documentation, see [1].
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