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Foreword

The core of this thesis is based on the following publications which have been written
during the time of my PhD studies from May 2013 till December 2016.

e C. Hendricks, M. Ehrhardt, and M. Giinther. High-Order ADI Schemes for Diffusion
Equations with Mixed Derivatives in the Combination Technique. Appl. Numer.
Math., 101:36-52, 2016.

In this article high-order-compact finite differences in combination with ADI time
stepping methods are applied to multi-dimensional diffusion equations. Further-
more, the stability of these schemes is analyzed in the von Neumann framework. It
can be shown that the stability regions of the proposed schemes coincide with their
central second-order finite difference counterparts. Thus, one can obtain fourth-
order accuracy in space without any restrictions regarding the stability. For higher
dimensional problems grid based methods suffer from an exponential growth of the
number of unknowns — the curse of dimensionality. In order to compute solutions
with significantly less grid nodes while maintaining a high accuracy in space we use
the sparse grid combination technique.

Parts of Sections 3.3.1-3.3.2 and the numerical experiments in Section 3.3.4 have
been taken from this publication.

e C. Hendricks, C. Heuer, M. Ehrhardt, and M. Gunther. High-Order ADI Finite
Difference Schemes for Parabolic Equations in the Combination Technique with
Application in Finance. J. Comput. Appl. Math., to appear, 2016.

The idea of high-order ADI schemes is carried over to general convection-diffusion
equations with space-dependent coefficient functions. The stability is investigated
for the frozen coefficient case in a two-dimensional setting within the von Neumann
framework. The stability analysis in three and four spatial dimensions is performed
experimentally. In addition to this, numerical experiments with multi-dimensional
basket option pricing problems in a sparse grid setting illustrate the theoretical
findings.

Sections 2.2, 3.3.3 and the numerical experiments in Section 4.3.2 contain excerpts
of this publication.

e C. Hendricks, M. Ehrhardt, and M. Giinther. Error Splitting Preservation for High
Order Finite Difference Schemes in the Combination Technique. Numer. Math:
Theory, Models and Appl., to appear, 2016.

In this work the error splitting structure of fourth-order finite difference schemes



VI

is analyzed. The analysis follows the approach presented in the seminal article by
Reisinger [79]. Furthermore, we show how to preserve the splitting structure with
multivariate interpolation schemes. The multivariate interpolant is constructed as a
tensor product of univariate interpolation schemes. Since in the sparse grid combi-
nation technique the discrete finite difference sub-solutions have to be extended via
interpolation the preservation of the error splitting structure is especially important
in order to maintain a high accuracy on the entire domain.

The derivation of the error splitting structure for finite difference schemes in Section
2.4.1 is based on this publication.

C. Hendricks, M. Ehrhardt, and M. Ginther. High Order Combination Technique
for the Efficient Pricing of Basket Options. Acta Math. Univ. Comen., 84(2):243—
253, 2015.

Here, fourth-order finite difference schemes are used to price European basket op-
tions under the multi-dimensional Black-Scholes model. In order to attack the curse
of dimensionality the sparse grid combination technique is applied. Furthermore,
grid transformations are employed to simplify the partial differential equation. The
adverse effects due to the non-smooth nature of the payoff function are tackled with
the smoothing operator given by Kreiss et al. [62].

The numerical schemes in Section 4.3 are inspired by this work.

C. Hendricks, M. Ehrhardt, and M. Giinther. Hybrid Finite Difference / Pseu-
dospectral Methods for the Heston and Heston-Hull-White PDE. J. Comp. Fin.,
to appear, 2016.

In this article we propose a hybrid spatial finite difference / pseudo-spectral dis-
cretization for European option pricing problems under the Heston and Heston-
Hull-White model. The scheme exploits the regularity of the solution in direction
of certain coordinates by combining different discretization techniques. In the time
direction we use ADI splitting methods. Due to the decomposition of the spatial
discretization matrix the scheme can be shown to be very efficient. The computa-
tional complexity is analyzed and proven by numerical experiments. It turns out
that the proposed method is able to beat its second-order benchmark method and
provides robust and accurate results.

Sections 3.4, 3.5 and 4.4 are based on this article.
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Chapter 1

Introduction

In todays financial markets derivatives are important products for traders and investors.
They can be understood as some kind of insurance against the market risk of an uncertain
development of future prices. Hence, they give market participants the possibility to
manage their risk of a position in a portfolio of asset. Furthermore, derivatives can be
actively traded to achieve speculative gains. A financial derivative is a right, whose price
depends on the market price of other financial instruments. The dependent instrument is
called underlying. Typical underlyings are

e securities, e.g. stocks, bonds,

e indices, e.g. DAX 30 (Deutscher Aktien Index), FT'SE 100 (Financial Times Stock
Exchange),

e interest rates, e.g. 3-months Euribor, 3-months Libor,
e currencies, e.g. Euro, US-Dollar,
e derivatives, e.g. options, futures, swaps.

We cite the definition of derivatives according to the German stock trading law §2 Abs.
2 WpHG, see [34]:

Definition 1. Derivatives
Derivatives according to the law are

1. forward transactions or option contracts, whose price conditionally or uncondition-
ally depends on

a) the exchange or market price of securities,

b) the exchange or market price of money market instruments,

¢) interest rates or other earnings,

d) the exchange or market price of commodities or precious metals,

2. forward exchange transaction which are traded at an organized market, foreign ex-
change options, currency swaps, currency swap option transactions, currency future
option transactions.

Financial derivatives can roughly be divided into two categories: conditional and uncon-
ditional forward transactions. Unconditional derivatives force both contract partners to
fulfill the contractual obligation, while conditional derivatives give the buyer the oppor-
tunity to either exercise his right or to let it expire. An obligation only applies to the
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seller of the contract. Derivatives allow to separate market risks of underlyings, so that
they can be traded individually. This enables market participants to use them for

e speculation:
traders exploit price differences in the time lapse to earn money. Compared to a di-
rect investment in the underlying, only a small fraction of capital has to be invested.
The resulting leverage effect offers the opportunity to participate disproportionately
in price moves. On the one hand this enables to earn large speculative gains, but
on the other hand it leads to a high risk of loosing the invested money or even of
running into debts.

e arbitrage:
traders utilize price differences to earn money without or with hardly any risk. For
example, they could buy a stock at one exchange and sell it at another, if the
prices are different. Following the efficient market hypothesis with the no-arbitrage
principle there should not be any opportunity for arbitrage.

e hedging:
market participants hedge their portfolio to prevent financial risks. For example,
an investor with long positions in stocks can buy financial derivatives to hedge his
portfolio against sudden price crashes.

In this thesis we focus on conditional forward transactions in the form of options. We cite
the definition of a financial option from [34]:

Definition 2. Options
Options are standardized, exchange traded contracts, which give the buyer the right, but
not the obligation

e to buy (Call) or sell (Put)
e q predefined amount of an underlying
e within a specified time period or at a fixed date,

e at a price K, specified at conclusion of the contract.

In the following we give examples of the most common option styles:
e European option: the option can only be exercised at maturity.

e American option: the option can be exercised at any time during the term of the
option.

These option types are often referred to as plain vanilla options. Beside them there is
a huge variety of different option contracts, the so called exotic options, such as Asian,
Russian, or lookback options, etc. Here the option price often depends on the value of
the underlying during a certain time interval. Options with this feature are called path-
dependent.
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Figure 1.1: Payoff profile for plain vanilla call and put options with strike K = 100.
1.1 Mathematical Models

In the previous section we have discussed the importance of derivatives and options in
modern financial markets. For traders and investors the question arises of what is the
fair price of an financial option. The value of a plain vanilla option is determined by its
payoff profile at maturity, but the value at contract conclusion is unknown. For example,
the payoff of a plain vanilla call and of a put option is given by

#(s) = max{s — K,0} =: (s — K)™" (Call),
#(s) = max{K — 5,0} = (K —s)" (Put),

where the asset price is denoted by s and the strike price is K € RT. Figure 4.2 shows
the payoff functions ¢ for call and put options. In order to compute the fair price,
mathematical models have to be applied. The price dynamics of the underlyings can
be described via stochastic differential equations (SDEs). One very important classical
model to describe the price movements of stocks is the Black-Scholes model.

Definition 3. Black-Scholes model
The d-dimensional Black-Scholes model consists of d assets with dynamics:

dsi(t) = uisi(t)dt + Uisi(t)dWi(t),

where p; is the drift and o; the volatility of asset s; for i = 1,2,....d. The Wiener
processes W; and W; are correlated with dW;dW; = p;;dt.

In the Black-Scholes framework the volatilities o; are assumed to be constant, which is one
of the main restrictions of this model. Market data reveals that in practice volatilities are
not constant. In equity markets one often observes a wvolatility smile for short maturities
and a volatility skew for long maturities, see Figure 1.2. More sophisticated models assume
a local volatility function or model the volatility by an additional stochastic process.

Definition 4. [19, 20] Dupire - Local volatility model
The local volatility model assumes the asset price to follow the SDE

ds(t) = ps(t)dt + o(s(t), t)dW (t),

where v is the drift and the volatility o depends on the spot price s and the time t.



4 1 Introduction

0.5 . . . 0.4
—o6— Implied Black-Scholes volatility
—>— Fitted volatility (Heston model)
> >
= =
3 04 =
e =
= =
o o
B >
° o
£ 2
8 0.3 1=
E g
0.2 | | | | 0.1 | | |
0.8 1 1.2 1.4 0.6 0.8 1 1.2 1.4
moneyness moneyness
(a) Volatility smile: maturity September 2016 (b) Volatility skew: maturity June 2017

Figure 1.2: Volatility smile and skew pattern of Black-Scholes implied volatilities fitted to
market prices and to prices of the Heston model. Historical option quotes of
the Adidas® stock were taken from Eurex® 07.22.2016.

The local volatility function can be computed from the quoted call option prices ¢ via

For details we refer to [19, 20]. Further local volatility models were introduced by Derman
and Kani [15] and Rubinstein [81].

Definition 5. Stochastic volatility models
In stochastic volatility models the dynamics of the stock price s as well as of the volatility
v are determined by stochastic processes

ds(t) = ps(t)dt + /v(t)s(t)dWi(t
do(t) = a(v(t), )dt+ﬁ( (t), )sz( );

with correlated Wiener processes dW1dWa = p1adt.

Stochastic volatility models are frequently used in practice, as they can describe the
volatility patterns which we observe in the markets. Figure 1.2 shows the Black-Scholes
implied volatilities of Adidas® option quotes in comparison to the implied volatilities of
a fitted stochastic volatility model (Heston). We observe that the stochastic model is
capable of modeling the volatility structure much better than with a constant volatility
as assumed by the Black-Scholes model.

We cite two well-known models: the Heston model and the SABR model.

Definition 6. [46] Heston model
In the Heston model the spot price and volatility follow the processes

ds(t) = ps(t)dt + /v(t)s(t)dWi(t

dv(t) = k(0 — v(t) dt—i—ax/v t dW2 t
with correlated Wiener processes dW1dWso = pradt.
Definition 7. Stochastic Alpha, Beta, Rho (SABR) model [39]
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The SABR model assumes the forward price f(t) of the stock to follow the process

df () = a(t) f(£) dWi (t),
da(t) = oa(t)dWs(t),

with volatility o and correlated Wiener processes dW1dWo = pi1odt.

The stochastic processes for the spot price s(t) = e "(T=t) f(¢) can be derived with the
help of the Ité Lemma (Lemma 9)

ds(t) = rs(t)dt + e "TDA=B (1) s()PdW, (1),
do(t) = oa(t)dWa(t).

The gap between SDEs, which describe the movement of the underlyings to the fair option
value can be closed with the main principles of derivative pricing. We cite from [30]:

1. If a derivative security can be perfectly replicated (equivalently hedged) through
trading in other assets, then the price of the derivative security is the cost of the
replicating trading strategy.

2. Discounted (or deflated) asset prices are martingales under a probability measure
associated with the choice of discount factor (or numeraire). Prices are expectations
of discounted payoffs under such a martingale measure.

3. In a complete market, any payoff (satisfying modest regularity conditions) can be
synthesized through a trading strategy and the martingale measure associated with
a numeraire is unique. In an incomplete market there are derivative securities that
cannot be perfectly hedged; the price of such a derivative is not completely deter-
mined by the prices of other assets.

Incorporating these principles, one can show that the option’s price u is the discounted
expected payoff under the risk neutral probability measure @

u(s(),1) = e T DEg(o(s(T))|5(1))
= D / o) F (y]s()dy, (11)
R

where r is the risk free interest rate, T' the maturity and f the density of the underlying’s
process. For a detailed derivation we refer to [30]. For most models the density f is not
available in closed form. Therefore, numerical techniques have to be applied to compute
the expectation. Three different classes of solvers are frequently used in computational
finance:

e Monte Carlo methods
The system of SDEs is solved to draw samples from the density function. Let S* be
a realization of the stochastic process at point in time 7" with initial value s(t), then
it follows by the central limit theorem for independent and identically distributed
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random numbers
dm 32680 = [ oo

where N is the number of realizations. The standard deviation of the difference
between the sum truncated at fixed N and the integral can be shown to decrease
with order O(N~1/2). The slow convergence is one of the main drawbacks of Monte
Carlo methods. However, the accuracy can be improved by wvariance reduction
techniques, such as antithetic sampling, control variates, etc, and by incorporating
proper random number generators, e.g. Fibonacci generators, Sobol sequences, etc.
On the other side Monte Carlo methods have two important advantages, see [83]: the
order of accuracy holds independently of the dimension and the integrand does not
have to be smooth as square integrability suffices. Furthermore, the computational
complexity depends only weakly on the dimensionality. A detailed introduction to
Monte Carlo methods can be found in many textbooks, e.g. [30, 83].

Numerical integration
The integral in (1.1) is solved numerically. Typically, the density f is not known,
but its characteristic function, given via

p(x) = / fly)e™¥dy,

is available. From the definition it becomes clear that the characteristic function can
be seen as the continuous Fourier transform of the density. By application of the
inverse transform the density can be recovered. As the inverse can often not be de-
rived analytically, numerical methods have to be used. The discrete transforms can
be computed via the Fast Fourier Transform (FFT) algorithm with O(N logy(NV))
operations, where N is the number of grid points within the numerical quadrature.
In the literature several approaches have been discussed to efficiently compute the
option values via Fourier transform techniques, e.g. in [12, 26, 35]. The advantage
of this approach is its high accuracy with a very low computational effort. For ex-
ample, the price of an European option under the Heston model can be computed
with geometric accuracy in linear run-time with the COS method [26]. However, the
technique relies on the characteristic function given in closed form. The covariance
matrix of the system of SDEs has to fulfill certain affinity relations [18], such that
the characteristic function can be derived. This restricts the applicability of the
approach to certain problem classes.

Partial differential equations (PDEs)

With the help of the Feynman-Kac formula or the Ité6 Lemma a link between the
expected payoff of the price process and the solution of a PDE can be established.
As in general an analytical solution to the arising PDE is unknown, numerical
techniques have to be applied. Standard techniques rely on a discretization of the
time-space domain, e.g. by finite differences [38, 51, 60], which results in a linear
equation system with unknowns representing option values at certain grid nodes.
Generally PDE techniques are more expensive compared to the integration methods
described above and suffer, as a grid-based method, from the curse of dimensionality,
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but are advantageous in terms of general applicability.

1.2 Partial Differential Equation Methods in Computational
Finance

In this thesis we focus on PDE methods to compute the fair option value. The following
Feynman-Kac formula provides a link between the model in form of SDEs and the PDE
of the option price. For option pricing problems the payoff ¢ is generally non-smooth and
not twice differentiable, thus further techniques have to be employed to make it applicable.
According to [73] the Feynman-Kac formula then applies to most payoffs of financial assets
for log-normal models. Alternatively, one can use the It6 Lemma in combination with
standard no-arbitrage arguments to derive the PDE formulation of the pricing problem,
see e.g. [73, Section 3.3].

Theorem 8. [73, Proposition 2.5.1.] Feynman-Kac formula
Let the function g(x) be bounded, let ¢(x) be twice differentiable with compact support in
K C R, and let the function q(x) be bounded from below, and let X; be given by the SDE

dXt = CL(Xt)dt + b(Xt)th

e Forte[0,T], the Feynman-Kac formula is

T
u(t,z) =E /g(Xs)e_ JPaXwdu 4 o= s q<X$)dS¢(XT)‘Xt =z
t

and is a solution of the following partial differential equation

2u u
gu(t,a:) + %bQ(x)a—(t,:L‘) + a(x)a—(t,x) —q(z)u(t,z) + g(zr) =0 (1.2)

ot 0x? oz
uw(T,xz) = ¢(x). (1.3)

o Ifw(t,x) is a bounded solution to equations (1.2) and (1.3) for x € K, then w(t,z) =
u(t, ).

Lemma 9. [73, Lemma 2.3.1.] It6 Lemma
Consider the process X; with the SDE

dXt = CL(Xt)dt + b(Xt)th

For a function u(t,z) with at least one derivative in t and at least two derivatives in «,
we have
0 0 (X)) 9

0

Let a stock be governed by the Black-Scholes SDE (3) with d = 1, then either with the
help of Theorem 8 or Lemma 9, one can show that the option value w has to fulfill the
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following PDE in a risk-neutral setting

ou 1 2 282u ou B
8t + 1 @"‘TS%—TU—O, (14)

Similar to this one dimensional example, a multivariate version of the Feynman-Kac
formula or the It6 Lemma can be applied to derive PDESs of the multidimensional models:

Multivariate Black-Scholes PDE The multi-dimensional Black-Scholes PDE with d € N
assets is given by

1< 82u Ou
B ijzl Jicrjpi,jslsja 5:05; + ; sza—sZ —ru =0, (1.5)

u(s1,82,...,8q4, ) = P(81,82,...,84),

in the space-time cylinder Qg x Q; with Q4 = [0, 00)%, Q; = [0, T]. For a European basket
option the payoff is typically given by

d +
d(81,82,+.,84) = (Z w;S; — K) (Call),
=1 ) .
d(s1,52,...,8q4) = (K — Zwisz) (Put),
i=1

with positive weights w; for i = 1,2,...,d summing up to one.

Heston PDE The Heston PDE [46] is given by

@+12 &*u + O.SUOQU _|_1 O%u +rs@—|—/<,( —v)%—ru 0, (16)
ot 952 PRI E e, T % g2 T g TR V) - ‘

(S,T) = ¢(s),

for time t € [0,T], asset s € [0,00) and volatility v € [0,00). The risk-less interest rate is
denoted by r and the volatility of the volatility by ¢1. The long-term mean of v is given
by n, while x denotes the mean reversion rate of v. The correlation between the asset and
the volatility is given by pio.

Heston-Hull-Whilte PDE The Heston-Hull-White (HHW) model is an extension of the
Heston model, where the interest rate is assumed to follow a mean-reverting process. The
option value is assumed to satisfy the PDE

du 1, Pu_ 1, Pu_ 1,0 O%u Pu
or T35 vga 501G + 5025 + oSy o +p“025[
o%u ou ou ou
- a r\Ur — a0 =Y L.
+ ,0230102\f —i— e + k(n — )(% +ar(by — 1) o ¥ 0 (1.7)

u(s, T') = o(s),
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for time t € [0,7T], asset s € [0,00), volatility v € [0,00) and risk-free interest rate r €
(—00,00). Compared to the Heston model, the HHW model has the following additional
parameters: the volatility of the interest rate is o9; the long-term mean of r is given by b,
and its mean reversion rate by a,; the correlation between s and r is denoted by p13 and
between v and r by pa3. Although the Heston and HHW model were initially derived for
one underlying asset, they can be extended to a basket of assets, where the volatility of
each asset is driven by one stochastic process.

1.3 Literature Overview and QOutline of this Thesis

The PDEs arising in financial option pricing problems, such as (1.5), (1.6), (1.7), are in
general of convection-diffusion-reaction type

21: = Lu, ((B,t) € Qg x Qy,
82
with Lu = Jz:l Qjjm——F— Jeidz, + ZZ:CZ oz, + bu, (1.8)

on a rectangular domain 4 x £2; with suitable initial and boundary data. This thesis is
focused on the derivation of numerical methods to solve PDEs of this form in a financial
option pricing setting.

In the literature several methods have been discussed to solve the PDEs arising in financial
option pricing problems. The most common approach is to apply central finite differences
to discretize the spatial domain with second-order accuracy, e.g. in [37, 38, 51, 60]. In
a low dimensional setting Crank-Nicolson time marching is frequently used [4, 60, 90].
Even for a moderate number of spatial dimensions the resulting system of linear equa-
tions becomes expensive to solve. In’t Hout et al. [37, 38, 51] applied dimensional splitting
techniques, such as Alternating Direction Implicit (ADI) schemes, to derive efficient meth-
ods for the Heston and Heston-Hull-White PDEs. In addition to second-order accurate
schemes higher-order discretizations were introduced and discussed by various researchers
as well: Leentvaar and Oosterlee [66, 67] used standard fourth-order finite difference ap-
proximations, while Linde [69] employed broad sixth-order finite difference stencils. These
schemes are generally more expensive from a computational point of view, since the dis-
cretization matrix is broadly banded. With the help of so called high-order-compact
(HOC) schemes one can derive a fourth-order accurate approximation on the compact
stencil [3, 21, 22, 47, 89]. Diiring et al. [21, 22] constructed HOC schemes for stochas-
tic volatility models with one underlying asset and one risk-factor as well as for basket
options. In the time domain they applied Crank-Nicolson time stepping. Recently ADI
splitting in combination with HOC discretizations has been introduced for convection-
diffusion equations with mixed derivatives and constant coefficients by Diiring et al. [23].
Their work was extended to PDEs arising in stochastic volatility models [25] and to the
multivariate Black-Scholes model in [45].

Although the computational workload can be reduced significantly with ADI methods
and the possibility to use HOC discretizations enables to achieve highly accurate solutions
with fewer grid nodes, the methods still suffer from the exponential growth of the number
of unknowns in a tensor based grid. For example, if 64 grid nodes are applied in each
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coordinate direction, we have 4,096 degrees of freedom in a two-dimensional domain, but
we already have 16,777,216 in a four-dimensional setting. Due to this immense growth
the problems become very expensive to solve and the limit of finite available memory is
reached quickly. In order to circumvent this curse of dimensionality, one can apply the
sparse grid combination technique [33]. The method exploits the error structure of the
underlying numerical scheme to reduce the number of grid nodes, while maintaining a high
accuracy. In a financial setting the combination technique has been applied successfully
to basket option pricing problems with second-order accuracy by Reisinger [78] and with
standard fourth-order finite differences by Leentvaar and Oosterlee [66].

Beside finite differences other discretization techniques to solve PDEs in financial en-
gineering applications have been applied as well, e.g. finite element-finite volume [100],
multigrid [13] and spectral methods [44, 74, 99].

In this thesis we aim to derive efficient numerical schemes for option pricing in multiple
space dimensions. Therefore, we combine several numerical approaches: in the spatial
domain we consider high-order finite differences and spectral discretizations under variable
transformations. The transformations allow to simplify the equation and to cluster grid
points in a critical region where a high accuracy is desired. In the time domain we apply
ADI time stepping. Based on the stability results for ADI schemes in [54, 55, 63, 71] we
derive stability bounds for high-order finite difference ADI schemes applied to diffusion
and convection-diffusion equations in the von Neumann framework.

Spectral methods with ADI splitting have rarely been used in the literature. To our best
knowledge there only exists one article by Zeng et al. [97]. In order to motivate the use
of ADI time stepping with a spectral discretization in space we discuss and numerically
validate the computational effort. The stability of these methods is analyzed numerically.

Furthermore, we apply the sparse grid combination technique to compensate the effects of
the curse of dimensionality. The technique is used for high-order finite differences as well
as for pseudo-spectral methods. We investigate for which problem classes and regularity
requirements sparse grids are suitable and superior to the full-grid approach.

After the methods have been introduced and their properties have been analyzed, we
apply them to price basket options and options under stochastic volatility. As a test case
for two- and three-factor models we consider the Heston and Heston-Hull-White PDE. We
derive hybrid schemes, which use, depending on the regularity of the solution, different
discretizations in the single coordinate directions.

1.3.1 Outline

In Section 2 we discuss approximations of the spatial operator L. First standard finite
differences are introduced, which are frequently used in practice. Based on these finite
difference stencils HOC discretizations are derived. They enable us to achieve fourth-order
accuracy on the compact stencil. Hence, one can compute highly accurate solutions with
the same computational effort as with second-order finite differences. In Section 2.3 we
consider, in contrast to the local approximation approach of finite differences, the global
ansatz of pseudo-spectral methods. These methods are highly accurate if the solution
fulfills certain regularity requirements. In order to reduce the number of grid nodes
within the spatial grid, we apply sparse grids for finite differences and pseudo-spectral
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schemes.

Section 3 is devoted to the time discretization. Here we investigate the properties of
Alternating Direction Implicit (ADI) splitting schemes for high-order (HO) spatial dis-
cretizations. In the case of HO finite difference methods we derive stability bounds for
diffusion and convection-diffusion equations in the von Neumann framework. In the case
of pseudo-spectral methods we are especially interested in the stability properties of hybrid
methods, which use pseudo-spectral differentiation as well as finite differences depending
on the spatial direction. The combination of different discretization methods allows to
exploit special features of the solution of option pricing problems.

The methods introduced and discussed in Sections 2 and 3, are applied to basket options
under the Black-Scholes model and to stochastic volatility models in Section 4.






Chapter 2

Spatial Discretization

In this chapter we introduce the spatial discretization of the spatial operator L

g:: = Lu, (z,t) € Qg x U,
d d
0%u ou
Lu = AT A i + bu,
U ijzlajéxiawfr. 1camlﬂ— U

on a rectangular domain 24 x £; with suitable initial and boundary data. The spatial
approximation of the PDE on the discrete grid §2;, given in Definition 10, leads to a
semi-discrete system of ordinary differential equations (ODEs) of the form

U't)y=F)U(t), t>0, (2.1)

with initial value U(0) = Uy € RN+ (N241)--(Nat1) and discretization matrix F(t) €
RNV1+1)-(Nat1) oo (Nt 1) x (N1 A+1)-(No+1)--(Na+1) §f T, ig discretized on the grid €.

In the following we introduce several discretization techniques and state the resulting
matrix F. First, we discuss the local approximation of derivatives with standard finite
differences. The derivation is usually based on a truncation of the Taylor series. If a highly
accurate approximation is desired, this generally leads to large finite difference stencils,
resulting in a broadly banded matrix equation, which is expensive to solve. Furthermore,
the discretization near the boundary might cause problems as it leads to ghost-points
outside of the computational domain. In order to circumvent this problem to some extent,
we employ HOC finite differences in Section 2.2. HOC schemes exploit the structure
of the governing PDE to define a fourth-order discretization on the compact stencil.
In Section 2.3 we consider a global approximation approach in form of pseudo-spectral
methods. These methods have a geometric error decay if the solution fulfills certain
regularity requirements. In the last part of this chapter we introduce sparse grids and the
combination technique to reduce the number of grid nodes compared to a tensor based
grid.

Definition 10. Discrete grid
We consider a d-dimensional domain g in a continuous setting, where x € 0y is given by
x = (x1,%9,...,2q) and x; is the position in the i-th coordinate direction fori=1,2,...,d.
With the help of the multi-indices
1= (I1,ls,..., 1) € N¢,
j: (j17j2) "'ajd) € Ngv
N=(Ni,Ny,...,Nyg) = (21,202 2la),

13
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Figure 2.1: Sample grid €23 9).

we can define a tensor based grid € with grid nodes

Lij = (xllyjlvxlzd'w "'7$ld,jd) for ji=0,1,..., N;.

The value x, j, denotes the position in the i-th coordinate of the j;-th node.

Figure 4.1 exemplary shows the grid (39 on [0, 1]? with uniform grid spacing hy = 273
in the first coordinate direction z; and ho = 272 in the second coordinate direction zo.
Thus, we have N1 = 8 and No = 4 or equivalently 9 grid points in the first coordinate
direction, which are numbered from 0 to 8 and 5 grid points in the second coordinate
direction, which are numbered from 0 to 5. For example the grid node x(32) (2,3) is the
third node in z1- and the fourth node in zs-direction and has the coordinates (0.25,0.75) =
(2-273,3-272) = (j; - 274, jp - 2712) due to the uniform grid spacing.

In order to measure the accuracy of our numerical schemes, we introduce the following
error norms in Definition 11. In a tensor based grid, such as €2;, the higher-dimensional
approximation of the derivatives can be computed by sequential numerical differentiation
along each coordinate direction. This procedure can be written in a compact form with
help of the Kronecker product notation in Definition 12 and will be used throughout this
thesis.

Definition 11. Error norms
We consider the vector space R™ with h = 1/m and discrete norms |[v||2 = (R Y%, |vi|?)
lv]|co = ax |vi| for v e R™. We define the errors

<i<m

1/2
)

€rry = ||Uref_ Uappm:rHZa (2-2)
e,,,,rgelative _ ||U7”€f — UappmeQ’ (23)
[Uapproal|2

(N ||U'ref - Uapprow”om (24)
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where Uyep denotes a reference solution and Uappror its numerical approximation.

Definition 12. Kronecker product
The Kronecker product of the two matrices A of size k1 X l1 and B of size ko X Iy is given
by
ai 1B o aly B
A®B =
ag, 1B - ag B

2.1 Standard Finite Difference Methods

In order to approximate the spatial derivatives one can use finite differences. Without loss
of generality (w.l.o.g.) we restrict ourselves to the unit hypercube Q4 = [0,1]?. We con-
sider a uniform grid spacing with mesh widths h = (hy, ha, ..., hg) = (271,272 .. 27l),
Then we have z;, j, = j;-h; for j; = 0,1, ..., 2li . With Taylor expansions under the assump-
tion that u is sufficiently smooth, a second order approximation to the first and second
derivative with respect to direction 7 at grid node z;; is given by

0
u(er) = g <U(wl,j + hiei) — u(zr; — hﬂz‘)) = af;(wl,j) +O(h3),
0%u

= @(l‘l,j) + O(h?),

5?’&(%[7]') = # (u($l7j + hlel) — 2u(ml7]~) + u(azlﬂ- — hlel)>

where e; denotes the i-th unit vector. The mixed derivative can be approximated via a
sequential application of the one-dimensional operators

5?5?u(:13[7]) = (u(ml,j + hiei + hjej) - U(CBLJ' — hiei + hjej)

4hih;
—u(@yj + hiei — hje;) +u(ay — hiei — hjej)>
2u
= #axj(xl,j) + O(hy) + O(h3) + O(hh3),

for ¢ # j and 4,7 = 1,2,...,d. In addition to these central finite differences upwind
discretizations also are commonly used in practice. They rely on an approximation in
direction of the propagation of information: especially in the case of convection equations
or convection-dominated parabolic equations this is an important feature as it avoids
spurious oscillations in the solution or its derivatives. For a more detailed discussion
covering dispersion and the dissipative behavior of finite difference schemes, we refer to
[83, 92]. If a higher accuracy is desired, more nodes can be added to the stencil to derive
fourth-order accuracy. For example, to obtain a fourth-order accurate approximation of
the first derivative in the i-th coordinate direction, we employ the ansatz

ou
hi%(wu) = Oz_zu(fl:lﬂ' — thei) + Oé_lu(ililj — hiei) + ozou(a:l’j)

+ alu(:cl’j + hie;) + ozgu(a:l’j + 2he;) + O(h?)



16 2 Spatial Discretization

Inserting the Taylor series for each term, one observes that the coefficients must satisfy
the following linear system of equations

1 1 11 1 a_g 0
-2 -1 01 2 a_q 1
4 1 01 4 ag | =10
-8 -1 0 1 8 o1 0
6 1 0 1 16 %) 0

Hence, the approximation reads

ou 1
%(mlﬂ-) = Ton <u(wl,j — 2hse;) — 8u(xy; — hie;) + Su(xyy + hie;) — u(®y; + 2hiei))
+ O(h}).

In an analogue way a fourth-order approximation of the second derivative can be derived

ou? 1
@(ml,j) = W( — u(zcl’j — thei) + 16U(:Bl7j — hiei) — 30u(azl’j)

+ 16u(ml,j + hzel) — u(mlﬂ- + 2hi€i)) + O(h?)

In order to streamline our notation, we introduce the following finite difference operators

= 1

52iu(a:l’j) = 190 <u(:1:l7j — 2hie¢) - SU(L’DZ’]‘ - hiei) + SU(:I}Z’]' + h,-e,-) - u(wu + 2hi€i)>,
= 1

5%“(“’1,3’) = 1o ( —u(xy; — 2hie;) + 16u(xy; — hie;) — 30u(xy ;)

+ 16u(:1:l,j + hie;) — u(a:u + thei)> .

The mixed derivative can be approximated similar to the second-order case via

=0 = 0%u
0 50 _ 4 4 474
0,02, U(@1) = @) + OE) + Olhy) + O(hihy),
for i # j and i,j = 1,2,...,d. Finite difference schemes with an accuracy higher than

four are rarely used in practice: in financial engineering applications the non-smooth
initial data deteriorates the theoretical accuracy since the truncation error is in general
not bounded for non-smooth data. Furthermore, larger difference stencils lead to a higher
computational effort as the resulting linear equation system does not have a tridiagonal
structure anymore.

The finite difference operators act on a single grid node. Applying the difference oper-
ators to each grid node the approximation of the derivatives can be written in matrix
notation. In the following we denote the matrix formulation of the first derivative and
second derivative second-order finite difference matrix in direction ¢ with Dgp,, D% Dy»
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respectively, where

0 1 0
1 -1
D _
FD; Zhl o )
0 -1 0
-2 1
1
D}p, =
0 1 -2

0 8 -1 0
-8
, 1
P —
EDi = 1o, ’
~1
SR
0 1 -8 0
-30 16 -1 0
16
) —1
D%, =—
EDi ™ qop2
~1
L 16
0 -1 16 —-30

2.2 High-Order-Compact Finite Difference Methods

In the following we derive a fourth-order discretization on the compact stencil, such that
the resulting linear system of equations has a tridiagonal structure. In the last decades
lots of effort has been spend on the derivation of HOC schemes: starting with the early
work by Gupta et al. [36]. Further effort has been spent on the derivation of HOC
schemes, e.g. in [21, 22, 24, 43, 58, 72, 88, 89] to mention a few examples. In the field of
computational finance HOC methods have been proposed by [21, 22, 24].

We sketch the derivation of a HOC finite difference scheme for the two-dimensional dif-
fusion equation with constant coefficients

ou 0% 9%u

=4 ——s — 2.5
ot a11ax% + a2 B3 (2.5)
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on (o. Inserting the finite difference approximations we obtain

ou 9 h? 0*u h3 0*u 4
— =andju — + agds —a + O(h}) + O(h3). 2.6
ot 1101 1284 2209 221264 ( 1) ( 2) ( )
Due to the squared mesh width in front of the leading error terms, we can obtain fourth-
order consistency if the truncation error is approximated with second-order accuracy.
Applying standard second-order finite differences to approximate the fourth derivatives
FLG . . . .. . .

Y, 24, respectively, yields a fourth-order discretization. However, the discretization
Oz}’ Ox5
is not defined on the compact stencil anymore. In order obtain a second-order accurate
approximation on the compact stencil we derive auxiliary relations for the fourth derivative

by differentiating equation (2.5) with respect to x; twice and solve for the fourth derivative

o*u 1 PPy azy 0%
8$A11 - aijl 8$%at ail 8:1:%83:%

A relation for the fourth derivative with respect to xs can be obtained analogously

@ 1 Pu ai o*u
8$§1 - a99 8.213%(% a99 89@16352

Inserting these relations into (2.6) and replacing the derivatives by their central finite
difference counterpart, we obtain

2
<1 + i 51 +1 s 5 ) ‘21: a110%u + agedau + h2a225252u + i a115252u + O(h2h3).
(2.7)

This spatial discretization is defined on the compact stencil and has a leading error term
of order O(h%h3). Thus, we can expect fourth-order accuracy if h; = chy holds for
some constant c¢. Diiring and Heuer [24] derived a HOC discretization for d dimensional
convection-diffusion equations with mixed derivatives and space and time dependent co-
efficients. Beside the analogue condition that all mesh widths have to be of the same
order, they have the additional constraints, that either no mixed derivative is present or

2
hi Qi

p has to be fulfilled to obtain fourth-order consistency for 7,5 =1,2,...,d.

2 T a
J

In the sequel we introduce a discretization which does not require these constraints. The
derivation is based on the work of Diiring et al. [23] for constant coefficient problems and
has been extended for non-constant coefficients in [25, 45]. We consider unidirectional
contributions

9%u

aii(mm)a 2

(215) + ciong) 5 (1) = glany) (2:8)

for ¢ = 1,...,d and some arbitrary smooth right hand side g. In the following we stream-
line our notation and write a;; := ai(x1;), ¢;i = ci(xy;). Inserting the finite difference
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operators we obtain

h? 0*u h4 9%y h2 PPu
aiiéfu(mu) — aiiﬁaix?(wl’j) Qq; 360 o 6 (ZL’l,J) + CZ(S u(a:lj) 6 o 3( )
h4 Pu :

Since the leading error term in (2.9) is of order two, we can derive a fourth-order compact
approximation if the third and fourth derivative is approximated with second order ac-
curacy on the compact stencil. In order to derive these approximations, we differentiate
equation (2.8) once with respect to z; and thus get

G O dnou | Pu_
Ox; Ox? “ ox3  Oz; Ox; ‘ox?  Ox;

7

Hence, the third derivative is given by the auxiliary equation

Pu 1 dg 1 day; ¢\ O%u 1 O¢; Ou
= — S e 2.1
a:v? (0773 8.%1 <a“ 8902 + ) 8.1‘22 (0773 81‘Z 83}1 ( 0)

In a similar fashion we obtain an expression for the fourth derivative by differentiating
(2.8) twice with respect to x;

*u 1 9%g ¢ 2 Oag; \ Og 62 3c; Oa;; 2 [Oay; 2 2 Oc;

8! an 0zt ( ax) axﬁ( PR S ) [a]

1 9%a;;\ 0%u c; Oc; 2 Oay; Ocy 1 9%¢\ ou
> 92 ( Cay ) dx;

QAiq 8951

(2.11)

- + -
a?i ox; a?i Ox; Ox;  ay 8:[3?

Qi 81’

The third and fourth derivative can then be approximated with second-order stencils via
central difference operators. Replacing the truncation error in (2.9) leads to a fourth-order
accurate approximation

h2 D%aj; h?ci Oay; h% Oay; 2 h?cf h? Oc; 9
@ii + B + = 6;u(z ;)

12 83? 12aii 8.%, B 6aii 8.731 12au‘ 6 8%1

h? day; Oc;  hic; dc;  h? Hc
o o L) §%u(zy ;) + him
+ <C 6a;; Ox; Ox;  12a4 Ox; 12 Oz 2) (:Bl,g) + h;T,

h,? h?c,‘ h Oay;
= g(:I:l,j) + ﬁégg(wl’j) + <12aii - 6a“ &%) (50 (;1;[7‘7-) (2.12)
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on the compact stencil with

1 8367; aaii C; 8367; + 1 34@ 8’&( )
== N
’ 36a;; &Tf’ ox; T2a;; &Tf’ 144 8%? ox; L
+ i&‘*aii + C; 83au‘ _ 1 8% a2Ci _ 1 (‘9%« 83(1“
144 8.%';1 72aii 63:;.3 12au‘ c%ri ({’).’E% 36(11‘1‘ (933@ 695?
¢ 0% 1 83¢;\ 0%u
7+ ac 73 ) 52 (®)
24a;; Ox; 36 Ox; ) Ox;
i&g’aii + C; aQCLii 1 Gaii 862' 1 8%- 620,”‘
36 0x? = 24a; Oz 18ay Ox; Ox;  12ay Ox Ox?
¢ 0c¢ 1 0%¢c;\ 3u
1 T + — 27‘ 73(:1:17])
36a;; Ox; 36 Ox; ) Ox;
5 92q.: C Oa 1 -Oa; 2 1 O\ 64
+ (= a2n+ &) Qi am]Q C; + = (& 71:(:17[7‘7')
144 Oxz 4804'1' 81,‘@ 72(17;1' 8:51 144(1“' 72 31‘@ 81‘1

N 1 a%( )+ 1 0%
80 9 M 0" 9af

_|_

+

5 (z15) + O(h?). (2.13)

From the truncation error 7; we see that besides the solution u, the coefficient functions
a;; and ¢; have to be sufficiently smooth as well, so that their fourth derivative is bounded.
Rewriting this scheme in terms of matrices or symbolic operators gives

AU = B,,G, (2.14)

where A, corresponds to the left hand side of (2.12) and B,, to its right hand side. The
matrices can be expressed with the help of the Kronecker product, see Definition 12,

h2 0%ai; h?c;(X) Oay h? Oa;; 2 h2c3(X)

Ay, =di ji (X X)— 2t ——= X) — é HiG\A)
i dlag (au( ) 12 ax ( ) 12aii(X) 8%1 ( 6(1”(X) 8%1 ( >] + 12aii(X)
fﬁ dc;

6 8331

(X)) N, ®..® Iy, ® Dip, @1, ®...® Iy,

. h12 8aii 8ci h%cz (X) aCZ‘ hlz 6261'
+ diag <Ci(X) — 6an (X) O ( )axi (X) maxi (X) + T (%% (X)>

'[N1 ®"'®IN1'—1 ®DFD¢®INZ‘+1 ®--~®INd7

2
By, =IN, .Ny-.. 12 N, ®..® 1IN, , ® Dypp. ®In,, ®...0 Iy,
h201<X) h2 Baii
di L - L X
+ 188 <12aii(X) 60,“' (X) 6.%'1 ( )

-IN1 ®"'®IN2'—1 ®DFD1-®INZ-+1 ®...®INd,

where diag is a diagonal matrix and each operation in the diag operator is understood
component-wise. The matrix X € RWM+DWNo+1)-.-(Nat1)xd contains all discrete grid
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nodes of €2; and is given by

T
X: ([xlho’xll,l?"‘7$11,N1] ®€N2®"'®€Nd’
T
en; ® [.1'12’0,%[271, R 7xl2,N2] ReN; Q... Q0€eN,,- -,
T
en; ®...0en, | ® [xld,O’xld,lv . ’xld,Nd] >,
with all-ones vectors ey, = (1,1,...,1)T of size N; + 1 for i = 1,2,...,d. The solution

vector U and the right-hand side G are of size (N1 +1)- (Na+1)-...-(Ng+ 1), while the
identity matrices of size IV; + 1 x N; + 1 are denoted by Iy, for i =1,2,...,d.

The semi-discrete scheme can then be written as

U'(t) = U + B! A, U + ... + By AU + O(h3) + ... + O(h) + > O(hih]). (2.15)

2%
The mixed derivatives are approximated via
0*u 5050 4~ 4~ 4;4
Q45 Gy = aijéi 5ju + hi Ti + thj + hi thi,j
0L

with

N 1 0% . 1 0% 1 0% (2.16)

e g — ’ e g — ’ T s —— )

C Y30 0220z, 7 Y30 90 " 900 9} 0

for i # j, 14,5 = 1,...,d and collected in the matrix Fy. Since the treatment of the mixed
derivative requires to use a broad stencil, the spatial approximation is not defined on a
compact stencil anymore. However, we will see in Section 3 that this is no drawback if
ADI time stepping methods are used.

2.3 Pseudo-Spectral Methods

Contrary to the local approach of the approximation via finite differences, we discuss a
global ansatz to compute the derivatives. For simplicity we restrict ourselves to the one-
dimensional case in direction i for i € {1,2,...,d} on the discrete grid ;. The general
higher-dimensional differentiation can be performed by sequential differentiation along
each coordinate direction in a tensor based grid. The global approach can be summarized
in two steps: first an interpolant of the data vy, j, at grid nodes xy, ;, for j; = 0,1,..., N;
is computed. In a second step, the interpolant is differentiated to obtain an estimate of
the second derivative. Let the interpolant Py, be given in Lagrange form

N;
Pru(zi) = Z g, L, g, (), (2.17)
Ji=0
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(a) equidistant grid nodes (b) Chebyshev grid nodes

Figure 2.2: Runge phenomenon: Newton basis polynomial H;ﬁo(x — x;) with equdistant
nodes and Chebyshev nodes.

with Lagrange polynomials

N;
L5 — Tiy,5;
Lij,(z) = || ———>—. (2.18)
! 1—[0 Lli,jo — Llijs
Ji=
ji?éjo
The Lagrange polynomials fulfill L, ; (xi, j,) = 0;,5,, such that Py,u(xy, j,) = w, j,- Then
we can differentiate Py,u with respect to x; to approximate the first derivative

(Py;u(;)) Z ur, 5, L, i (2.19)

Approximations of the higher derivatives can be derived in a similar fashion by sequential
differentiation. Thus, for the p-th derivative we have

(Pn,u(x;)) Z uy, 5, L (2.20)

The derivative can be written in matrix form with (D%p )j.5, = Ll(i ;O (21,,5,) for ji, jo =
0,1,...,N;. Until now, we have left open the question of which grid points to use. The
intuitive choice to employ an equidistant grid spacing leads to a strong oscillation at the
boundaries. It can be shown that there exist functions, so that the interpolant diverges
for N; — oo. This is known as the Runge phenomenon. If the grid nodes are distributed
according to the Chebyshev density p(z;) = 1/(mv/1 — x;), the oscillations at the bound-
aries are removed and the interpolant is of comparable size on the complete domain. In
Figure 2.2 we demonstrate the effects of uniform and Chebyshev grid spacing. In the
equidistant case we observe strong oscillations at the boundaries, while we have a similar
magnitude in the Chebyshev case. Please also note the different scaling of the y-axis. For
a detailed discussion of the Runge phenomenon we refer to [93].

In the following we restrict ourselves to Chebyshev-Gauss-Lobatto nodes xy, ;, = cos 7;\?1

for j; = 0,1,...,N; and ¢ € {1,2,...,d}. Please note that the first and last node lie
directly on the boundary of the domaln, xy,0 = 1, 7, N, = —1, which is especially useful
for the construction of numerical solvers for (initial) boundary value problems (IBVPs).
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The function u can be expanded in a Chebyshev series

i)=Y i Th(xi), (2.21)
k=0

with
1
Uy = — 3 T; ) 7 d 79
U, — () Tg (x;)w(z;)dx
21
where
2, k=0,
%=1, k> 1.

and w(z;) = 1/4/1 — 22, Tx(x;) = cos(k - arccos(z;)). For computational purposes the
series is truncated, such that we have

N;
Pyou(zi) =Y i Ti(x:), (2.22)
k=0
with
2 iy ik
~ 2
U = —— —y, j, COS for k=0,1,..., N;,
N;cg Jgo Cj, J N; !
and
__[2 k=0,
T, k=1,2,...N—1.

The accuracy of the Chebyshev interpolation depends on the regularity of the solution
and is stated in Theorems 13 and 14. The convergence in Theorem 13 is what we call
algebraic convergence with order m, whereas the convergence in Theorem 14 is known as
geometric convergence. In order to make this more vivid, we consider the two test cases

ui(z) = |z, ug(z) = 1/(1 4 422)

on ; = [—1,1] and compute the rate of convergence. The first function has a third
derivative of bounded variation. Thus, we expect an algebraic convergence of third order.
The second function is analytic, but has a convergence-limiting singularity at zo = xg+iyo
with zg = 0 and yp = :I:%. The ellipse with foci +1 intersecting zg has semimajor and

semiminor axis lengths a = /1 + %, b= % and thus we have r =a+b = 4/1+ i + % =
1.6180.

Figure 2.3 validates the theoretical considerations in a numerical experiment, where we
compare the interpolant using N 4 1 nodes to uy and ug, respectively. In Figure 2.3 (a)
we observe an algebraic convergence of order 3.0045, which is close to the theoretical rate.
In (b) we have a geometric convergence with factor 1.6173 in comparison to a theoretical
one of 1.6180.

Theorem 13. [2] Let u,v/,.. Sum ) be absolutely continuous for some m > 1, and



24

2 Spatial Discretization

10— 1 T T TTTTT7 T 10° T
—x—IN up —x— In u2
order m = 3.0045 order 7 = 1.6173
8 4
—4 |
£ 10 £ 1078
) 5}
10-7 Ll Lol e _12 | | | |
10° 10t 102 103 19770 10 20 30 40 50
N N
(a) u1(z) (b) uz(2)

Figure 2.3: Maximal absolute interpolation error of uy, uo, respectively. The straight lines
indicate the experimental convergence factors m and 7 in Theorems 13 and
14.

let (™) be a function of bounded variation. Then
[u(z) — (Pyu)(z)| = O(N™™)
as N; — oo for all z € [—1,1].

Theorem 14. [2] If u is analytic and bounded in the Bernstein ellipse of foci +1 with
semimajor axis length a and semiminor axis lengths b = v/a? — 1 summing tor = a+b =
a++va? — 1, then the Chebyshev interpolant with N + 1 Chebyshev-Gauss-Lobatto nodes
fulfills

fu(z) - (Pyu)(@)| = O(r~)

as N — oo for all x € [—1,1].

The derivative of the truncated Chebyshev series can either be computed in the physical
space, e.g. by matrix vector multiplication, or in the transformed space. The matrix
vector approach takes (’)(Nf) operations as the Chebyshev derivative matrix is full, see
Lemma 15. The differentiation in transformed space can be performed in linear run-time.
Therefore, we consider the derivative of the Chebyshev series

o (z) = Ay i),
k=0

Exploiting the following recurrence relation of the Chebyshev polynomials to its deriva-
tives

To(wi) = T{(xi),
Ty (z) = §T5(xi),

Ti(x:) = 3 (fisziH(%‘) - ﬁTé_l(mz')) , k>2,

with Ty = 1, T1 = z;, and the alternative form of the derivative

oo
() =Y Ty (),
k=0
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one observes
ki = cpaay), —all,  for k> 1, (2.23)

holds. Thus, the derivative of the truncated series (2.22)

N;
(PN U l‘l Z Tk xz

can be computed in O(N;) operations via

1
u,(cl) = ( (k+1)uk+1+ul(cl2) for k=N —1,N; =2,...,0

with u( ) = =0 for £ > N;. A similar relation also holds for the higher derivatives and the
generahzation for the p-th derivative reads

1
aép):g( (h+1)i i’l11>+~§cp+)2> for k=N; —1,N; —2,...,0.

The mapping between physical U = (wi;,00 W15 - -+ UL, Ni)T and transformed space U =
(01,79, ...,0y) " is given by U = CU with

)y = — TiJo o i o= 0,1, N,

( )]z]o - Nzéjlé]o COS Nz Oor 7iy,Jo = U, L, ..., IV4.

The backward transformation is given by C~1U = U with

(C™V)jig, = cos =922 for jiyjo = 0, 1,..., N
K3

Using these mappings in form of a matrix vector multiplication results in a quadratic
computational effort and is therefore expensive. However, it can be computed efficiently
with the Fast Fourier Transformation (FFT) algorithm in O(XV;log, IV;) operations. Ex-
ploiting that U is a vector of real values, the effort to compute Chebyshev transform
can be halved within the complex FFT algorithm. For a detailed discussion we refer to
11, 61].

Lemma 15 [11] The Chebyshev differentiation matrices with the Chebyshev grid nodes

L1;,5; = CO8 N - for ji =0,1,...,N; can be given in closed form.
e (=1)fitdo .
T, sin((jiFjo)m/2Ni) sin((Gi—jo) 7 /2N:) Ji # Jos
— ST 1<ji=7jo<N;—1

2 < j; o < N; ’
(Dsp)jige = § gpein em/No)? = (2.2
26 ’ ]74 = jO = 07
eV

6 Ji = Jo=Ni
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Figure 2.4: Computation time of the first derivative in 1d.

and
(=L)sitdo o5 44252 3 < N
%o (l_xi)('rji_x]'o)Q’ 1 S Ji S N - 170 S Jo S Nu]z 7é l7
(N2-1)(1—=22 )+3 . .
EERETCw R 1 <ji=jo< Ni—1,
D2%p)ii = _j2N.2Jl1 1—x2;,)—6 . .
(D)o %( Et)o = zrl_)(xgo)wz]()) ) Ji = 0,1 < jo < N,
2 (=1)Wot+Ni) (2N2+1)(1—x;,)—6 . a7 . '
3 , | Go (1+rjo)2j » Ji=Ni0< o< Ni— 1,
Ni-1 . . . .
5 Ji=Jo=0,Ji = jo=Ni
(2.25)
with
Gi — 27 jl = 07Ni7
T, ji=1,2,...,N; — 1.

In Figure 2.4 we compare the computation time of both approaches: the differentiation
in physical space corresponds to a matrix vector multiplication with quadratic effort,
while the computation of the derivative in transformed space consists of the forward
transform, the differentiation in Chebyshev space and a backward transformation. The
transforms can be performed with complexity O(N;log, N;) and the differentiation with
O(N;) operations. Thus, the total effort consists of O(N;log, N;) operations. In the
numerical experiment the approach to compute the derivative in Chebyshev transformed
space outperforms the matrix approach for N; > 10. For small V; it might be reasonable
to apply the matrix approach, as here the overhead costs of the FFT algorithm dominate
the overall run-time.

2.4 The Curse of Dimensionality and the Sparse Grid
Combination Technique

Solving high dimensional equations numerically on a full tensor based grid with O(N9)
grid points is an extensive work. Although, splitting schemes, such as ADI schemes,
can reduce the computational workload significantly, there is a limit on the number of
nodes due to the finite available memory. In the following we use so-called sparse grids to
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reduce the impact of the curse of dimensionality. The approach was originally developed
by Smolyak [86] for numerical integration. Zenger [98], Bungartz and Griebel [8] and
Schiekofer [82] extended this idea and applied sparse grids to solve PDEs with finite
element, finite volume and finite difference methods.

Schiekofer [82] introduced the framework to apply finite difference techniques to sparse
grids. Since ordinary finite difference discretizations only act on a tensor based full grid
in nodal basis, a special treatment is needed to design finite difference stencils for sparse
grids. He proposes the use of a basis transform from nodal to hierarchical basis. The
forward and backward basis transform leads to densely populated discretization matrices
which are costly to solve. Further this approach in general requires hierarchical, tree-like
data structures, which makes the data structure management more complicated than in
the full grid case. These drawbacks can be circumvented with the help of the sparse grid
combination technique [33]. Here, solutions on a tensor based grid are linearly combined
to construct the sparse grid solution. Hence, standard full grid solvers can be used,
which enables to compute sparse grid solutions with minimal additional effort in terms of
implementation time. Since all sub-problems are independent the method can easily be
parallelized and run on a cluster of computers.

In the following, we give a brief introduction to sparse grids and the combination tech-
nique. The introduction is based on the works [78, 79]. The method is based on the
error splitting structure of the underlying numerical scheme. To make the basic idea
clear, we consider a two-dimensional problem on the unit square Qs = [0,1]? and as-
sume an numerical approximation u; on Q; with I = (I1,l2) € N3, with mesh widths
h = (h1, he) = (2711,2712), which satisfies an error splitting of the form

U —uy = h%wl(hl) + h%UJQ(hQ) + h%h%wl’g(hl, hg). (2.26)

The crucial point is that the mesh sizes h1, ho are independent of one another and wy only
depends on the mesh width in the first coordinate direction, while ws only depends on
ha. Furthermore, the functions wi, wa, wy 2 are assumed to be bounded. This structure
can now be exploited by combining them in such a way that low order terms cancel out.
Therefore, we introduce the hierarchical surplus of the numerical solution as

0(ur) = U — Ui—e; — Ul—ey + Ul—eg—e,)
where e; = (1,0) and ez = (0,1). Inserting the error splitting (2.26), we obtain

§(u — up) = h3wy (hy) + h3wa(hg) + hihdwi 2 (hy, ho)
— 4 h3wy(2hy) — h3wa(ha) — 4 h3h3w 2(2h1, ha)
— h3wi (hy) — 4h3wa(2hs) — 4 hihjwy 2(hy, 2hs)
+ 4 h3wy (2hy) + 4 h3wa(2hs) + 16 h3h3wy 2(2h1, 2hs)
= h3hdwy 2(hy, ha) — 4h3h3wy 2(2h1, ha) — 4h3h3wy 2(hy, 2ho)
+ 16h2h3w1 9(2h1, 2h2)
= O(h{h3) = 027227 %2) = O(27%h)
The surplus can be interpreted as the information gain of the solution u;. Let the level of

a numerical solution on the discrete grid ; be given by |I|1, then we see that the solutions
with the same level (with the same number of grid nodes) have the same surplus. This
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motivates to combine all solutions with a high surplus or in other words, with a high
information gain. In the following we define the combined sparse grid solution as the sum
of all surpluses with |I|; < n for n € Ny

[l1<n

An upper error bound can be found by incorporating the surpluses of all sub-solutions,
which are not used to compute u;,. We have

lus, —ul < Y ol = D 0@y =3 "0+ 1)27%) = O(n27").
|

lli>n [l]1>n i>n

The second equality holds since at each level I} + Iy = ¢ there are ¢ + 1 surpluses with an
accuracy of O(27%) involved. The latter equality follows by taking into account that the
summands are a geometric series. Let h = 27", we can rewrite the error bound to

lus, = ull < O(h?logy(h™)).

For computational purposes one does not want to compute each single surplus, as this
results in a large amount of unnecessary computations. To avoid this, we take a closer
look at the used sub-solutions within the combined sparse grid solution

n

u‘;:Zéul:Z Zul—Z Z uy + Z Uy

[ti<n q=0 | [l1=¢ [f1=¢—1 [l]1=¢—2
q—1>0 q—2>0
= E up — E uj.
[l1=n [l|i=n—1

It becomes clear that only the solutions at level n and n — 1 are actually needed and all
other sub-solutions cancel out. Please note that this is the standard formulation of the
combination technique for d = 2, e.g. see [9].

Figure 2.5: Sub-grids and sparse grid for n =0, ..., 4.
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Figure 2.5 shows the two-dimensional grid hierarchy for level n = 0,...,4. The sparse
grid at level n consists of sub-grids, whose sum of refinement levels is equal to n. Hence
the number of grid points on each sub-grid grows with O(2"). As the number of grids
increases with O(n), this leads to O(n2") nodes in the sparse grid. Let h = 27", then
this results into O(h~!logy(h™')) grid points compared to O(h~2) nodes in the full grid.

The derivation of the combination technique in the general d-dimensional case for schemes
with algebraic accuracy m follows the same steps. We consider the unit cube Q4 = [0, 1]¢
and a family of Cartesian grids §2; with multi-index 1 = (I1,l2,...,l3) € Ng and grid
spacing h = (hy, ha,..., hg) = (274,272 27l The hierarchical surplus of u; is then
given by

duy = 6109 - - - dquy, (2.27)
with
o UL — Ul—¢; s l; >0
ity = { ug, li =0,

where e; is the i-th unit vector. Under the assumption of an error splitting

d
w—ur=> Y wjy g Cihyys e by R BT (2.28)
k=1 {j1,....u }
c{1,...d}
it holds
Suy = O(hTRY - hip) = O(27™Ih),

As there are N = (";ﬁ;l) possibilities to decompose a number n € Ny in d single non-
negative summands, there are N = O(n?!) grids involved in the construction of the
sparse grid solution. Each grid consists of O(2") nodes, which leads to a total number of
nodes O(n4=12") = O(h~tlogy(h~1)4"1) in contrast to O(h~?) in the full grid case for
h=2"".

In order to compute the accuracy, we proceed like in the two-dimensional case, such that
we have

lu—usl < 3 owl = 3 0@ 127 = O@ndtamm).

1¢M,, i>n

The latter equality can be shown by taking into account that the summands form a
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geometric series of the form
[e.e] n
Z Z-d712fm-'i — Zidflzfm-i - Zidflzfm-i
i>n i=0 i=0
[e.e] n
:Zikqi—Zikqi qg:=2""k:=d-1
i=0 i=0
4 d (1 1— gt
"%m“%m<1—q_ 1—gq )
———

k times

= O((n+1)fq"™) = O(nFq") = O(n*'27™™).

Let h = 2™, then the error reads
lu—up| < O(n127™ ™) = O(h~ ™ logy(h~")%).

Analogue to the two-dimensional case we exploit the cancellation of the sub-solutions to
derive the sparse grid combination technique formula

i= Y o= (S (1) T owe() T ow

[l]1<n q=0 *|l1=¢q [l1=q—1 [l]1=¢—2
q—1>0 q—220
d
d—1 d
+o 4 (1) (d_1> S w0t Y ul>
[l|1=q—d+1 |l|1=¢—d
q—d+1>0 q—d=0
d
=Y wt(-d+1) Y ul+<<2>—d+1> > w
[th=n [l1=n—1 |l1=n—2
ot (=Tt § + (—1)4! A R > ow
. d—1 d-2) " :
‘lh:n—d-i-l
+ [ (=D + (—1)¢ d + (—1)4t L I >
d—1 d—2) " :
[l|1=n—d
1 d 2 d
= Zu,+2(—1)q<> > u,+2(—1)Q<> doow
[1]1=n q=0 q [t =n—1 q=0 7 [1=n—1
d—1 d d d
poa (D) X ween(l) ¥ w
=0 U i Zna+1 g=0 AT
-1
d—1
_§:< q > 2
q=0 [l1=n—q

The fourth equality follows from

Ber(l) o

g=0
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and
k

Z(—Uq(j) = (—1)’“<d; 1) for k < d—1.

q=0

Definition 16. Sparse grid combination technique
The sparse grid combination formula at level n € N is given by

w=X (") T w
, |
=0\ 1 [l1=n—q

Within the combination technique sub-solution with a strong imbalance of grid nodes
in certain coordinate directions are computed. In practice this might cause problems as
the numerical solution can be sensitive to it or physical features of the solution are not
properly reflected by its numerical approximation. Griebel and Huber [32] suggest to
only use a subset of all possible sub-grids. We follow their idea and neglect extremely
distorted grids by only considering grids, where each [; > [, for ¢ = 1,2,...,d. This
is especially useful for higher-order finite difference schemes with a large discretization
stencil. If not mentioned otherwise we use [,,;, = 3 throughout this thesis. Thus, each
sub-grid has at least 9 grid points in each coordinate direction. The mesh width reported

in the numerical experiments with the sparse grid combination technique is then given by
h = 2_(n_(d_1)‘lmin)'

2.4.1 Error Splitting

The key assumption within the combination technique is that the underlying numerical
method has an error splitting in of the form (2.28), so that the surpluses of the solu-
tions with the same level are of comparable sizes. Thus, the question arises under which
conditions and for which schemes an error splitting of the form (2.28) holds?

Finite Difference Methods In the case of linear finite difference schemes the splitting
structure has been analyzed in [9, 79, 42]. Bungartz et al. [9] proved with help of Fourier
series of discrete and semi-discrete solutions for the two-dimensional Laplace equation
that a second-order central difference scheme exhibits this error structure. Reisinger [79]
recently extended the framework to a wider class of equations and linear finite difference
schemes.

He showed that a central second-order finite difference approximation of the Poisson
equation with homogeneous Dirichlet data fulfills the desired splitting structure if the
solution is sufficiently smooth, so that its mixed derivatives up to order four are bounded,
see Lemma 17.

In the following let o = (a1, va, . .., aq) and let further C}?l’a”“’ad)(ﬂ) denote the func-

Q .
—axalgxa;uaxad for u € C}?l’” O“i)(Q) are continuous
1 2 d

and bounded by K in the supremum-norm and vanish at the boundary 0f2.

tion space, where all derivatives

Lemma 17. [79, Theorem 3.53] Let u € C}?""A)(Qd) be the solution to the Poisson equa-
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tion and uy be the finite difference approzimation on a grid €. Then

} : } : 2 2 2 b . .
mlJ —Uuy = h’j1 . th et hjmwjhjg,m,jm(qj, hj17h]27 ceey hjm)7
m=1 {j1,52,....Jm }
C{17277d}

for @ ; € Q with
|wj17j27-~~7jm(wl7j; hju tha ) hjm)| <m!96 "K.

In order to motivate the idea of the proof, we briefly review the derivation of the splitting
of the approximation in the two dimensional case. The derivation for higher dimensional
problems follows the same principles. For more details we refer to [79]. Therefore, we
consider the Poisson equation on the unit hypercube

Lu = f, xEQd:[O,l]d
with L = —A,
u=20 on 0€y. (2.29)

Let the full discretization be given by
Ly = — 63u — d3u,
demanding that the discrete solution w; fulfills the system
Lyw = fi,

where f; is the restriction of f to the grid ;. Furthermore, one defines semi-discretizazions

2
1) 0°u
Ll U—*(; aix%,
(2 9w 2
L7u=—— —du
! Ox? 2

The first semi-discretization is restricted to the first coordinate direction, such that one
obtains a system of ODEs in the second coordinate. In the second semi-discretization the
roles are reversed and one gets a system of ODEs in the first coordinate direction. The
semi-discrete solutions fulfill the systems

1) i
L( _fl )
:fl )

where fl(i) for ¢ = 1,2 are the restrictions of f to the semi-discrete grid.

According to [79, Lemma 3.1] an upper bound holds for the solution

el < 8HfHoo7
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as well as for the (semi-)discrete counterparts

1
lulloe < g1 floor
1 1
i e < g1 llc
1
i llso < G117 llc- (2.30)

The bounds of the discrete solutions can be proven with help of the discrete maximum
principle and the comparison principle.

The derivation of the splitting structure starts with the Taylor expansion of the finite
difference scheme

Lyu(zyj) — f(m15) = R (2o g; he) + h3ma (@ he),

1 9%
12 8ac,i-1
written in terms of semi-discrete auxiliary problems

where 7, = for ¢ = 1,2. The truncation errors of the finite difference scheme can be

Lﬁl)wl =71,
L§2)w2 = 79.

Due to the boundedness of the discretization operator we have

1 11
lwille < glimlloe < 5755

for i = 1,2. The last inequality follows since we consider u € CI(?‘A)(Q). With the help of
the auxiliary problems one concludes

Ly [u(zyz) — hfwi (yg; ) — hiwa (@i he)| — flxy)
= hi(mi(z1 43 h1) — Lowi (245 b)) + K3 (e (@ js ha) — Lywa (245 ho))
= (LY — Lywi (i ) + DALY — L)wa(my 4 ha). (2.31)

The difference between the semi- and full discretization yields

9w 1
(Lgl) — Ll)wl(ilil’j; hl) = _8T21($l7j; hl) + ﬁ <w1(a:l7j — 62h2; hl)
p p
— 2w1(zy 45 ha) + wi(zr; + e2ha; h1)>
1 9*w
= hgﬁi&c; (& 1) =t h3o1.0, (2.32)
2

for some ¢ in a neighborhood around z; ;. In an analogue way we obtain

(LEQ) — Lywa (@ j; ho) =: hioa, (2.33)
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with 09,1 1= 1—128;1“;3. Inserting (2.32) and (2.33) into equation (2.31) we get

Ly [u(myj) — hjwi (24 ha) — h3wa(myj; ha)| — f(mi)
= hih301,2(T1j; hi, he) + hih3o0a (214 hi, ho)
= hih3mi o(14; ha, o),

where
1 8w1 1, 0%ws
17120l = llovz + o21llec < 5l 92 HooﬂLﬁHTx%Hoo
S VKA RS
— 128 84 ~ T 133 ox =
11 11, 0% 11

— K.
1228 Ha 10z 4”°° 1228”6 10x 4”°°— 1228

Multiplication with Ll_1 yields the desired splitting structure
u(ary) —wi@yy) = hiwi (@ ha) + hiwa (@ he) + hihjwy 2 (24 ha, ha),

where L;I’TLQ(ZBLJ'; hi, ha) = w1 2(®y5; hi, he) and bounded errors

11
Jwtlloe < 755K,
s lle < 75 ¢
w [ —
2lee =798

11

2 g

w1 2llee <

We see that the derivation relies on the form of the truncation error, the smoothness
of the solution, so that the higher derivatives are bounded and on the bounds for the
(semi-)discrete solutions. For general finite difference methods with an order of accuracy
m Reisinger [79] notes the following key properties, which have to be fulfilled:

1. The scheme has a pointwise truncation error of the form

m m
(L = Lu 331] E : E : Tj1,-Jk wl,J’hJU“"hjk)hjl' h]k’
k=1 {j1,.-.jr }

c{1,....d}
for Ty € Ql,
2. Stability of the discretization scheme.

3. Sufficiently smooth initial data and compatible boundary data, such that the mixed
derivatives of required order are bounded.

In the case of higher-order schemes the same framework can be applied to investigate
the regularity requirements. However, it is difficult to prove estimates of the form (2.30)
as the higher-order discretization matrix is generally not a M matrix. For the standard
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nine-points-cross finite difference Laplace operator of order four the maximum principle,
usually referred to as monotonicity, has been proven by Price [77].

In the case of HOC schemes no theoretical results are available. However, one can derive
a bound for the discrete solution. With the help of the Lemma of Lax-Milgram bounds
in the 2-norm can be given

1
luall2 < Z 112,

where c is the smallest eigenvalue of the discretization matrix under the assumption that
the matrix is symmetric positive semi-definite, such that ¢ > 0 holds. The constant ¢ can
be derived from the coercivity requirement of the bilinear form

<zx>p=1a Lix>clzl} for z € R"\{0}.
According to (2.12) we have

Li=F+F+...+ Fy,

with
Fy =B, ' Ay,
h2 ) -
= <IN1~N2~...-Nd + ﬁ 'IN1 X ... ®INi_1 ®DFDZ~ ®INi+1 X ... ®INd>
(~In, ® .. ®In,_, ® Dip, ®In,,, ®...® In,) fori=1,2,...,d.
The matrices A,, and B,, are commuting and symmetric for each i = 1,2,...,d. Since the

product of two symmetric matrices is symmetric iff both matrices commute, we conclude
that L; is symmetric. It remains to investigate the positive definiteness. According to
Lemma 18 the eigenvalues of A,, and B, of the HOC scheme to approximate (2.29) are
given by

2”—4Ni2s1n2< ‘7'>, for j=1,2,...,N; — 1,
(2

_ 1 . 2 7Tj .

zm—l—gsm 5N; ) forj=1,2,...,N; — 1,

for i =1,2,...,d. Let v; denote the j-th eigenvector of A,,, then
Azvj = Zi,50)
h? h?
& (IN1~N2~...~Nd - 1;Axi> vj = (1= 15 %)Y
= B:civj = Zj jVj.

We observe that both matrices share the same set of eigenvectors and thus the discretiza-
tion B;ilei has the eigenvalues
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Figure 2.6: Theoretical bound and inverse discretization operator in the 2-norm.

with smallest eigenvalue

éJtNi2 sin? <2LNZ>

2 =
1-— %sin2 <27FT,)
fori=1,2,...,d. Since z; > 0 the matrix is positive definite.
Lemma 18. [83, Lemma 4.5]
a B 0
Let G=|"7
0 Y @

be an N x N matriz. Then the eigenvalues zj and eigenvectors v; are

zj = o+ 208 gcos<NJI1> forj=1,2,....N,

) 2 . N ) T
_ e Jm 7Y 2jm ol . Njm
vj = Bsm Nil) 3 sin Nai) 5 sin 1

Since the discrete matrix can be written as a Kronecker sum of the single B, 'A,,, the
smallest eigenvalue of L; is, according to [64, Theorem 13.16], given by

c=2z1+z9+...24.

In Figure 2.6 we compare the theoretical bound 1/c with ||L;![|2. One observes that the
bound is sharp.

Lemma 19 yields the splitting for fourth-order schemes, which have a truncation error of
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the form

L Ly =3 S o o b b

k=1 {j1,.. Jk}
g{177d}

for x; ; € Q; and (semi-)discrete solutions, which are bounded by

(117127 i
I Hoo = 8”f”oo
Please note that one can derive a similar error structure for HOC schemes in the 2-norm

and the bound c given above.

Lemma 19. Letu € C}?""’G)(Qd) be the solution to the Poisson equation and let w; denote
its fourth-order nine-points-cross finite difference solution of order four on the grid €.
Then the pointwise error is

4 4 4
u(myj) — up = Z Z Wi B, e b Wi (@0 B By s T ),

m=1 {]17]27 7]717,}
c{1,2,..d}

for x5 € Qp with

|wj1,j27m7jm (.%'; hj1 , th, ey hjm)‘ <m!8 ™M "K.

Proof. Consistency of finite difference approximation via Taylor expansion and application
of the framework developed by Reisinger in [79]. O

According to Lemmas 17, 19, respectively, the finite difference approximations have a
pointwise error of the desired form. However, the error is only given for the discrete
grid values. As the discrete solution of the finite difference scheme has to be extended
via interpolation, it is necessary to preserve the error structure on the entire domain.
Otherwise the accuracy of O(h™ logy(h~1)?~1) of the sparse grid combination technique
would only hold for grid points which belong to all sub-grids. In the interior of the domain
this is just the node (0.5,0.5,...,0.5). In order to demonstrate this deterioration of the
rate of convergence, we solve the two-dimensional Poisson boundary problem

u  0%u
922 + 922 = (23 + 23)exp(x122) on Qy = (0,1)?, (2.34)
u(xy, xe) = exp(z122) on 9o,

with the combination technique and a standard fourth-order finite difference scheme.
The sub-solutions are combined via multilinear interpolation. Figure 2.7 shows that the
error decreases with O(h*logy(h™1)) at the midpoint (0.5,0.5), while the error of the
interpolation routine dominates in the maximum norm and leads to a reduced convergence

order of O(h?logy(h™1)).

In order to establish a high rate of convergence, we require that the error structure is
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Figure 2.7: Convergence at the mid point and in the maximum norm.

preserved by the interpolation scheme, such that

u( ) PNul Z Z h?l : h;é TS h?mwjl,jm---,jm(w; hj17 th, ceey hjm)
m=1{j1,j2,-...jm}
c{1,2,...,.d}
(2.35)

holds for all & € 5. In order to analyze the error, we follow the approach of Reisinger
[79] and split the error

u(z) — (Pyup)(z) = u(x) — (PNU)(.’B) + (PN(u — ul))(:r), (2.36)
I I1

where Py is the multi-dimensional tensor based interpolation operator. The error I is the
interpolation error, while I7 is the interpolation of the error of the numerical solution.
Lemma 20 states the interpolation error I, while Lemma 21 gives an expression of error
term II. From I and I the desired error splitting (2.35) can be deduced, see Theorem
22.

Lemma 20. Letu € Cé?""’zl)(Qd) and a univariate cubic spline interpolation Py, along the
i —th coordinate direction for i =1,...,d with Pn,u = u+ h?RNiu and remainder operator
Ry, be given. Then the error of the tensor product interpolation Py = Py, ® Py, ®...® Py,
18

(PNU) E E hjfl . h;’; et hjfmcjhjz,m,jm(@ hj17hj27 ceny hjm,)a
m=1 {j1,52,....Jm }
c{1,2,....d}

for all © € Qq with ||¢j, jo,... jm oo < K form=1,2,..,d.

— 3847”
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Proof. The error of each univariate cubic spline interpolant is given by
Py.u = (I +h{Rn,)u, fori=1,2,....,d,

where I is the identity. According to [40] the remainder term Ry, u is bounded by

o*u
5
IR ulloe < gl g e

In the tensor based multivariate case we have

(Pyu)(z) = (Py, ® Py, ® ... ® Py,u)()
= (I +hiRn,) @ (I +h3RN,) @ ... ® (I + hiRy,)u(z)

d
=u(x) + Z Z h?l . h;é St h?ijl ® Ry, ® ... ® Ry, u(z).

m=1{j1,j2,....Jm }
c{1,2,....d}

Defining ¢;, jy,....jm (T3 Bjys Rijos s hy) = RNy @ Ry, @ ... ® Ry, u(x) we obtain the
desired form. Thus, it holds

a4m
Gx;*l 8:1:?2 .0z

5m
< K. O
o0

HRle ® Ry;, @ ... ® BN, oo < 32:1”’” T

Jm

Before we investigate the interpolation of the pointwise error, we derive bounds for the
remainder terms RN].1 ® RNJ.2 R..Q RN].m Wi, do,...in - Similar to the two-dimensional case
one can compute bounds for the analytical and (semi-)discrete solution of the Poisson
equation with homogenous Dirichlet boundary data

lulloo < §l1£lloos

- (2.37)
™o < [ £]loo-

Restricting ourselves to function spaces with vanishing derivatives of sufficiently high
order at the boundary, we can also derive bounds for the derivatives of f, u respectively.
We cite from Reisinger [79] the auxiliary problem with solution wj, ;.

(il,ig,...,in) ) .
Ly Wi g, ooyin = Titizyosin (2.38)

and the definition of the terms 7, 4, . i,

Tiqig,.fin = E O21pzn 132" (2.39)

21,225y 2n—1,2
s.t.{z1,22,...,2n—1 }U{2}
:{i17i27"'7in}

Let us note that 7;, for i1 = 1,2, ..., d is the truncation error of the finite difference stencil
in coordinate direction ¢;. The functions o, ., . ., are obtained via the expansion

n

6
(il’iQ’“"in) 114 6 4
(Ll - Ll wil:iQ:--~7in = Z %hkwwilyi%-win = Z hk‘o-ilvi%---vin?k"
ke{1,2,...d} k ke{1,2,...,d}
k@{i1 iz, in} kg{i1,iz,...,in}

(2.40)
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The terms oy, 4, i,.% can be expressed as the truncation error of the semi-discrete and
fully discrete problem from the above formula and thus

1

a0l B Wi i i [loo

H0—i177:27~-"7:n§kH00 =

holds. Analogue to the procedure in the proof of Lemma 20, we have

o ) 5™ arm o .
HRle ® RNj2®'--®Rijw21,22,...,Zn S 384m 6$4 8(24 8(24 wll,ZQ,...,’Ln
0 917" 42 im 0o
2.37),(2.38
( )<( ) 5™ 1 gtm . )
> 3847 8 || 02% 02t 023 Ti15i2,in
717752 Jm 0o
2.39 m 4m
2 5™ 1 0
= 3817 8|02 0wl 00" T21,22,0002n 132
102 Jm 21,2250y 2n—1,% oo
s.t.{z1,22,...,2n—1 }U{2}
:{7;1,7;27'"71'77,}
(2.40) gm 11 gim Z 86 w
T 384™m 890 89:4 Bx 8x dx8 VE1,22;5 5801
Im 21,2252 —1,% &)

st {21,220 02n— 1}U{Z}
={i1,i2,...

The sum has n terms and we repeat this procedure n — 1 times until we can conclude the
final result in the last step

< 5mM 1 1 a4m Z ab(n 1) w
> — - 15 1 1 k
384™m gn—T ggn—T 8xj18:(;j2...8:0j 0z .07 .- 075 -
5m 1 1 84’"1 867L
— 384 87 90 —1 || 9z 9z ...9z% (n - 1)! Z 928 020 020 'k
J1 Jj2 m 21 2 n
k=1 00
511 g on
< 3ggm gw gon 1V R R T T
J1-7I2 Jm ey T2 0o
5m 1
< gpgm g gt (241)

Here we see that u € C’go""’w)(ﬁd) has to be satisfied to ensure a bounded error.

Lemma 21. Let u € C’go""’w)(Qd) be the solution to the Poisson equation and let u;
denote its fourth-order nine-points-cross finite difference solution on the grid €. Us-
ing a tensor product interpolation Py with univariate cubic spline interpolation in each
coordinate direction, then the interpolation of the pointwise error reads

(Pr(u — ug)) Z Z h?} ’ h;é Tt h?mﬁjhjz,m,jm(w; hjys gy ooy h’jm)?
m=1{j1,j2,....jm }
c{1,.2,....d}

for all x € Q with

1Biv dareeogon (B Mgy s gy <o Bj )| <K G,
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form=1,2,....d and constant C,,, € R

S () (i) 52 8790 4 RIS TRO0 TR = €

m,neN
s.t.mn<k
k<m+n

Proof. Interpolation of the pointwise error gives

(PN(U — ul Z Z h?l . h;g et h?m (ijljjz,‘_”jm(a:; hj17hj27 ceey hjm))(a:),
m=1 {.717.]27 »JM}
c{1,2,....d}
(2.42)
where

(Pij1,j2,...,jm (Qh; hj1 s th, ceny hjm)) (ac) = wjhjg,m,jm(w; hj1 s th, ceny hjm)

d
+) 0 ) hp bl b Ry @ Ry @ @ Ry, wyy o (5 gy Py s B
n=1 {ll,lg,...,ln}
C{17277d}

Condensing all terms in (2.42), which have the same leading step sizes, we define

4 4 4 . ——
hl1 : th Tt hlkﬁll,lz,...,lk (ZE, hllahlza (123} hlk> =

> > S A -

Z”Jbel\ik {152, s8m YU{J1,52,53n }
s.t.m,n< ={ly,lo,...,l
e {lisl2,. 0l }

Ry, ® Ry, ® .. ® Ry, Bj - hi, oo hS wjy Gy g (@5 gy by, s By
+ R e B w2 ey By

We already know that it holds (cf. (2.41))

”RNi1 ® Ry, ®..® RN, Wi ja,eesnlloo < 3g4m n!8 907" K.

The inner sum has (:@)(

nf(Zim)) elements and we obtain the estimate

1Buiilloo S K D7 (5) (o) 3o 1187907 + KKI8TF90™F = K Cy. O

m
m,neN
s.t.mn<k
k<m+n

Theorem 22. Let u € C’(IO’ N )(Qd) be the solution to the Poisson equation and let u;
denote its fourth-order nine-points-cross finite difference solution on the grid ;. Using a
tensor product interpolation Pn with univariate cubic spline interpolation in each coordi-
nate direction, the error between the analytical solution and the interpolation of the finite
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difference solution is

4 4 4
u(z) — (Pnvur)(z Z Z by - Ry - e G Vi g i (B s By By ),
m=1{j1,j2,-...Jm}
c{l2,...d}
for @ € Qq with ||V, jo,....jm |loo < (384m Cn)K form=1,2,...d.

The proof immediately follows from Lemma 20 I and Lemma 21 I1 and by definition of
7j17~--,jm = /le""vjm - le:"'mjﬂ’h' |:|

m | 1 2 3 4
Crm | 0.0014  4.0599e-5 8.8699e-7 1.7416e-8

Table 2.1: C,, for different choices of m.

Table 2.1 states the constants C), for the § functions in Lemma 3 for m =1,...,4

Pseudo-spectral Methods Pseudo-spectral methods on sparse grids have been rarely
used in the literature. To our knowledge there are only the works of Shen and Yu [84, 85],
who construct a spectral sparse grid for elliptic problems. They use Smolyak’s algorithms
to build a sparse grid based on nested, spectrally accurate quadratures. We follow a
different approach and use the combination technique to construct the sparse grid. Please
recall that the combination technique is based on an appropriate error splitting structure
of the underlying numerical full grid solver. At the current state, an analytical proof is
missing and is part of future research. Here, the difficulty arises to prove a (semi-)discrete
maximum principle to derive bounds for the coefficient functions in equation (2.28). In the
following we investigate the splitting structure numerically and compute the hierarchical
surpluses. We consider the four test problems given in [84] and solve the Poisson equation

—Au=f for & € Q4 = [-1,1]¢

with solutions

d d
= Hsin(kﬂ'xiTH), Zgzbk x; Hsm IZH
i=1

i#]

4 d
= Hgk(ﬂﬁz‘), ug(z) = H (e (:) — xl;l) ’
i=1 i=1

where
( ) _ sm(k7r ;1) 1
ge(zi) = (1 — 22)(1 + ;) log(1 + z; + 107F)

_ 7 x; <0
o x; >0
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Figure 2.8: Test cases for d = 2.

and k € N. The right hand sides are given by

fi@) =,

d

(d—1)n? zj+1

fol@) = o) — () ) [ sim ,
)= 3 (M e it T (-7

d
f3(1’):_z gg(xZ)Hg](x]) )

i=1 G

d
falw) = =3 | W TT () — 257)

i=1 G

The first two functions are analytic without any singularity in the complex plane. In this
case we expect supergeometric convergence (r = co). The third function is also analytic,
but has a singularity on the real axis at zop = —1 — 107*. According to Theorem 14 the
factor 7 is given by r = 1 +107% + \/(1 +10=%)2 — 1. For smaller k values the distance
of zp to the domain [—1, 1] becomes larger and leads to a faster convergence. We assume
a numerical error of the form

u(z) — (Pnur)(z Z Z r N Nig L TﬁNjk'le,j%---Jk(w? Nj, Njys s N3, ),

k=1 {j1,52,--,Jx }
c{1.2,...d}
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1

(b) us, k=3

Figure 2.9: Sparse grid and full grid solution.

with bounded functions . Under this assumption we can expect a hierarchical surplus of
order

d

duy(x) = O(T_N1 N2 T_Nd) =0(r" T Ni) =0(r~ ileZi)

for all € Q4. We see that this splitting structure is not appropriate for the combination
technique, as the sub-grids at the same level have a different order of accuracy, e.g. let
d =2 and n = 6, then the surplus of du(zz) = O(r~1%), while duzq = O(r~?). The
fourth example has a k-th derivative of bounded variation and according to Theorem 13
we expect an algebraic convergence. Let the error splitting be given by

d
u(m)_(PNul)(m):Z Z NZL'N;Z'""N]’(Z’yjl,jm..-,]’k($;Nj17Nj27'--aNjk)>

k=1 {j1,j2,---,jx }
C{i.2,..d}

with bounded functions v and m denotes the order of algebraic convergence. Then,
analogue to the finite difference case, the hierarchical surplus is of order

If not otherwise mentioned, we have chosen l,,;, = 1 in the following numerical exper-
iments. Figures 2.10 and 2.11 state the accuracy versus the number of grid nodes or
computation time, respectively. In the analytic case with supergeometric convergence of
cases 1 and 2, the sparse grid combination technique performs similar or even worse than
the full grid method. Due to the high rate of convergence there is no benefit in using the
combination technique. In the third case we observe geometric convergence and the com-
bined solution outperforms the full grid solution in the high accuracy region. This result
is quite surprising, as the surpluses at one level are of different order, see the discussion
above. However, for r close to 1 the difference in the surpluses is small and the bene-
fit of the cancellation of low order error terms outweighs the unnecessary computational
workload. Tables 2.2 and 2.3 show the hierarchical surpluses in the two-dimensional case.
We observe that in the analytic case (Table 2.2) the surpluses at the same level are of
different size, while they are of comparable size in the algebraic case (Table 2.3). This
leaves room to improve the numerical method in the analytic case: since the boundary
grids (grids with low level in one direction) are of higher order than the center grids,
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Figure 2.10: Convergence of the full grid approach versus the sparse grid combination

technique.
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Figure 2.11: Computation time versus accuracy of the full grid approach and the sparse

grid combination technique.
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b, Iz || 1 2 3 4 5

0.00101213360
0.00176267546  0.00006409891
0.00176267546 0.00007605425  0.00000253873
0.00006409891 0.00000253873  0.00000017619

Tk W N~

0.00101213360

Table 2.2: Hierarchical surplus of the spectral method for case 3 with £k = 3 and d = 2.

0.02346582984
0.02257005970  0.00528871129
0.02257005970  0.00068325977  0.00010098876
0.02346582984  0.00528871128  0.0001009887  0.00000821986

Table 2.3: Hierarchical surplus of the spectral method for case 4 with £k = 3 and d = 2.

they do not contribute any reasonable additional information and can therefore be ne-
glected. In Figure 2.12 we show the improvement by exclusion of the boundary grids.
By neglecting solutions with little information gain, we reduce the number of grid nodes
and therefore the computation time without any loss of accuracy. Persuading this idea
further and removing more boundary grids, the combined solution converges to the full
grid solution. This explains the optimality of the full grid solution in the analytic case as
in the asymptotic

O(T—Qn/d—...—r/d) > O(T—Q"/d—...—zn/d—l—...—2n/d+1—.‘.—2"/d)

holds, where n is the level of the sparse grid combination technique w.l.o.g. n being a
multiple of d. In other words, the surplus of the solution with N; = 2*/¢ nodes in each
direction is significantly more important than all other surpluses at the same level, so that
it gives no additional accuracy if we add them to our solution. In the first two experiments
this effect can clearly been seen as we have supergeometric convergence with » = oo, while
in the third experiment the asymptotically optimal region of the full grid method is not
reached and the sparse grid combination technique performs better.

Figure 2.13 shows the benefit of the combination technique for different rates of geometric
convergence. The closer the value r is to 1 the better the combination technique performs,
which reflects the previous discussion.

—6— combination technique, l,,;n, =1
—H— combination technique, l,,;,n, = 2
—>— combination technique, l,,;n, = 3
—%— combination technique, l,,;, = 4 :
102 = = 102 |- : .
o jal
8 £
5 1074 B S5 1074} i
_ [T A WRRTTRRRRT: . X O WER —10 L
10—10 Lt 10
100 100 102 10%8  10%  10° 1073 10t 10t
# nodes comp. time [s]
(a) uz, k=3 (b) us, k=3

Figure 2.12: Modified combination technique (d = 2).
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Figure 2.13: Combination technique versus full grid in experiment 3 with two spatial
dimensions and k = 2,4, such that » ~ 1.1518, r ~ 1.0142, respectively.
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Figure 2.14: Combination technique with pseudo-spectral and finite difference discretiza-
tion (d = 2).

In the fourth case the convergence reduces to the algebraic case and the combination
technique clearly outperforms the full grid method. Shen and Yu in [84] claim that this is
the ideal case for their sparse grid method. However, the low accuracy due to the regularity
constraints of uy (for moderate k values) is the right setting for finite difference methods
as they are much cheaper due to their sparse matrix structure and should therefore be

preferred to spectral methods, see Figure 2.14.






Chapter 3

Time Discretization - Alternating
Direction Implicit Schemes

In the previous chapter we have discussed the approximation of the spatial derivatives via
finite differences or pseudo-spectral differentiation. The application of both approaches
to time-dependent problems leads to the semi-discrete system of ordinary differential
equations (2.1)

supplied with suitable initial and boundary data. In the next step, a suitable time dis-
cretization method can be chosen. Standard techniques are the explicit or implicit Fuler
method, which exhibit first order accuracy in time. Second-order accuracy can be achieved
with the Crank-Nicolson (CN) method. The three schemes are given by

Upt1 =U, + (1 — Q)AtF(TLAt)Un + HF((n + 1)At)Un+1,

where A, is the step size in time, U, ~ U(nA;) and # > 0 is a real parameter, called
implicitness parameter. If 8 = 1 the resulting scheme is the implicit Euler method. In
the case of 8 = 0 the implicit terms vanish and one obtains the explicit Euler method,
while we get the Crank-Nicolson scheme for 6 = % The Euler schemes suffer from a low
accuracy and are therefore rarely used in financial applications. The second-order accu-
racy makes the CN scheme an interesting method to consider and explains its widespread
popularity. However, if high dimensional PDEs shall be solved, the method becomes
computationally too expensive. For example, if a standard central second-order finite dif-
ference discretization is applied to a problem without mixed derivatives, the matrix F' has
up to 2¢ + 1 entries in each row. Since in each time step the linear system I — A F(nA;)
is involved and leads to an undesirable large computational effort if the arising linear
system of equations is solved exactly, e.g. via LU-decomposition.

In Figure 3.1 we demonstrate the increase in the run-time with Crank-Nicolson time
stepping. We solve the two-dimensional heat equation

ou_ o _ou?
ot 022 023
u(xy,22) = 0 for (z1,x2) € 9.

on Q = (0,1)?,

on a grid with N = (N, N) nodes. We observe a slope of order 1.7012 for the last four
data points, which corresponds to a computational effort of O(N217012) This strong
increase of the computation time seems to be surprising as there are only a maximum of
five entries per row in the system of equations. It can be explained with the large fill-in
within the L and U matrices, see Figure 3.2. Although the matrix I — 0AF(nA;) with
1377 non zero entries is sparse, the L and U matrices suffer from a large degree of fill-in

49
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Figure 3.1: Number of grid points (N?) versus time consumption.
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Figure 3.2: Fill-in of discretization matrices in the Crank-Nicolson scheme with N = 17
nodes in each coordinate direction.

and have 4929 non zero entries.

This problem can be circumvented by applying Alternating Direction Implicit (ADI)
schemes. Here, the spatial discretization matrix is decomposed into

F(t) = Fo(t) + Fi(t) + ... + Fa(t),

where Iy stems from all mixed derivatives and F; from each unidirectional contribution of
coordinate direction ¢ = 1, ...,d. With the help of ADI time stepping the equation system
can be solved as a sequence of one-dimensional problems, which significantly reduces the
run-time compared to implicit Euler or Crank-Nicolson time marching. In the following
we consider four well known ADI schemes.

Douglas scheme (DO):

Y; =Y, 1+ 04 (Fz(t)Yz- — E(t)Un) fori=1,...,d (31)
Un+1 = Yd-



o1

Craig-Sneyd scheme (CS):

Yo =Un+ AtF(t)Una
Y; =Y, 1+ 04 (Fz(t)YZ — Fi(t)Un) fori=1,...,d
Yo =Yy + 1A (RyYy — FoUy) (3.2)
Vi =Y, +0A, (Fi(t)ffi - Fi(t)Un) fori=1,...d
(Unt1 = Ya.

Modified Craig-Sneyd scheme (MCS):

;

Yo =Up + AF(t)U,,
Y, =Y,_1+0A; (Fz(t)Y; — Fz(t)Un) fori=1,...,d
Yo o =Yo+0A (FoYs— FolUy) 53)
Yo =Yo+(L—0)A (F(t)Ya— F(OU,) |
Y, =Yii+0A, (m(t)if,- - E(t)Un> fori=1,..,d
Upy1 =Yg
Hundsdorfer-Verwer scheme (HV):
Yy =Up + AF (1)U,
Yi =Y 1 +0A(Fi(t)Y; — F5(t)Uy) fori=1,....d
Yo o =Yo+ 30 (F()Ya— F()Un) (3.4)
AN Y (Fi(t)f/i - E(t)Yd) fori=1,...d
Un+1 = Y/da

where Ay is the step size in time, U, ~ U(nA;) and # > 0 is a real parameter. In the
first scheme (3.1) an explicit Euler step is followed by a stabilizing correction step in each
of the spatial directions. In the case of @ = 3 the methods is known as the Douglas [17]
and Brian [5] scheme. The value § = 1 has been considered by Douglas in [16]. If no
mixed derivative are present in the PDE and 6 = % the scheme is of order two in time
and of order one otherwise. As mixed derivatives are quite common in finance PDEs
this is a severe restriction. The Craig-Sneyd scheme [14] was originally introduced as an
extension of the Douglas scheme, where a second explicit step is followed by d implicit
stabilizing steps. It exhibits order two if § = % The modified Craig-Sneyd scheme (3.3)
can be seen as an extension of the iterated scheme in the article by Craig and Sneyd
[14] and was defined by in’t Hout et al. in [54]. This scheme has order two for arbitrary
6 > 0. The Hundsdorfer-Verwer scheme was derived in [48] and possesses like the modified
Craig-Sneyd scheme order two for any 6 > 0.

Figure 3.1 shows the run-time of the second-order finite difference ADI CS scheme with
0= % and N = (N, N) grid nodes applied to the two-dimensional heat equation. Due to
the decomposition of the discretization matrix N one-dimensional problems have to be
solved in each implicit leg. Since the discretization matrices I — 0AF) and I — A Fy,
respectively, have only a maximum of three entries per row, each one-dimensional problem
can be solved in linear run-time. Thus, we obtain a total computational effort proportional
to NO(N) = O(N?) or, in other words, the computational complexity rises linearly
with the number of unknowns. The fillings of the matrices L1U; = I — 0A:+F; and
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0 0
100 — 100 |~ —
200 |- — 200 |~ —
| | | |
0 100 200 0 100 200
non zero entries 561 non zero entries 561
(a) Ly (b)
0 0

100 [~ —{ 100

200 [— —{ 200

0 100 200 0 100 200
non zero entries 561 non zero entries 561
(c) L2 (d) U2

Figure 3.3: Discretization matrices in an ADI scheme with NV = 17 nodes in each coordi-
nate direction.
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LoUs = I — A4 F5 are exemplary given in Figure 3.3. In contrast to the CN scheme the
number of non zero entries is low and each matrix has only up to two entries per row.

3.1 Stability Considerations

In the ADI schemes low 6 values in general lead to more accurate results, but might
cause instabilities if chosen too small. Hence, the value has to be determined carefully
to maintain a stable scheme and to get accurate results. Therefore, much effort has been
spent on the derivation of bounds on 8 ensuring unconditional stability. The recent lit-
erature provides theoretical results for standard second-order finite differences applied to
multi-dimensional diffusion and convection-diffusion equations with and without mixed
derivatives [52, 53, 54, 55, 63, 71]. The results are derived in the von Neumann frame-
work under the simplifying assumption of constant coefficients and periodic boundary
conditions (BCs). We consider the general convection-diffusion equation with constant
coefficients

g;b = div(AVu) +c-Vu (3.5)
with A = (ai;), ¢ = (c1,¢2, ..., ¢q)| and supplemented with periodic BCs. The diffusion
coefficient matrix A is assumed to be symmetric and positive semi-definite, which is in
line with the parabolicity of the problem. Let the numerical scheme to solve this equation
be given in the one-step form

Un+1 = RUna

where R denotes the iteration matrix. The iteration matrices are of the following form

Rpo=1+P7'Z,
Res=1+P'Z+iplz,P712Z,
Ryucs=1+P'Z+P 1020+ (3 -0)2)P'Z,

3.6
3.7
3.8
Ryy=(I+P'2?-PYI+3iz2)P'Z, 3.9

~~ I~ —~
— — ~— —

with P = Hglzl(l —OAF;), Zo = AvFo, Z = Ay Z?:O F;. In the case of standard central
finite difference schemes the discretization matrices Dgp,, D% p, for i =1,2,....d are
normal and commuting. Due to the construction of the operators F; for i = 0,1,...,d via
the Kronecker product of normal and commuting matrices the normality is sustained and
the operators commute, see e.g. [64, Chapter 13]. Thus, they can be written in a more
condensed form

Rpo=1+P7'Z,
Res=I1+P'Z+iP 22,2,
Rucs =1+ P Z+0P 27 + (5 - 0)P° 27,
Ryy=I1+2P'Z-P %7+ iP 272
Furthermore, due to the normality the discretization matrix F' is simultaneously di-

agonalizable ' = VAV ~! with unitary matrix of eigenvectors V and diagonal matrix
A = (Ao, A1, ..., Ag), where \; is the eigenvalue of operator F;. The stability can then be
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analyzed by considering the linear scalar test equation
U'lt)= Mo+ A + ... + X)) U(2), (3.14)

with complex values \; for i =0, 1,...,d. This is equivalent to the von Neumann stability
analysis. For a detailed introduction and discussion we refer to [49, Chapter 1], [70,
Chapter 1]. Then the iteration matrix R reduces to the scalar factor r(zg, 21, ..., 24) with
z; = A for i = 0,1,...,d and the numerical scheme is stable iff

rl <1
is fulfilled. Defining
z=204+21+ ... + 24, p=(1—-0z)-(1—029)...- (1 —0z)

the scalar functions r for the ADI schemes (3.1)—(3.4) are given by

rpo (20, 21y -y 24) = 1 + ;, (3.15)
rcg(z(),zl,...,zd)zl—i—%—k%%, (3.16)
rves (20, 215 s 24) = 1+§+9%+(% —9);—;, (3.17)
v (20,21, -y 2q) = 1+ 2% — ]% + %Z—z (3.18)

Each z; can be derived by inserting Fourier modes into the discretization of the derivatives,
see [53].

Conditions on 6 ensuring unconditional stability have been derived in the case of pure
diffusion with two and three spatial dimensions [53, 54]:

DO: 6>1 (d:2),92max{;,2<2g“)} (d=3),
CS: >3 (d=2,3)

MCS: HZmax{i,ijH} (d—2),62max{i,123(2’y+1)} (d =3),
HV: 0>max{}l,41;\l/§} (d:2),9>max{i,42;’;\/lg} (d=3),

for a parameter «y € [0, 1], which describes the relative size of the mixed derivative coeffi-
cient

|laij| < vy/aiaj; for all i # j. (3.19)

In [53] necessary lower bounds for higher dimensional problems were given. In case of the
HV scheme it has been proven in [54] that these conditions are sufficient. For the other
three schemes it is not clear if the lower bounds are sufficient.

DO: § > max{g, A= d-1)y+ 1)}, CS: 0> max{;, (1 - é)ddv},
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where aq € (0,1) is the unique solution of the equation 2aq (1 + ldiald)d*1 —1=0.

In [52, 55, 63] the stability of these four schemes is analyzed for convection-diffusion
equations. In these works the following conditions for two-dimensional problems have
been derived:

Assume the conditions
Re(z1) <0, Re(z2) <0 and |z0| < 24/ Re(z1) - Re(z2) (3.20)

hold for zg,z1,20 € C and 6 > %, then |rpo| < 1 and |reg| < 1 holds. In ’t Hout
and Mishra [52] showed for Fy = 0 that for the modified Craig-Sneyd scheme it holds
|rarcs(0, 21, 22)| < 1 for all 21,22 € C with negative real part Re(z1) < 0,Re(z2) < 0
if and only if 6 > i. For zp € R and 21,29 € C fulfilling (3.20), they derived the
necessary stability condition 6 > % However, the scheme has been applied successfully
to convection-diffusion equations with mixed derivatives in [51] even for § > % An
experimental analysis of this observation can be found in [52]. Recently it has been

shown by Mishra [71] that the MCS scheme is unconditionally stable for 6 > % it the

modulus of the mixed derivative coeflicient is at most QJFT@.

In [38] the stability for convection-diffusion problems with three spatial dimensions was
analyzed experimentally. The bounds derived for pure diffusion equations turned out to
lead to a stable behavior in case of the DO, CS and MCS scheme. For the HV scheme
with 6 = % + %\/g the error decayed monotonically with A;. This #-value was derived for
two dimensional convection-diffusion equations without mixed derivatives in [63].

3.2 High-Order Finite Difference ADI Schemes

In this section we combine high-order compact finite differences with ADI time stepping.
This approach goes back to Mitchell and Fairweather [72], who considered problems with-
out mixed derivatives. Karaa and Zhang [58] revisited this idea and solved convection-
diffusion equations with a D’Yakonov splitting scheme. Diiring et al. [23] then derived
high-order (HO-)ADI methods for convection-diffusion equations with mixed derivatives.
Recently their work was extended in [43], where multi-dimensional diffusion equations in
a sparse grid setting are solved, and by Diiring and Miles [25], who considered an HO-ADI
discretization for stochastic volatility models.

According to Section 2.2 we can discretize the one-dimensional problem (2.8) with fourth-
order accuracy on the compact stencil. In matrix notation this leads to a system of the
form (2.14)

AU = B,,G fore=1,2,...,d.
Inserting this into the semi-discrete formulation one obtains
U'(t) = Fo(t)U + By,' A U + B Ap, U + ...+ By Ay, U.

The mixed derivative can be approximated via standard fourth-order stencils. Application
of the ADI time stepping yields
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HO Douglas scheme (HDO):

Yo

(Bs, — 0A1AL,) Y

Un+1

HO Craig-Sneyd scheme (HCS):

Yo

(Bfri - eAtAsz) Yi

= Up + A (Fo(Up) + By  Ag Un + ... + B [ Ay Uy

d

=B.;,Yi1—0A AU, fori=1,..,d (3.21)

=Un + At (Fo(Up) + Bi Ag Un + ...+ B; 1AL Uy
=B,Yi1 —0AA, U, fori=1,....d

d

Yo = Yo + 3 (Fo(Ya) — Fo(Un)) (3.22)
(By, — 00A,)Y: = By,Yioy — 00A, U, fori=1,....d
Un+1
HO modified Craig-Sneyd scheme (HMCS):
Y, = Up + Ay (Fo(Un) + B Ag Up + ...+ B Ay Uy
(Bg, —0AA;) Y, =Bg,Yi1—0AA Uy fori=1,...d
Yo = Yo+ (5 — 0)A: (F(Yq) — F(Uy))
(Bs, — 001qAL,)Y: = B.Yiq1 — 0 AU, fori=1,...d
\Un—l—l
HO Hundsdorfer-Verwer scheme (HHV):
Yo =Up + Ay (Fo(Un) + By A Up + ... + B Ay Uy
(Bil?z — GAtAIZ) Y; = BmY;fl — HAtAxZUn for i = 1, ceey d
Y = Yo + 3¢ (F(Ya) — F(Un)) (3.24)

UnJrl

(By, — 00:A,)Y; = B,,Yi1 — 00A, Yyfori=1,....d

In order to avoid the inverse of the operators B,, for i = 1,...,d one can rewrite the
schemes. To do this, we introduce new artificial variables

for:=0,1,...,d.

. The variables are defined as
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HO Douglas scheme (HDO):

ZO - H?:l Brj Un + At <H;'l:1 Br]FO(Un) + Z?:l H?;l sz AmZUn>
JF#
(Ba, — 00 AL) Zi = Ziy — OA[(—iyy BayAg U fori=1,....d
U'rL+1 — Zd7
(3.25)

HO Craig-Sneyd scheme (HCS):

Z =TT 2, 0 (T By FaU) + S T B2, A
(Bo, — 00 AG) Zi = Zimy — OA ]y BoyAg,Un fori=1,...d 7

Zo = Zo+ 5 (T2 Bay Fo(Za) = Ty Bo, Fo(Un))

(Ba, = 0AAw) Z = Zi1 — O Ty Bay AU for i =1,...,d

U - 7

(3.26)
HO modified Craig-Sneyd scheme (HMCS):
Zo = 11021 Bo, Un + A <H§l1 By, Fo(Uy) + 30, H?;; B,, AIiUn)
JFe
(Bo, — 00 AG) Zi = Zioy — OA ]y BayAg,Un fori=1,...d
Zo = Zo + 04, (Hgl:l By, Fo(Za) — 1%, Bs, Fo(Un)>
Zo =Zo+ (L —0)A, (H}L By, F(Zg) — 1, Bx].F(Un))
(Bo, — 00 AL) Zi = Ziq — 01 1= 1 BejAs,Up fori=1,...d
Un+1 = Zd'
(3.27)
HO Hundsdorfer-Verwer scheme (HHV):
Zo - H?:l Bévj Un + Ay (H?:l Ba?jFO(Un) + Zgzl H%él Bifj AﬂﬂiUn)
Ve
(Ba, — 00 AG) Zi = Zioq — OM [y y Ap Uy fori=1,...d
ZO = ZO + %At (H?:l Bm]F(Zd) - H;l:l B:B]F(Un))
(Bo, — 00 AG) Zi = Ziy — 0D ]y BoyAw Zgfori=1,....d
\ Un+1 = Zd'
(3.28)

Please note that this formulation is slightly different to the ones given in the literature,
e.g. in [23, 25|, where the HOC discretization is applied to the implicit legs and standard
fourth-order discretizations are used in the explicit legs.
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3.3 Stability of HO-ADI Schemes

We investigate the stability of the HO-ADI schemes (3.21)—(3.24) within the von Neumann
framework. Therefore, we consider the general convection-diffusion PDE (3.5)

Ou _ div(AVu) +c¢- Vu

ot
with constant coefficients and supplemented with periodic BCs. Please note that this
causes all derivatives of the coefficients in our scheme to vanish. In order to be able to
investigate the stability with the help of the linear test equation (3.14) to prove stability
the operators F; need to be normal and commuting for ¢ = 0,1,...,d. Due to the periodic
BCs the discretization matrices Drp,, D%Di, f)FDl. for i = 1,2,...,d are circulant and
commuting. Thus, the HOC matrices B,,, A;, are as a Kronecker product normal and
commute with each other. Therefore, they can be diagonalized simultaneously by an
unitary matrix.

3.3.1 Stability in 2 or 3 Dimensions for Diffusion Equations

First, we consider diffusion equations and let ¢ = (0,0,...)". The matrices in (2.14) are
then given by

Awi = aiiINl ®"'®INi—1 ®D%Dl ®INi+1 &® ...®INd,
h2
Baci = IN1~N2~...~Nd + T;INI @...® INi71 ® D%Di ® INi+1 ®...® INd

for ¢ = 1,2,...,d. Inserting Fourier modes into each discretization operator, we obtain
the eigenvalues

Z; = —2aiihi2 (1 — cos ¢;) fori=1,..d,

Zi=1—3%(1—cos¢) fori=1,...d,

20 = — Z aijﬁﬁ (8 sin QZ)Z — sin 2¢1) (8 sin gbj — sin 2¢]) . (329)
i#j

2
The eigenvalues Z; stem from a“-éi?, Ay, respectively, z; from 1 + %53, B,, respectively,

and zp from all mixed derivatives. The angles ¢; are integer multiples of 27 /m;, where
m; denotes the dimension of the grid in x;-direction for ¢ = 1,...,d. Hence we have the
scalar factor

p= H (1—0A:2/%)

Z“'A
z = z9+ A\ =,
— Zi
A

Defining

Zi = Atgi/ii, (330)
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we obtain

p:H(l—Hzi),
i
z2=z0+2z21+ ...+ 24.

By introduction of the quantities

Y =+ \/h? (8sin ¢; — sin 2¢;) ,

G
gi:=(1—¢;)(1—3¢)(1+ 2@)2,

with ¢; = %(1 —cos ¢;) for i = 1,...,d, we can rewrite the eigenvalues to

20 = — Z aijYily; (3.31)
i#]
s
Z; = —%yf = —aiiyf — 51 (3.32)
K3

for i = 1,2,...,d with §; = —2; (1 — ¢;). One directly observes 0 < ¢; < 1, z; < 0 and
5 >0fori=12,..4d.

The stability matrices reduce to the stability functions

raDO (20, 215 ) 2d
racs(20, 21, s 24
ramcos (20, 21, .05 Za

1 2
THHV (205 21, s 2a) = 1+ 22 — 5 + 555,

Note that the stability functions of the HO-ADI schemes have the same structure as
for the ’standard’ ADI schemes (3.15)—(3.18). This gives rise to the assumption that
both approaches share similar stability properties. Nevertheless, the eigenvalues z; for
i = 0,1,...,d stem from high-order discretizations compared to the standard central
second-order discretizations in the literature. In the following we want to use the re-
sults from the literature as far as applicable, cf. [53, 54]. Therefore, we formulate a
Lemma which states properties regarding the eigenvalues. We will use these results later
in the proofs.

Lemma 23. Let 2g,z1,...,2q4 be given by (3.31), (5.32), respectively. Further let A be
symmetric positive semi-definite, then

all z; are real, (3.33)

z; <0 fori=1,...,d (3.34)

2 <0, (3.35)

20l <D vz (3.36)
oy

Proof. The properties (3.33), (3.34) are clear. It remains to prove (3.35),(3.36). We first
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show z < 0. It holds

z2=2z20+21+...2q Zazjyzyj +Z azzyz s
i#£]

d
= —y' Ay -4,
=1

with y = (y1, ..., yd)T. Due to the positive semi-definiteness of the symmetric coefficient
matrix A it follows —yTAy < 0. Due to z; <0 and ¢; < 1 it follows d; > 0, which directly
proves the desired inequality z < 0.

In the following we prove condition (3.36).
By the positive semi-definiteness of A it follows |a;;| < \/a; a;;. Hence, we can conclude

200 <D lasjl lwil lys| < vaaag; lvil ly;] <Y /775

7] i#] i#]
The last inequality follows due to §; > 0 for ¢ = 1,2, ..., d. O

Theorem 2.3 in [53] states the parameter values of 6, so that the ADI schemes (3.1)—(3.4)
using second-order central finite difference stencils are unconditionally stable, when ap-
plied to the PDE (3.5) without convection term. Since only the conditions in Lemma 23
are used in the proof, the same stability conditions also hold for the HO-ADI schemes.

Theorem 24. Consider the equation (3.5) with ¢ = (0,0,...,0)", periodic BCs and
symmetric positive semi-definite coefficient matrix A in two or three spatial dimensions.
Then the HO-ADI schemes (3.21)-(3.24) are unconditionally stable with the following
lower bound on 6:

HO Douglas scheme (3.21)

1 2
>~ ifd=2 > Zifd=
6> 5 if d 0> 3 ifd=3
HO Craig-Sneyd scheme (3.22)
1.
0>—ifd=2,3
2
HO modified Craig-Sneyd scheme (3.23)
1 6
> — = > —fd=
9_3fd 2 0_13zfd 3
HO Hundsdorfer-Verwer scheme (3.24)
0> L fd=2 0> 3 fd=3
) — _— 1 =
T 2+42 T 4+2V3

Proof. As A is symmetric positive semi-definite, Lemma 23 concludes that the inequalities
(3.33)—(3.36) hold. The proof directly follows the analogue steps as in [53, Theorem 2.3,
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since only conditions (3.33)—(3.36) are used there. O

3.3.2 Stability in Arbitrary Dimensions for Diffusion Equations

In this section we want to derive necessary conditions on 6 for the HO-ADI schemes. The
stability condition |r| <1 can be rewritten to:

HO Douglas scheme (3.21)

2p+ 2 >0, 2 <0, (3.37)
HO Crraig-Sneyd scheme (3.22)

»+ %zo >0, W +pz+ %zo z >0, (3.38)
HO modified Craig-Sneyd scheme (3.23)

p—0(z—z)+ 1z >0, 2p+pz+ 0202+ (5 —0)2% >0, (3.39)
HO Hundsdorfer-Verwer scheme (3.24)

2p— 1432 >0, 2p* + (2p — 1)z + 322 > 0. (3.40)

Theorem 25. Let d > 2. Then the HO-ADI schemes (3.21)-(3.24) applied to equations
(3.5) with ¢ = (0,0,...,0)", symmetric positive semi-definite coefficient matriz A and
periodic BCs, need to fulfill the following lower bound on 6 for unconditional stability:

HO Douglas scheme (3.21)
ez%al—éﬁ*,

HO Craig-Sneyd scheme (3.22)
6 > max {;, %d(l — Cll)d}’

HO modified Craig-Sneyd scheme (3.23)

d

02—
14 (34)4!

N =

HO Hundsdorfer-Verwer scheme (3.24)
1
0> §dak7
d—1
where ay is the unique solution a € (O, %) of 2a (1 + é‘—“) —1=0.
Proof. We consider a coefficient matrix A with a;; = 1 for 1 <4,j < d. Note, that for

this choice A is positive semi-definite. In the following we assume equal step sizes in all
coordinate directions h = hy = ... = hg and choose equal angles ¢ = ¢; = ... = ¢4 for all
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z;. Hence, the eigenvalues are given by

20 = —d(d — 1)1,
with ¢ =¢q1 = ... = qq and y = y; = ... = y4. The stability conditions (3.37)—(3.40) yield

z 0dd—1)y* +dyy?

3.37) : 6>—0-— =
(3:37) = T2y 2 (1—1—6%3/2)‘1

zo 0 d(d—1)y?
338): 0> -0 =_ 7
(3:38) T 2(1+05y7)
(339): 6>-1—= _ 0 dd= D+ dyy”
o T 2 p—0(z—2)  2(1+02y%) 4 0diy?
d(d — 1)y? + diy?

1 2 12yd 1"
2p—1 22(1+0qy) 1

Defining « := G%yQ, we obtain

(337): 6> %d w
(338): 0> ij
(3.39): 0> %d m
(3.40): 6> %d m |

Taking the supremum of ¢(¢) on the interval ¢ € (0,27), one obtains

(3.37) : 0> 2(16“5,)(1
(3.38): 0> m
(3.39): 6> 621(1+03§+ad
(3.40): 0> g2(1+of)d—1'

Please note that we have taken the supremum on the open interval since ¢ and « both
depend on ¢ and are therefore not independent on the closed interval (o = 0 for ¢ = 0).
Maximization regarding the parameter o > 0 completes the proof.

In case of the HO Craig-Sneyd scheme we also consider the case ¢; = 0 for all ¢ > 1, such
that z9 = ... = zg = 0 and zp = 0. The stability criterion (3.38) reduces to

2(1 = 021)* + (1 —021) 21 > 0 & 2+ (1—20)z >0,
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which leads to the lower bound 6 > % O

The necessary condition on 6 coincides with the sufficient condition in two or three spatial
dimensions. From the inequalities (3.39), (3.40) and z;,z < 0 for ¢« = 1,...,d follows
regv < Tgymcs since 2p—1+%z = p—i—H(l—@zZ—)—l—F%z > p—@Zzi—F%z =
p—0(z—20)+ %z Thus, the necessary condition on 8 for unconditional stability is weaker
for the HHV than for the HMCS scheme.

3.3.3 Stability for Convection-Diffusion Equations

In the case of convection-diffusion equations the condition (3.20) yields stability results for
the four introduced ADI schemes in a two-dimensional setting. In the following we prove
that the conditions (3.20) hold. In the higher dimensional case stability for problems
with strong convection-dominance cannot be guaranteed. Therefore, we investigate the
stability behavior experimentally for problems with different magnitudes of convection in
three and four spatial dimensions.

The discretization matrices are given by

h2c2

12aii
+CiIN1 ®"'®IN7;—1 ®DFDZ- ®INi+1 ®"‘®1Nd7
2
B%‘ :IN1-N2~...~Nd + TZQ N ® ... ®INi_1 & D%Dl ®INi+1 X ... ®INd
h? C;
+ﬁa7iiINl ®"'®IN1'71 ®DFD¢ ®IN«L+1 ®...®INd

fori=1,2,...,d. Inserting Fourier modes into the discretization operators we obtain the
eigenvalues

~ h2c? 1 1 . .

Zi =2 (aii + ﬁ) 7z (cos @i — 1) + ¢ip-V —1sin ¢; fori=1,...,d,

Ei:1—%(l—cosd)i)qLﬁhi\/—lsinqbi fori=1,...,d,

20 = — Z Qijas h?f:j (8sin ¢; — sin2¢;) (8sin ¢; — sin 2¢;) . (3.41)

i#]

The eigenvalues z; stem from A,, whereas z; from B,, and zp from all cross derivatives.
The angles ¢; are integer multiples of 27/m; with m; being the dimension of the grid
in x;-direction for ¢ = 1,...,d. Similar to the pure diffusion case, we obtain the scalar
stability functions (3.15)—(3.18) with

2i = Atgi/fi. (3.42)

Thus, the proof of stability reduces to the analysis of the eigenvalues. Lemma 26 ensures
the unconditional stability of the HDO (3.21), HCS (3.22) schemes and the necessary
condition on the lower bound for ¢ in the HMCS scheme (3.23). For the HHV scheme
(3.24) this leads to unconditional stability if zg = 0.

Lemma 26. Let d =2 and HO-ADI schemes (3.21)-(3.24) be applied to the convection-
diffusion problem (3.5) with symmetric positive semi-definite coefficient matriz A. Then
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it holds for the eigenvalues, defined according to (3.41), (3.42), respectively,

Re(z1) <0, Re(z2) <0 and |z0] < 24/ Re(z1) - Re(z2).

Proof. The positive semi-definiteness of A is equivalent to
ajp >0, az >0, (a12 + a21)?® < dajyag.

We first compute the real part of the eigenvalues z; for ¢ = 1,2 and obtain

9 ( Qi < 1 (1- 11— ) 2 . 9
h? + 12a;; (COS d)l ) ( 6( COs ¢1)) + 12a;; s d)
Re(z) = Ay d

2 h \2
(1—2(1—cosgy))” + (%ﬁﬁ;) sin? ¢

With
R cos p;—1
o 1,%(17cos¢1)
2
Bz :h?%,
2
1= sin? g/ (1= 3(1 — cos ),
it holds
14 LB (24 /o
Re(z) = A%t 9, 121 @ Fni/ci)
i 1+ 1528

Please note that

1+ 528 (24 7i/ o)
1+ gz Bivi

> 1, (3.43)

which can be verified by straightforward calculus

€[}, 00).

1+i5¢(2+%/%’)>1 - <2az~+%~ 5+ cos & N
= > 3

1+ 1B apyi  18cos? ¢;/2

<=

Furthermore, the inequality
& (8sin ¢; — sin2¢;)* < —2q (3.44)

is fulfilled. Due to o; < 0 and inequality (3.43) we directly observe that the real parts of
the eigenvalues z; lie on the left hand side of the complex plane. It remains to show that
|z0] < 24/Re(z1) - Re(z2). Due to the positive semi-definiteness of A we obtain

1\* A? . : :
|20 < 4a11a9: (36) hT;LQ (8sin ¢y — sin 2¢1)2 (8sin ¢y — sin 2¢2)2 .
1%



3.3 Stability of HO-ADI Schemes 65

Exploiting conditions (3.44) and (3.43), we obtain

A2
20| < 16 s
20 > a11a22h2h2a1a2
12

A? 1+ 31681 2+ 71 /001) 1+ 5782 (2 + 72/ az)

¢

Q1o
hihs 1+ bim 1+ 1178272
=4Re(z1) - Re(z2).

< 16a11a22

In Figures 3.4 and 3.5 we plot the stability regions of the HO-ADI schemes for three and
four spatial dimensions. The part in dark gray shows the stability region for the special
choice zp = 0, 21 = 22 = ... = z4. As in [43, 53] we consider the choice z; = z9 = ... = zg4
to derive a necessary stability condition. The part in light gray shows the position of the
eigenvalues z; given by the equation (3.42). The sample points have been computed for the
parameter set h; = 1075, Ay =1, ¢ =1 /2 and a;; = ¢;-p. This case is rather conservative
as it considers a large parabolic mesh ratio. The parameter p determines the ratio between
convection and diffusion and can be seen as the non-scaled reciprocal of the Péclet number
[83]; the smaller p, the stronger is the convection-dominance. Note, in the case of zyp = 0
the stability functions of the Douglas and the Craig-Sneyd scheme coincide. Therefore, we
omit to plot the regions for the HCS scheme. The 6 values have been chosen according to
the results for ADI schemes with second-order spatial discretization applied to diffusion
equations without mixed derivative terms from the literature, e.g. [53]. In Sections 3.3.1
and 3.3.2 it was shown that these bounds are also valid for HO-ADI schemes applied to
pure diffusion problems. Hence, we expect the HO-ADI schemes for convection-diffusion
equations to have similar stability properties as their second-order counterpart. Both in
the three (Figure 3.4) and four-dimensional (Figure 3.5) case the eigenvalues (light gray)
lie within the stability region (dark gray) in all plots except in Figure 3.5 (i). For strong
convection-dominance in plot (i) the HHV scheme becomes unstable.

3.3.4 Numerical Experiments with Diffusion Equations

In this section we validate our theoretical results with numerical experiments. We consider
diffusion equations in up to four spatial dimensions on the unit hypercube Qg = [0, 1]¢.
Experiments with convection-diffusion equations can be found in Section 4. In addition
to the temporal error decay, we also investigate the order of convergence in the spatial
domain. We compare the accuracy of the numerical solution Uapprox With a reference
solution Uyer. If Uapprox is the combined sparse grid solution, we extend the sparse grid
approximation u;, to the the full grid via multi-variate cubic spline interpolation in order
to make its accuracy comparable to the full grid reference solution. In those figures which
show the spatial error decay, we only state the numerical results of the HDO scheme. In
all the other discussed HO-ADI schemes we apply the same spatial discretization and thus
the same spatial error occurs.

In a first experiment we use the following symmetric positive definite coefficient matrix

2 2
A =10.025 <2 4> .
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Figure 3.4: 3d: stability region (dark gray) for z; = 29 = z3 and eigenvalues z; (light gray)
for special parameter choices.
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Figure 3.5: 4d: stability region (dark gray) for z; = 2o = 23 = 24 and eigenvalues z; (light
gray) for special parameter choices.
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The initial value is chosen by
w(zy, 2,0) = 6—4(sin2(m1)+c052(m2))_
We apply periodic BCs, such that
u(zy £ 1,20 £ 1,t) = u(z1, 22, t).

Figure 3.6 shows the initial value, the solution as well as the sparse grid solution at the
time ¢ = 1.

0 0
(a) Initial condition (b) Solution at ¢ =1 (c) Sparse grid solution at ¢ =1

Figure 3.6: Initial condition, solution and sparse grid solution at ¢ = 1.

To measure the order of convergence in time, we fix the spatial mesh width at h; =
hs = 278 and compute the error (2.2) at t = 1. In Figure 3.6 (a) we compare schemes
(3.25)—(3.28) to a reference solution with A; = 2714, In the left plot 6 is set to the lowest
possible value ensuring unconditionally stability according to Theorem 24. All schemes
show a stable behavior. The Douglas scheme exhibits order one in time, while the others
show second-order convergence.
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(a) temporal error erry (b) spatial error errselative

Figure 3.7: Numerical convergence plots d = 2.

Next we compute the spatial error of the sparse and full grid solution in Figure 3.7
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(b). The time step is fixed at A; = 1/100 and the reference solution is computed with
mesh width h; = hy = 27!, The rate of convergence is slightly lower than the full
grid convergence. Nevertheless, one has to keep in mind, that the sparse grid consists of
significantly less grid points than the full grid (O(h~!logy(h~1)4"1) vs. O(h~%)). Thus,
a better efficiency is achieved when taking both order of convergence and computational
effort into considerations. This can be seen in Figure 3.8, where we compare the number
of nodes of the sparse and full grid to the achieved accuracy: the sparse grid approach
outperforms the full grid solution.

10_1 L 1 O
—x— full grid
—o©— sparse grid
1073 )
8
g
1070 g
1\
=N
~
S
1077 - |
1079 )
T I A

10! 102 103 10% 10°
# nodes

Figure 3.8: Number of grid points versus accuracy d = 2.

In the three-dimensional case we choose the coefficient matrix

as well as the initial value
—(cos?(mz1)+cos? (rz2)+cos?(mx3))

u(x1, 2, 73,0) =€

For the four-dimensional problem we use

2 211
2 4 2 1
A =0.025 1 2 3 9
112 3

and
— (cos?(rx1)+cos?(wz2)+cos? (ras)+cos? (rzs))

u(xy, xe, x3,14,0) =€ .
In both cases we apply periodic BCs. Figure 3.9 shows the temporal and spatial error for
d = 3. In Figure 3.9 (a) the mesh width is set to hy = hy = hg = 27¢ and the reference
solution is computed with step size A; = 274, The 6 values are again chosen according to
Theorem 24. All schemes show the desired stable behavior and rate of convergence. In the
spatial domain (Figure 3.9 (b)) the reference solution is computed at hy = hy = hg = 277,
The other parameters remain unchanged to the two dimensional examples. The numerical
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Figure 3.9: Numerical convergence plots d = 3.

results reflect the theoretical considerations and we observe a rate of convergence of order
O(h*logy(h™1)?) for the sparse grid and O(h*) in case of the full grid. Figure 3.10 shows
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Figure 3.10: Numerical convergence plots d = 4.

the performance of the HO-ADI schemes in a four-dimensional spatial domain. In the time
domain we compute the reference solution with Ay = 27 and hy = hy = hg = hy = 27°.
With four spatial dimensions the curse of dimensionality shows its effect very quickly and
the memory consumption becomes very large even for moderate mesh width in each spatial
dimension. Therefore, we use the combined sparse grid solution at level 16 as a reference
solution evaluated at a discrete grid with size hy = hy = hy = hy = 276, The numerical
results in Figure 3.10 are in line with the theoretical findings. The necessary condition in
Theorem 25 seems to be sufficient to yield a stable behavior. In contrast to the previous
examples the HCS scheme exhibits order one in time since 6 # % However, it performs
better than the HDO scheme due to the lower 6 value. The HMCS and HHV scheme both
show second-order convergence. In Figure 3.10 (b) one observes an error decay of order
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four in case of the full grid and a slightly lower decay in case of the sparse grid. In Figure
3.11 the number of grid points of the full and sparse grid is shown versus the accuracy.
Similar to the two-dimensional case the sparse grid achieves a higher accuracy per grid
node compared to the full grid solution.
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Figure 3.11: Number of grid points versus accuracy d = 3, 4.

3.4 (Hybrid) Pseudo-Spectral ADI Schemes

The idea of dimensional splitting can be carried over to the case of spectral or pseudo-
spectral discretizations in space. As far as we know, this approach has only been discussed
in the literature by Zeng et al. [97], where an ADI scheme based on the factorization of
a Crank-Nicolson discretization is derived for the two-dimensional Riesz space fractional
non-linear reaction-diffusion equation.

Analogue to finite difference approximations the computational workload is significantly
reduced due to the splitting. For the following discussion we consider a spatial dis-
cretization on a grid with an equal number of nodes in each coordinate direction N =
(N,N,...,N). In the explicit steps without mixed derivatives the computational com-
plexity is proportional to N9~! . O(Nlogy(N)) = O(N%logy(N)) operations if FFT
differentiation is used. If mixed derivatives are present the complexity increases to
N%2.0(N?1log3(N)) = O(N?log3(N)). In each of the implicit legs N~ ! one-dimensional
problems have to be solved, with each having a complexity of O(N?3) if Gaussian elimi-
nation is used to solve the system. If the coefficients in the PDE are time-independent
the system can be solved via a LU decomposition in a startup phase, such that only one
forward and backward substitution with quadratic effort has to be done to solve each
one-dimensional problem. This leads to a complexity N9~!.O(N?) = O(N%1). In com-
parison a fully implicit scheme has an effort of O(N??) if the system of equations is solved
with the help of a precomputed LU decomposition via forward and backward substitution.

In the case of time-dependent parameters the discretization matrices change in each time
iteration and therefore the updated system has to be solved in each time step. In order
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to reduce the complexity, an iterative solver can be applied, e.g. the Biconjugate gradient
stabilized method [94]. This method can handle the non-symmetry of the pseudo-spectral
differentiation matrices. Each iteration of the solver can be performed in O(N?), such
that the total effort is O(Niwer N2). If initial values with a small residual in a suitable
norm are available, the number of iterations needed to achieve the desired accuracy can
be bounded by a small constant, which leads to a quadratic effort. A good candidate as
an initial value is the artificial solution of the previous leg within the ADI procedure. In
our numerical experiments this choice led to Nj, < 3, cf. Section 4.

As the one-dimensional system can be solved in O(N?) operations, either via forward and
backward substitution (time-independent case) or via an iterative solver (time-dependent
case), the total effort for bounded Ny, is O(NH1).

3.5 Stability of Hybrid Finite Difference/Pseudo-Spectral ADI
Schemes

In many financial applications it is reasonable to combine pseudo-spectral differentiation
and finite difference approximation to exploit the regularity of the solution in direction
of certain coordinates, cf. Section 4. In the following we refer to methods, which use
pseudo-spectral schemes in a subset of the coordinate directions and finite differences in
the other directions as hybrid schemes. We investigate the stability of a method with
finite differences in the first direction and pseudo-spectral differentiation in the second
direction for the general convection-diffusion equation with fixed coefficients

ou .

5 = div(AVu) +c- Vu on Oy =[0,1] x [-1,1], t > 0,
where A = (a;;) is a symmetric positive semi definite matrix and ¢ = (cy, ¢a,...,cq) " the
vector of convection coefficients. Let the mesh be given by a tensor based discretization
of directions x1, xo via 2, ; =i -1/Ny, i =0,1,..., N1, Ny = 2l and Tl = cos(%—;) for
i=0,1,..., Ny, Ny = 22 The spatial discretization of the hybrid scheme can be written
in matrix notation

F =a11D%p, ® In, + (a12 + a21)Drp, ® Dgp, + azly, ® Dep,
+c1Dpp, ® In, + c2ln, ® Dsp,,

where I,, Iy, denote the identity matrix of size Ny + 1, No + 1, respectively. Then we
decompose the system via

Fy = (a12 + a21)Drp, ® Dgp,,

Fy = anD3p, ® In, + c1Drp, ® Iny,

Fy = apnly, © Dgp, + c2In, @ Dsp,.

In a next step the ADI time discretization can be applied. For purposes of the stability
investigations we rewrite methods (3.1)—(3.4) into the one-step form

Un+1 =R U’m
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with an iteration matrix R given by (3.6)—(3.9). The method is stable if |R|| < 1 holds.
One crucial property for stability of the ADI schemes is that the eigenvalues of the oper-
ators F7 and F> have negative real parts. For central second-order finite differences this
is clearly fulfilled, see [55]. In the case of Chebyshev spectral methods it was shown by
[31] that the second derivative matrix has negative and distinct real valued eigenvalues,
which are bounded by O(N3). They prove this result for Dirichlet, Neumann and Robin
BCs. In [11, Section 7.3.2] the eigenvalues of convection-diffusion operators are analyzed
for Dirichlet BCs. Following their proof, one directly observes that Re()\) < —agg%z and
that the spectral radius is bounded by O(Nj) due to the second derivative matrix. Nu-
merical tests in [11] reveal that these bounds are sharp. In the case of convection-diffusion
problems with Neumann BCs we numerically compute the eigenvalues of the generalized
problem

QU = \BU, (3.45)

where @) is a (N2 + 1) x (N2 + 1) matrix, which consists of the matrix Dé?]))Q + Dsp,
at the inner nodes and the first and last row are identical to the first and last row of
the differentiation matrix Dgp, due to the homogeneous Neumann BCs. The B matrix is
identical to the identity matrix of size (Na2+1) x (N2+1) except for the first and last entry,
which is set to zero. Figure 3.12 shows the eigenvalues of problem (3.45), which has been
solved using the QZ algorithm provided by the Matlab® routine eig(.,.). One observes
that the results for Dirichlet also hold for Neumann BCs: except for one zero eigenvalue,
all eigenvalues lie on the left-hand side of the complex plane and the spectral radius grows
with O(N3). The zero eigenvalue is associated with the eigenvector u = c- (1,...,1)T for
an arbitrary constant c. These results ensure the stability if no mixed derivatives are
present. Since in financial engineering mixed derivative terms naturally arise due to the
correlation structure between assets and/or risk factors it is important to include them in
our stability considerations. Thus, we numerically compute the eigenvalues of the problem

RU = \BU. (3.46)

If Dirichlet BCs are applied, then R is of size (N; —1)(Ng —1) x (N7 —1)(N2 —1). In the
second coordinate direction, where the Chebyshev collocation method is used, the first
and last row as well as the first and last column are removed due to the BC. The matrix
B is the identity matrix of appropriate size. If a homogeneous Neumann BC is used in
the second coordinate direction, we proceed according to the problem (3.45) to construct
the differentiation matrices, which are employed to compute P (contained in R). This
matrix stems from all implicitly treated terms in the ADI method. For the explicit parts,
namely Zg and Z, we proceed as follows: we compute the solution at the interior nodes
and determine the boundary values in such a way that they satisfy the BC by solving the
System

No—1
doour,0 + don, Uk, N, = — Z dojug,j,
J=1
No—1
ANy0Uk,0 + ANy Ny U, Ny = — Z AN, UL ;s
j=1

for k =1,...,N; and Dgp, = (d;j). Let D denote the matrix which forces the boundary
nodes in the xo-direction to fulfill the BC according to the system above, then we can
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Figure 3.12: Neumann boundary conditions.

compute the matrix stemming from the explicit time-stepping via Z := DZ and Z, :=
DZy. Similar to the problem (3.45) the matrix B is the identity matrix with zeros on the
diagonal for each grid node lying on the boundary of y.

In the following we numerically investigate the stability of the ADI schemes. Therefore,
we compute the spectrum of the iteration matrices R given by equations (3.6)—(3.9). If
p(R) < 1 is fulfilled the numerical scheme is stable. For our numerical experiment we
consider the diffusion coefficient matrix and the convection vector

() )

The matrix A is symmetric positive semi-definite with the largest possible relative size of
the mixed derivative coefficient v = 1 defined in (3.19). This choice can be seen as a worst
case scenario in terms of the stability since the evolution of the solution in one variable
is completely determined by the variable in the other coordinate direction. The ratio
between convection and diffusion is equal to one for this parameter choice. In case of the
MCS scheme we choose 6 = 0.42 since the eigenvalues of the approximation of the mixed
derivative term are complex and since v = 1. Further we let Ay = 0.1 for our numerical
evaluations. The 6 value is chosen according to the values given in Section 3.1 which is
derived for finite difference schemes. Figures 3.13 and 3.14 show the largest modulus of
eigenvalue and the location of all eigenvalues in the complex plane of problem (3.46) with
Dirichlet and Neumann BCs. For an increasing number of grid nodes, the spectral radius
for both problems approaches one from below. Thus, we expect a stable behavior of the
hybrid scheme, even for problems with large correlations. Please note that one obtains
similar results for problems with strong convection-dominance.
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Chapter 4

Application to Financial Engineering

This chapter is devoted to the application of the methods presented in the previous
chapters to PDEs arising in the field of financial engineering. These PDEs are often
defined on an open interval, e.g. in the interest rate direction in the HHW model (1.7) or
on one sided open intervals, like in the asset direction of the Black-Scholes model (1.5). For
computational purposes the domain has to be truncated and boundary conditions have
to be imposed. Often the exact boundary value is unknown and boundary conditions,
which mimic the true solution or its behavior, are used to close the numerical scheme.
This introduces a numerical error. In order to keep this error and its influence on the
accuracy in the interior of the domain small, the computational domain has to be chosen
quite large. For example in [38, 44, 51] the asset direction in stochastic volatility models is
truncated at 14 to 20 times the strike price. On the one hand this minimizes the error due
to the boundary treatment, but on the other hand it leads to a very large computational
domain, however, practitioners are usually only interested in an accurate solution close to
the strike price. Therefore, it is quite natural to ask for non-uniform meshes, which allow
to cluster grid points in a region of interest, where a high accuracy is desired. In Section
4.1 we give examples of grid transformations for clustering.

As the option value is known at maturity, the option pricing PDE is solved backwards in
time from maturity 7' to the actual point in time ¢t = 0. Equivalently one can transform
the problem via 7 = T'—t. The terminal value becomes an initial value and the PDE can
be solved forward in time as an IBVP. For many financial options the initial condition
exhibits discontinuities, e.g. for European options the first derivative in asset direction is
discontinuous, while for Digital options the payoff profile is discontinuous. In ADI time
stepping methods this leads to a large numerical error if the time steps are chosen too large,
see [38, 51]. This problem can be circumvented with a Rannacher time stepping. Here, the
first time steps are computed with an implicit scheme to damp out high frequency modes.
This approach has been analyzed in [29, 56] for CN and CS time marching. Furthermore,
the effects are illustrated by numerical examples in Section 4.4. For high-order spatial
discretizations the non-smooth payoff leads to a reduction of the order of accuracy. The
derivation of the spatial approximation generally relies on a certain regularity of the
solution. If the regularity assumption is not fulfilled, the numerical scheme will not
exhibit its theoretical order of convergence. In Section 4.2 we discuss how to cope with
this issue and how to recover the high rate of convergence in practice.

4.1 Grid Transformation

The accuracy of grid-based methods can be improved by concentrating grid nodes near
critical points, such as the strike price. For simplicity we consider a one-dimensional
time-independent transformation first. Let the old coordinate be given by x, then we can

7
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express the new variable y via its smooth transform function

y = (x).

By the chain rule and applying the ansatz u(z) = @(y) we can express the derivatives of
u with derivatives of & depending on the new variable y

du(z) _ duly) _ du(y) dy(x)

ox ox oy Oz
_ da(y) W (y))

Ay Ox ’
Puis) _ 2 (230 04t)
Ox? or \ Oy Ox
0u(x) (aw<w—1<y)>>2 | 0uly) V(v (v)
o Oy? Ox Oy Ox? ’

In the following we give examples of transformations, which are frequently used in com-
putational finance, e.g. see [21, 22, 24, 38, 51, 90]. The log-transform is given by

b(x) = log(a). (4.1)

Thus, it holds for the derivatives

_ —y
Ox oy ’

82'&(56) _ 82{"(y) e—?y _ 8ﬁ(y) —2y
Ox? Oy? dy '

If applied to the Black-Scholes equation the PDE in the new variable has constant coeffi-
cients, which leads to a flatter distribution of the eigenvalues of the discretization matrix.
This makes this transformation especially interesting for explicit schemes, see [90]. Please
note that in the domain of the x variable the lower bound has to be truncated at € > 0.
A second transformation is given in [51, 90]

c1 + sinhfl(—KOfC)

€1 —C2

P(z) = (4.2)

where

afK)
6% )
¢y = sinh ™1 (=K,

1 = sinh™1(

The transformation maps the arbitrary interval [a,b] with a,b € R, a < b to [0,1] and
clusters grid points around the strike price K, which is the region of highest interest from
a perspective of practitioners. Small a-values lead to a highly non-uniform grid, while
large values lead to a uniform distribution of grid nodes.

In the case of Chebyshev spectral differentiation one first needs to map the domain to the
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(c) Transform (4.3), clustering at lower boundary with e = 0.1.

Figure 4.1: Sample mesh.

unit intervall [—1,1]. This can be done by the linear transformation

2 a+b

vi(r) = b—a$+a—b.

In a second step the clustering can be done. Tee et al. [91] and Pindza et al. [74] propose
to use

e (- o (52) s (£22) o ()

where the parameter d € [—1, 1] determines the region of clustering and e > 0 the degree
of non-uniformity of the grid spacing. Smaller e values lead to a stronger clustering. The
complete transformation is then given by the composition

Y =10 9y. (4.3)

Figure 4.1 shows the transformed grids. In the first two cases we have used a uniform
mesh in the new variable and transformed it back to the original variable via the inverse
of ¢. In Figure 4.1(c) we applied a Chebyshev grid and plotted the backward-transformed
grid.

In the higher-dimensional case one can apply a factorization of one-dimensional trans-
formations to achieve a clustering in various dimensions. The construction of such a
factorization is a straightforward sequentially application of the one-dimensional trans-
formation given above. However, for some problems it might be advantageous to a apply
a general multi-dimensional transformation. Let the new variable be described via

yi = Vi1, 22, ..., T4q) fori=1,2,....,d.
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Figure 4.2: European 2-d basket put payoff without and with transformation.

Analogously to the one-dimensional case we use the ansatz

U(xl,.'EQ, cee 7$d) = ﬂ(yhva s 7yd)'

Application of the multidimensional chain rule yields

oz; ox; B 8y1 0x; 8792 dr; T Oyq O

axz 8yk

u(w1,2,...,2q) _ Ou(y1,y2,--.,ya) _ Ou Oy N 0t 0o P 0t 0vq

Iy O P < O,

Ox; 8$j OOy, — dx;0xj Ay’

i

k=1

||M&
I

for i,7 = 1,2,...,d. With the help of this multi-dimensional transformation one can
not only concentrate grid points in a region of interest, but it also allows to eliminate
terms, e.g. mixed derivatives, or to align the new coordinate system to the direction of
greatest variation of the initial condition. In the case of basket options one can transform
the grid, such that the discontinuity only occurs in one coordinate direction. Examples
of multi-dimensional transformations can be found in [41, 66, 78, 90]. In this thesis we

restrict ourselves to a non-linear transformation [66, 78] for European plain vanilla basket
options.

The transformation is given by

T = sz‘su xj = % for j=2,3,....,d. (4.4)
— i=j—1 "7

The payoff transforms to ¢(z1) = (z1 — K)T, ¢(x1) = (K — x1)™ respectively. Figure 4.2
shows the alignment of the discontinuity to the first coordinate direction. The PDE (1.5)
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transforms to

8u

7]_1 Z:

in Q4 x Q with Qg = [0, 279 x [0,1]%71, Q; = [0, T]. The coefficient functions are given
by

d
2 ~
a1] = X7 Z pklfl,kfl,b

k=1

d
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k=1

d
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k=1
and
d
Bii=z1 Y (r—qr)fin
k=1
d
Bi = xi(1 — ) Z — 2pi—1,i—1%; + (22; — 1)(Pr,i—1 + Pri—1)
k=1
+ 2(1 — @) pry) fir fa
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Jir == § 41 1=1<d
0 i>1

and p;; = %pijamj for i,j = 1,...,d. We see that (4.5) possesses the same structure as
the original PDE (1.5) but with different coefficient functions. Since it holds «a;; = 0,
pj =0 for x; = {0,1} with i > 1 and j > 1 and o3 = 0, §; = 0 for 1 = 0, we do not
need to prescribe any boundary conditions in these cases. Only at the upper limit of the
truncated domain in the first coordinate direction, 1 = x"**, a boundary condition has
to be specified. In the case of a put option the option’s value can be set to zero and for

call options the second derivative can be considered as zero.
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4.2 Non-Smooth Initial Data

The analysis of consistency for numerical methods typically relies on smoothness assump-
tions of the initial data. In practice, and especially in financial option pricing, the payoff
function usually exhibits discontinuities at the strike price. This leads to a maximal error
in the at-the-money region in the numerical solution. Since the option values close to the
strike price are in general of the highest interest this is a severe problem. In [76] several
methods have been discussed to overcome this issue and to recover a high rate of accuracy.

An intuitive approach is to place more grid points in the region of interest. For example
Linde [69] solves a sub-problem with O(h~2) grid nodes around the strike price to gain
sixth order accuracy in space. Kreiss et al. [62] propose to smooth the initial condition.
With this averaging a high rate of convergence can be recovered, while the initial condition
converges to the original initial condition as the grid spacing goes to zero. This approach
was successfully applied to option pricing problems in one dimension [76], two dimensions
[24] and three dimensions [45]. An additional method to cope with the non-smooth initial
data was given by Wahlbin [96], where the initial payoff profile undergoes an Lo projection
onto a set of basis functions. Besides these techniques, in [90] grid shifting is suggested.
Here the grid is sequentially shifted, such that the discontinuity falls midway between two
successive grid nodes. The discrete payoff for the shifted grid reveals that this method
can be interpreted as a kind of smoothing.

The last three approaches have been investigated in [76] for one-dimensional option pricing
problems in the case of second-order accuracy: in the numerical tests all techniques showed
the desired order of convergence. Furthermore, they give a brief outlook how to apply
these methods to higher-dimensional problems: at the current state it is not clear if grid
shifting is possible for higher dimensions since the grid is not allowed to coincide with the
discontinuity. In the case of the projection Wahlbin reports technical difficulties if the
discontinuities do not match with the grid nodes.

We restrict ourselves to smooth the initial condition according to [62] via a convolution
operator. This approach can be easily extended for arbitrary dimension via a tensor
product of one-dimensional convolutions. Compared to the first method it can be com-
puted during an offline phase and the smoothed data can be reused to price options with
different parameter sets. We briefly review the approach given in [62]:

Let n,(sinw) be the polynomial of lowest degree p, such that
np(sinw) = wP + O(w?P), for w — 0, (4.6)
holds and define

np(sin %w)

ép(w) = (%w)p

Then one can construct a smoothing operator S}(f) along coordinate direction ¢ for ¢ =

1,2,...,d and grid point z;, ;, via
S}(LIZ)Q = h;l(bp(h;lxli,ji) * O,

where ¢ is the initial condition and ®, denotes the Fourier inverse of @p. The higher-
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dimensional smoothing operator can be formed as a tensor product of one-dimensional
operators

d
=T s
e

If the solution shall be smooth enough to achieve fourth-order accuracy we choose p = 4.
Thus, we have

41 61
A sin 2w+38m W

(1)4((*)) = (%w)4

The inverse Fourier transform ®, is a polynomial of degree three with support [—3, 3].
Hence the smoothed initial condition at grid point x;; is given by

3hq 3hg
S b (w1, gy iy 50) = by byt / / ®y(h7 E).. Ba(hy Fa)
—3h1 —3hg

~¢)(x117j1 75’51,...,581(17” 7i’d)di'1...da~5‘d. (47)

Since ®,, are polynomials the smoothed initial value can be computed analytically for
many problems, such as for plain-vanilla options.

In the following we apply the smoothing procedure to the initial condition of an Furopean
put option under the Black-Scholes model (1.4). This problem serves as a good test
problem as the payoff function exhibits a discontinuity in the first derivative and an
analytic reference solution is available. The smoothing functions for p = 6, 8, 10 are given
by

N sin® 1w + sin® w + 3 ¢int0 1,
P (w) _ 2 15 2
6 — (lw)ﬁ )
2
N sin® 1w + 3 smlo 1w —l— i sm12 %w + 1924454 sinl? %w
Pg(w) =
8 1 S P
(iw)
- sint0 1w +3 5 ginl2 1w + 2sint? %w + 16351 sinl6 1w + 2904251 sin'® éw
Pip(w) =
10 0 .
(3w)

The parameters of the put option are chosen to be: ¢ = 0.25, r =0, T =1, K = 100.
The computational domain is truncated at smax = 4K. In the case of finite differences
we use a uniform mesh and in the spectral case a Chebyshev grid under a linear coor-
dinate transformation, which maps the interval [0, Smax] to [—1,1]. In the non-uniform
Chebyshev grid we use the mesh distance to the next grid point as the step size h; in the
corresponding direction i for ¢ = 1,2,...,d within the smoothing procedure (4.7). For
the time discretization we employ a Crank-Nicolson scheme and time steps A; = 1074,
Figure 4.3 shows the difference between the smoothed and non-smoothed initial condi-
tion. Not surprisingly the effect of the smoothing is strongest at the discontinuity K.
In Table 4.1 we compare the accuracy and convergence for different rates of smoothing.
The error is computed according to (2.4), where the numerical and the analytical solution
are evaluated at the discrete points s = 50, 60, 70, 80, 90, 100, 110, 120, 130, 140, 150. The
error ratio is the quotient of two consecutive errors. With the original initial condition
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Figure 4.3: Smoothed initial condition with 129 grid nodes.

the rate of convergence is limited to an order of two. By application of the smoothing, a
higher rate of convergence can be recovered. In the case of p = 4 and p = 6 the theoretical
rate of order 4 and 6, respectively, is reached in the experiment. For the higher order
cases the saturation due to the temporal error is reached before the scheme exhibits its
theoretical error. However, we observe an error decrease with quotients of 199.23 and
607.01 in the peak. If an accuracy of up to two decimals is desired the finite difference
method needs 257 nodes, whereas the pseudo-spectral scheme with p = 10 only needs 33
nodes. Please note that the accuracy can be further improved if one additionally applies
coordinate stretching to cluster grid nodes in the region of interest.

4.3 Basket Options

This section is devoted to the computation of basket options in the Black-Scholes frame-
work. We restrict ourselves to European basket put options, which pay

d +
¢(817827 v 7Sd) = (K - Zsl>
i=1

at the maturity 7.

In the literature basket options or options on the spread between two assets have been
solved by Villeneuve and Zanette [95] with second-order finite differences and ADI split-
ting. Furthermore, also HOC discretizations were employed in a two and three-dimensional
setting [24, 47]. Higher-dimensional problems with up to five spatial dimensions were
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[ [ Finite Differences [ Pseudo-spectral [ Pseudo-spectral p = 4 ]
[ N [ error error ratio [ error error ratio [ error error ratio ]
5 17.3658 10.4843 13.2215
9 4.3857 3.9597 3.6256 2.8917 3.8886 3.400
17 1.5200 2.8853 0.5885 6.1607 0.5609 6.9322
33 0.3209 4.7371 0.1420 4.1436 0.0578 9.7073
65 0.0770 4.1690 0.0319 4.4502 0.0040 14.4204
129 0.0191 4.0353 0.0081 3.9396 0.0003 15.7405
257 0.0048 4.0085 0.0020 4.0991 1.6e-5 16.0330
513 0.0012 4.0021 0.0005 3.9871 1.0e-6 16.0132
1025 0.0003 4.0005 0.0001 3.9449 6.5e-8 15.3057

[ [ Pseudo-spectral p = 6 [ Pseudo-spectral p = 8 [ Pseudo-spectral p = 10 ]

[ N [ error error ratio [ error error ratio [ error error ratio ]
5 12.3261 11.9710 11.7843
9 3.4025 3.6227 3.1946 3.7473 3.0796 3.8266
17 0.4095 8.3082 0.3529 9.0522 0.3239 9.5099
33 0.0226 18.124 0.0132 26.701 0.0093 35.001
65 0.0005 41.333 0.0001 100.06 4.4e-5 211.77
129 9.4e-6 57.742 6.7e-7 199.23 7.2e-8 607.01
257 1.5e-7 62.154 5.4e-9 125.58 2.1e-8 3.3566
513 5.3e-9 28.937 3.1e-9 1.6855 2.5e-8 0.8553
1025 3.2e-9 1.6522 3.3e-9 0.9644 2.7e-8 0.9300

Table 4.1: Numerical error for second-order finite differences and pseudo-spectral differ-
entiation with smoothed initial data.

solved by Reisinger [78], Reisinger and Wittum [80] as well as by Leentvaar and Oosterlee
[66] with the help of the sparse grid combination technique. In their works the underly-
ing schemes were based on standard central second- or fourth-order finite differences and
Crank-Nicolson time marching. For problems with even more underlying assets usually
Monte Carlo methods are applied as they do not suffer from the curse of dimensionality
like grid-based methods, e.g. in [68]. Furthermore, dimension reduction techniques can
be used to reduce the size of the problem. For more details we refer to [10, 75, 78].

We propose two approaches: firstly, we use a hybrid scheme with Chebyshev differentiation
and finite differences. The problem is transformed into a more beneficial PDE, such that
the structure allows to use a spectral approximation in the direction of greatest variation.
Secondly, we derive a high-order compact scheme and employ the combination technique
to derive a fourth-order accurate solution on the sparse grid.

4.3.1 Hybrid ADI Scheme

In Section 4.2 it could already be seen that the smoothing of the initial data allows to
recover a high rate of convergence. Further variable transformation (4.4) enables to align
the discontinuity to one coordinate direction. This is beneficial in two ways: firstly, since
the discontinuity only occurs in one coordinate direction the smoothing procedure reduces
to a one-dimensional problem. This can be solved easily online or during an offline-phase
of the algorithm. Secondly, the other coordinate directions have only a small influence
on the overall solution, such that significantly fewer grid nodes can be employed in these
directions, see [90]. These observations motivate to use a high-order method in the first
coordinate direction and standard finite difference discretizations in the other directions.

In order to be able to concentrate grid nodes in a region of interest we additionally apply
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(a) Solution on transformed grid (b) Solution on original grid

Figure 4.4: 2d basket put option on transformed and original grid.

the transformation (4.3) for the Chebyshev discretization. We cluster grid nodes in the
first coordinate direction and are satisfied with a uniform mesh in the other directions.
A pure finite difference discretization serves as a benchmark method. Here we apply
transformation (4.2). Applying these transformations to equation (4.5), we obtain

ou / 2 (92u // ou d | | / 82u
ot + ann [¢ (x1) oy? + ($1)8y1 + Zz; (a1 + i) ¥ (1) R
d d
O u Ou ' ou
i

where 1) is either given by (4.2) or (4.3) and z1 = ¢~ !(y1), ; = y; for i = 2,3,...,d.
In the Chebyshev case with transformation (4.3) the domain Qg transforms to Qg =
[~1,1] x [0,1]%"" and under (4.2) to Qg = [0, 1] x [0,1]%"1. By replacing the derivatives
with their discrete counterpart we obtain the spatial discretization. In the time domain we
use ADI schemes (3.1) - (3.4), where F; is the spatial discretization of all terms stemming
from the coordinate direction ¢ for ¢ = 1,2, ...,d. The reaction term is distributed equally
over the operators F;. All approximations of the mixed derivatives are collected in Fjy.
In the explicit legs of the method it is possible to differentiate in Chebyshev transformed
space to gain some speedup compared to a differentiation in physical space, cf. Figure 2.4.
Figure 4.4 shows the solution of the equation (4.8) in the coordinate system y1, y2 and in
the original coordinates s, ss.

Numerical Experiments In order to test the proposed numerical method we compute a
European put option on the domain

Qq = [0,8K] x [0,1]¢ L,

This choice ensures that the errors arising due to the domain truncation in the first
coordinate direction are negligibly small. The numerical solution is evaluated in the
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Figure 4.5: Reference grid.

region of interest, defined in the original coordinate system s1, s9, ... Sqg
[1/d- K, K]“.

Figure 4.5 shows the region of interest in the original coordinate system and under the
coordinate transformation in a two-dimensional setting. The option parameters are chosen
to be

K =100, T=1, r =20, o, =03fori=1,2,...,d,

with correlation matrix

1 05 04 06
los 1 05 05
P= 104 05 1 05
0.6 05 05 1

In the hybrid method we cluster grid nodes at y; = —1 and use the non-uniformity
parameter e = 0.01. In the finite difference benchmark method we concentrate grid nodes
at K and choose v = 150. We compute the error (2.4), where the reference solution
U,ef is computed with the hybrid scheme using A; = 1073, N = (257,17,...,17) and
a smoothed initial condition (p = 10). In Figures 4.6 - 4.8 we compare the accuracy of
the hybrid method (Chebyshev pseudo-spectral (CPS)) to its benchmark method (finite
differences (FD)). In comparison to the one-dimensional example in Section 4.2 we observe
a higher accuracy due to the concentration of grid points in the critical region for both
schemes. The hybrid method clearly outperforms the finite difference scheme in terms
of number of grid nodes versus accuracy. However, the high accuracy of the spectral
method does not come for free. The discretization matrices of the second-order finite
difference ADI scheme are of tridiagonal structure, which results in a linear computational
effort. In contrast to this, the Chebyshev differentiation matrices are full and due to the
ADI splitting the total effort is O(N?) if the number of nodes in the other directions
is kept constant. Thus, we observe an increase of the computation time by a factor
of four, while we see a doubled computation time for the benchmark method, when
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Figure 4.8: Basket with four underlying assets.



4.3 Basket Options 89

the number of nodes doubles. The high accuracy of the hybrid method outweighs this
drawback and outperforms the pure finite difference scheme in the high accuracy region.
For large problems in a higher-dimensional setting the run-time can be further reduced
by differentiating in Chebyshev transformed space. For our numerical test we used the
FFT algorithm to compute the mixed derivatives containing the first coordinate direction.
Especially in the higher accuracy region of the three- and four-dimensional basket options
we see a significant speedup.

4.3.2 HO-ADI Schemes

In this section we derive a high-order finite difference approximation of the Black-Scholes
PDE (1.5). We apply the logarithmic transformation (4.1) z; = log(s;) for i = 1,...,d,
T=T —1t, u=¢e"u and obtain

ou 1< 0%*u 1 9y Ou
or 2 ‘21 Pz’jUin‘a%a:Bj - ; (T - éai) ox; =0.

©J=

+
The payoff transforms to ¢(x1,...,x4) = <K — Z‘ij:l eg”i) . The HOC formulation of

F; for ¢ = 1,...,d according to Section 2.2 can be derived by inserting a;; := %01-2 and

¢; =1 — 07 into equation (2.12). Thus, we obtain the following discretization matrices

h?(r - 1/201»2)2
2

607}

A,, :(1/2012 + ) IN, ®..®IN,_, ® Dip, @Iy, ®...® Iy,

+ (7" — 1/203) "INy ® .. ®In, , ® Dpp, ® In,,, ® ... @ In,,

h2
Ba:,- :INl'NQ""’Nd + é Iny ® .. ®INi71 ®D%Di ®INZ~+1 ® ... ®INd
h2(r —1/202
+ (1(602/01)> ~IN1 ®--~®INi_1 ®DFD2' ®INi+1 ®...®INd,
i

As the spatial domain in each direction is truncated at [e, log(s"**)], boundary values have

to be prescribed. At s; = 0 the PDE reduces to a lower dimensional PDE and one can solve
this lower dimensional PDE at each lower boundary. This is called the natural boundary
condition (66, 78]. In the numerical scheme under the logarithmic transformation we also
use the natural boundary condition. If € > 0 is chosen sufficiently small, the error, which
is introduced due to the domain truncation at the lower boundary, is negligibly small. At
the upper boundary we impose Dirichlet boundary conditions and set the option value
to zero. This means that the computational domain has to be chosen large enough, such
that the option is far out of the money at the upper boundary.

Numerical Experiments In numerical experiments we test the proposed HO-ADI meth-
ods. Besides the accuracy of the full grid solver we are also interested in whether the
usage of sparse grids is beneficial. Here we are especially interested in whether the higher
regularity requirements of the combination technique are a restriction in practice. In the
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full grid case the derivatives in the truncation error need to be bounded, namely

PFu 9" 5u
Oz’ 0xjoxl  Ox)oux;

for i,j = .,dand i #j

arising in (2.13) and (2.16), respectively. According to the results in Section 2 the com-
bination technique requires the mixed derivatives

Hlal L
T with «; € {0,1,...,10}
to be bounded to achieve a fourth-order approximation to the Poisson equation on the
entire domain. These derivatives arise due to the anisotropic splitting and the extension of
the discrete solution via cubic spline interpolation within the combination technique and
do not stem from mixed derivatives in the PDE. In order to relate the option parameters
to the expected smoothness of the solution, we compute the mixed fourth derivative
| D2 D, ® D? 7D, Uapprox|| oo for a decreasing mesh width as a measure of smoothness. Figure
4.9 suggests that the solution at the final time level becomes smoother for large diffusion
and positive correlation. If strong diffusion is present already a resolution of 65 grid points
in each dimension seems to be sufficient to capture the maximum of the derivative. For
smaller diffusion a higher resolution is required to capture the maximum. If one assumes
that analogue results hold for the higher derivatives, arising in the truncation errors of the
full grid solver as well as in the combination technique, the theoretical asymptotic rate of
convergence will be reached much faster for high diffusion with positive correlation than
for small diffusion and negative correlation. Please note that a longer time to maturity
also leads to a smoother solution at ¢ = 0.

In order to measure the accuracy of the numerical approximation we compute the errors
(2.2) and (2.4), where Uyt is given by a highly accurate reference solution with step size
A; in time and spatial mesh width h. The numerical approximation Usapprox is either the
full grid solution with time step size A, and mesh width h or the sparse grid solution
u; with time step size A, and finest mesh width h = 2-(n=(d-1)3) . gridlength. The
solutions are compared at the final time level on the spatial grid of the reference solution.
Therefore, we extend the approximation via multivariate cubic spline interpolation to the
grid of the reference solution. Note that the interpolant is fourth-order accurate and hence
does not have any negative effect on the rate of convergence. For the experiments in the
spatial domain we employ the full grid solver to compute the reference solution in the
two-dimensional case. In the higher-dimensional case the combination technique is used
to compute the reference solution and then extended to the full grid. The experiments in
the temporal domain are always performed on the full grid.

In the following we consider three different test cases given in Table 4.2. In case A
we choose a parameter set with large diffusion and a positive correlation. In case B
the diffusion coefficients are reduced. Compared to A the correlation in C is decreased,
which leads, according to Figure 4.9, to a larger mixed fourth derivative. Thus, case A
seems to be the most favorable for the combination technique, while the other two test
cases are expected to be more difficult due to the reduced smoothness in these cases. If
not mentioned otherwise, we choose T' = 1, K = 20 and r = 0.025 in the numerical
experiments.

In a first experiment we investigate the spatial accuracy of the uniform full grid and of the
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\ 01 02 03 | P12 P13 P23
A|06 06 0602 02 0.2
B|04 04 04102 02 02
Cc|l06 06 06]-05 05 -0.25

Table 4.2: Parameter sets for numerical experiments

P12

0.4 . . . . . 0.4

01,02 01,02 01,02
(a) 332 grid nodes. (b) 65 grid nodes. (c) 1297 grid nodes.

Figure 4.9: Maximum of the mixed fourth derivative for a decreasing mesh width h in the
two-dimensional case.

sparse grid, for a basket put with two underlying assets. In Figure 4.10 (a) - (c¢) the full
grid solution exhibits an accuracy close to order four. However, compared to case A one
observes a slightly lowered rate of convergence in the more difficult cases B and C. Due to
the stronger regularity requirements of the sparse grid combination technique, the rate of
convergence shows a greater sensitivity to the smoothness of the solution. Nevertheless,
the sparse grid has a higher accuracy per grid node than the full grid in two of the three
test cases: only in case C the sparse grid is outperformed.

In Figure 4.11 all numerical schemes show the desired rate of convergence in the time
domain. The HDO scheme exhibits order one in time, while the HCS, HMCS and HHV
scheme show order two. According to the stability results in Section 3.3.3 we see a stable
behavior.

In the following we numerically analyze the performance for basket options with three
assets. The full grid solution in Figure 4.12 states a convergence rate close to order
four. Similar to the two-dimensional problems, the rate of convergence of the sparse grid

Scenario A B C Scenario A B C
orp, LSPAISE grid | 3.70 | 3.34 | 2.34 orr sparse grid | 3.55 | 3.15 | 2.52
2 full grid | 3.85 | 3.71 | 3.77 2 full grid | 3.69 | 3.48 | 3.64
orr sparse grid | 3.39 | 2.98 | 2.05 orr sparse grid | 3.32 | 2.68 | 2.01
0 full grid | 3.79 | 3.62 | 3.52 * full grid | 3.57 | 3.28 | 3.44

(a) 2d (b) 3d

Table 4.3: Estimated order of convergence in space (cf. Figures 4.10 and 4.12).
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Scenario A B C Scenario A B C
HDO | 1.18 | 1.14 | 1.06 HDO | 1.09 | 1.02 | 1.04
HCS 2.15 | 2.09 | 2.15 HCS 2.07 | 2.01 | 2.07

erry erry
HMCS | 2.02 | 2.02 | 2.03 HMCS | 2.07 | 2.01 | 2.07
HHV | 2.16 | 2.14 | 1.97 HHV | 2.10 | 2.08 | 1.95
HDO | 1.15 ] 1.09 | 1.07 HDO | 1.02 | 1.02 | 1.11
orr HCS | 2.28 | 2.15 | 2.19 orr HCS | 2.14 | 2.02 | 2.05
| HMCS | 2.06 | 2.05 | 2.10 > | HMCS | 2.13 | 2.02 | 2.08
HHV | 2.14 | 2.07 | 2.05 HHV | 2.15 | 2.03 | 1.97
(a) 2d (b) 3d

Table 4.4: Estimated order of convergence in time (cf. Figures 4.11 and 4.14).
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Figure 4.10: 2d spatial error for h — h.
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(d) Experiment A (e) Experiment B (f) Experiment C

Figure 4.11: 2d temporal error for A, — A, = 2714, The following values of 6 were
used: HDO 6 = 0.5, HCS ¢ = 0.5, HMCS 6 = 0.334, HHV 6 = 0.79. The
spatial discretization is computed on a grid with 129 nodes in both coordinate
directions.
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Figure 4.12: 3d spatial error for h — h. The sparse grid solution at level 14 is used as a
reference solution and evaluated on a full grid with 1293 grid points.
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Figure 4.13: Number of grid nodes versus computation time in the case of 100 time steps
in the HCS scheme.

solution is more sensitive to the parameter changes in cases B and C than the full grid
solver. If we consider the accuracy per grid node, the sparse grid error is lower than the
full grid error. Figure 4.13 indicates that the run-time per node is only slightly higher
for the combination technique than for the full grid solver and thus the sparse grid is
more efficient in the asymptotic. Both plots show that the time increases with an order
of approximately one as would be expected due to the ADI time stepping.

For the parameter choices A-C there is no convection dominance ( |p| > 36/31). Hence,
we expect from the stability region plots in Figure 3.4 a stable behavior. The numerical
experiments in Figure 4.14 confirm this and the error decreases monotonically with a rate
of accuracy according to the theory.

Remark:

During our numerical tests the initial condition is smoothed according to the convolutions
described above with p = 4. Diiring and Heuer [24] suggest to only smooth the grid
points around the discontinuity to reduce the computational workload. Doing so the full
grid performed according to the theoretical results, but the sparse grid solution showed
oscillations near the discontinuity in our numerical experiments. This issue could be
cured by smoothing all grid points. In the case of the above given payoff under the
logarithmic transformed variables an analytical solution to the integral (4.7) is available
if the domain of integration does not intersect the discontinuity. Thus, smoothing the
initial condition on the entire grid does not introduce a large additional computational
effort. In order to smooth the initial condition for our numerical experiments, we either
solve the integral analytically if possible or use the Matlab® built-in routine integral2
and integral3, respectively.

4.4 Stochastic Volatility Models

In this section we derive numerical schemes for stochastic volatility models. As test cases
for two- and three-factor models we consider the Heston PDE (1.6)

ou 1, 82u+ O*u . 1, 0%u n ou
=8V O18V 57—~ + 0105 + s+
2 p1201 217 92 ds

+ (= v) g0 -
ot Y52 9s0v A e

ov
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Figure 4.14: 3d temporal error for A, — A, = 2711, The following values of 6 were
used: HDO 6 = 0.67, HCS 6 = 0.5, HMCS 0 = 0.462, HHV 0 = 0.79. The
spatial discretization is computed on a grid with 65 nodes in all coordinate
directions.

as well as the HHW PDE (1.7)

1P 1 0t 1 i
ot 27 Va2 T 2%z T 2%2p,2
2., 0%u 22u
+p12018?)8 BN +P13028\f +P230102\f8 ar
ou ou ou
—i—rs%—i-/i(n—v)%—i-ar(br—r)a—ru,

for inverse time ¢ € [0, T, asset s € [0, 00), volatility v € [0, 00) and risk-free interest rate
r € (—o00,00). We solve the pricing problem for European plain-vanilla put options with
the terminal value
u(s,v,7,0) = (K —s)*.

In the literature several methods have been discussed to solve problems (1.6) and (1.7)
for vanilla option pricing problems. They range from semi-closed approximations [46, 50],
Fourier-cosine [26, 35] and tree approaches [6, 7, 27, 28] to finite difference methods
[38, 51, 60]. Kluge [60] has solved the Heston PDE via second-order finite differences. In
[38, 51, 60] Alternating Direction Implicit (ADI) time stepping has been used to efficiently
deal with the mixed derivative term. High-order compact finite differences were proposed
by [21, 22]. Spectral methods were used in [74].
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The discontinuity of the payoff profile for option pricing problems in general occurs in
the direction of the underlying asset, while in the directions of the other risk factors the
solution is smooth. We want to exploit this structure and propose a hybrid scheme which
uses a second-order central finite difference approximation in the direction where the
discontinuity occurs. In the other spatial dimensions we employ a high-order Chebyshev
spectral approximation.

4.4.1 Hybrid Finite Difference/Pseudo-Spectral Method

Similar to the previous methods we apply a coordinate transformation to cluster grid
points in the region of interest. We apply the transformation (4.2)

c1 +sinh™H(£=5)
Cl1 — C2

Ps(s) =

where

1 = sinh ™! (Swin=K)

o = sinh ™1 (Smax=K)

The transformation maps [Smin, Smax] t0 [0, 1] and clusters grid points around the strike
price K. In our numerical tests we use o = K /4 and a uniform grid spacing in [0, 1].

In the coordinate direction of the volatility and interest rate we apply transformation
(4.3). We denote with 1); the transform in direction j for j € {v,r}. The inverse of the
transformations are denoted by fs = ¥ 1, fi= ¢ , respectively. Numerical tests revealed
that a clustering at the upper boundary of the domam and the choice e; = 100%/(k7n) and
e2 = 1003 /(a,b,) yields good results. In the numerical scheme we use a Chebyshev-Gauss-
Lobatto grid in the transformed intervals [—1,1] stemming from the v and r directions,
respectively.

The PDEs (1.6) and (1.7) transform to

ou 1 4 5 0%u Ou 0u 1o, [, w0%u y, \ Ou
=50 [P G + v g |+ a0 5+ G0 0P + |
0 0

rsul(s) g+l — v () — (4.9)
and
ou 1,5 |, , 0%u s 0u 1, 262u o\ 0u 1 50, 282u o\ Ou
o =3 [P G + v g |+ gato 02 G s g |+ e e v g |

+ pracr v (S0 (0) =t pradas/u (W (r) = O o—amuwua?“

L1201 D210 L1302 o 6 P230102 356263:3
10 (5) g (= 0L () g+ by = VL) S — (4.10)

where s = fs(z1), v = fu(22) and r = f,(23) with (21,22) € Q = [0,1] x [-1,1] and
(w1, 22,23) € Q = [0,1] x [~1,1]2. At the boundary we impose the following conditions
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(a) European put option at v = 0.125 (b) European call option at v = 0.125

Figure 4.15: Reference solution of the HHW model (computed with semi closed-form pric-
ing formula).

for the European put option under the Heston model

u(0,v,t) =Ke T,
U(Smax, v, t) =0,
ou
%(Umaxa S; t) = 07
and under the HHW model
u(0,v,r,t) = KePhh)
U(Smax,U,T, t) =0,
ou
%(87 Umax;, T t) = Oa
0
a—:(s, U, Tmax, tu) = 0,
with the discounting factor
T
r —art 1 —ar(T—s)
p(rit)=——(1—e ") == [b(1—e" )ds
ar ay
t
2
03 —art 1 —2a,t 3
_“ t - T ™
+ 2a? ( + ay 2a, 2ar>

If the asset price is zero the option price is given by the discounted strike price. For suffi-
ciently large s the probability that the put option ends up in-the-money tends to zero and
therefore also the option value. In the direction of the volatility we only imply a homoge-
neous Neumann boundary condition at vy as suggested in [51]. At the boundary in the
direction of the interest rate, we propose a homogeneous Neumann boundary condition
at rmax. One might argue that such a condition should be applied at both boundaries of
r since p in the Black-Scholes pricing formula vanishes for extreme values of r, but the
reference solution in Figure 4.15 indicates that this does not hold for the HHW model.
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The application of the spatial discretization of Section 2 to (4.9), (4.10) yields

1 L,
Freston =5diag(S*0(S)* @ V) Dip, @ In, + sotdiag(en, @ Vi (V)*) I, @ Dip,
+ pr201diag(SY((S) ® Vb (V) Drp, ® Dsp,

+ [ding(S70(5) © V) + r ding(SY(S) @ exs)] Drrp, © I,
+ [otdiag(e ® (VYI(V) + 5ln — VIY,(V))IIn, @ Dsp, —r
and
Funw :%diag(Szw;(S)Q ®V ®en,)Dip, ® In, ® In,
+ %deiag(em VY, (V)* ®en,)In, ® Dip, ® In,

+ %agdiag(em ® en, @ Yr(R)*)In, ® In, ® D&p,

+ pr2o1diag(SYL(S) @ Vil (V) @ en, ) Drp, @ Dsp, @ In,

+ p13o2diag(SYL(S) ® VV @ ¢L.(r))Drp, ® In, ® Dsp,

+ pasoroadiag(en, @ VVY (V) @ ¢L(R))In, ® Dgp, ® Dsp,

1
+ [idiag(SQz/J;’(S) ®V ®en,) + diag(SY,(S) ® en, ® R)|Dpp, ® In, @ In,
. 1
+ [dlag(eNl ® (50%‘/1#5(‘/) + “(77 - V)’(/J;(V)) Y eNs)] INl ® DSP2 ® INB

. 1
+ [dlag(eNl ®en, ® (iaglp;/(R) + aT(bT - RW;(R)))] INI ® IN2 ® DSP3
- diag(el\h ® EN, ® R)7

where diag is a diagonal matrix and each operation in the diag operator is understood
component-wise. ey, = (1,1,...,1)T for i = 1,2,3 denotes the all-ones vector of size
N7 + 1 in zq-direction, of size No + 1 in xo and of size N3+ 1 in z3 direction. The spatial
grid vector in s-direction is given by S € RN+ while V € RN+l and R € RVs+! are
the grid vectors in the v-r directions, respectively.

The spatial discretization is now decomposed into one-dimensional problems according
to the ADI splitting: F; takes all terms, which only stem from the xzi-direction, F» all
terms from the x9-direction and F3 all terms from the x3-direction. The reaction term is
distributed equally over the operators F; for ¢ = 1,2,3. The mixed derivative terms are
collected in Fy. The arising linear system of equations can be solved with the help of a
LU decomposition in the startup phase if the coefficients of the PDEs (1.6) and (1.7) do
not depend on time. In each time step the major computational effort then consists of
performing one forward and one backward substitution for each leg of the ADI scheme.

In order to evaluate the performance of the scheme, we compare it to a scheme using
second-order finite differences in all coordinate directions given in the articles [38, 51],
but with a transformed coordinate system instead of a non-uniform grid. The following
transformation is employed in v and r direction in the benchmark method

vj(w) = sinh™' (d} ' (w - ¢5)),

with the critical point ¢; and the strength of smoothing determined by d; for j € {v,r}.
According to [38, 51] we use ¢, =0, ¢, = by, dy = Viax/500 and d, = rpax/500.
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Casel Case2 Case3d Case4

K | 100 100 100 100
T |1 1 3 0.5
o1 | 0.3 0.04 0.2928 0.5
p12 | -0.9 -0.6 -0.7571  -0.5
K 1.5 3 0.6067 2

n 0.04 0.12 0.0707  0.02
r 0.025 0.04 0.03 0.01
ar | 0.00883 0.2 0.05 0.15
b, | 0.025 0.05 0.055 0.101
oy | 0.00631 0.06 0.03 0.1
p13 | 0.6 0.2 0.6 -0.3
p23 | -0.7 0.4 -0.2 0.2

Table 4.5: Scenarios for numerical tests.

Numerical Experiments In this section we test the hybrid method and compare it to
the second-order benchmark method. In order to gain realistic performance results and
to test the robustness of the method we consider four different scenarios given in Table
4.5. The parameters for the Heston model used in the first three scenarios stem from
[51]. Compared to the original parameters we use a negative correlation p12 in scenario 2
since a positive correlation is not realistic and can lead to an explosion of the moments,
cf. [1, 59]. The additional parameters for the HHW model have been taken from [87] in
the case of scenario 1 and the parameters in the scenarios 2 and 3 are taken from [38]. In
scenario 4 we have chosen the parameters in such a way that the Feller condition 2kn > o3
is violated.

We investigate the accuracy in the time domain as well as the spatial error. Therefore,
we compute the error (2.4), where Uspprox is the numerical approximation on the discrete
grid with time step A; and N = (Ny, No) = (21,212), N = (N, No, N3) = (201,282 2l3),
respectively, grid nodes in the spatial domain. The error is always computed at the final
time slice. For the sake of simplicity and to streamline our notation we choose Ny = N3
in all numerical experiments and write N = (N1, Na) instead of N = (N1, N2, N3). The
numerical solution is computed on a grid of size [0,20K] x [0,1.5] x [—0.5,0.5] while
the error is computed in the region of interest, which is defined as [0,2K] x [0,1] x
[0,0.125]. This choice ensures that the error due to the domain truncation in the asset
direction and the error stemming from the homogeneous Neumann boundary conditions
are negligibly small and one does not observe any saturation effects in the numerical
convergence plots. The hybrid HHW (Heston in brackets) CS method takes about 0.10
(0.015), 0.71 (0.05), 4.65 (0.24), 85 (1.9) seconds for the following number of grid points
and time steps N = (65,9),T/A; = 25, N = (129,13),T/A; = 50, N = (257,17),T/A; =
100, N = (512,33),T/A; = 100, respectively, to compute the solution. The MCS and HV
scheme have approximately the same run-time, while the Douglas method has just one
implicit sweep and therefore the computation takes about half of the run-time.

In our first numerical experiment we investigate the error decay for Ay — 0. Here the
reference solution is given by a highly accurate numerical approximation with A; = 2713
and N = (129, 33) grid nodes. The € value within the ADI procedure is always chosen
according to the lowest possible value ensuring unconditional stability, given in Section
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| DO CS MCS HV
Heston || 0.5 0.5 0.34 0.79
HHW | 0.67 05 max{3,Z(2y+1)} 0.79

Table 4.6: 6-values used in the ADI methods within the numerical experiments, where
v = max{|p12l, P13, |p23|}-
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Figure 4.16: Heston: convergence in time. 129 grid points in S and 33 in v-direction.

3.3, see Table 4.6. Please note that we choose 6 = 0.34 in case of the MCS scheme for
the Heston model as it holds for the correlation |pi2| < 0.96 for all test scenarios. Al-
though these bounds have been derived for finite difference schemes in the von Neumann
framework, the positive results of Section 3.5 encourage that these are also valid for the
Chebyshev spectral method. Figures 4.16 and 4.18 show that the error decays monotoni-
cally both for the Heston and the HHW model. The DO scheme exhibits order one, while
the errors of the CS, MCS and HV scheme decrease with second-order. If the time step
Ay is very large the schemes show an undesirable high error. Especially the DO and CS
scheme suffer from a large error in all four test scenarios. In order to improve the results
we employ a kind of Rannacher startup [29] and perform four steps with A;/4 and 6 =1
to damp high frequency errors, which arise due to the non-smooth initial condition. The
Figures 4.17 and 4.19 show that the startup procedure is capable to smooth the error and
thus leads to a much smaller error for large time steps.

For the experiments in the spatial domain we use the semi closed-form solution to the
Heston and Heston-Hull-White PDE from [46], [50] as a reference solution. In the case of
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Figure 4.17: Heston: convergence in time with four initial steps using 8 = 1. 129 grid
points in S and 33 in v-direction.
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Figure 4.18:

and r directions.

Heston-Hull-White: convergence in time. 129 grid points in S and 33 in v
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Figure 4.19: Heston-Hull-White: convergence in time with four initial steps using 6 = 1.
129 grid points in S and 33 in v and r directions.

the Heston-Hull-White model the pricing formula is available under the assumption that
p13 = p2s = 0. Hence, we set these correlation values to zero in the following numerical
experiments. It is well known that the complex logarithm in the pricing formula faces
discontinuities, which is why we follow the approach by Kahl and Jéckel [57] and apply
a rotation count correction algorithm to both pricing formulas. The experiments are
performed with the CS ADI scheme with § = 0.5. The other schemes have the same
spatial discretization and thus lead to the same results except for roundoff errors.

Figures 4.20 and 4.21 show the convergence in the direction of the underlying asset. In
order to ensure that the error stemming from the first coordinate direction is dominant, we
place 45 grid points in the directions of volatility, interest rate, respectively. This choice
leads to negligible small errors in v and r. In the time discretization we use A; = 1073,
We observe an error decay with the desired order close to two.

In Figures 4.22 and 4.23 we compare the convergence of the spectral approximation to
the second-order finite difference approximation. The plots reveal that the spectral accu-
racy allows to use significantly fewer grid points than in the finite difference discretization
to achieve the same accuracy, but at the cost of densely filled discretization matrices.
Thus, it is of highest interest whether the spectral accuracy can offset this drawback.
Let Ngp := Ngp, = Ngp, denote the number of grid points in each direction of the
Chebyshev discretization and Nrp := Npp, = Npp, the number of nodes for the finite
difference scheme in the directions v and/or r. Please note that we neglect the influence
of discretization of the asset direction in the following discussion. As it can be seen in
Figure 4.26 (a) the computational effort of the ADI scheme for the Chebyshev and FD dis-
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Figure 4.20: Heston: convergence in the direction of the underlying asset (hybrid CS ADI
scheme), Ny = 45.
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Figure 4.21: Heston-Hull-White: convergence in the direction of the underlying asset (hy-
brid CS ADI scheme), Ny = N3 = 45.
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Figure 4.22: Heston: convergence in the direction of volatility with 1025 grid nodes in the
direction of the asset and A; = 1073.
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Figure 4.23: Heston-Hull-White: convergence in the direction of volatility/interest rate
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Figure 4.24: Heston: accuracy versus computation time in the direction of volatility with
1025 grid nodes in the direction of the asset and A; = 1073,

cretizations for the Heston model grow with O(NZ,) and O(Npp). As mentioned before,
the major workload consists of performing a forward and backward substitution to solve
the linear system of equations in each leg of the ADI scheme after the LU decomposition
has been computed during a startup phase, see Section 3.4. For a full quadratic matrix
of size N this consists of N? operations compared to 2N operations for the forward and
3N operations for the backward substitution in case of a tridiagonal matrix. Thus, the
run-time for both methods is equivalent if NV g p ~ 5Npp. In the three-dimensional case of
the HHW model Npp, - Ngp one-dimensional problems have to be solved with an effort
of O(NZp) and thus the run-time grows with O(N2p). The analogous arguments lead
to a growth of O(NZ ) for the FD discretization. Figure 4.26 (b) underlines this result
and we see a slope of 3.06 (excluding the first two data points), 2.03 respectively. Both
methods have the same run-time if N g p~ 5N%D. In the general d-dimensional case,
under the assumption that the solution is sufficiently smooth in d — 1 coordinate direc-
tions, such that d — 1 Chebyshev approximations can be applied, we expect a growth of
O(NZp), while we expect (’)(Nf,z)l) for the FD method. Hence, the computational effort is

approximately the same if Nggd_1)5_1/ (@=1) ~ Npp holds. As the left-hand side is mono-
tonically decreasing for growing d the hybrid approach with ADI time splitting becomes
more efficient compared to the FD discretization for higher-dimensional problems. The
dashed line in Figure 4.26 underlines that the theoretical result N ggdil)f)_l/ d-1) ~ N FD
holds in practice. Please note that the explicit treatment of the mixed derivative term
af;auxg in (4.10) via matrix-vector multiplication has a computational effort proportional
to O(Ndp) since both Chebyshev differentiation matrices are full. Hence, we perform
the computation of the mixed derivative by sequential differentiation in xs-, x3-direction
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Figure 4.25: Heston-Hull-White: accuracy versus computation time in the direction of
volatility /interest rate with 513 grid nodes in the direction of the asset and
A, =1073.

in transformed space to reduce the computational effort to O(N2,log3(Nsp)). In con-
trast, with central second-order finite differences the derivative can be computed in linear
run-time due to the sparse structure (< 4 entries per row) of the discretization matrix.

Figures 4.24 and 4.25 show the accuracy versus the computation time. The hybrid method
is able to outperform the FD method in the majority of the test scenarios - only in case 2
of the Heston model, the FD method yields more accurate result. In the three-dimensional
case of the HHW model the spectral discretization achieves a higher accuracy than the FD
scheme even for small run-times in test cases 1, 3, 4 and even in case 2 the method is able
to beat its benchmark in the high accuracy region. These results can be explained by the
argumentation given above. The geometric error decay of the Chebyshev approximation
in combination with ADI time stepping shows its strength if highly accurate results for
higher-dimensional problems are desired. Here, the fast convergence compensates the
disadvantage of full discretization matrices and the second-order FD discretization is
clearly outperformed. The dashed lines in Figure 4.25 show the run-time if p13 # 0,
p23 # 0. Since in this case no reference solution is available, we are content with the error
of the uncorrelated case (p13 = pa3 = 0). For the sake of readability we omit to plot the
run-time for non-zero correlation in case of the pure finite difference method and assume
the favorable case that the run-time does not increase.

In an additional experiment we investigate the run-time properties for time-dependent
parameters. Therefore, we consider a time-dependent long term mean in the direction of
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Figure 4.26: Heston and HHW run-time scaling for growing number of grid nodes in v and
r directions with fixed number of grid nodes in the asset direction (Heston:
Ny = 1025, correlation # 0, HHW: Ny = 513, all correlations # 0, 2 via
FFT differentiation) and 1000 time steps. The dotted line shows the shifted

Chebyshev run-time curve: N ggd_1)5_1/ (@=1) for d = 2, d = 3 respectively.

the interest rate within the HHW model. Similar to [38] we use

br(t) = co — cre~ 2t

with constants ¢y, ¢; and cs. The third implicit leg in the ADI schemes changes to
Y3=Ys + 9At(F3((n +1)A)Ys — F3(’I7,At))Un

and the computation of Y3 has to be modified in an analogue way. In the explicit steps
F, Fy depend on point in time nA;. Due to the time-dependency the implicit system to
compute Y3, }73 has to be solved in each time iteration and cannot be solved via an LU
decomposition in a startup phase. In order to reduce the computational effort we employ
an iterative solver, cf. Section 3.4 . For our numerical example we choose the Matlab®
builtin solver bicgstab with an effort of O(N?) per iteration for a quadratic matrix of size
N. Thus, if the number of iterations is small, one can apply similar arguments like in
the previous analysis to show that both methods have approximately the same run-time
if O(Ngé(d*l)) = O(Npp) is fulfilled. In Figure 4.27 we compare the run-time of the
hybrid to the finite difference method with the parameters of scenario 4 and ¢y = 0.101,
c1 = 0.003, c3 = 1. As the starting value for the iterative solver we use the solution of the
previous leg Yo, 172, respectively. For this choice the solver converges in less than three
iterations in our experiment. Similar to the time-independent case the Chebyshev method
is able to outperform the benchmark method. The sparse linear system of equations within
the finite difference method can be solved very efficiently and hence it is not necessary to
use an iterative solver. In our numerical experiment this even led to a longer computation
time.
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Figure 4.27: HHW: accuracy in the direction of volatility /interest rate with 513 grid nodes
in the direction of the asset, p13 = pa3 = 0, Ay = 1072 and time dependent
parameter b,..

4.4.2 High-Order Finite Difference Discretization in the Asset Direction

The second-order accuracy in the asset direction of the hybrid scheme is a major bottle-
neck since a large number of grid nodes needs to be used to achieve an accurate solution.
Thus, it seems reasonable to apply higher-order discretizations. In the following we pro-
pose a high-order-compact finite difference approximation. According to Section 2.2 we
can achieve fourth-order accuracy for the unidirectional problem (asset direction) on the
compact stencil with discretization (2.12). Based on equation (4.9) and (4.10), respec-
tively, we have

A 1) = L) ulan (e
AR 1) = 5 1P L)) + ()L o)),
A (1,2, 5) = 3 fuln Flea) U Fo(n),
AW (g, 23) = 3 foC)2 o2 o) + ) ol ),

with (z1,22) € Q = [0,1] x [~1,1], (z1,22,23) € Q = [0,1] x [~1,1]2. Inserting these
into equation (2.12) one obtains the fourth-order discretization, which is defined on the
compact stencil. Analogous to Section 3.2 we treat the mixed derivatives with a broad
standard fourth-order stencil. Since the reciprocal of aiesmn/ HHW  eeds to be computed,
one has to truncate the domain at v > 0 to avoid a division by zero. We therefore use
the computational domain [0,20K] x [0.001,1.5] x [—0.5,0.5] and the region of interest
[%K, 2K]x[0.01,1] %[0, 0.125] in the following numerical experiments. The initial condition
is smoothed with p = 4. Figures 4.28 and 4.30 show the accuracy in the asset direction.
In Table 4.7 we report the estimated order of convergence. The high-order method clearly
outperforms the second-order scheme. Since the computational effort remains within the
same complexity class, due to the tridiagonal structure of the discretization matrices in the
implicit legs, like the second-order method, the run-time is approximately the same. Thus,
in Figures 4.29 and 4.31 the accuracy of the proposed fourth-order scheme is significantly
higher for a fixed computation time.
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101 T T ]_01 T T T T T T T T T T T T
—»— HOC —o— second-order FD
8 8
£ 1077 1 51077 :
10—5 Lol Lol Ll 10—5 Lol Lo Xl Lol
10 10t 102 103 10° 10t 102 103
comp. time [s] comp. time [s]
(a) Case 1 (b) Case 2
T T T T T TTTT T T 101 T T T T T T T T T T T T
10° | g
8 &
51073 | g 107
1076 Lol (| NN 1075 Lol Lol NN
10t 102 10 1071 10 10t 102

109

comp. time [s]

comp. time [g]

(c) Case 3 (d) Case 4
Figure 4.29: Heston: accuracy versus computation time in the direction of the asset with
45 grid nodes in the direction of the volatility and A; = 1073,



110 4 Application to Financial Engineering

TTTTT LA 101
x HOC O second-order FD

100 1 )
107"

-2 L N
10 10—3,

I R ?. 45 Lol ! Ll

ervoo
ervoo

7

1073 102 10~ 10° 1073 102 1071 10°
1/N, 1/N,
(a) Case 1 (b) Case 2
T T T T T T T T T T 101 T T T T T T T T T T
10° | g
2 g 1071 1
£ £
Q N8)
-2 | N
10 1073 - =
I | T | I ! \HH>\<\\ I | I B !
1073 102 107! 10° 1073 102 107! 10
1/N, 1/N,
(c) Case 3 (d) Case 4

Figure 4.30: HHW: convergence in the direction of the underlying asset, No = N3 = 45.
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Figure 4.31: HHW: accuracy versus computation time in the direction of the asset with
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111

Scenario 1 2 3 4
- second-order FD | 1.83 | 2.13 | 2.06 | 2.05
HOC FD 2.94 | 4.48 | 3.21 | 3.48
(a) Heston
Scenario 1 2 3 4
— second-order FD | 1.95 | 2.20 | 1.98 | 2.14
HOC FD 2.74 | 4.32 | 2.86 | 3.31

(b) Heston-Hull-White

Table 4.7: Estimated order of convergence in the direction of the underlying asset (cf.
Figures 4.28 and 4.30).






Chapter 5

Conclusions and Qutlook

5.1 Conclusions

In this thesis we examined high-order methods in a financial engineering setting. The
PDEs arising in finance are in general of convection-diffusion-reaction type with mixed
derivatives present. In the time domain we decomposed the spatial discretization matrix
with ADI splitting methods, which are able to treat the mixed derivative efficiently via
explicit time stepping. We considered four prominent schemes: the Douglas, the Craig-
Sneyd, the modified Craig-Sneyd and the Hundsdorfer-Verwer scheme. In the case of
high-order-compact finite difference discretizations in space we proved bounds on 6 for
unconditional stability based on the existing results from literature in the von Neumann
framework. It turned out that the stability bounds of central second-order finite dif-
ference ADI and HO-ADI schemes coincide. Since in general a lower 6 value leads to
a smaller numerical error, HO-ADI schemes do not suffer any loss in accuracy in the
time domain due to stability restrictions. In addition to finite differences we considered
pseudo-spectral approximations. In numerical experiments we investigated the stability
properties. Therefore, we computed the eigenvalues of the iteration matrices for Dirichlet
and Neumann boundary conditions. The positive outcome of the experiments encouraged
us to apply ADI time stepping with pseudo-spectral differentiation in space to basket
options and to stochastic volatility models.

In order to reduce the number of grid nodes of the spatial discretization we employed
sparse grids. We used the combination technique to construct the sparse grid solu-
tion and analyzed its regularity requirements. For fourth-order finite difference schemes
u € C10:10::510) wag actually needed to obtain an error decay of order O(h*logy(h~1)%)
on the entire spatial domain. For pseudo-spectral methods two cases have to be distin-
guished: the bounded variation and the analytic case. If the solution has a derivative of
bounded variation the numerical scheme exhibits an algebraic error decay and thus the
error splitting structure is well suited for the combination technique. If the true solution
is even analytic the numerical solution will converge with geometric accuracy. Here the
hierarchical surpluses at the same level are of different size and therefore the splitting
structure is not appropriate for the combination technique. However, for problems with a
convergence-limiting singularity close to [—1,1] the surpluses are almost of the same size
and the sparse grid outperforms the full grid approach.

In the last part of this thesis we applied the proposed numerical techniques to financial
engineering PDEs. Within the Black-Scholes model we used HOC finite differences and
derived a hybrid scheme using pseudo-spectral as well as finite differences. Since the initial
condition in option pricing problems is generally non-smooth, we investigated the impact
of smoothed initial data on the rate of convergence obtained in financial applications
for both approaches. For fourth-order finite differences a smoothing according to Kreiss
et al. of order four recovered the fourth-order accuracy, while higher-order smoothing
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significantly increased the performance of the hybrid pseudo-spectral / finite difference
method. Furthermore, we related the option parameters in the multivariate Black-Scholes
model to the performance of HOC schemes in the sparse grid combination technique. The
experiments revealed that one can expect a smoother solution for large volatility and
positive correlation between the assets and thus also a faster error decay. In comparison
the full grid solver did not show such a sensitivity on the parameters, which can be
explained by the less restrictive regularity requirements.

For the Heston and Heston-Hull-White PDE we proposed a hybrid method using finite
differences in the direction of the underlying and pseudo-spectral methods in the direc-
tion of the other risk-factors. The method was able to outperform the second-order finite
difference benchmark method. Both the numerical results and the theoretical complex-
ity discussion showed that especially in the higher-dimensional case the method is very
efficient due to the dimensional splitting. In the asset direction we additionally applied a
fourth-order finite difference discretization. As the arising matrix is of tridiagonal struc-
ture in the implicit legs of the asset direction the method is capable of computing highly
accurate solutions with only a very low additional computational effort. Thus, the bench-
mark method is clearly outperformed.

5.2 Outlook

In future research it would be interesting to extend the presented numerical methods to
American option pricing problems. The early-exercise feature adds an additional level
of complexity since the treatment of the early-exercise boundary is highly non-trivial if
one wants to maintain fourth-order or even higher accuracy. Leentvaar [65] has already
discussed this topic for standard fourth-order finite differences. An adaption of his ap-
proach, to enforce a smooth pasting condition, to HOC discretizations will be of great
interest. But other approaches could be considered as well, such as penalty methods [100]
or solving the partial differential complementarity problem [37].

At the current state the temporal discretization is of second-order. To make the schemes
more efficient higher-order methods could be used. If one wants to stay within the ADI
framework fourth-order can be obtained via Richardson extrapolation. Alternatively,
other time discretization techniques can be applied, e.g. backward difference formula
(BDF) methods.
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