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Zusammenfassung

Das Ziel dieser Arbeit ist es, ein offenes effizientes numerisches Verfahren zur Berech-
nung des varianz-optimalen Hedgefehlers einer europaischen Option fiir exponentielle
Lévy Prozesse im Martingalfall mit eingehender Fehleranalyse zu entwickeln. Effizient
heifit hierbei, dass das Verhaltnis Aufwand zu Konvergenzrate gering gehalten wird.
Offen bedeutet, dass es die Moglichkeit einer ebenfalls effizienten Erweiterung flir bes-
timmte pfadabhéngige Optionen gibt.

Dies geschieht auf Basis des Verfahrens von [MSWO06]. In dieser Arbeit wird sich
dazu auf das Problem der Berechnung des Hedgefehlers einer europaischen Option
beschrankt. Falls die zugrundeliegende Aktie durch eine geometrische Brownsche Be-
wegung modelliert wird, fiihrt dies zu einem vollstandigen Markt, in welchem alle
solche Zufallsvariablen exakt dupliziert werden konnen. Die Nachteile einer solchen
Modellierung in Bezug auf das Risiko bei grolen Marktbewegungen fithrten zu Mod-
ellen, in welchen auch Spriinge erlaubt sind. Dadurch entstehen unvollstandige Markte,
in welchen die europaische Option im allgemeinen nicht dupliziert werden kann. In
diesem Fall wird klassischerweise versucht, den entstehenden folgenden wvarianz-op-
timalen Hedgefehler
Jo = E((H(Sp) —v+1+Sr)?)

iiber allen zulédssigen Hedgingstrategien ¢ und allen moglichen Anfangsinvestitionen v
zu minimieren. Hierbei sei H die Auszahlungsfunktion der Option, S der diskontierte
Aktienpreisprozess, der Malpunkt reprasentiere die stochastische Integration, und 7'
sei der Zeithorizont. In diesem Falle entspricht die Berechnung des Hedgefehlers einer
Projektion des Optionspreisprozesses V; := E(H(St)|F;) auf einen Raum stochastis-
cher Integrale.

Das Hedging Problem wurde schon eingehend untersucht. Einen Uberblick hieriiber
liefern [Pha00] und [Sch01b]. Im weiteren Verlauf wurden fiir verschiedene Prozess-
klassen mehrere mehr oder minder explizite Darstellungen der optimalen Hedgingstra-
tegiec und des Hedgefehlers entwickelt. In [BL89] wird hierzu der carré-du-champ
Operator verwendet, der Malliavin Kalkiil ist die Grundlage fiir die Darstellung in
[BNLk103], [HPSO01] verwendeten fiir eine Klasse von stetigen Modellen einen par-
tiellen Differentialgleichungsansatz, und in [HKKO06] ist die Laplace Transformation
maBgebend. In [CKO07] wurden weitere Darstellungen auch fiir den Nicht-Martingal
Fall entwickelt.

Explizit berechnet wurde der Hedgefehler als solcher z.B. in [CTV05], [HPS01] und in
[HKKO06] mit einer Erweiterung fiir stochastische Volatilitédtsmodelle von [Pau07]. Er-
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stere verwenden dazu ein rechenintensives Monte-Carlo Verfahren. Im zweiten Ansatz,
der fiir eine Klasse von stetigen Modellen gezeigt wurde, wird eine partielle Differen-
tialgleichung mit einem Finite Differenzen Verfahren gelost. Letztere verwenden die
Integraltransformationsmethode, um einen Ausdruck fiir Jy als komplexes Doppelin-
tegral zu gewinnen. Ein explizites numerisches Verfahren mit Fehleranalyse wurde hi-
erzu jedoch noch nicht vorgestellt, und es besteht hier keine Erweiterungsmoglichkeit
zu pfadabhangigen Optionen.

In dieser Arbeit wird nun eine neue numerische Methode basierend auf der Darstellung
des Hedgefehlers mit Hilfe des carré-du-champs Operators nach [BL89] entwickelt und
mit Fehlerabschétzungen versehen. Wir beschrinken uns in dieser Arbeit jedoch auf
den eindimensionalen exponentiellen Lévy Prozess als Aktienkursmodell im Martin-
galfall.

Fir glatte Auszahlungsfunktionen H¢ wird der entsprechende Hedgefehler J¢ dazu
auf eine neue Weise reprisentiert, welche auf die Ergebnisse von [CKO07] zuriickgreift
und eine Entsprechung von [HPS01] fiir den Lévy-Fall darstellt. Und zwar als Losung
einer parabolischen Integro-Differentialgleichung, welche die Optionspreisfunktion als
Datum verwendet. Der Hedgefehler J§ ist ndmlich gegeben durch J§ = J¢(T',.S)),
wobei J¢(t, z) die folgende Gleichung 16st:

%Je(t,x)—kAJE(t,x) = YV, VI)(t,x), V(,x),
JO,z) = 0, V.

Hierbei bezeichnet A den Generator von S und
%ZJ(V€> Ve) — Eve o (6SV6)2(5S)_1,

wobei hier ¢ als Funktion aus der modifizierten differentiellen Semimartingalcharak-
teristik von (S, V¢) gewonnen werden kann. Die Losung des uspriinglichen Hedging
Problems wird dann durch Losungen des Problems unter Verwendung der approxima-
tiven Auszahlungsfunktionen H¢ approximiert.

Wegen der Ahnlichkeit zur bekannten Kolmogorowschen Riickwértsgleichung, welche
verwendet wird, um den Optionspreisprozess V' zu bestimmen, kann nun die effiziente
numerische Behandlung dieser Art von Differentialgleichungen aus [MSW06] angewen-
det werden. Dies wird so bewerkstelligt, dass die Implementierung lediglich als Zusatz
zu derjenigen des Optionspreises realisiert werden kann. Das heifft, es werden hierzu
nur Objekte verwendet, welche leicht aus den fiir die Optionspreisberechnung vorher
assemblierten gewonnen werden kénnen.

Ebenso wie in der obigen Referenz wird die Gleichung nun zunéchst im Ort lokalisiert
und dann in eine variationelle Form unter Verwendung des N-dimensionalen diskreten
Raumes X} gebracht. Dieser besteht aus allen insgesamt stetigen Funktionen, welche
eingeschrankt auf ein Teilintervall durch ein Polynom vom Grad p beschrieben wer-
den. Der iibliche Finite-Elemente Ansatz fithrt aber in diesem Falle zu vollbesetzten
Matrizen. Daher wird eine Matrixkompressionsmethode eingesetzt, welche die Zahl
der nichttrivialen Eintrage auf O(N log N) reduziert. Die Assemblierung der rechten
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Seite, d.h. die Berechnung von (¢(V¢, V), v),v € X, wird als moglicher Zusatz
zur Implementierung der Optionspreisberechnung realisiert. Insgesamt belauft sich
der Rechenaufwand der Assemblierung der Gleichung und deren Losung mit Hilfe des
GMRES Verfahrens auf O(N (log N)7) Rechenschritte pro Zeitpunkt. Fiir die fehlende
Zeitdiskretisierung wird nun das unstetige Galerkin Schema unter Ausnutzung der
Analytizitat der Losung eingesetzt. Zusammen mit der glatten Anndherung durch
He beliuft sich damit Gesamtaufwand immer noch auf O(N (log N)3¢=(¢+%)¢) Rechen-
schritte, wahrend der Fehler als Potenz der Gitterweite abgeschétzt werden kann.
Hierbei bezeichnet 0 < p < 2 die Ordnung von A und e den Parameter der Glattung
von H zu H¢.

Letztlich werden dann noch Implementierungsdetails erortert, wahrend schliellich nu-
merische Experimente vorgestellt werden. Dazu werden die Ergebnisse der Berech-
nung mit den entsprechenden Funktionen, welche mit Hilfe der Integraltransforma-
tionsmethode gewonnen wurden, verglichen. Damit konnen die Konvergenz und deren
Geschwindigkeit, welche vorher theoretisch ermittelt wurden, anhand dieser Ergebnisse
nachgewiesen werden.



Abstract

The aim of this thesis is to provide an open and efficient numerical method for the
computation of the variance-optimal hedging error of a European option for exponen-
tial Lévy models in the martingale case using the method of [MSWO06] together with a
thorough error analysis. Efficient in this case means that the ratio between complexity
and order of convergence is kept small while open means that there is the possibility
of generalizing it to certain path-dependent options.

More specifically, in this thesis the problem of computing the hedging error of a Eu-
ropean option is considered. If the underlying is modeled via a geometric Brownian
motion, this leads to a complete market, where every such claim can be replicated.
But the shortcomings of such models in representing the risk related to large market
movements have led to models of the underlying which allow for jumps. Those lead
to incomplete markets, where the replication of a European option claim is typically
impossible. In this setting the classical approach is to minimize the variance-optimal
hedging error
Jo = E((H(Sr) —v+19+5r)°)

over all reasonable hedging strategies ¥ and possibly all endowments v. Here, H
represents the payoff function, S the discounted price process of the underlying, the dot
refers to stochastic integration, and 7" is the time horizon. In this case the computation
of the hedging error Jy amounts to computing the projection of the option price process
Vi, := E(H(Sr)|F:) onto a space of stochastic integrals.

The hedging problem has already been extensively studied. An overview over the
literature is given in [Pha00] and [Sch01b]. In due course several more or less explicit
representations of the hedging strategy and the error have been developed. [BL89] have
provided an expression using the carré-du-champ operator, the Malliavin derivative is
used in [BNLkT03], the approach in [HPS01] is based upon PDE representation, and
Laplace transforms are used in [HKK06]. In [CKO07] several representations in the
general semimartingale setting are given, where S does not have to be a martingale.

Explicit computation of the hedging error was done for instance in [CTV05], [HPS01]
or in [HKKO06] with a generalization by [Pau07] for stochastic volatility models. The
first uses an expensive Monte-Carlo simulation to get the results. The second approach
is based upon a PDE representation and solved by applying a finite difference scheme.
The last approach uses an integral transformation method, thus developing an expres-
sion for .J, which can be solved by computing a complex double integral. However, for
this method an explicit numerical scheme with error analysis has up to now not been
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presented. Furthermore, there is no way of extending the approach to path-dependent
options.

In this thesis a new method shall be presented that allows for an efficient numerical
treatment. It is based upon the representation of the hedging error of [BL89]. The
thesis, however, will be restricted to European options having as underlying an ex-
ponential Lévy process and it will be studied under the martingale measure in one
dimension.

For smooth payoff functions H¢ the corresponding hedging error J§ is expressed in a
new way, which is a kind of adaptation of [HPS01] to the Lévy case, using the results
of [CK07]. This is done in terms of a parabolic integro-differential equation, which
uses the option price V¢ as data. More specifically, the hedging error is given by
Je = J(T,Sy), where J¢(t, z) solves the following initial value problem

%Je(t,x) + AJ(t,x) = YV, V)t z), V()
JO,z) = 0, V.

Here, A denotes the generator of .S and

(VEV) =" = (@)

where ¢ as function can be derived from the modified differential semimartingale char-
acteristics of (S, V). The solution to the original hedging problem is then obtained
by approximation with the solutions to the problems corresponding to smooth payoff
functions He.

Due to the strong resemblance to the well-known Kolmogorov backward equation used
to obtain the option price V', the efficient numerical treatment developed in [MSWO06]
is adapted. This is done in such a way that the implementation can be realized as add-
on to the option price implementation. That means, only objects are used which can
easily be assembled with the already implemented ones for the option price backward
equation.

Along the lines of [MSWO06] the equation is first spatially localized and then cast into
a variational setting with the finite element space X} of order p and of dimension
N. That means on each interval of the discretization acts a polynomial of degree p.
However, the usual finite element approach in space discretization results in equation
systems with densely-populated matrices. A wavelet compression technique deals with
this problem and reduces the number of non-trivial entries of the matrix to O(N log V).
The assembly of the right hand side, i.e. the computation of ((V¢, V) v),v € X},
is realized as possible add-on to the implementation of the option price computation.
The overall assembly and solution of the semi-discrete problem (i.e. only discretized in
space) via GMRES amounts to a complexity of O(N(log N)7). Time discretization is
done via the discontinuous Galerkin scheme. Including the smooth approximation via
He this results in an overall complexity of O(N (log N)3e~(6+9)¢) while still maintaining
an error estimate which is a power of the spatial mesh width. Here, 0 < o < 2
is the order of the operator A and € is the parameter corresponding to the smooth
approximation from H to H€.
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Implementation issues are presented and finally numerical experiments are given. Here,
the option price function, the trading strategy as well as the hedging error function are
visualized. They are compared with the corresponding functions that are computed
with the integral transform method of [HKKO06] thus showing the claimed convergence
and its order.
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Notational Remarks

Throughout the thesis we choose a sufficiently small constant 6 > 0 which may only
depend upon global parameters like 02,7, 0,v and the kernel k. Additionally, let
C' = O(1) with respect to the relevant parameters h, ¢, t,d or the variables that are
involved in the estimations like x,y, z or the corresponding functions like f, g, u,v.
That means C' denotes a constant that is independent of these, but can stand for
different numbers within one computation. C may, however, depend upon constant
global parameters like 02,1, o,v,d, the kernel k and local ones like w,wy,w,. The
derivative of f : R — R is denoted by f’ or by Df. For f : R — R we denote by D, f
the derivative with respect to the ¢-th component. For higher derivatives we also use
f®) . Sometimes the time derivative is denoted by f. The subscript on L? denotes the
dimension in which the norm is to be applied. If not stated otherwise the domains
of the functions of the spaces L¥, H® and C* are the whole real line R. For vectors
v € R? the following usual norms are used:

d
lvlh = Z\%
=1
d 12
olls = (zw) |
=1

|vl|oe = max |vy].

1=1,...,

The induced operator norms for matrices A € R? x R? are given or estimated by
d
Al = max > layl,
j=1,....d 4 T
1=

d
[Alloo = ig}f{?fdz |aij],
7j=1

[Allz < VAl Allee-

Otherwise, || - ||y denotes the norm corresponding to the space Y and || - ||x—y the
operator norm for bounded linear mappings from X to Y. The topological dual of
spaces Y shall be denoted by Y*. Further unexplained notation can be found in [JS03]
and [AF03].



Chapter 1

Introduction

In this thesis we deal with European options. This is an agreement to pay an amount
of money that deterministically depends upon the future price of a certain asset, the
so-called underlying, at a fixed point of time T in the future, the so-called maturity.
In the generic situation of a European call or put option this can be looked upon as
the right to buy or sell the asset at time T for a previously fixed price. For the seller of
such an option there are basically three questions which naturally arise in this context.

1. What price to ask?
2. What can be done against the risk?

3. How well can this be done?

The first question is the problem of option pricing which has been studied intensively.
The latter questions form the so-called hedging problem. This problem will be focused
in the thesis. We will not take into account transaction costs and therefore assume that
trading with the asset solely depends upon the associated price at the corresponding
point of time. Obviously, the solution of those problems still heavily depends upon
the chosen model.

At first, this asset price was modeled with a geometric Brownian motion, cf. [Osb59]
and [Sam65]. This leads to a so-called complete market. That means, every contingent
claim can be perfectly replicated. In other words, there exists a self-financing trading
strategy, the so-called hedging strategy, and an option price such that the following
holds. If the seller of the option invests the money he received in the beginning in
the underlying and trades according to the hedging strategy without having to invest
additional money, he will come up with exactly the amount of money he needs to
pay the buyer of the option. This option price and the corresponding self-financing
trading strategy are explicitly given by the famous Black-Scholes formulas, cf. [BS73]
and [Mer73]. In this setting the solution of the hedging problem is therefore given by
those formulas without a remaining risk.

However, this model does not meet important statistical effects, that are observed in
real market data, cf. [Con01] or [Sch03, Section 4.1.2]. Main points of critic are the
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2 CHAPTER 1. INTRODUCTION

symmetry of the normal distribution, the light tails that are implied by the model and
the constant volatility. That means, in real market data gains and losses occur in a
asymmetric fashion, the probability of extreme events, such as big price movements,
are underestimated in the model and drastic changes of volatility occur in real market
data.

To overcome the first two of these shortcomings, more general models which allow
for jumps have been introduced. The first to be considered to this end were the so-
called Lévy processes. With the jump measure they have an additional parameter
and therefore are more flexible. In spite of that they are still tractable processes,
since they have stationary and independent increments. However, due to that they
are not apt to model the changes of volatility. Nevertheless, they are now widely
used in financial mathematics. Examples are the Variance Gamma model, cf. [MS90],
the CGMY model as generalization, cf. [CGMYO02], the Normal Inverse Gaussian
model, cf. [BN95], and its generalization, the Generalized Hyperbolic Processes, cf.
[Pra99],[EP02] and [EvHO04], and the Meixner model, cf. [SchOla]. An overview of
their application in Finance can be found in [Sch03].

Allowing for jumps leads to an incomplete market. That means, in general it is now
not possible to perfectly replicate the option. Therefore other approaches for option
pricing and the measurement of the risk involved are necessary. One approach is to
consider the market consisting of the option and the underlying and to determine the
interval of prices such that the market is free of arbitrage. This is the basis for the so-
called Superhedging approach, where the price and the hedging strategy are chosen in
such a way that the issuer of the option runs no risk of losing money. That means, one
has to choose at least the highest possible option price, cf. [EKQ95]. However, it has
been shown in [HKKO06] that in most cases this approach does not lead to practicable
solutions. Particularly, for exponential Lévy models [EJ97] have shown that there
are only trivial Superhedging strategies, meaning that the option price is chosen so
high that it suffices to invest all of this money in the underlying and thereafter do no
trading.

Another approach is to consider the portfolio with the option and a variable number of
positions of the underlying and apply portfolio optimization. That means the option
price and the number of positions of the underlying at each point of time are chosen
as to optimize the value of the portfolio under a certain utility function, cf. [Kal02] or
[FLOO0]. This yields the optimal price and the optimal hedging strategy.

The tractability of this approach depends upon the choice of the utility function. A
very tractable choice is a quadratic utility function. This corresponds to the approach
of quadratic hedging, which comprises the (local) risk minimization and the variance-
optimal approach. The first allows non-self-financing trading strategies, that means
additional investment during the time interval is allowed. But then it demands that the
contingent claim is met perfectly. The second holds on to the self-financing property
of the hedging strategy. The option price v and the hedging strategy ¥ are now chosen
to minimize the following remaining hedging error J:

Jo = E((H(S7) —v+ 9+ Sp)?),



where S denotes the price process of the underlying and H(S7) the contingent claim

of the European option. An overview over the corresponding literature is given in
[Pha00] and [SchO1b].

From an economical point of view the use of the quadratic utility function could be
doubted. As long as the trading does not render a higher value than the contingent
claim, higher losses lead to a lower utility value, which meets economical understanding
of the problem. However, if there exists a strategy which renders a higher value than
the contingent claim, the corresponding gain is punished by the quadratic function.
But apart from this possible shortcoming the quadratic approach leads to tractable
mathematical structures and to linear hedging, i.e. n options can be hedged using nv
as hedging strategy, where ¥ is the hedging strategy for one option, cf. [CV05al. This
property is inherent to the quadratic approach and appreciated in praxis.

This thesis focuses on the variance-optimal hedging problem. In this setting the hedg-
ing problem has already been extensively studied. We will only deal with the martin-
gale setting. More specifically, the price process S is assumed to be a square integrable
martingale. Roughly speaking, this means that the best guess for the price of S in the
future is the current one. Since [FS86] it is known that in this setting the solution of the
hedging problem corresponds to a projection in the Hilbert space of square integrable
martingales and can be expressed via the Galtchouk-Kunita-Watanabe decomposition,

of. [KW67].

Many different approaches have come up with more or less explicit representations of
the solution of the hedging problem. [BL89] have provided an expression using the
carré-du-champ operator, the Malliavin derivative is used in [BNLk"03] and Laplace
transforms in [HKKO06]. In [CK07] several representations in the general semimartin-
gale setting are given even for the non-martingale case using the semimartingale char-
acteristics. For certain continuous models [HPS01] used a PDE representation. In
[CV05a] the option price is derived using a partial integro differential equation (PIDE)
approach and the trading strategy is expressed via a singular integral involving the
option price.

Based on these representations the solution can be computed numerically. For the
integral transformation method of [HKKO06] this can be done using a Fast Fourier
Transform scheme, which yields the option price, the hedging strategy and the re-
maining hedging error. However, a numerical study with error analysis has not yet
been presented and this approach can not be extended to path-dependent options.

We will in the sequel develop a numerical scheme based upon a new representation of
the hedging error as a solution to a PIDE. The representation is similar to the one
obtained in [HPSO01] but now we allow for jumps. This scheme is efficient in that way
that the order of convergence with respect to the complexity performs better than a
comparable finite difference scheme similar to the one in [CVO05a]. Furthermore, it
will be equipped with a detailed error analysis. Unlike the integral transform method
the PIDE approach can be extended to path-dependent options like barrier options,
cf. [CVO05b, Section 2.2]. In this thesis, however, we restrict the consideration to
European options to show the principle and use the overlap of results of our method
with the ones obtained by the integral transform method to show mutual convergence.
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That means, we show that our results converge against the ones obtained with the
other method. Thus, we are able to confirm both, the accuracy of our method and of
the integral transform approach.

As mentioned before, we will propose a numerical scheme based upon a PIDE approach
for both, the option price and the hedging error. As by-product we derive the hedging
strategy as well. A PIDE approach for the option price was already numerically
exploited by [CV05a] using a finite difference scheme and by [MSWO06] using a Galerkin
scheme. Making use of the semi-explicit formula for the hedging strategy, in [CTV05]
the remaining hedging error is then derived via a Monte-Carlo simulation. That means,
a large number of sample paths are generated and trading is done according to the
hedging strategy. The resulting hedging errors are duly averaged yielding the estimate
for the hedging error. In terms of computation steps a Monte-Carlo simulation is
therefore expensive. In general, it takes several hours of computation time in order
to come up with an accurate result with while PIDE solvers yield such results within
minutes.

Especially with regard to the previous argument in favor of our scheme, it is natural to
ask why it is useful to have a fast algorithm for the computation of the variance-optimal
hedging error or in other words what this object can be used for in practice. Besides
the use as measure for the remaining risk involved with the hedging of a European
option it appears in formulas for other financial problems. In [CK07, Section 1.2] it
is shown how it can be used to compute the Sharpe ratio. This is a measure of the
excess return per unit of risk in an investment asset or a trading strategy. It is used
in practice to rank the performance of portfolios. Furthermore, in [KRO08] it is stated
that the quadratic hedging error is the key to exponential utility indifference pricing.
The value of these two concepts for practical use are generally acknowledged.

The structure of the thesis is as follows. In the first chapter we state for the convenience
of the reader some general results of the different mathematical areas that will be
needed in the sequel. The following chapter is dedicated to the formulation of the
hedging problem and derives a first representation of the solution as functions of the
underlying. In chapter 4 the smoothness and integrability properties of these functions
are shown which allow for their representation as solutions of PIDEs. This PIDE is
taken care of numerically in the ensuing chapter following the method of [MSWO06].
After formulation of the numerical scheme some objects remain to be computed which
require additional numerical tools. The corresponding approach is presented in chapter
6. The last chapter concludes the analysis with numerical experiments which compare
the results with the ones computed with the method of [HKKO06]. They show that our
results converge to the results obtained via the other method and confirm the order of
that convergence. At the beginning of each chapter there will be a short non-rigorous
summary of the ensuing with additional remarks. Only reading those “main threads”
should suffice to understand the main ideas of the thesis. This is meant to serve as
apology to the reader for the many oblong calculations which could not be avoided.



Chapter 2

Preliminaries

Main thread. Within this thesis we will make use of different representations of
the objects of interest. At first the option price, the trading strategy and the hedging
error are expressed in terms of a Lévy process. This can be interpreted as a special
case of a Markov processes and the same time as a semimartingale. Therefore, we
use a representation of the solution via semimartingale characteristics. These describe
the local behavior of the corresponding process and are generally easy to be computed
using the calculation rules that are given here. Then the Markov property of the Lévy
process is used to represent those as deterministic functions of the underlying. The
corresponding generator A, which also describes the local dynamics of the Markov
process, will basically be the operator that forms the PIDE.

Howewver, these functions of interest are functions of space and time. The spaces which
are usually used in that setting for the analysis of partial differential equations are the
Bochner spaces. That means, existence and uniqueness results are given in terms of
these spaces. They are a generalization of LP spaces to spaces of functions which take
values in a Banach space. More specifically, functions f : R* — R;(t,z) — f(t, )
will be interpreted as functions f : R — Xt +— f; where X is a corresponding Banach
space of functions R — R.

Particularly when dealing with polynomaial interpolation we have to deal with the usual
function spaces C* and in order to derive sharp estimates we will use a fractional
generalization, the so-called Holder spaces. In order to show that they are solutions
of PIDFEs, smoothness and integrability of the deterministic functions and therefore
of the operators that are used for their representation have to be shown. To this end
techniques from the theory of Sobolev spaces are used, because the Sobolev norms just
measure smoothness and integrability. The fractional Sobolev spaces that are applied
in this analysis can be obtained as generalizations of the integer ones using several
different approaches. Fither a fractional version of the finite difference is used, which
allows for an explicit representation in terms of the function. Or the corresponding
fractional multiplier in Fourier space is used, which is apt to the analysis of the bilinear
operators we will have to deal with. However, in the later discrete setting this method
can not successfully be applied. But the fractional Sobolev spaces can also be obtained
using an interpolation method, which allows to estimate the fractional norms with
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integer ones. In the discrete spaces this will therefore be the approach of choice.

As soon as the PIDFE is derived it can be further treated with methods of functional
analysis. The PIDE will consist of a time derivative and an operator A which only
affects space. The solution can then be expressed with Duhamel’s formula, that means
basically as the image of the exponential of the operator A. During the discretization
the operator will be exchanged with discrete ones. That means the error of this step can
be estimated via the norm of the difference of the corresponding exponential operators.
Thus, the properties of A play the key role in the analysis of the method. And again
two distinct approaches will be used. For the non-discrete spaces a Fourier technique
can be applied. It turns out that A can then be represented as a pseudo differential
operator. The exponential, however, will be represented via a complex contour integral
of the resolvent.

In this chapter we summarize for the convenience of the reader some basic results of
the different mathematical areas that will be used in the sequel. This presentation
shall only state the basic ideas that will be used and will therefore state no proofs.
For detailed treatment of these theories we refer to the references that are given in the
corresponding section.

2.1 Bochner spaces

The canonical spaces when dealing with parabolic differential equations are the so-
called Bochner spaces. They are a generalization of LP spaces to vector-valued func-
tions. That means we consider functions

where J C R is a - possibly infinite - interval, and X is some Banach space. For the
integral with respect to t the usual Lebesgue integral is too restrictive. Therefore, a
new notion of integral has to be introduced, the Bochner integral. For references of the
definition and the following results we refer to [EN00, VII/ Appendix C], particularly
for the definition of Bochner-measurable functions and the Bochner-integral. Here, we
only state the basic properties which will be used in the analysis.

Proposition 2.1.1 A Bochner-measurable function f :J — X is Bochner-integrable
iff [, 11f(s)llxds < oo, where || - ||x denotes the norm of the Banach space X . Further-
more, we have

1. the triangle inequality: || [, f(s)ds||x < [, |1 f(s)]|xds,
2. Fubini’s theorem,

3. Lesbesque’s dominated convergence theorem.
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Proof. See the references after [EN00, VII/ Appendix C.3]. O

Furthermore, we have that Bochner integration and the application of a closed oper-
ator, like the one we will introduce in the last section of this chapter, commute, cf.

[ENO0O, VII/ Appendix C.4].

Proposition 2.1.2 Let A: D(A) C X — Y be a closed operator acting between two
Banach spaces X,Y . If f : J — X is a Bochner integrable function with f(s) € D(A)
for almost all s € J and if Af : J —Y given by (Af)(s) := Af(s) is integrable, then

[, f(s)ds € D(A) and
(/f ) | Aras

The Bochner spaces are now defined as follows, cf. [EN00, VII/ Appendix C.5/C.6]

Definition 2.1.3 If we identify functions f : J — X that are A-almost surely equal,
where A is the Lesbesgue measure on J, then the Bochner norms are defined as follows

for 1 <p < oc:
1/17
o = ( / ||f(s)||’§<ds) ,

[ fllee(rx) = ess sup 1flx-

The corresponding Bochner spaces are consequently defined as follows:

IP(J;X) = {f:J— X;[fis measurable and || f||rr(s,x) < 00},
L*(J;X) = {f:J— X, fis measurable and || f|e(s;x) < 00}.

If we set H°(J,X) := L?(J, X), then we can define the corresponding higher order
Sobolev spaces for k € N as follows:

HY(1.X) = {f € HOOX: 00 = o) + [ glo)ds
for some sy € J and g € Hk_l(J,X)}.

The corresponding norms are now defined by

ey = 1 lam-1x) + gl ms-100x)-

2.2 Holder and Sobolev spaces

In the analysis we want to measure smoothness and integrability of functions. There
are basically two approaches we choose to this end. For the first part of the analysis,
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that means Chapter 4, we use derivatives in the strong sense. More specifically, we
consider the fractional analogues of the space C". These are the so-called Holder
spaces. They are defined as follows for r > 0 and r = [r| + {r}, where 0 < {r} < 1:

[flle = sup[f(z)],

z€R

[r]
Iflen = > ID"fle,
k=0

DU f(x+vy) — DV f(x
y#0 |y|

/]

C" = {f el |fllor < oo}

The weighted version is accordingly defined via || f|lcr := [[e“* f|lcr. For w = 0 we
omit the subscript.

We will deal with functions depending upon time ¢ and will have to study the smooth-
ness properties with respect to time ¢ of functions g of the following form

g:[0,T] xR —R;g(t,z) := /Rf(t,x,y)dy.

The following two propositions are direct consequences of the dominated convergence
theorem when g is continuous with respect to ¢, respectively when differentiation under
the integral sign can be done.

Proposition 2.2.1 Let J C R be a closed interval and f: J x R — R such that

o f(t,-)e L' forallte J,
e f(-,x): J — R is continuous in ty € J for almost all x € R,

e there exists a neighborhood U of ty and an integrable function g : R — R such
that | f(t,x)| < g(x) for allt € JNU and almost all x € R.

Then the function F :J — R,
F(t) = / f(t, x)dx
R
1S continuous in tg.

Proof. [Els07, IV.5.6]

Proposition 2.2.2 Let J C R be a closed interval and f: J x R — R such that

o f(t,-) e L forallt e J,
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e there exists € > 0 such that the partial derivative %f(t, x) exists for allt € U :=
(to —€,tg+€)NJ and all x € R,

e there exists an integrable function g : R — R such that

5 < g(z)

0
‘—f(t,l’)
forallt e JNU and all x € R.

Then the function F': J — R,

F(t) ::/Rf(t,x)dx

is differentiable in ty, and we have
'(to) /_9 (to, z)dw
F'(ty) = t" 0, 7)dx.

Proof. [Els07, IV.5.7]

For the main part of the analysis this notion of smoothness is too strong. Therefore, we
use a weak version of derivatives and their respective fractional analogues. More specif-
ically, we consider the so-called Sobolev spaces. They are commonly used whenever
dealing with partial differential equations. They coincide with other function spaces
and can be embedded in generalized function space scales. These Sobolev spaces have
been intensely studied in [AF03]. An overview over several function space scales and
their appearance in the more general Triebel-Lizorkin spaces can be found in [RS96].
Their application in connection with the theory of pseudo differential operators was
documented in [BL02] and [Jac96].

Before we start with the introduction of Sobolev spaces we first introduce the Fourier
transform which will play a key role for measuring smoothness of functions. Here we
follow [Rud91, Chapter 7]. We start by defining the Fourier transform on L'. Here,
L' denotes all integrable complex-valued functions. Let f € L'. We define its Fourier
transform Ff := f by

£ 1 —izx
f(z) = E/Re f(z)dz.

For this transform we have the following well-known properties.

1. The inversion formula (cf. [Rud91, Theorem 7.7]): Let f € L'. If we denote

—1 _L eizx dz
F)@) = = / f(2)d

we have

fx)=F Y FfHlz) \—as.
Particularly this implies, that F~1(Ff) = f for f € C°N L.
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2. Conwolution formula (cf. [Rud91, Theorem 7.2]): For f,g € L' define the con-
volution by

(F+9)a) = [ fa = v)glo)dy
R
Then we have - R
fxg=V2rfg,
and for f,g € L* N L? A
fg=V2rfxg.

Since L' is dense in L?, the space of all square integrable complex-valued functions,
this transformation F can be extended to F : L? — L%, cf. [Rud91, Theorem 7.9 ff.].

Theorem 2.2.3 There is a linear isometry U of L? onto L? which is uniquely deter-

mained by
Uf=F(f) VfelL

Furthermore, we have Parseval’s formula for the scalar product (-, )2 in L?:
(f,g)2 = (Vf, Wg) Vf,ge L

This linear isometry W is sometimes called the Fourier-Plancherel transform and will
be considered the extension of F from L' N L? to L?. In the sequel it will also be
denoted by F, respectively by *. Next, we will further extend the Fourier transform
onto the so-called space of tempered distributions. This is defined as follows.

Definition 2.2.4 The space of rapidly decreasing functions . also known as the
Schwartz space is the space of all functions f : R — C such that

I fllon = supsup(l+2*)"|D"f(x)| < oo
k<N zeR

for N € Ny. Together with the countable set of semi-norms (|| - || n)nen this forms
a locally-convex topological space, c¢f. [Rud91, Theorem 1.37]. The dual space with
respect to this topology,

S ={f e LS, C);f continuous },

is called space of tempered distributions.

The Fourier transform for f € .’ is now defined by
F(f)(®) = f(F(®) VPe.S.

We have F : .¥" — ¢’ is continuous with a continuous inverse, c¢f. [Rud91, Definition
7.14 ff]. Furthermore, it is an extension of the Fourier-Plancherel transform on L? C
" as well as the Fourier transform on L' C .%’. That means the respective definitions
coincide on L? and L.
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Now we are able to define Sobolev spaces of fractional order as in [Rud91, Section 8.8].
For s € R define

= {fes|fl

Hs < OO},
where

fllzre = NF A+ P)PFLC) e

The space H?® is called Sobolev space of order s and the norm is the so-called Bessel
potential norm. It is a Hilbert space with scalar product

(v, w)ps == /R(l + |2)2)%0(2)i(2)dz Yo, w € H®.

In the Sobolev setting we have (H*®)* is isomorph to H~*, where (H*)* denotes the
topological dual of H*, cf. [AF03, Theorem 7.63]. More specifically, for every con-
tinuous linear form F € Z(H*®,C) there exists f € H~° such that for all v € H® we
have

F) = (f,v) = /R f(2)0(z)d=.

On the other hand for every f € H™* this definition leads to a continuous linear form
FeZH*C).

Therefore, we can identify (H*®)* and H® and define the so-called duality pairing
<', ‘>(Hs)*><Hs . H_s X HS — C by

(fov)rsy<ms = (f,v)r2 Vfe H " veH.

However, this is not the only approach that was used to define Sobolev spaces of frac-
tional order. This results in equivalent norms and respective properties that can be de-
duced for the Bessel potential norm. One equivalent norm is the so-called Slobodeckij-
norm. Let r = [r] + {r}, where 0 < {r} < 1, then we have

1)d _ plrl 2 1/2
e~ W+ ([ [ LR i)

This norm is similar to the structures we will encounter in the ensuing analysis, up to
an additional weighting factor. However, the use of the Bessel potential norm will be
favorable with respect to the analysis of the weighted setting that will be introduced
in the sequel.

Another way of obtaining Sobolev spaces of fractional order is to use interpolation
methods on Sobolev spaces of non-fractional order, cf. [AF03, Section 7.64]. This
results in a further equivalent norm which naturally disposes of the so-called interpo-
lation property. That means, this property also holds for the Bessel potential norm.

More specifically, let 0 < 6 < 1 and s = (1 — 0)ky + 0l;,t = (1 — O)ky + Ol Let
furthermore 7" be a bounded operator for the following domains and ranges 7' : H** —
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H*2 and T : H" — H'. Then the corresponding operator norm for the intermediate
spaces T : H® — H' can be bounded as follows, cf. [AF03, Section 7.64 and Theorem
7.65]:

(1-6)

1Tl mrre < CITUGR i 1T s e

Particularly, this implies that the respective norms possess the following interpolation
property:

1l < CUF g WS-

The products of two elements of Sobolev spaces have been studied in the setting of
the more general Triebel-Lizorkin spaces in [RS96]. We will use the following result
in the sequel, which can be found in [RS96, Theorem 4.6.1/1]. Let 0 < s1 < s, such
that s, > 1/2, then we have the following. There exists a constant C' > 0 such that

Nfallgs: < é”f’ w2 Vf € H and Vg € H*2. (2.1)

Hs1 9‘

Finally, Holder spaces can be embedded into Sobolev spaces via the following Sobolev
Embedding Theorem also known as Sobolev’s Lemma, cf. [BL0O2, Theorem 15.9 and
previous remarks].

Theorem 2.2.5 Let s > 1/2. Then for any s' < s —1/2 we have H* C C* densely and
continuously. This implies that there exists a constant C € R such that for f € H*NC¥
we have the following norm estimate.

/]

o =

Furthermore, we will use a weighted version of Sobolev spaces, similar to the definitions
in [BLO2, Section 15.9.2]. To this end we generalize the notion of Schwartz space in
the following way.

Definition 2.2.6 Let w € R and .¥, denote the space of C*° functions such that
e u € . The corresponding topology is induced by the following system of semi-
norms:

[ull #, v == sup sup(1 + 2*)N| D*(e*” f(x))] < oo.
k<N zeR

The dual space with respect to this topology shall be denoted ..

For w € R the Fourier transform can be extended to .#” , as follows.

Definition 2.2.7 Let w € R. For u € ./ define 4(-—iw) € ./’ by

U(-—iw)(0(-+iw)) = u(v) Yo € .7,.
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With this we can define following norms and spaces for w € R and s € R:

;= {f €5

H5<OO},

where

A s
1l = ( / <1+!£\2)S|f(£+iw)!2d£) |

By [BL02, Theorem 15.29] we have the following properties. Again this is a Hilbert
space with scalar product

(0, 0)ps = /(1 F12PR)6 (2 + iw) B T iw)dz Vo, w € HY.
R

Let ¥ f,e¥g € H* N L' for some s € R. Since F(e* f)(z) = f(z + iw) and for g
likewise, we have (f, ¢)us = (e“* f, " g) s. For shorter notation we define || f||7

H‘ilﬂw2 T
11, + 1151

Again, we can identify (H?)* with H-]

2. and the spaces correspondingly.
w3

and the duality pairing

<'7 .>(H5)*XH5, N H:Z X Hj — (C

is now given by

(f,0) (ms) < ms /fz iw)o(z +iw)dz Vf € H 2 ve HE.

2.3 Markov processes

The results of this section will not be explicitly used in the ensuing analysis. But
they constitute the link between the stochastic formulation involving semimartingale
characteristics and the operators that will be used thereafter.

The results of this section are taken out of [Jac96, Chapter 1, 2]. However, in order
to be consistent with the notation in this thesis it differs sightly from the one in
the reference. More precisely, we denote by Cy(R?) the space of continuous functions
R? — R vanishing at infinity and by C%°(R%) the space of arbitrarily often differentiable
functions R? — R with compact support.

We now introduce the notion of Markov processes in the sense of [Jac96, Chapter 1]. A
stochastic process is the quadruple (Q, F, P, (X})i>0) where (2, F, P) is a probability
space and X, : Q — R? is a random variable for every ¢t > 0. A wuniversal process is
the family (Q, F, P*, (X¢)t>0)zere Where (2, F, P*, (X};)i>0) is a stochastic process for
every x € R%, for every B € F : x — P®(B) is a Borel measurable mapping and
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for all z € R9. Let (F;)i>0 be the filtration generated by (X;)>0, that means
Fi=0(Xs s <t)

is the sub-o-field of F generated by the set of random variables {X;s < t}.

A universal process is called a Markov process, if the following Markov property holds
for all Borel sets A € B(RY) and = € R%:

E*(La(Xo)|Fs) = E¥(1a(X0))  P* —aus.,

where 14 : R — {0,1};14(2) = 0 & 2 € A is the usual indicator function and
E*(Y|F,) denotes the conditional expectation of the random variable Y with respect
to the sub-o-field F; and the probability measure P~*.

In the sequel we will sometimes use the abbreviate notation ((X;)i>0, P*),ere for
Markov processes. Given a Markov process (X;);>0, we can define on By(RY), the
space of bounded Borel functions on R¢, a family (7T});>( of operators by

Ty : By(RY) — By(RY); Tyu(z) := E*(u(Xy)).
Due to the Markov property, (73);>0 is a semigroup of operators, i.e.
Ts+t =T,01T;

holds for s, > 0.

We now focus on the class of Feller processes. A Markov process if called a Feller
process if the restriction of its corresponding semigroup to Cy(R?) is a Feller semigroup.
Hereby, a semigroup of operators (T});>0 on the Banach space (Cy(R9), || - ||c) is called
a Feller semigroup, if the following conditions are fulfilled:

1. Ty © Co(RY) — Cp(R?) is a linear contraction, i.e. it is linear and we have
[Teulle < llulle-

2. limg ¢ | Tyu — ul|c = 0, i.e. the semigroup is strongly continuous.

3. 0 <u<1implies 0 < Tyu < 1.

Now we can introduce the central object in studying the properties of Feller semigroups
(T;)i>0 on Co(R?), namely its generator. To this end we define the linear subspace

T —
D(A) := {u € Cy(R%); Prré tut Y exists with respect to the topology of Cy(R%)}

and call it the domain of the generator A of (T})¢>0. The operator A is then defined

as follows: T
A: D(A) — Co(RY); Au := lim A

t—0 t

The operator (A, D(A)) is a densely defined closed operator on Cy(R?) and uniquely
determines (73):>o.
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Under some restrictions the operator A can be expressed as a Pseudo Differential
Operator (PDO), cf [Jac96, Theorem 1.3]. This shall be stated in a special case.
That means, we further restrict the class of considered processes to the class of Lévy
processes. They shall be defined as follows.

Definition 2.3.1 The Markov process ((Xt)t>0, P*),cra is called a Lévy process if for
every z € R? the stochastic process (2, F, P, (X;)i>o) satisfies the following condi-
tions:

1. For any choice n > 1 and 0 < ¢, < t; < --- < t,, the random variables
KXig, Xty — Xy Xty — X4y, ..., Xy, — Xy, , are independent.

2. Xg=ux a.s.
3. The distribution of X; — X, equals the distribution of X, ; — X, for 0 < s < ¢.

4. Tt is stochastically continuous, i.e. for every ¢ > 0 and ¢ > 0

lin%Px(|XS —Xi| >¢€)=0.

5. There exists 0y € F with P*(Qg) = 1, such that for every w € Qg, X;(w) is
cadlag (continu a droite, limites a gauche), i.e. it is right-continuous in ¢t > 0 and
has left limits in ¢ > 0.

This definition basically followed [Jac96, Definition 2.5] except for the last additional
assumption. The first four assumptions already yield the existence of a version that
satisfies the last assumption. However, for convenience’s sake we followed [Sat99,
Definition 1.6] and already assumed the cadlag property.

For Lévy processes (X;) the generator restricted to the space C°(R%) is a pseudo
differential operator (PDO) with symbol ¥ where U~ is the characteristic exponent
of X. That means, according to [Jac96, Equation (1.24)] we have for u € C°(R?) and
the corresponding version in R? of the Fourier transform

Au(z) = =F 1T () Fu(-) (@),
where UX : R? — C is given by

Pg .6 -1
X R F Xi—x
WG =y e
Here Pg%, , denotes the distribution of the random variable X; — 2 under P*. The
Fourier transform of this measure, the so-called characteristic function of X; —x under
P?, is defined by ) . }
P, _,(8) = (2m) B (X)),

This characteristic function can be expressed via the so-called Lévy-Khintchine triplet,
which corresponds in case of a Lévy process to the differential semimartingale charac-
teristics that will be introduced in the next section.
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2.4 Semimartingale characteristics

The aim of semimartingale calculus is to provide a setting, in which analysis of stochas-
tic processes can be done in a similar fashion as the analysis of deterministic functions.
The semimartingale characteristics describe the local behavior of a semimartingale. It
would go beyond the scope of this thesis to formally introduce the notion of semi-
martingale characteristics. To this end and for the notation we refer to [JS03]. But
we state the results which will be needed for the formulation of the problem and the
derivation of the PIDE. These can be found in [JS03] or [Kal06], respectively.

At this point we briefly state two special properties of local martingales that will be
used for the derivation of the PIDE.

Proposition 2.4.1 A local martingale X is a uniformly integrable martingale if and
only if it is a process of class (D). That means, the set of random variables

{X1;T finite-valued stopping time}

s uniformly integrable. Particularly, every bounded local martingale is a uniformly
integrable martingale.

Proof. [JS03, 1.1.47] O

Lemma 2.4.2 A continuous local martingale X with finite variation, i.e. Yw € €} :
t — Xy(w) has finite variation, is almost surely equal to zero.

Proof. [JS03, 1.4.13/1.4.14] O

Now we start with the semimartingale characteristics. By h : R — R we now denote
in this section a fixed truncation function, i.e. h is bounded and h(z) = = in some
open neighborhood of 0. Unless otherwise stated, we assume that the characteristics
are given with respect to such a truncation function h.

Definition 2.4.3 Let (B, C,v) be the characteristics of a semimartingale X. If there
are predictable processes b,c and a transition kernel F' from (2 x R, 2?) into (R¢, BY)

such that
t
Bt = / bsds,
0

t
C, = /csds,
0

(0,4 x @) = /OtFS(G)ds VG € B,

we call (b, ¢, F) the differential characteristics of X and denote them by 0X.
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If the differential characteristics are deterministic they correspond to the so-called
Lévy-Khintchine triplet and therefore determine the characteristic function.

Proposition 2.4.4 Let ((Xt)i>0, P*)zer be a Markov process such that for every x €
R the process (0, F, (Fi)e0, P*, X — x) is a semimartingale in the sense of [JS03].
Then ((Xy)i0, P%)ser is a Lévy process if and only if for every x € R the semi-
martingale (0, F, (Fi)i>0, P*, X — x) admits a version (b,c, F') of the differential
characteristics which does not depend on (w,t). In this case (b,c, F') is equal to the
Lévy-Khintchine triplet, i.e. the characteristic function of the random variable X; — x
s given by

. 1 .
E(eXm0)y = expt(iub — pucu + /(e“‘y —-1- iuh(y))F(dy)).
Proof. [JS03, Corollary 11.4.19] O

The following theorem is a consequence of the Ito formula for semimartingales and
will be essential to derive the PIDE.

Theorem 2.4.5 If X is a semimartingale with characteristics (B, C,v) then for each
f € C3RY), i.e. f:RT — R is bounded and twice continuously differentiable, the
process

FX) = F(X0) = S DX )+ B = 037 Dyf(X) - €

j<d Jk<d
~(FX @) = FX) = Y DX )W (@) wv
Jj<d
15 a local martingale.
Proof. [JS03, Theorem 11.2.42] O

The following calculation rules can be found in [Kal06].

Proposition 2.4.6 Let X be an R%-valued semimartingale and H an R™-valued pre-
dictable process with H € L(X),j = 1,...,n (i.e. integrable with respect to X ). If
0X = (b,c, F), then the differential characteristics of the R™-valued integral process

,,,,,

Bt = tht ‘l— /(iL(Htl'> — ch(ﬂ?))Ft(dl'),
& = HyeH,,

Here, h : R — R" denotes the truncation function which is used on R™.
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Proposition 2.4.7 Let X be an R%-valued semimartingale with differential character-
istics 0X = (b,c, F'). Suppose that f : U — R™ is twice differentiable on some open
subset U C R? such that X, X_ are U-valued. Then the R"-valued semimartingale
f(X) has differential characteristics d(f(X)) = (b, ¢, F), where

b = ZDkf X )b + ZDsz Xi-)

kll

d
+/ (iﬂ'(f(xt_ + ) — f(Xi)) — ZDkfi(Xt_)hk(x)> Fy(dw),
k=1

d
& = Y Dif(Xe ) Dif (Xio),

k=1

RG) = /1G(f(Xt_ ba) = F(X, ) E(dz) VG € B with 0 ¢ G.

2.5 Semigroup approach to Parabolic differential
equations

After having applied the techniques of the previous sections, the solution of the hedging
problem can be represented as the solution of a PIDE. This is cast into a variational
formulation and successively substituted by approximate equations. In order to esti-
mate the resulting error, particularly for the spatial semi-discretization, the equation
has to be expressed with the means of functional analysis. More specifically, the aim is
to represent the solution as image of an exponential of a corresponding operator. The
respective properties of such exponentials are then exploited for the error analysis.

To this end, we basically follow [Jiir05, chapter 1,2] and state the notions and results
that will be needed in Section 5.3. That means we consider the following variational
setting.
d d
Let X — H — X* denote the so-called Gelfand or Evolution triple. That means X
d
and H are Hilbert spaces and — denotes a dense embedding. Furthermore, assume
a: X x X — R to be a continuous, X-coercive bilinear form, i.e.
la(v,w)| < alvllx]lwlx, v,weX,
and
CL(U,’U) > CQHng( - C3””H?X7 veX,

for constants ¢, co > 0 and c3 € R. We are interested in the solution of the following
variational equation.

Find U € H'(0,T; X*) N L*(0,T; X) such that for all v € X we have

%(U(t)’”)+“(U(t)7v) = (g9(t),v), 0<t<T,

(U(0),v) = (uo,v), (2.2)
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where g € L*(0,T; X*) and ug € L?(0,T; H). In order to analyze the properties of
the solution, a corresponding sectorial operator A can be defined. Here, a sectorial
operator is defined as follows.

Definition 2.5.1 An operator A : D(A) C Xg — Xj is called sectorial, if and only if

1. A is linear, closed, and densely defined in X,

2. there exists an angle 6 € (0,7/2), such that
G:={z€C:0<|argz| <7} Co(A),

where o(A) is the resolvent set of A and such that there exists a constant C' such
that N
C

I = A Tl < 1

Ifllx, VzeG.

For the variational equation (2.2) we can now define a corresponding sectorial operator
as follows, cf. [Jir05, Lemma 1.20].

Lemma 2.5.2 Let the linear operator A : X — X* be defined by
(Av, w)x+wx = alv,w), v,w € X,
where a is a continuous and coercive bilinear form. Let furthermore A := Alg with
D(A):={fe X;Af € H}.

Then A : X € X* — X* and A : D(A) ¢ H — H are sectorial operators on the
respective spaces for some 6y € (0,7/2). Furthermore, there exists a constant C such
that we have the following estimate for all z € p(A) and v € X, where o(A) denotes
the resolvent set: )

[lllvlize + llvlx < Clelvllz: — a(v,v)].

This property permits to define the exponential of the operators A and A via the
Dunford-Cauchy integral and to derive some properties of the corresponding semi-
group, cf. [Jiir05, Lemma 1.3].

Lemma 2.5.3 Let A: Xy — Xy be a sectorial operator with 6 € (0,7/2) and let T be
a piecewise smooth simple curve in G running from oce to coe™®. Then by
—tA 1 —tz -1
e ti=— [ e (z—A)dz, t>0
21 Jp
a strongly continuous analytic semigroup (e='4)i>q is defined, when setting e’ = I.
That means, we have
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1. Semigroup: e A4 = e~ ()4 for allt, s > 0,
2. Strong continuity: limpge A f = f for all f € X*,

3. Analyticity: The mapping t — e ' is analytical on (0,00) in the topology of
operators X* — X*.

Furthermore, we have for f € Xy and k € Ny the following:
1. The following equality is well-defined:
Ake—tAf — e_tAAkf.
2. The function t — e~ f is in C>((0,00), Xo) with derivatives

ak

%e—t/&f — (—]_)kAke_tAf.

3. Moreover, there ezists a constant C independent of f and t such that we have

1A% fllxe < CEF ) flx,.

Particularly, this means if we identify A and A from Lemma 2.5.2 the following. There
exists a constant C' such that

oF ~
Han = [ARe A f|lxe < CHF|fllxe Vf € X" k€Nt >0,
X*
o" N
H@emf = [Afe ™ fllu < CEF|flu Vf € H k€ Noyt > 0.
H

Now we can finally link the operator A and the solution U of (2.2). By Duhamel’s
principle the solution U is given by (cf. [Jiir05, Equation (1.1) and (2.2)])

t
U(t) = e g +/ e’(t’T)Ag(T)dT.
0



Chapter 3

Formulation of the problem

Main thread. Now we will introduce the formal setting, formulate the problem and
express the solution in terms of functions of the underlying. We first restrict the class
of stochastic processes for the underlying to Regular Lévy Processes of Exponential
type with positive order. It comprises most of the popular Lévy models, except for the
Variance Gamma model. This choice yields the existence and necessary smoothness of
the density of the process which again is needed to show the smoothness of the solutions.
Due to the corresponding properties of the density of the VG process, there is not much
hope that this approach can be applied to this limiting case as well.

Secondly, the space of strategies and option prices over which the optimization is per-
formed is chosen in order to end up in the setting of [C’K07/. They have shown among
other things that the solution is given in terms of semimartingale characteristics. Next,
the European call and put functions are chosen as payoff functions. It is shown that we
have a call-put parity. Therefore, it suffices to restrict further analysis to the bounded
put case.

However, they do not dispose of enough smoothness for the following analysis. There-
fore, we use smooth approzimations that will be formally introduced in the next chapter.
For those we apply the calculation rules for semimartingale characteristics. It turns
out that the characteristics can be expressed via deterministic functions of the under-
lying. These functions are already given in the notation that will be used in the sequel.
More specifically, it will turn out in Section 4.2 that they are given as results of the
application of the operators I' and v on the option price function and the exponential
function. This resembles the approach that has been taken by [BL89]. The analysis
of the operators I' and v will play a key role for the derivation of the PIDE and the
ensuing error analysis. While the additional error due to smoothing will be estimated
using other representations of the corresponding functions, we need a representation
of the trading strategy ¥ in terms of I'. This can finally be given for any 0 <t <T.

In this thesis we deal with the variance-optimal hedging problem for a European
option in the martingale case. As mentioned in the introduction the task thereby is

21
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to minimize the variance-optimal hedging error

B (s -0 [ ' 0.d5)°)

over all admissible hedging strategies 1 and initial endowments v. The payoff function
H and the time horizon T are given as part of the option agreement. In order to define
the formal framework we have to choose a model for the discounted asset price S and
the space of admissible trading strategies and initial endowments. We start with the
formal setting.

Let (2, F, (Fi)i>0, P, (Xt)t>0)zer be a one-dimensional Lévy process as defined in the
Preliminaries and set S, := e*t. In the sequel we set P := P° and the expectation
is taken with respect to P if there is no additional superscript. Furthermore, we will
omit the details in the sequel and use the abbreviate notation X; for the Lévy process.

Within this thesis we now restrict the class of possible driving processes to the regular
exponential Lévy processes of positive order in the sense of [BL02, Definition 3.4].
They provide a tractable setting in order to analyze the smoothness properties of
the (existing) density. Due to the positivity of the order it will turn out that the
corresponding density functions are smooth.

Definition 3.0.1 A Lévy process X, is called reqular Lévy process of exponential type
[—n, n] of order ¢ € (0,2] (RLPE), if for the characteristic exponent U* of X we have
the following. There exists a function ® : C — C with

TH(E) = —ib¢ + @(€)

such that ® is holomorphic in the strip { € C; 3¢ € (—n,n)} and continuous up to
the boundary. Furthermore, there exist v1, 5 < p and constants C, C5 such that for
all € in that strip the following holds:

o) = Gil¢l*+O(lg[")  for [¢] — oo,
[D'(E)] = Ca(l+[€))™.

Now we can finally choose the driving process X. The following assumptions will
ensure that S is a square integrable martingale. This is necessary in order to come up
with a tractable representation of the solution of the hedging problem. Furthermore,
we will already impose restrictions upon the jump measure which will be needed for
the numerical treatment. That means, we now assume the following:

(A1) X is a RLPE of order ¢ € (0,2] and of exponential type [—7,n] with the Lévy-
Khintchine triple (b, 02, F') with respect to the ’truncation’ function h(x) = .

(A2) To ensure the square integrability of S: We assume 7 > 2.

(A3) To enforce the martingale property: Let b = —10% — [.(e® — 1 — z)F(dx).
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(A4) For later numerical analysis: There exists 0 < v < 2 such that we have the
following:

e ["is absolutely continuous with respect to the Lebesgue measure with kernel
function k, i.e. F(dy) = k(y)dy.

o [ satisfies a Calderén-Zygmund estimate: For all a € Ny there exists a
constant C'(«), such that we have

k9 (2)| < Cla)lz| M) vz e R\ {0}
For the integrability in the weighted case we further assume

k@ (2)] < Cla)e” O w2 e R\ [—1,1].

e k is symmetrically bounded from below: There exists C'_ > 0, such that

1
o =(k(—= > .
V0 < |z] <1 2(k( 2) + k(z)) > Pz

The parameters (b, 02, F') and n and with them the kernel k¥ and its parameter v are
now fixed for the rest of the thesis.

Remarks.

1. The index v in this case represents the activity of small jumps. It coincides with
the order g if 0 = 0. Therefore, it will constitute the order of the respective
operators in Section 5.6.

2. As stated in [BL02], this class of processes includes CGMY processes, Normal
Inverse Gaussian processes (NIG), Generalized Hyperbolic Processes (GHP) and
Normal Tempered Stable Lévy Processes (NTS) of order o > 0. An overview
over these models is given in [Sch03].

3. A prominent limiting class which is not included in the ensuing analysis is the
Variance-Gamma (VG) process - even though it is a RLPE of order o = 0. This
is due to the lack of differentiability of the density function in that case. More
specifically, a VG process has a selfdecomposable distribution. The correspond-
ing Theorem [Sat99, Theorem 28.4] states that for ¢ < ¢/2 the density function is
not even continuous with respect to the space variable x. Here, ¢ is the variance
rate of the process. Even less so with respect to time. The smooth approxima-
tion procedure of the payoff function, which is presented in this thesis, overcomes
this first deficiency. But time differentiability solely depends upon the density
function. Therefore, it is rather improbable that the ensuing analysis can be
extended to that limiting case.

Now that the stochastic process for the asset price S has been chosen we still have
to define the meaning of admissibility. For the first representation of the solution to
the hedging problem we rely upon [CK07]. Therefore we use their space of admissible
trading strategies and endowments.
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Definition 3.0.2 A process ¥ is called simple if it is a linear combination of processes
of the form Y1, ,,j, where 7, < 75 denote stopping times and Y a bounded F;, -
measurable random variable. The pair (v,9) € L%(Q, Fy, P) x L(S) is called admissible
endowment /strategy pair if there exist sequences (v")nen in L%(Q, Fo, P) and (9"),en
of simple processes such that

v+ 9"« S, — v+ S; in probability for any ¢ € [0,7] and
v+ 9" e Sy — v+ Spin L*(P).

In the sequel we will compute in log-price. That means, we consider the respective
transformed payoff function H. Furthermore, we consider the driving process z + X
and set S® := e*™¥ for x € R. Now we are in the setting to apply [CK07]. To this
end we need the following process for = € R:

Vi(z) := E*(H(X1)|F)
By the Markov property and the stationarity of increments for Lévy processes we have
Vi(z) = EX(H(Xr_)) P*—a.s.
E(H (X)) P—as.
Therefore, the hedging problem is solved by computing the following objects:
V(t,z) = E(H(x+ X3)),

T 2
(v* (), 9" () 1= argming, p) wguissiicE ((V<o,x+XT>—v— | o.-ass) )
0

Jolz) = E((V(o,a:+XT>—v*(g;)—/OTﬁ;_(x)dsg)Q),

because we have V;(x) 2 V(T —t,z + X;), i.e. they are equal in distribution.

Now we fix the payoff function which we will consider in the sequel. Natural payoff
functions for European options are the European call

HE R — Ry HY (2) = (¢ — K)*,
respectively the European put
HY :R— Ry HE (v) = (K —e")*.

Here, K € R is the so-called strike. In the rest of the thesis we will assume H = H]}.
The restriction to strike K = 1 does not imply loss of generality. Indeed, we have

H®(z) = KH'(z —log K),

and the objects of interest depend linearly or bilinearly upon the payoff function, cf.
Corollary 5.7.7. Furthermore, we have a Call-Put parity which enables to transfer the
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results of the put case to the call one. In order to show the parity, we denote the corre-
sponding objects with respect to the put or call function with the subscript /superscript
p and c just for now. If we keep in mind that H,(z) = H.(x) + 1 — €*, we get

VP(t, x) = E(H,(z+ X))
= E(He(z 4+ X;) + 1 — ")
= Ve(t,z) + 1 — e E(S;)

S martingale

= Ve(t,z) + 1 —¢€”.

Let now ¥*P(zx) be the optimal admissible trading strategy with respect to the Euro-
pean put function. We have

Ji@) = E ((Vp(o,a: + Xr) - vp(x) - /OT ﬁﬁ’p(x)d5§>2>

_ (<v00x+XT (1—5%)—02(33)—/OT“?Zf(@de)Q)

= B (vt X0 - 50 -1+ 55— (55— 5 - [ viras:))
_ ((VCO:HXT (p(w)—1+€”"’)—/OTW?W(QJ)“MS?)Q)‘

Furthermore, we have that (v}(z)—14-¢®,9*?(z)+1) is an admissible endowment /stra-
tegy pair. That means, we have J§(z) < J§(x). A similar argument yields J§(x) <
J§(z) and we finally get

Jo(w) = Jg(x),0"(x) = 0*P(z) + 1 and v} (v) = vy(z) — 1 +€”.

However, these functions do not dispose of sufficient smoothness for the ensuing ana-
lysis. Therefore, we will introduce a smooth approximation H¢ of H in Section 4.1.
We denote the corresponding option price, trading and hedging error function with the
superscript €, that means V¢, 9*, J5. In Corollary 4.1.5 we will show that V¢ € C2.
This allows to apply the Ito formula for semimartingale characteristics which leads to
a representation of the solution in terms of deterministic functions. In order to be
consistent with the ensuing analysis we introduce to this end the following operators.
Let

D) := {(fl, f2) € C° x C°; left-sided derivatives of fi, f, exist and

Vr eR: /R\fl(wry) = hi@)|[fa(z +y) — fo(@)[F(dy) < OO},

and let B(R) denote the set of Borel functions R — R. Then define the bilinear
operators I' : D(I') — B(R) and ¥ : D(I') — B(R) as follows. Here, f’ denotes the
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left sided derivative.

L(fy, fo)(x) = 02f{(x)f£(93)+/R(f1(iv+y)—fl(fl?))(fz(ery)—fz(ﬂf))F(dy)

I'(exp, f)'(exp, f2)
['(exp, exp) ) (z)

bl fle) = (T ) - (3.)
In fact, I' coincides with the carré-du-champs operator on the intersection of the re-
spective domains. This operator has been used in [BL89] to represent the solution
of the hedging problem. However, we will not follow along their lines and choose a
different approach via semimartingale calculus. Here, we have the advantage that the
existence of the corresponding solution functions has already been shown. Further-
more, it provides a possible starting point for a future generalization of this approach
to the non-martingale case. Indeed, in [CKO07] this case is mainly treated. In Section
5.6 we will nevertheless make use of the representation of I' in terms of the generator of
X which was used in [BL89]. Here, we now use the representation via semimartingale
characteristics and the It6 formula for characteristics in order to derive the following.

Theorem 3.0.3 The solution of the hedging problem with respect to H¢ is given by

v* () = VYT, x),
975 (x) = 9T —t,o+ X)),
J5(x) = J(T,x),

where

S(tw) = (F(Vﬁ(t-),exp))@)’

F(pr,exp)
J(t,z) = E (/0 YVt —s,),V(t—s,))(z+ Xs_)ds) :

Proof. In [CK07, Theorem 4.10] and [CKO07, Theorem 4.12] together with [CKO7,
Remarks in paragraph 4.3] it is shown that

v () = V(T ),

1967* — 631/5(55’)—17
T

i) = B[ & @),
0

where ¢ denotes the second part of the modified semimartingale characteristic of the
ez+X.

process (Ve(T_,J X)) )TM. Therefore, it remains to be shown that
& = T'(exp,exp)(z + X, ),
VT = Tlexp, V(t, )z + X,_),
& = TVt ), Vet )+ X
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for 0 <t < T. By Corollary 4.1.5 we have V¢ € C*([0,T] x R). That means, we can
apply the It6 formula for semimartingale characteristics in Proposition 2.4.7 for the

process (’“";f_X )TM and the function f(x,z5) = (Vs(e;;’xl)). Then we get

éf — 62(1‘+Xt—) (0_2 + /(ey o 1)2F<dy)) 7
R
5fV€ — €m+Xz_ <O’2D2V6(T _ t,a: +Xt7)
+/(ey CD)VET —ta+ Xo +y) — V(T —t,a + Xt,))F(dy)>,
€ R 2
o= (Dzw(T ta+ Xt,))
2
+/ <V6(T —tr+ X +y) V(T —tz+ Xt_)> F(dy)
R

for 0 <t < T. This yields the claim. O

However, we will estimate the error caused by this smooth approximation with H*.
For V¢ and J¢ this is done using other representations of the respective functions.
Only for the trading strategy we fall back upon a representation of the kind above.
By Corollary 4.1.3 we will have V € C?((0,7] x R). That means we can apply the

ts as in the previ f for th G f
very same arguments as in the previous proot for the process { v . .4y T oAt of

any 0 > 0. This yields the following representation for ¥*.

Proposition 3.0.4 For 0 <t < T the optimal trading strateqy ¥* can be represented
as follows:

« _ (L(V(L), exp)
Vi = (F(exp,exp)

)X
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Derivation of the PIDE

Main thread. This chapter is dedicated to the derivation of the representation of the
hedging error function as solution of a PIDE. The uniqueness is dealt with in the next
chapter. To this end the properties of the respective functions have to be derived.

The function V' can be represented as convolution of the payoff function H and the
distribution P_x, of —X;. Roughly speaking, the differentiation of V' with respect to x
can therefore partly be cast upon H and partly upon P_x,, while differentiation with
respect to time t can only be cast upon P_x,. In Proposition 4.1.2 the resulting two
estimates of these two ways are derived. Here, only exploiting the regularity of P,
yields an estimate which increases as time t tends to zero. But for the derivation of
the PIDE and the ensuing numerical analysis we have integrability constraints also
with respect to time. However, the alternative of exploiting the reqularity of H is also
limited, because H ¢ C*. Combining both possibilities yields an estimate of the form

IDE(V () = V(1)

3/2—s—k(oV1)
Hs S O (1 +t 4 ) 9

where V° is a fized approzimation of V, see below. Unfortunately, this is not sufficient
to be able to derive the PIDE. Therefore, we introduce a reqularized approximate payoff
function H¢. Then the derivatives can be cast upon H and the corresponding estimates
now only depend upon the approximation parameter €, i.e.

IDF(VE(t) = V() lms < C (L4 €275 HevD)

In Lemma 4.1.4 it is shown that the additional error of this approximation tends to
zero as € — 0. Therefore, the convergence order of the overall method will finally be a
trade-off between this approximation error and the additional numerical error.

Neaxt, the properties of the operators I' and ¥ have to be analyzed. With these results
the properties of the respective functions can be derived. The structure of ||U(f1, f2)| ot
s very similar to the Slobodeckij norm, respectively the corresponding scalar product.
However, we are interested in the weighted L? norm. To this end a suitable estimation
of the weighted norm of the product of two functions is derived in Proposition 4.2.1.

Furthermore, we have the problem that V ¢ L*, but we know DoV € L*. It turns out
that the norm ||[T'(f, f)||12 can be estimated in two ways. Either by applying Fourier

28
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techniques which yields an estimate in terms of the norms || - || ;e and || - || 1245. Or

by using a more direct approach leading to an estimate via the semi-norm |- |g1. The
first is advantageous in terms of reqularity, the second in terms of integrability. In
order to exploit both a smooth function f is introduced for each f such that f — f is
integrable. The overall estimation problem s then split up into a part involving the
difference f — f which is estimated using the first approach and the remaining part
involving only f which is estimated using the second approach. This is captured in the
estimators || f, fHE‘;’w), Il f, f,9.9 (Fs{wf7w) and || f, f,g,gH(F;wf’w). These estimators allow
an acute estimate which is also applicable to the non-integrable functions H and V.
The properties of 1,19 and J, J¢ then directly follow from these results. And finally

the PIDE can be derived using their reqularity and boundedness.

In order to be able to derive the PIDE the properties of the option price function V'
have to be studied. It turns out that due to the non-smooth payoff function the objects
do not dispose of the necessary regularity and integrability. Therefore, we introduce a
version which uses a smooth approximation of the payoff function. This was already
used in the previous chapter. The additional error caused by that can be controlled
and will be included in the overall error estimation at the end of the next chapter.
However, the norm estimates of the original version will be stated as well. This throws
a light upon where the obstacles on the way to the PIDE lie.

In the sequel we will thus derive similar results for both, the original V' and the
approximation V¢ and hence for J and J¢. The main difference is that in the case of
the original payoff function the regularity is mostly obtained by the properties of the
distribution of X;, while in the other the regularity of the payoff function is exploited.
The problem with the first approach is that the norm estimates tend to infinity as
t tends to zero. The norm estimates in the second approach, via regularized payoff
functions, only depend upon the regularization parameter. This will finally determine
the numerical error analysis in the sequel.

4.1 Properties of V and V¢

We start the analysis of the properties of the functions of interest with the analysis of
the option price function V. As stated in the introduction, it turns out that it does not
dispose of enough regularity for our purposes. Therefore, we introduce a regularized
approximation of this function. This is done using a regularized approximate payoff
function H¢ and considering the corresponding option price function V¢. To this end
let M, € N be sufficiently large. Now let ¢ € P5p,—1 be the unique polynomial of
order 2M,, + 1 such that ¢(—1) = ¢’(=1) = —1 and Vk € N : ¢**+?)(—1) = ¢®(1) = 0.
Define additionally Cyy, := ||q|cas (-1,1))- Now given a regularization parameter € > 0

we define
e —1
qf($)—6q< - )
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With this the regularized approximative payoff function H¢ can be defined as follows:
He($) _ Q;(ﬁ) 5 if 10g(1 — e) S T S 1Og(1 + 6),
H(z) otherwise.

The corresponding functions shall be denoted by the additional superscript e, i.e.
Ve, 9¢,9° and J¢. Furthermore, fix a value ¢y > 0 which does not depend on €. For
shorter notation we define

v(r) =1+ €2,

Then the approximate payoff function possesses the following properties.
Lemma 4.1.1 We have H¢ € CM»(R) and for 0 < s < 1,w € R we have

|H — H|ys < CeV*™

For0<s<M, andw; > 0,wy; € Ryws € (—1,00) we have
|| H| Cv(s),
Cve(s+1).

my, + | HS = H?|
IDH|

H,

<
<

Proof. The boundary conditions for ¢ yield the required regularity. Furthermore, for
k= 0,1 we have

sup [DFH(z)] < Ce'™,
log(1—¢)<z<log(l+c¢)
sup [Dfgi(x)] < Cape™.

log(1—e€)<z<log(1l+e)

That yields for k£ = 0,1 with dominated convergence

log(1+€)
ID*(H — HO)|7, < C/l **(|D"H ()| + | D*q; ()])*dx

og(l—e)

< C(1+ Cu)e¥ B (log(1 + €) — log(1 — €))
< C(1+Cy, 1k>1g(1 )
< O(1+ Chy)e P log <1+2e )

< C(1+4 Cyyp )25 % (1 )
— €

< 063*2]6.

The first claim follows by the interpolation property of the Sobolev norms. The same
arguments yield the remaining claims. O

Before we start to estimate the specific functions V' and V¢ we first derive an auxiliary
estimate for a generic function of that type. It states two estimates. The first is
obtained via the regularity of the distribution of X;, the second via the regularity of
He.



4.1. PROPERTIES OF V. AND V¢ 31

Proposition 4.1.2 Let f € C,(R)NLL(R) N H!, for some w € [—n,n] and r > 0. Let

g(t,x) = E(f(x + Xy)).

Then we have g € C*((0,T] x R). Furthermore, let k € Ng,s > 0 and t > 0. Then
we have

r—s—k(oVv1)

s < Clfllagt

pe) —

IDg(t.-)]
Fork € No,0<s+k(oV1)+12+6 <7 we have g € H*(0,T; H?) and fort € [0,T)

IDg(t.-)]

y < CJlf]

w

H‘j+k:(gv1) .

Proof. In order to study the regularity of ¢ it is convenient to derive a representation
that is based upon its Fourier transform. The continuity and boundedness of f yields
the continuity of g with respect to x for all ¢ € [0,T]. That means we have

g(t,z) = F 1 (Fg(t,))(x) V(t,z)€[0,T] x R.

Let W~ denote the characteristic exponent of —X. Since X; is a Lévy process the
characteristic function of the distribution of —Xj is given by

—

P_x,(2) = e 1Y),

Keeping in mind that the characteristic function corresponds to the inverse Fourier
transform, this yields the following representation of g:

g(t,z) = (x + Xt))

: 1(f< e '>)<x> (4.1
= F (e (@), (4.2)

Now we first study the growth properties of the factors e (@) and F f(z). Let
G = {z € C;|Sz| < n}. By [BL02, Lemma 3.6] and the definition of the RLPE —X;
we have for all z € G

|6—t\11X(z)|

[T (2)]

—tc|z|?
Cle—telzl 7

<
< C(L+[2])2,

where ¢ > 0 is some constant independent of ¢. Now we show the existence of the
time derivatives in the two cases of the assumption. To this end we have to show the
existence of integrable functions which dominate the argument of F~! in (4.1) in order



32 CHAPTER 4. DERIVATION OF THE PIDE

to be able to apply dominated convergence. In the first case we get the following. For
to > 0 let Uy, := (to/2,3t0/2). For every t € Uy, we have for z,z € R and k € Ny

ixz S2ak R . —t0X (z4iw
e (1+|z|2)/%(f(z+zw)e o (s >)'

‘(1 + |z’2)s/2 (\I/X(z + Zu)))k|f(z 4 iw>|€_t\PX(z+iw)

C(l + ’Z|)8+k(9\/1)|f(z 4 Z-w>|efto/2é|z|e
C”fHL&)(l + ‘z|)8+k(@\/1)€—to/2é|z|9'

<
<

This is an integrable dominating function. In the second case we have
0<s+k(oVvV1)+2+d<r

That means, the following dominating function is integrable for ¢ > 0:

otk

. ok /. . «
emz(l + |Z|2)S/2—(f(2+iu))€_tqlx(z+zw)>‘ < 0(1 + ‘Z|)s+k(g\/1)|f(2+iu))’.
The integrability can be seen as follows:

/(1 + [2]) D f (2 + iw)|d2
R

< O+ [ DT F i) [zl (1 + 12777 o
< Clfllaz-
Therefore, the derivatives with respect to ¢ exist by Proposition 2.2.2 for all t; > 0

in the first case, and for ¢ > 0 in the second. The derivatives are then in both cases
given by

ak

altex) = F (ff(-)(W-))ke—tOW) (2)

Now we can use this representation in order to derive the claimed estimates.

1D1g(t, )]

my = ||+ [2P)F(Digt, )z +iw)]|

< O+ DML+ i)

L2

< |t O e e

L2

Now there are again two ways of proceeding which lead to the two estimates of the
claim. The first is to use the integrability due to the exponential e~**l° which leads
to an estimate involving time ¢ as follows. If t > 0 we have

1L+ [2) 5D f (2 4 dw)e =

< O+ [2)" f(z +iw)| 2
< O\l Fllall(1 + |z])sHrlevDmre=tell?) o

(1 + ’Z’)s+k(gv1)fre—té\z+iw|9‘ I

z
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If s+ k(oV1)—r <0 the second term is bounded independently of ¢ and the upper
bound follows. Otherwise, a simple calculation shows that the function y — Y og—cy”
with «, 3, ¢ > 0 attains its maximum on R, at y = (¢ a> /% with value (c ) /Be=c/8,

Therefore, we get with « = s+ k(pV 1) —r,f=pand c = ¢t

)s+k(gvl)—re—t6|z|9

).

< Clfllag X+ |2
ros—kev)
< Ofllag L+t

The Sobolev Embedding now yields e*"D¥g € L?(, T; CI") for all k,m € Ny and § > 0.
This shows g € C*°((0,T] x R). The second way is to directly use the integrability of
fit0<s+k(poV1) +12+0<rand to proceed as follows for ¢t > 0:

H(1 2]y @D F (4 jw)e el

< asiay e fe+iv)|

< [l gsrevn.

L2

This shows g € H*(0,T; H?). d

Now we can start to derive regularity and integrability properties of V' which are due
to the regularity of the distribution of X;. To this end we define for shorter notation
the following:

3/2—r

V(r) =1+t ¢

Lemma 4.1.3 (Properties of V') For X, satisfying (A1) we have
Ve Cc™((0,T] x R),
and the following norm estimate for s > 0,t >0, 0 <w <n and k € Ny:

IDE(V(t,) = Vo, )l

s < Cu'(s+k(pV1)+9).

Proof. This follows directly from the first norm estimate of Proposition 4.1.2 for f :=
H—H®. Let G := {2z € C;|S2| < n}. D*H is an integrable distribution. That means
D?H — D?H¢ ¢ L' and we can estimate the Fourier transform of H — H with partial
integration as follows for z € G with |z| > 1:

F(H - H)(z) = / e I(H(y) — H(y))dy

1 .
= — [ e (DH(y) — DH*(y))dy
12 R
1 —iz €0
=~/ Y(D*H(y) — D*H*(y))dy
R

< Oz
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For z € G with |z| < 1 we have

F(H — H?)(2) |1H = Hs

C.

IAIA

H— H® ¢ HZ/%(; and we can choose r = 3/2 — § in Proposition 4.1.2. This yields the
claim. U

Thus, overall this yields F(H — H®)(z) < C(1 A |z|7?) for z € G. That means

Now the properties of V¢ are also a direct consequence of Proposition 4.1.2. Unlike
the norm estimates of V' these are independent of time t. They only depend upon the
approximation parameter e.

Lemma 4.1.4 Let w € [—n,n|. For X satisfying (A1) the error of the approximation
by the regularized payoff function H¢ satisfies for 0 < s < 1,t € [0,T] and

IV (t,) = V(t, )| gy < O’

Now let s > 0 and k € Ny such that 0 < s+ k(oV 1) +1/2 < M,. Then we have

||D]1€(Ve(t7 ) - Veo(t7 ))|

i < C(s+h(eV D))
Furthermore, we have the following auxiliary estimates for wy € (0,n],ws € (—1,7]:

IDFVE(t, as, < Co(s+ k(e V1)),
||D]1€D2V6(t7'>|H52 < COv(s+1+k(oV1)).

Particularly, we have V< € H*(0,T; HE, ).

Proof. This is again a direct consequence of the second norm estimate in Proposition
4.1.2 and Lemma 4.1.1. To this end we apply the proposition for f = H — H® and
r = 1, respectively for f € {H* — H, H} and r = M,. In each case we use the
respective weight parameter w, wy, ws. Il

Corollary 4.1.5 For the option price function V' and the approximate option price
function V¢ we have

Ve G2((0,T] x R),
Ve e oYM (0, T) x R),

where My + Ml(gv 1)+ 12+ < Mp,Ml,MQ € N.

Proof. These are direct consequences of Lemma 4.1.3 and Lemma 4.1.4. More specifi-
cally, the Sobolev Embedding Theorem 2.2.5 yields that

Ve—ve e cMMe(0, 7] x R).
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Furthermore, we have by Lemma 4.1.4 for 0 < w < 1 together with the Sobolev
Embedding

erye e M (0, T) x R).

This yields the claim. U

Lemma 4.1.6 The error of the approzimation by the reqularized payoff function H¢
satisfies

|J(T,z) — J(T, x)|| 2 < Ce”2.

Proof. Here, we use the notation of [JS03]. The hedging error J can be interpreted as
projection of V' onto a closed subspace, cf. [FS86]. That means, the approximation
error of V' carries over to the one of J in order of magnitude. To this end consider
the Hilbert space 72 of square integrable martingales with initial value 0 that are
stopped at T'. Here, the scalar product is given by (X,Y) := E(X7Yr). Since V¢ and
V' are bounded we have for all x € R

VAT —t,x+X,) = V(T, 2+ Xo) € #* and V(T —t,o + X;) — V(T2 + X,) € H#”.

Denote by Q : s#? — #? the orthogonal projection with respect to this scalar
product onto the closed subspace {9 « S;1 admissible}. Here, this is a subspace by
[CKO07, Corollary 2.5] and it is closed with respect to the scalar product by [CKO07,
Corollary 2.9]. Within this framework we have

J(T,z) = |(Id—Q)(V(T —t, x4 X;) = V(T,z + Xo))|52,
J(T,2) = [(Id=Q)(V(T —t,z+ X)) = VT, z + Xo)) 5.
For orthogonal projections in a Hilbert space we have ||Id — Q| < 1 where || - ||«

denotes the induced operator norm, cf. [Wer95, V.3.4]. That yields together with the
bound V, V¢ < K =1 the following:

1J(T,2) = JA(T, )l < | 1d = Q]
H”V(T —ta+ X)) = V(To+ Xo) = (VI(T =t 2+ X)) = V(T x + Xo))H,;fz

V(T =tz 4+ X)) = V(T2 4 Xo) + (V(T — t,x + X3) = V(T, 2+ X)) || 2

L2

IN

4H HV(O,Q? + Xr) = V(T, 2+ Xo) = (V(0, 2+ Xp) = V(T ,x + XO))H%ﬂ2

L2

IA

AV, 2+ Xr) = VO, 2+ Xa)|| o+ [VT 24+ Xo) = VT, 2+ X,

e e

2
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The first term we can estimate as follows:

lIv©,2+ X2) = Ve, + 1),

L2
1/2

= /R(/R(H(ererz)—H€($+y+2))PXO(dQ)> Px,(dz)

Lt
1/2

_ /[R (H(z+2) — He(z + 2))* Py, (d2)

Lt

< (/RHH(m—I—Z) —H5<x+z)HQL2PXT(dz))I/2

= ||H— H|r2
< €&

The second follows along very similar lines:

H |V(T,z + Xo) — V(T2 + X,

Moo

1/2

— /R(/R(H(ery—m)—H€($+y+2))PXT(dy)> Px,(dz)

Lt

_ /R (H(z +y) — H(z + ) Py, (dy)

L2

IN

/R |H(z +y) — H(z + )|, Pxs (dy)
= H B
< €

This yields the claim. (I

4.2 Properties of the operators [' and v

In this section the properties of the bilinear operators I' and ¢ will be determined.
They play an important role for the derivation of the PIDE as well as the error esti-
mates in the ensuing numerical treatment.

We start with I'(exp, exp). This can be represented in a very tractable manner

[ (exp, exp)(z) = ce*”,
where ¢ := 0%+ [, (e —1)*k(y)dy. In the general case we have the problem that V¢ is
not integrable which impedes a Fourier estimation approach for I'(V¢, V¢). However,
they are needed in order to derive good estimates. Therefore, we introduce a setting
that overcomes this deficiency.
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Basically, we use the function V< in order to estimate I'(V¢, V¢). The estimate is split
up in terms involving the difference (V¢ — V) € L' and such that only involve V.
The first can be estimated via the Fourier approach. For the others a coarser approach
can be taken because they do not depend upon e.

To this end we first define the following space of functions which reflects this strategy:

D2, = {(£.) € C" x CYI1f = Fllon + If = Fll yvo + 17

For (f, f ) € D¢, we can now define the following estimator:

geverr + |1 |l

We can now derive the following two preliminary results. The first is a symmetric
bound for the norm of a product of two functions. This result is most likely already
well-known. However, an explicit reference for it could not be found. The second
plays the key role for the estimate of I'. For the sake of shorter notation we define

Ayf(x) = flz+y) - fla).

Proposition 4.2.1 Let s > 0 and w,wy € R. For

fe H,NHNL!

wyr?

g € H _  NnH*’AL!

w—wy wW—wyf w—wy

we have the following estimate of the product:

/9]

s < C(|f]

).

e N9l s+ 1 sl

Furthermore, the following estimate holds for w € [—n/2,7/2] and (f, f) € D o)

127l VEW)|

<|If, FII% -
12 = Hf?f”(s,w)

Proof. For the first claim we first state the basic inequality for a,b > 0 and s > 0
(a+0)° < 2%°(a® +b°).

Let f</(z) := e“r® f(x) and ¢¥~*/ (z) := e 91%g(x) for x € R. Since f«s,g* %5 € L}
the convolution formula for the Fourier transform holds. Furthermore, we have fg €
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L} and therefore || fg| m=. That means, we have the following:

s = e fgl
1 fgllas = lf<7 g || s
< CI(L+ 2P (fr g ) ()] 12
< O+ =) (F7 % ¢°=7)(2) |2

—CH [0+ 10T - o7

L2

< c( / (14 |2 — &])*F<r (= — ) g1 (€)de

T /f“’fz— 1+ [€])°g>r (€)de

< C(/RH(lJrIz—f\)sf“’\f(z—f)HLg| ERIGIS
[0l o+ - 7ol 4

< (15 e lF s + [P llg® )

(%)
¢ (Hf“’fl e PP o I P P
< (Il Dol s + 171 e lglie ., )

Here, the inequality (*) could be derived similarly to the Sobolev Lemma as follows:

/R\f%rds <+ [P 2| (1 + |22 Fer (€)1
< ONF! || gprjas-

The same holds for ¢g*=“f. With this the first claim follows. The second claim can
now be derived with the properties of the kernel k as stated in (A1)-(A4). Let now
for the ensuing analysis (f, f) € D - Then we have

12,0 = Pl Vi)

18 £l V)

Ly

s+ 12Tl VA

For the first term we have

120 = DOl

_ //1+|z|

< / / T [yt 1|2|F(f—f)(z+iw)|2dzk(y)dy
F(f = )z +iw)|[| (e — 1)/k( HLQ

zoll

L2

Ay(f = PO+ i) dekly)dy

Fugini H + |Z’ )5/2
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For all z € C\ {0} with |S(2)| < /2 we have due to k(y) < Cly|™'™" and v < 2 the

following:
VR, = [ 1€ = 1Pkwdy
L R
= [ ek [ e 1Pk [ (e - 1Pk
R\[-1,1] 1>y|>1/|z| ly]<1/)2|
< / te%@)lyk(y)der/ 2281y () dy
R\[-1,1] 1>]y|>1/|z]
1 2
o[ e |z|2|y|2k<y>dy>
ly|<1/)z1 | SO
<c / ek (y)dy + / My dy
R\[—1,1] 1>]y|>1/1=|
+f / 2110 g o 2] 1~ ”dy>
ly|<Y/|z2|
1 /12|
—v 2 2 2—v
C(1+ [y L/z+e || [y }0 )

C+[2[")
< C(1+ ]z\Q)V/Q

(e — 1)

IN

IN

Inserting this inequality finally yields

~ s+ v/2 ~ .
2y = DOl VED)|, < cfa+1:B™ 5 F i - P+,
< CNf = fllgerere:
The second term can now be estimated as follows:
s vaa],, = v [
< /an T 09) /o H 6
< 1P / /A 6
- -
Overall, this shows the second claim. Il

The key estimate has now been shown. It remains to transfer the idea and estimate
upon the bilinear operator I'. The operator image will be estimated with respect to L*
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and L2. Therefore we have to deal with two spaces and the corresponding estimators.
That means, we define the following spaces

I s f
Dgfuf,w = (D;Uwf le/Z—i—szf) (D;Uw wy ﬁ191/24-(5&1 wf)
and the corresponding norm estimates for (f, f ,0,0) € D(Fojf )
||.f f 9, g” (wf.w) = ||f7 f||%,wf)||g7§||z%,w—wf)a
respectively for (f, f.q, g) € Difwf )
”f7f 9, g“ (s,wsw) = Hfain(ljs,wf)Hg7qu(li/2+5,w—wf) + Hf7f”q(li/2+5,wf)”gag”?;,w—wf)'

With this at hand the results of the previous proposition can be applied to I". Thus,
the following norm estimates of I'(f, g) can finally be derived.

Lemma 4.2.2 Let wy € [~7/2,7/2],w € [-n,n], such that w — wy € [=1/2,7/2]. Let
further s >0 and (f, f,g,3) € D'2 Then we have the following norm estimates:

SOwa

”F(fv.g”Hf) S C”fa f?gaguzf’wf’w))

=T (f exp)llmz, < CIf iy
And for (f.f,9.9) € DL, we have

wfw

Nl < ClfFog.dl,

Proof. The claim is clear for the terms corresponding to 0. For the integral part we
can apply Proposition 4.2.1 and get

ITCf 9)|

Hgk?(y)dy

< [1as0a,0)
C [ 18 POl 18,0 s )

IN

+0 [ 181 HL%NAMU|WWMW@
< cf|ia,se)l 9Ol s
+CWAJOL%M W90,
< C(lf, JEHEUSW g, §||ui/z+5,w7wf) +If, f||(1/2+5,wf)||979||(s,w7wf))
<

CHf f g gH(swfw
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The second claim can be derived along similar lines.

le™*T'(f, exp)|la

IN

cl|1aynO)la

S CHfafH?;,wf)

The last claim follows along the same lines as the first. Here, we can apply Cauchy’s
inequality for both estimates.

IT(, )l SQAW%JOAWCW%kWMy
C||1ay sz,

= CHf fHuE)wf ”g g”u()),w—wf)
< OIS Fadll

IN

yg ||L2

w—wy

A

g

With this we can estimate the norm of ¥ (f, g). It satisfies the same norm conditions
as I'(f, g). This is reflected in the ensuing lemma.

Lemma 4.2.3 Let wy € [—7/2,7/2],w € [-n,1], such that w — wy € [=1/2,7/2]. Let
further s >0 and (f, f,9,9) € D'2 Then we have the following norm estimate:

Su.)f(.d

[ (f, 9)]

s < O, JF=9=§||(F82MW)’
FinallnyT (faf?gag) DE;"’J we have

1o (f. s < OIS F 9.9, 0

Proof. The previous lemma together with Proposition 4.2.1 directly yield the following:

Hg, ’ F(976XP)|| /246

LJ.) Ldf
o “’f)

o (T A [V 1 Y [ P

I T 19 3
S C||f7 f?g?gnl(—‘;’wf’w)'

16079l < (I 9)llms + e T (fsexp)]

e T exp)ll yas e~ T (g, ex)

IN

Along the same lines as in the previous proof we get the second result using Cauchy’s
inequality instead of Proposition 4.2.1. O
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4.3 Properties of ¢,y and J, J¢

With the properties of the bilinear operator 1 we can now start to derive norm bounds
for 1, 1°. These are the basis for the estimates of the norms of J and J°.

Lemma 4.3.1 Let X satisfy (A1), w € (—2,n] and k € Ny, s > 0 such that
(s+924k(oV1)V(Y2+d+092+Ek(eV1) < M,—1
Ift € [0, T] we have
IDF(VE V)l < C(s+¢2+k(eV 1) +v(a+d+e2+k(eV1).
Furthermore, if additionally t > 0 we have

DY (V. V)(t, )]

s < CO'(s+9o2+k(oV1)+v'(Y2+d+92+k(oV1))).

w

Particularly, this implies
GV, V) € GP((0,T] x R) and p(V,V*) € G'(0,T] x R)

for3fa+ M+ M(oV 1)+ ¢/2 < M,.

Proof. The proof is an application of the properties of ¢ in Lemma 4.2.3 and the
respective properties of V' in Lemma 4.1.3 and of V¢ in Lemma 4.1.4. Here, we only
show the claim for V€. The other one follows along the very same lines with ¢ > 0. Now,
we first consider the existence of the time derivative. For k = 1 this can be done with
dominated convergence in the sense of Proposition 2.2.2. To this end, it is sufficient
to consider I'(D,V, V) (t,z) and I'(D, V¢, exp)(t, z). Similar to the argument in the
proof of Lemma 4.2.2 an integrable dominating function can be derived as follows:

/R (DIVe(t, 2 +y) — DIV () (VE(t,z + y) — V<(t, 2)k(y)dy

1 1

= // D1D2V€(t,x+9y)d(9/ DyVE(t, o + 0y)doy*k(y)dy
R J0 0

< CYk@)ID1DV@)llc D2V e

By Lemma 4.1.4 these norms exist and bounded independent of ¢ for all ¢t € [0, 7]. The
same argument holds for I'(V¢, exp). Therefore, we can apply dominated convergence
in the sense of Proposition 2.2.2 and the time derivative is given by

Dyyp(VE,VE) = 20(D, Ve V).
An iteration of the arguments yields together with the Leibniz formula the following
representation for k£ € Ny:

k

DEov, V(e = Y- () w0y, DV o)

=0
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Now we can start to derive the norm estimates. We first state that we have for all
m € Ny, t € [0,7] and r > 0 the following by Lemma 4.1.4:

|| DT DoV t, ')||H5/2 < C.
Therefore, we have
‘|D§nvﬁ(t7 ')7 DTVGO(tv )l‘q(lq}n,w/z) < UG(T + 9/2 -+ m(g V 1))

Now, we can apply the norm estimate of ¢ in Lemma 4.2.3 in order to finally get the
norm following estimates:

[ (DyVe(t, ), Dy~ V() las
CIDYVE(t, ), DIVE(t, ), DYVt ), DYVt )l 2o
Cv(s+e24+1oV1)v(Yo2+d+292+4+ (k—1)(oV1)
+o(s+e24+ (k—1)(oV 1) (Y2+0+2+1(pV1))).

<
<

Since ¢/2 < 1 we can further estimate

v(s+ o2+ 1oV 1)) (Ya+d+e2+(k—1)(oV1)
< 1+ 63/2—5—9/2—l(g\/1) + 61—5—9/2—(]{?—“(@\/1) + 65/2—5—6—g—k(gv1)
< 1+ 63/2757@/27k(g\/1) + 61767@/27k(gvl)
< v(s+92+k(eV 1)) +v(Y2+ 0+ 92+ k(oV 1))

This yields the claim norm estimates. The Sobolev Embedding yields the remaining
claim for (V¢ Ve). O

This at last allows to estimate the norms of J and J¢. For J¢ there do not turn up
new obstacles and the estimates can be derived as direct consequences of the previous
lemma. However, for J we have to deal with a new problem. Up to now the norm
estimates could be derived for all ¢ > 0. And the fact that the estimates tended to
infinity as ¢ tended to zero was not fatal. Now, however, this is integrated over time.
And due to the time-reversal in J the possible non-integrability of the norm estimates
can now occur at every point of time ¢. Therefore, only a certain degree of regularity
can now be shown for J.

Lemma 4.3.2 Let X satisfy (A1), w € (—=2,n] and k € No,r > 0 such that
(r+e924k(oeVv1)V(Y2+d+92+k(eV1) <M,—1
Ift € [0, T] we have
IDYT(t My, < Co(r+ g2+ k(o V 1)) + 0 (V2 + 6 + g2+ k(o V 1))).
Furthermore, for r < (3/2+ ¢/2) we have
17 g < C.

Particularly, this implies J© € CM([0,T] x R) for 3/2+ M + M(oV 1) 4 ¢/2 < M,.
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Proof. Again we start with the existence of the time derivatives. By the previous
lemma we have with the Sobolev Embedding

DPp(V, V) € Cyo((0,T) x R) and DT"p(VE, V) € Cy([0,T] x R)

for all 0 < m < k. Therefore, we can apply dominated convergence. With a similar
argument as in the proof of the previous lemma we can show that the time derivatives
of J¢ are now given by

DiJe(t,x) = E (/Ot Dip(VE V) (t — 5,2 + XS_)ds>

+> <—) E(Dy (Ve V(0,2 4+ X, ).

=0

Now we estimate the terms of this representation separately. The first term is bounded
as follows with the properties of ¢/ in Lemma 4.3.1:

E (/Ot DEY(VEVE(t — s, + Xs)ds)

< CO(r+eo2+k(oV])+v(Y2+0+9e2+k(0V1))).

HLdS

< [FIDtuve v )
HT, 0

The second term fits the generic function in Proposition 4.1.2 for
r=M,—(k—1-0(oV1)—12—e¢/2and f(x):= DI (Ve V)(0,z).

This proposition together with the properties of ¢ in Lemma 4.3.1 yield

< DF 9 (VEV O, )| reicovny

6 : k—1-1 € €
H (E) E(D1 (VE,V )(o,-+Xt,)) .
< O+ 2o+ (k—1)(oV 1) + (ot 5+ o+ (k— 1 — 1) (o V 1)).

The claim for J can be derived along the very same lines. Here, the condition upon r
is necessary to ensure the integrability in the following:

E (/Otwv, V)t s+ Xs_)ds)

< / (V. V)(t - 5) sy
H‘Z 0

<C [0t o)+ o 5 )

< CW (r — of2) + 0" (12 + 6 — o2))
<C.

The Sobolev Embedding yields the remaining claim for J¢. U

If we now combine these estimates we get the following.
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Corollary 4.3.3 The previous estimates imply the following. For M € N such that
3o+ M+ M(pV 1)+ ¢2< M, we have

BV, V) € G0, T x R) n HY(0,T: HY),

JE e CM([0,T] x Ry n HY(0,T; H™).
Furthermore, we have for m € Ny

BV, V) € G((0,T) x R) N H™(6,T; H™),

J € COMPT (0, T) x R) N L0, T; HY>9>7%),

Proof. This is a direct consequence of the norm estimates of Lemma 4.3.1 and Lemma
4.3.2 as well as the Sobolev Embedding. O

Remarks. On the way to the derivation of the PIDE there are basically two obstacles.
The first was the It6 formula for semimartingale characteristics in Theorem 3.0.3. The
second is the It6 formula of Theorem 2.4.5 which will be used for the derivation of the
PIDE. Both require functions in C?([0, 7] x R). Neither V nor J satisfy this condition.
Here, we have seen that regularity in time represents the greatest obstacle.

4.4 PIDE for J¢

Now we are finally able to derive the PIDE for J¢. Introduce to this end the following
operator. For

D(A) := {f € 02;/]R |[f(+y)=f()=(e"=1)Df()[k(y)dy € L' and (D*f()=Df (")) € Ll}
we define AX : D(A) — L! as follows:

Af@) = [(fla+9) = fl@) = (& = DD SRy + 50*(DF () = DS (@),

For later use we define the following subset:

Dpi(A) = {f e D(A);f,Df, D*f € L'}.

Remarks.

1. The properties of V¢ and J¢ in Lemma 4.1.4 and Lemma 4.1.6 show that we have
J(t,-) € Dpi(A) and VE(t,-)—V(t, ) € Dr1(A). Furthermore, the calculations
in Lemma 5.7.1 will show the integrability and regularity conditions for H¢ which

are necessary for the integral part. They are clear for the part corresponding to
o2 such that we have H(t,-) € D(A).



46 CHAPTER 4. DERIVATION OF THE PIDE

2. This operator coincides with the generator of X as defined in Section 2.3 on the
intersection of the respective domains.

Now we can finally show that J¢ satisfies a PIDE involving this operator. It strongly
resembles the Kolmogorov Backward Equation and is basically a version of its gen-
eralization, the Feynmann-Kac formula. Such a generalization for a certain class of
continuous models can be found in [HS00]. Here, we used an approach based upon
the Ito formula to derive the corresponding equation for our model with jumps. The
uniqueness of the solution in a corresponding set is shown in the next chapter, in
Corollary 5.1.6.

Theorem 4.4.1 (PIDE for J¢) For X satisfying (A1)-(A4) the hedging error func-
tion J¢ solves the following PIDE.

DyJ(t,x) — AXJ(t,x) = Y(VE,V)(t,x) V(t,z) € (0,T] xR
JO,z) = 0 VreR (4.3)

Proof. As before we compute with respect to the ’truncation’ function h(z) = x. We
start by studying the following process for x € R:

T
M!=E (/ W(VEVNT = 5,2+ Xs)ds‘}}) — JYT, z).
0

This is by construction a local martingale with initial value zero. By Corollary 4.3.3 it
is bounded and thus a martingale by Proposition 2.4.1. We now proceed by exploiting
the Markov nature of X.

M} + J(T,z)
_E(/ YVEVNT — s,z + X, ) /wV€ VNT — s,z + X, )ds

:EX(O YVEVNT —t —s,2+ X,) > /¢V€V€)(T—sx+X _)ds

=J(T —t,x+ X;) + /tz/)(Vg, VN — s,x + X, )ds. (4.4)
0
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By Corollary 4.3.3 we know J¢ € C?([0,T] x R). Therefore, we can apply the Ito

formula of Theorem 2.4.5 on J¢ and the process ( Iﬂ}' )T - Lhis yields that

M? = JNT —t,z+ X;) — J(T,x + Xo)
t
—/ (-DJ(T—S,HXS)+D2J6(T—s,x+XS)b
0

1
+§D22J€(T — 5,7+ X, )o?

—/ (JE(T—s,x+XS,+y)—JC(T—s,erXS,)
R

—yDoJ(T — s, + Xs)>k(y)dy> ds
— JT —t,x+ X)) — J(T,z + Xo)
t
—/ (= DT~ s.x 4 X, )+ AT(T — .0+ X, ))ds (45)
0

is a local martingale. Furthermore, with Corollary 4.3.3 we can show that it is bounded.
Therefore, we can again conclude that it is a martingale. Indeed, the boundedness
follows directly for the functions J¢, Dy J¢, Doy J¢ and D;J¢. For the remaining term
of AXJ¢ this can be seen as follows:

/R (Jo(t, 2+ y) — JE(t ) — (¢ — 1)DaJ*(t, 2))k(y)dy

c([0,T]xR)

1 0
< // D22J6(t,x+92y)d02d91y2k(y)dy
rJo Jo

C([0,T]xR)

+/ eV — 1 = ylk(y)dy|| D2 || c(o,1)xm)
R

IN

| Dz J||c(po,11xR) / y?k(y)dy + C||DyJ | co.r1xm)
R
< C(||DagJ \leo.rxr) + [[D2J || (o,r1xR))-
We now set

Y, ==D1J(T —s,2+ X, )+ AXJ(T — 5,2+ Xs ) +p(V,VNT — 5,2+ X,),

t
Zy ::/ Y.ds.
0

The representations (4.5) and (4.4) show that we have
M} — M= Z,

That means, Z is a martingale as well. The boundedness of the functions D;J¢, AXJ¢
and (V¢ V) furthermore yields the boundedness of Y. Therefore, the path ¢ — Y;(w)
is bounded for all w € 2 and the variation of Z,

Var(Z)(w) < / Yi(w)\ds,
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is consequently finite. Obviously ¢ — Z;(w) is continuous for all w € ). Thus, Z is a
continuous martingale of finite variation and by Lemma 2.4.2 we thus have

Zy=0forall t € [0,7] a.s.

The continuity of D;J¢, AX J¢ and ¢(V¢, V¢) yields that Y is caglad. (continu & gauche,
limites a droite), i.e. the paths ¢ — Y;(w) are continuous from the left with existing
limits from the right.

That means for each w € Q and ¢ € (0,7] we have

0=l 3 (i 4() = () = ifw).

This leads to

Ys; =0 for all s € (0,77] a.s.

Due to the assumptions on X we can apply [Sat99, Theorem 24.10(i)]. That means,
there exists an w € Q for each t € (0,7] and A-almost all € R such that X;(w) = =.
Consequently, we have for all £ € [0,7") and A-almost all z € R

—DyJ(t,z) + AN Tt x) + (VE V) (t,x) = 0.

Since the left hand side is continuous in x, the equation holds on the whole real line R.
Furthermore, it is continuous in ¢. Therefore, the equation holds for (¢,z) € [0,T] x R.
This finally yields the claim. U



Chapter 5

Numerical solution of the PIDE

Main thread. In order to compute the hedging error function a system of two PIDEs
has to be solved numerically. The first is the well-known Kolmogorov Backward equa-
tion for the option price function, which is used to assemble the second PIDE for the
hedging error function. Since both are very similar, only differing in the right hand
side, they can be treated nearly the same way. Therefore, it is sufficient to consider a
generic PIDE which includes both cases.

Several steps have to be performed for the numerical computation. Most of them are
standard steps when dealing with PDEs numerically. Before starting with those some
basic transformations are performed such that the equation is cast into a standard
setting. Particularly, the operator has to be transformed in order to ensure coercivity.
This is a crucial property which among other things ensures the uniqueness of the
solution. Furthermore, the operator is then generalized in three more ways. Firstly, a
PDO is defined which extends this operator to a larger domain. This is necessary to
be able to cast the resulting PIDFE into a variational setting. Furthermore, this enables
to show continuity and coercivity for the different settings quite easily. To this end,
we further define powers of this operator which is the second generalization. Thus, for
every Sobolev norm we now have an equivalent energy norm with respect to the operator
above at hand. This property we will use for the spatial error estimate. Finally, we
add weights. This allows to work in respective weighted spaces.

Now, the equation can be cast into a variational setting by multiplying the whole equa-
tion with test functions and then integrating. To this end the space of test functions
has be determined as well as the space of functions where the solution of the varia-
tional equation is sought for. In the Galerkin setting these two spaces coincide. The
respective space is chosen in such a way that the resulting sesquilinear form is defined,
continuous and coercive. This already ensures existence and uniqueness of the solution
and yields a priori estimates.

Step by step this space will now be simplified while taking into account numerical errors.
For each step the resulting error will be estimated in terms of a respective parameter.
In the end these parameters are expressed in terms of a reference parameter. The
first simplification is to localize the equation. That means the new space Y consists
only of functions whose support is a subset of a finite interval ). But the respective
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right hand side of the equation can be shown to decrease exponentially as x tends to
infinity. Therefore, the localization error can be shown to decrease exponentially as
well. The size of the interval will consequently be chosen to depend logarithmically on
the reference parameter.

Next, the interval is subdivided resulting in N subintervals of width h. The parameter
h will be the reference parameter. That means that the others will be chosen depend-
ing upon the same. The overall error estimate will therefore be given in terms of h,
too. The space is accordingly simplified to the space Y} of all piecewise polynomials
of degree p. This is a finite-dimensional space. That means, as soon as a basis is
chosen the variational equation results in a finite number of linear equations for each
point of time t. But due to the non-locality of the operator this system is in general
fully populated which would lead to a high computation cost. Therefore, a matriz com-
pression technique in the spirit of [Sch98] is applied which results in a sparse matriz
A. The resulting approximations are solutions of respective variational equations with
approzimate operators Ay, and A,. That means, they can be represented as results of
an application of the exponential of the respective operator. Thus, the additional error
caused by that can be estimated using functional calculus. This yields an error estimate
which is a trade-off between the order of the estimate in terms of h and the order of the
Sobolev norm that is applied to the data. That means, an increase of the exponent of
h in the estimate has to be compensated by a higher order of the corresponding norm.

Therefore, the system of linear equations can now efficiently be solved for a fized point
of time t using an appropriate algorithm, namely GMRES. In case of the PIDE for
the hedging error there remains the assembly of the right hand side. This should be
done efficiently in terms of additional computation steps and in terms of additional
implementation effort. To this end a decomposition of I as in [BL89] is applied:

L(f,9) = A(fg) — fAg — gAf.

The operator A is now substituted by Ay. Its application results in a matrix vector
multiplication where the matrices involved are sparse. Moreover, the respective matri-
ces have already been implemented or can be assembled easily. To be able to derive an
error estimate of this sparse assembly independent of the size of Q0 a similar technique
as for the estimate of the operator I" is applied. That means, the bilinearity of T'(f, f)
15 used to split up the error estimate in a term involving f — f and one only involving
f. Here, f is again independent of h or € such that f — f is integrable.

It remains to discretize the time interval [0,T]. To this end a Galerkin scheme is
applied as well, namely a specialized discontinuous Galerkin (dG) scheme. This time
the interval is subdivided into a geometric mesh and the degree of the piecewise poly-
nomials in time is linearly increasing. That means, in the respective space (M ,Yy)
the interval width and the degree of the polynomial increase as t increases. Thus, the
analyticity of the solution for t > 0 is exploited in a gradually increasing way. This
allows to use an increasingly coarser grid while still maintaining the order of the error
estimate. This results in a method whose additional error decreases exponentially with
the number of subintervals of [0,T|. That means, it is sufficient to choose the number
of intervals depending logarithmically upon the reference parameter.
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With this method, the option price function can be computed in O(N(log N)®) and
the hedging error function in O(Ne~6+92(log N)®) computation steps. The trading
strategy can be computed using the approximate operator I'y from the sparse assembly
together with the approzimate option price function. This again results in some matrix-
vector multiplications with sparse matrices. The overall estimates for the additional
errors caused by all those steps can then be derived as a compilation of the particular
numerical errors. It turns out that this results in a trade-off between h, the reference
parameter, and €, the approximation parameter. The latter is subsequently set to € :=
h® where the optimal exponent is given by a function involving the parameters of the
model and the method. That means, finally h is the only free parameter left.

In this chapter we will develop an algorithm to compute the solutions of the system
of PIDEs. The first of which is the well-known Kolmogorov Backward Equation for
the option price process. The second is the one we derived for the hedging error. To
this end we will adapt the method that is given in [MSWO06]. That means, we will
apply several numerical techniques. However, most of them are standard procedure
when dealing with PDEs numerically. But two steps are due to the special structure
in this case. The first is the matrix compression which has to be applied. This is
due to the non-local behavior of the generator of jump diffusions. The second is the
approximate assembly. It allows for a fast and easily applicable procedure to assemble
the second PIDE. Along the way there are several parameters with different effects
onto the overall approximation error. The central of which shall be the mesh width A.
In the last section these parameters will be chosen depending upon h. That means in
the end there will be one free parameter left which determines the procedure and the
convergence speed.

In order to end up in a tractable parabolic framework where the sesquilinear form due
to the operator is continuous and coercive and the resulting energy norm is equivalent
to a Sobolev norm we have to apply the following transformations. Additionally, in
order to be cast into framework where all functions of interest tend to zero as x tends
to infinity we will consider an approximate excess to payoff, V¢ — H.

Let to this end

S Je(e? = Dk(y)dy ,if0 < o<1,
o otherwise.
and ¢ > 0 sufficiently large. This means it should meet ¢ > 1(°*/2 + |¢1|) + C where
the constant C' is the one in [BL02, Lemma 3.6(i)] which coincides with the constant
v in [MSWO06, Equation 4]. Then we will apply the following transformations:

H (t,z) = e TH (x4 ()24 ¢1)t),
Vit,z) = e Ve(t,z+ (/24 c)t),
O(t,z) = e M (t,x + (P24 c))t),
J(t,z) = eI (t,z+ ()24 )t).
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This leads to the following system. For all (¢,z) € (0,7] x R we have
Dy\(V = H")(t,2)+ AV —H")(t,x

(V(0) = H)(x

ve(t,

Dy J (t, x)—l—AJ (¢,

J (0,

Here, A: D(A) — L' denotes the following operator for f € D(A):

= —AYH (t,z),
(H® = H?)(x),

) (5.1)
) (5.2)
) = %e%r(ve, exp)t.z),  (5.3)
z) (5.4)
) (5.5)

8

= (VS V)t 2),
= 0.

0> 1:Af) = af@) = [ (fa+1)= fla) = (& = D) Ky

1 2
+50°Dnf ().
o<1 Af(z) = qf(z)— / (f(x +y) — F(2)) k(y)dy. (5.6)

This is well-defined due to the remarks after the definition of AX. In particular we
have Af € L' for f € D1 (A).

Remarks. These transformations have been suggested in [MSWO06]. The additional
factor e~ ensures coercivity. As we have seen in the previous chapter, there was a
asymmetry of the upper and lower estimate of WX, the characteristic exponent of X, if
0 < 1. This was due to the drift term izb in ¥ (z). The translation z — x —o*/at — it
removes the drift term and thus ensures continuity even for o < 1. Here, the drift
part corresponding to o would not have obstructed this continuity because if 02 # 0

we have o = 2. However, this may have been a possible source of instabilities for the
numerical scheme, cf. [MSW06, Remark 7].

The trading strategy function 9 will be computed along the way. Due to the similarity
of the two PIDEs (5.1) and (5.4) it suffices to study the following generic PIDE in the
sequel. Find U € C*2([0,T]; R) with U(t,-) € Dpi(A) for t € (0,T] such that

%U(t, D)+ AU D) — g(ta) ¥(tz) € (0,T] xR, (5.7)
U0,2) = wup(z) VreR

Here A is the operator defined above. For g and uy we assume the following.

(G1) There exists 0 < A < 7 such that for every |w| < A we have

ug € HP™ and g € L*(0,T; HE™).

Here, p € Ny denotes the parameter of polynomial approximation that will be
introduced in Section 5.3.
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(G2) Furthermore, we assume the existence of some d > 1 and a constant C' such that

| Digll e < CAT(1+1), t€]0,T],1€N,.

The first assumption is essential for the error estimation of the spatial semi-discretiza-
tion in Section 5.3. The second is due to the time discretization and taken out of
[SS00, Equation (2.11)].

Remarks. We have V' — H",J € C"*([0,T];R) N Dy1(A) by Lemma 4.1.4 and
Lemma 4.3.2. Furthermore, we have H* — H® € HP'! for every w € R. In Lemma
5.7.1 it will be shown that AH" € L?(0,T; H?™') for every |w| < 1 — ¢ and the
second assumption holds as well. The corresponding properties for @D(VE,Ve) are a

consequence of Lemma 4.3.1. Therefore, this generic PIDE comprises both (5.1) and
(5.4).

5.1 Variational Formulation

Before we start with the variational formulation. We first have to extend the operator
A to a pseudo differential operator /. Then we can define powers of this operator and
a respective scale of domains and image spaces. To this end we define the function
U which will be used as symbol of the PDO 7. Furthermore, we can derive a lower
and upper bound of ¥ which will ensure continuity, coercivity and the equivalence of
the resulting energy norm with a respective Sobolev norm. Finally, we show that the
function satisfies a Calderon-Zygmund estimate. This is needed in order to finally end
up in the setting of [MSWO06] and therefore be able to apply the theory of [Sch98] for
the matrix compression technique.

Lemma 5.1.1 Define the following function W : {z € C;|3(2)| < n} — H,, where
H, :={z € C;Rez > 0} as follows:

0>1:0(2) = ¢— (/R(eizy —1—az(e? — 1))k(y)dy — %0222) ,
0<1:0(2) = ¢— /R(eizy — Dk(y)dy.

There exists C, 3 > 0 such that we have the following for all z € {& € C;|I(&)| < n}:

9 (2)]
ReW(z)

C(1+ =),

<
> B+ o)

Therefore, U was well-defined. Furthermore, for all a € Ny there ezists C(a) such
that

vz e {£ eGSO < n}: [DU(2)] < Cla)(1+[2])*
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Proof. For z = 0 the claims are clear. Let 2 € {£ € C;|S(€)| < n} \ {0} and let ¥¥
denote the characteristic exponent of X. The term iz(°*/2 + ¢1) removes the drift of
X. Therefore, the definition of an RLPE directly yields the upper bound. By [BL02,
Lemma 3.6(i)] and the choice of ¢ there exists some 3 > 0 such that

¢ =12+ lar]) + Re¥™(2) > B(1+2])°
> B+ |27

Now we can derive the lower bound as follows:
Rel(2) Re(q + ¥ (2) —iz(*/2 + ¢1))
= ¢+ 3(2)(*/2+ 1) + ReW™¥(2)
¢ —n(7*/2+ |er]) + Re®™ (2)
BL+ 2.

For the last claim we now use the Calderéon-Zygmund and the tail estimate of k£ in
assumption (A4). We first consider o > 1 and set for abbreviation’s sake

gw):=e™ —1—dw and cp:= /(ey —1—y)k(y)dy.
R
The claim is clear for the diffusion term $0?z%. For the other term we have

pe ([ —1iste - vktan) = 0z ([ sty - pitizen)

The upper bound for the last term is obvious. For the first term we can proceed as
follows. Due to the monotonic bounds of the derivatives of g(zy) and their integrability
with respect to k(y)dy we can differentiate under the integral. For |z] < 1 we can

estimate crudely and get
1 6
D?/// %2 d40,d0, (izy)*k(y)dy
RJo Jo

D7 </Rg(zy)k(y)dy) ‘ =

1 01
< / / / | D (€592 22 dB 6 [y 2k (y)dy
RJO 0

>
>

|z|<1

e / (1+ )y Ph(y)dy
R

< (.

For |z| > 1 we now apply assumption (A4):

D? ( /R g(zy)k‘(y)dy)

p.i.

/]R y*D%g(zy)k(y)dy
(~1)° / 2 g(2y) D (4 k(y))dy

< Clz| ™ (Z/R\g(zy)l|y|“‘m/f(a‘m)(y)dy>

(A4) 1
Lot ( / ey / |g<zy>||y|a—m|y\—1—”—<a—m>dy).
R\[-1,1 —1
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The first integral can be estimated as follows:

/ lg(zy)le” M ylrdy < O (eBEMW 42y [)e~ rNly|2dy
R\[-1,1] R\[-1,1]

= C/ (e 4 |2 fyle~ W) y|*dy
R\[-1,1]

< C(1+]2))

o>1

C|z|®.

Now we can proceed as in the proof of Proposition 4.2.1 and the remaining integral
can be estimated as follows:

1
[ ottt < 0( [ @iy
- 12]y|21/1|

1 01 )
T / / / (€92 |d6,d6, |2 Py Py~ dy
ly|<1/1z1 JO JO

c (1 el + e+ [ e|z|2|y|1—”dy>
ly|<1/|z|

< C(1H4 2] +12]")
< Clzl°

IA

Altogether this yields the claim for o > 1. The case ¢ < 1 follows along the same lines
but without the obstructing terms coD(iz) or |z| in the calculations above. O

Now we can define the corresponding PDO «7“. Due to the properties of ¥ we can
even define powers &7“* for s € R as usual. Indeed, since for z € C with [S(z)| <7
we have WU(z) € J#,, we can use the main branch of the complex logarithm in order

to define A
\i/T(Z) — erlog(\Il(z)).

For notation’s sake we further introduce for w € R a weighting operator £“ on the
scale (".)., er as follows:

EY: S — L e f.
With this we finally define the following.
Definition 5.1.2 For wy,wy € [—n,n] such that wy + wy € [—7,n] define
HIY, o= {f € S5 (U7 +ilwr + ) Ff(- + i) € 12}

Now we can define the operator o7/“"* for s € R acting on the scale (‘H:)’SILUQ)TER as
follows. For r € R let

s qY L gres g E~2F U (- 4 i(wy + we))Ff (- + iws)).

w1,w2 w1,w2 !

For notation’s sake we set &% := &/“! and o7 := &7/,
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Remarks. The generalization to «7%! is necessary in order to be able to work in the
Sobolev spaces H%> which will be used in the sequel. The further generalization to
fractional powers .27%* we chose in order to have an operator such that its energy norm
is equivalent to a given Sobolev norm. Finally, the generalization corresponding to w
is used to derive weighted estimates for the sparse assembly in Section 5.6.

Due to the transformations we can show that &7“! coincides with
A%t = BT AR

on Dri(A). Furthermore, we have equivalence of the norms of HLl‘I’wg and of the ones
of the Sobolev scale H?. Additionally, we derive a norm bound for the analysis of the

properties of AXH®.

Lemma 5.1.3 (Properties of & and AY) Let wy,wy € [—n,n] with |w; + ws| < 7.
The operator «/“* coincides with A* on Dpi(A). Furthermore, we have the following
norm estimates. For r € R there is a constant C such that for every fi € D(A) N
HEI, fy € H32™ the following holds:

w2

1A% fillaz, < CllAill e
|74 fol |,

[ foll g+

This implies H“I’ H’¢ and </“v* therefore is an operator of order so as defined in
[Rud91, Sectzon '8 8.

Proof. We can follow the argument of [BL02, Lemma 15.2]. For f € D1(A) we have
by definition f, Af € L'. That means, we can apply Fubini and get for o > 1

FANE) = [ e =apis
— GF(f)( >—102f<f"><z>
~ [ [ etz e — (e = 1) e k) dyds
= <q+ ~o%z ) f(2)
-/ ( [ fa e e - F (1)) - (@ - 1>f<f'><z>) k(y)dy

— <q — /R(eizy —1—iz(e’ — 1))k(y)dy + 30222) f(z)
= U(2)f(2).
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Similarly, the results for o < 1 and for A% can be derived. Furthermore, we have with
this result

F(A“f)(z) = FEZAE™f))(2)

That means, /“! and A“! coincide on Dy1(A). By definition we have

A A

lar v g, = 10+ )z in +w2)F (= + i)

If we apply the estimates in Lemma 5.1.1 we now get the desired norm equivalence for
&/“v*_ The claim for AX follows along the very same lines. O

Now we can start with the numerical procedure by casting the PIDE into a variational
framework. That means, the equation is multiplied by test functions and then inte-
grated. In the Galerkin setting the space of test functions and the space where the
solution is sought for coincide. In order to end up in a setting where the existence and
uniqueness of the solution of the resulting variational equation are already given we
choose the Sobolev space Hf,/;, where |ws| < A. For this choice we have the so-called
Gelfand triple

d v d o/2\ *
Hf)/; — Lig ~ (Liz) — (Hw/22) °
Let (+,-)rz, denote the scalar product in L2, and (., -)<H5/22)*X[{5/22 the duality pairing
as in Section 2.2.

The problem now reads as follows for some w; € [—n,n] such that |w; +ws| < 7.

Find U € L*(0,T; Hﬁ/;) N H? (O, T: (Hi;) ) such that we have

d } .
U v)iz, +al(Ut),0) = <9(t),v><H5/22)*XH5/22, Vv € HZ,

U0) = o, (5.8)

where

w1 — w1 o/2
ast(v,w) = (o v,w>(H5/22)*XH5/22, Vo, we HJ?.
For convenience’s sake we set a* := aj.

Since o7 is an extension of A we have that every solution U of (5.7) with
U e L*0,T; H/) n H'Y(0,T; (HZ?)")

solves this equation (5.8) for w; = 0 as well. Due to the choice of Hf:/; the sesquilinear
form a! is continuous and coercive.
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Lemma 5.1.4 For wy,wy € [—n,n] with |wy + wy| < n the sesquilinear form al}! is
continuous and coercive. For s > 0 there exist C', 3 > 0 such that we have

jagi(u,v)| < Cluf

ol ja-0e  Yu € HS Vv € HG e,
w2

Re a%(ww) > Blluls Vu € HIL
w2

s0
Hig

Proof. This follows by definition of 2/“! and with Lemma 5.1.1. Indeed, we have

|ag; (u, v)| =

/R}"(szf‘“lu)(z + iwq) F (v) (2 + iws)dz

A

_ /R Bz + i(wr + wn))F () (2 + i) F0) (2 T wn)dz

= /R U3 (2 4 i(wy 4+ wo))F () (2 +iws) W™ (2 + i(wy + we))F(0) (2 + iws)dz

< ’\i/s(z Fiwr + we))F () (2 + iws)

L H\i/(l—s)(z +i(wy + w2))F(v)(z + iws)

p
< O\ 412 4 w2 iz + iws)|| o [|(1+ |2 + i) 2720(z + iwn)| .2

Clul

138 |Vl -0

The remaining claim follows along the very same lines. Here, we use the lower bound
of Lemma 5.1.1. There exists § > 0 with

Re U(z +i(wi +w2)) > B(L+ ]z +i(wr +ws)[*)??
> A1+ P

Therefore, we finally have
Re af!(u,u) = Re/Rf(esszlu)(z + iwa) F(u) (2 + iwy)dz
= /RRe U (2 + i(wy 4 wa))F(u) (2 + iws) F(u)(z + iws)dz
> 0 [ (1 BRI + )
= 5““”25/22
U

Now we are in a standard setting where the uniqueness of the solution can be shown
along with an additional a priori estimate.

Lemma 5.1.5 For every |we| < A and wy € [—n,n] with |w; + ws| < n there exists a
unique solution for the variational equation (5.8) and we have the following a priori
estimate:

HU”LQ(O,T;Hf/Q) + ||U||L2(O,T;(H5/22)*) + ||U||C([07T];L32) < C(HUOHL‘%Q + HgHL2(07T;(H5/22)*))'

2
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Proof. This is a well-known result from [LM72]. But no explicit proof of this specific
result could be found. Therefore, we will present a short proof for the convenience of
the reader. The uniqueness of the solution of (5.8) is shown in [DL92, chapter XVI,
paragraph 3, (3.83)]. The a priori estimate can be got via the estimate of [DL92,
chapter XVIII, paragraph 3, (3.75)]. By that reference there exists a > 0 such that
the following holds for all ¢ € [0, T:

1 U2 a [t U()|2 . ds < 1 ) 1 (7 ) J
IOz, + 5 [ W pds < Fluolliz, + 5 | la(s)IFg,.s

This directly yields
HUHC(O,T;LEQ) + ”UHLZ(QT;Hg/;) < O(HUOHLEQ + HgHL2(07T;(H£/22)*))' (59)

For the last inequality we directly consider the equation (5.8). The properties of &7“!
in Lemma 5.1.3 and the estimate of (5.9) yield the following:

Wl 2oz = Mg =2 Ul oo ez

IN

H‘g”Lz(O,T;(Hg/;)*) + “MWIUHLQ(O,T;(HE,/;)*)

IN

HgHB(O,T;(Hﬁ/f)*) * CHU”L2(0,T;(H£/22))
< C(HUOHLg2 + |

9l 2071220

This yields the claim. (Il

Finally, this allows to show the uniqueness of the solution for the PIDE in the strong
sense in a corresponding set.

Corollary 5.1.6 The function J¢ is the unique solution to the PIDE (4.3) in the
following set:

L = {f € CY2([0,T] x R) N L*(0, T; H?); vt € (0,T) : f(t,) € DLl(A)}-

Proof. We first state that by Theorem 4.4.1 J€ solves (4.3). Furthermore, we have by
Lemma 4.3.2 that J¢ € L. Every solution f € L of the PIDE (4.3) solves the PIDE
(5.4) after application of the necessary transformations. As stated in the remark after
introduction of the generic PIDE e (V", V°) satisfies the assumptions (G1) and (G2)
with A\ = 2—4. This means that f solves the generic equation (5.7) for g = (V" V")
and uy = 0. Since A and &7 coincide on Dyi(A), we have that f further solves the
variational equation (5.8) above for w; = 0 = wy. The previous Lemma 5.1.5 now
finally provides the uniqueness of such a solution and the claim follows. O
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5.2 Localization

The next step is to truncate the whole real line R to a finite interval 2 = (—R, R),
where R > 0 shall denote the truncation parameter. To this end we define the following
spaces for s > 0,k € Ny and B C R:

F[S = {u € HS;U|R\Q = 0},
CHB) = {f:R—R;flpe€C*B)and flppz =0}

The variational space shall now be given by
Y := HY? with -1y =1 || grese-

That means for § # % the the restriction of Y onto 2 coincides with the closure of

C5°(Q) with respect to the norm || - || ye2. In case £ = 1 it coincides with Hé(/)z(Q) as
defined in [LMT72].

Remarks. Note that unlike the definition in [MSWO06, Section 2] we chose not to
consider the restrictions of the functions to €2 but to deal with their extensions by zero
onto R. Thus, we can use the results involving the Fourier transform of the preliminary
chapter 2 and directly apply the operators A and its pseudo-differential extensions like
in Lemma 5.3.8. Therefore, all functions in H* and H* are defined on the whole real
line R, only in the latter case the support is a subset of Q.

Additionally, we introduce the following function for r > 0. Let &, € C* with
P, |(—ryy = 1 and supp ®, C (—r — 0,7 + 9). Furthermore, we assume ||®,|/cp+s < .
Here, ¢ shall neither depend upon r nor upon e.

Now, let (-, ) denote the L? scalar product and the problem now reads as follows.
Find Ui € L*(0,T;Y) N H'(0,T;Y*) such that we have

i(UR(t),v) +a(Ug(t),v) = (g(t),v)yxy, VveY,Vte (0,T],

dt
Ur(0) = ®p-suo, (5.10)

where a = aJ. This sesquilinear form clearly still satisfies the continuity and coercivity
conditions. Let Y| denote the restriction of Y onto Q and (Y]q)* the respective dual

space. Then Y|q < L3(Q) ~ (L*(Q))* < (Y]q)* is a Gelfand triple and therefore the
existence and uniqueness of the solution of the restricted problem is still given. Thus,
this is also true for its extension by zero.

The additional error can be shown to be exponentially small. This is due to the
following two facts. Firstly, by assumption the right hand side decreases exponentially.
This leads to exponential tails. Secondly, the same holds true for the kernel k£ which
leads to the overall exponential localization error. More specifically, the following
result can be proved. This has already been shown in [MPS03, Theorem 4.1] for a
special case. Here, we now use their arguments to show the generalized result for
weighted fractional Sobolev spaces.
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Theorem 5.2.1 Let |w| < . The localization error can be estimated as follows:
[U(T,) = U(T Iz < Ce™OT0R (fhuolpz + gl pguoz )
— —(A=lwhR
IU = Ugllzrivy < Ce <||“0||L2_m + ||g||L2(0,T3(HE/)%,>\)*)> '

Here, C does not depend upon R.

Proof. Define eg := U — Ug and set ® := &p_s5. We can now decompose the overall
error as follows:

||€R||L2(O,T;H£/2) < H(l - (I))eR”LQ(O’T;Hi/Q) + H(I)eRHLQ(O,T;Hf,/Q)'
With the inequality (2.1) the first term can now be estimated as follows:

-z Az
e“‘”w(l ~ D)ep
(6 T+e :v) L2(0,T;H%?)
Clle*s (e + )7 (1 = @)l (e + €)erll (0,1 mer)

C’”Q*(A*|w|)\x|(1 — (I))HHl HeRHLQ(O,T;Hi/i/\)

H(l - q))eR||L2(0,T;H5/2) -

VARVAN

IN

Ce_(/\_|w|)RHeRHLQ(O»T?HE/f N

Along the same lines the corresponding bound for [[(1 — ®)er(T)||z2 can be derived.
For the second term we follow partly the lines of [MPS03, Theorem 4.1]. To this
end we take the difference of the corresponding variational equations (5.8) and (5.10).
Thus, we get for all v € Y and all ¢ € (0, 7]

d
E(eR(t),U) +a(eg(t),v) = 0, (5.11)
er(0) = (1 — ®)uy.
Inserting v = e***®?%¢ep into (5.11) leads to
d
%”QGRH%L% +al (Peg, Pep) = al((® — 1)eg, Per) + a’(er, ®(1 — ®)er).

The right hand side can now be estimated with the continuity of a® and the estimate
for the first term as follows:

a’ ((® — 1)eg, Per) + a’(er, ®(1 — ®)er)

w

< Cl(® = Verll ozl Perll yo2 + llerll o2 P(1 = @)erl| o
< C(® = Derll g2 ([1Perll 4oz + lerll o2l Pl ar)
< Oe‘““wDRHeRHiﬁ/Q

Due to the coercivity of a’ we now have the following:

d d
el +19enl2y, < O (G 10enl s + o2 (Ber, aer) )

< CeOTMReg)2,, .
ESWY
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Integration by ¢ now yields
[Per(T)Lz + 1Perll 2 popeey < CUIA = Puollzz + €*(A*‘“‘)R!\€R|!i,gxfh)

< OO (Jugll gz + llexlZos ).

The claim finally follows by applying the a priori estimate in Lemma 5.1.5 to U and
(5.8) with Hi/ ? respectively H i/i, and the corresponding result to Ug and (5.11) with
Y, respectively Y_,.

ler(Mlez,  +lenllpozgez ) < Clluollez,  H M9l o rymz )

i

In the sequel we will therefore always assume that R := cg|logh|. Here, h is the
reference parameter which will be introduced in the next section.

5.3 Spatial semi-discretization

We will now further follow along the lines of [MSWO06]. Therefore, we have first to
show that the problem fits into the framework of that reference. To this end we define
the following Schwartz-kernel K. : R x R — C for w € [—n,n] via the oscillating
integral as introduced in [BL02, Section 15.3.4]

Koe(z,y) = /R EEDG (€ 4 i) de. (5.12)

By Lemma 5.1.1 the symbol U satisfies the property [Sch98, Equation (3.0.4)]. There-
fore, by [Sch98, Lemma 3.0.2] we have the following Calderén-Zygmund property for
K .. For a, 5 € Ny there exists C(a, 3) such that for all z,y € R with x # y we have

DYDY K e (2, y)| < Cla, B)|w —y| 717077

If we set K¥(x,xz —y) := Kyw(x,y) we have for u,v € Y
(AU, ) (eszye ez = / / K“(x,z — y)u(y)v(x)dydx
R JR
[ [ 5=ty
aJa

This shows that the problem fits into the framework of [MSWO06] and [Sch98].

Proceeding corresponding to the already mentioned method of [MSWO06] we now dis-
cretize this finite interval. Let to this end 7,1 > 0 be a sequence of partitions of
) which have been obtained via bisection. The corresponding spaces of functions on
these partitions shall be denoted by Y!. If 0 < p < 1, Y! consists of all piecewise
polynomials of degree p > 0. Otherwise if 1 < p < 2, Y shall consist of all piecewise
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polynomials of degree p > 1. If p > 1 they are further assumed to be continuous on (2
and to vanish on the boundary. Define

yifp=0,

5.13
Jifp > 1. ( )

fy

I
——
Do M=

With this we have Y! € HY~°. Now we are in the setting of [Sch98, Chapter 6] which
will allow to apply the respective compression technique.

Next, an approximation level L > 0 shall be fixed and the space to be used shall be
given by Y; 1= (YE, || - ).

We shall denote the mesh width of the partition 7 by h, i.e. we have h = CR2L.
This will be the reference parameter for the overall error analysis. That means, the
others will be chosen depending upon h. The number of intervals shall be denoted by
N = O2L. Therefore, N is actually proportional to the number of degrees of spatial
freedom, that means dim Y, = CpN. The semi-discrete problem now reads as follows.

Find Ugr;, € H'(0,T;Y}), such that we have

d
—(Urn(t),vn) + a(Urn(t),vn) = (g,vn), Yon € Yy, Vt € (0,77,

dt
U(O) = PL((I)R,(;’U,O), (514)

where P, denotes the orthogonal projection from Y}" to Y}. It will be formally defined
and analyzed in the ensuing section. The continuity and coercivity of the bilinear form
a are still preserved, because we have Y;, C Y. Therefore, the existence and uniqueness
of the solution are still given.

5.3.1 Projections P; and Fj,

In the sequel we have to deal with different ways of projecting the objects of interest
onto Yj,. The ensuing analysis will be based on the properties of two projections,
namely Pr and P;. The first is the natural projection which arises with variational
formulations. It has already been used to formulate the semi-discrete problem. The
latter is easy to use for the computations arising in the implementation. Therefore,
we will now at first study the properties of these two projections.

To be able to handle the analysis we have to introduce a basis for the finite dimensional
space Y},. Two different bases will be used to this end. The first is the local Lagrangian
basis (¢?);, the second is the biorthogonal wavelet basis (¢4)ij. The wavelet basis
will be introduced when applying the matrix compression in Subsection 5.3.2. The

local Lagrangian basis is now defined as follows.

For the definition we need some notation. For 1 =1,... N let
l; = —R+1h,
T, = [-R+ (i—1)h,—R+ih],

to= sup|Ti.
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We further define fori =1,..., N and 5 =0,...,p
i L
xr] = —R—l—(H——)h.

p

Finally, we define the following reference functions:

(%—9{)

Li(z) = H (E_)
k=0k#j \P P

Translation and scaling now yield the following local Lagrangian functions.

e = 1 (=) G=0

In order to enforce continuity on §2 for p > 1 the overall local Lagrangian basis will
now be defined as follows. For ¢ = 1,..., N we set the following. If i # N let the
following be defined for j =1, ..., p, otherwise for j =1,...,p— 1.
- ¢l (2) Jf1<j<p,
pilz) = <7 0 . .
q; (x) + g (z) ifj=pandi<N.

We will now define the following additional norm on the discretized space for the
ensuing analysis. It is a kind of dual norm of this basis and consequently depends
upon it. Therefore, it is not to be confused with the usual dual norm of Y;,. Now let
for0<s<yandweR

(e, 7|
||u||H;ja = max J—Z
W gl
Furthermore, set [|-|[go = [|-[/z2. Then we have the following properties of the local

Lagrangian basis and this norm.

Proposition 5.3.1 The set (o)), forms a basis of Yi,. Furthermore, the following
norm estimates hold for 0 <t <~,0<s <~y andw € R:

Il = Cp,
lullyzs, < CRull gz,
[ullgzs, < Cmaxfulg |y,

where C; is a constant only depending upon j and p.

Proof. The basis property and the last inequality are clear. The first equality is due
to the dilation property of Sobolev norms for f € H*N L' and 1 > a > 0,

1Fllze < a7 f (@)l e
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This could e.g. be shown as follows. Let f,(z) := f(ax). An easy observation yields
the following well-known property of the Fourier transform for f € L!:

A _ 17 E)
falz)=a""f <a )
Together with 0 < a < 1 this leads to

A r—— / (1 -+ €21 fa(6) P

a? /R (1+ ¢ ) e

v g / (1 + || (v) 2o
R

Q|

f

|a|<1
=

/ (1 + [oP) 1 (v) o
R
= S

This shows the dilation property. With this we get

@il = Mgl
= ChP @l (hy + 29)| g
= Cih'P*!

due to the definition of ¢. The second claim can then be derived as follows for
O<r<nmy

. [, o7)|

H o< )

I AT
< ChY? H%E}X ”UHH;QH%”H’“
<

OB Jull 1.
The same argument yields
[ull gy, < Ch*ul| 2
This yields the claim. U

Let now
P[ . O(Q) — Yh

denote the unique piece-wise polynomial interpolation of degree p on ). That means,
we define

Pif(@) = Y0 Y Aele) + 3 k(o)

That means the representation in this Lagrangian basis is easy to be computed. And
it is multiplicative in a sense that it leads to easy implementations of this opera-
tion. Furthermore, the usual approximation properties can now be shown even in a
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weighted framework. The unweighted version is already well-known and based upon
the Bramble-Hilbert-Lemma, cf. [Sch98, Remark 6.1.1]. However, they are not ex-
plicitly given for the weighted spaces we introduced. Therefore, we opted for a (quite
technical) proof on the basis of divided differences. We will see that the derivation of
the approximation property uses derivatives in the following domain:

Q" =Q\ ;1 <i<N.

Furthermore, we introduce an inner domain in order to approximate the error of the
interpolation of functions which do not vanish in R\ €2

Lemma 5.3.2 [Properties of Pr]
Py is multiplicative in the following sense for f, g1, go € C(Q) with Yz € Q : go(z) # 0.

Pi(fg) = (Pif).* (Prgn),
A |
P (g—) = (Pif).: (Prgn),

where % resp. . : denote the point-wise multiplication respectively quotient of the
two resulting vectors of the representation with respect to the local Lagrangian basis.
Let w € R and f € HP™ . Ifp > 1 we additionally assume f € CP*2(Q*). For
0<s<|v],1<t<p+1 we then have

|(Id — Pr)f]

my < Ch7|flle,

Forp>1and0<r <1,1/2<r <p+1 we additionally have
I(d = P))fllyz, < CR7 [ fllaz

For g € C’f“ N L? we can further estimate for 1 <m <p+1,m N

I(1d = Pr)gl| e
I(1d = Pr)gl|>

< C("|gllem + llgll=@en);
< C(Ngllae + llgllzeman)-

Proof. The first claim directly follows from the properties of the local Lagrangian basis.
For the other claims we use the approach of [DH02, Chapter 7]. For x € T; we have
by [DH02, Theorem 7.10]

Ig,(z)(Id — Pp) f(z) = wr: () [L', 2],

where Lt := {20, ... 20}, wpi(z) := Myepi (2! —2) and [L?, ] f denotes the correspond-
ing divided difference as defined in [DH02, Definition 7.9]. That means, [L’, z|f is the
leading coefficient of the interpolation polynomial for f and the interpolation points
in L.
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We start with the derivation of auxiliary estimates of divided differences. Let therefore
L={2° ... 7'} be a subset of the nodes in T € ZL. Then we define

S = {6 € [0,1M; jgll, < 1}.

Let further #2,.(L) denote the set of all subsets of L of cardinality ». With this notation
the following properties of divided differences can be proved for z° € Land 1 <t < |L|:

Lo [L,a)f = [oo FUD ey, 0F 2" + (1 — |05 (1) 2)do",
2. [L,2lf <Y1 cmuy MLy, 2] f,
3. L, 2] fllzeery < CID™ fll 2y,

4. Jwgeoy () D([L, 2] )| 2y < CIID™ | L2y,

The first can be found in [DH02, Theorem 7.12]. The second is clear for |L| = 1.
For |L| > 1 this is a consequence of [DH02, Lemma 7.11 (iii)]. Indeed, we have for
20,2t € L, 20 # 2!

1
21 — 20

[Lux]f = ([L\.Z‘O,:B]f— [L\xlwﬂf)'

This can be further iterated up to |L| — 1 times. This is the reason for the assumption
t > 1 in the claim. Together with |z! — 2% < h this yields (2.). The estimate (3.) is
a direct consequence of (1.). For the estimate (4.) we additionally have to apply a
partial integration with respect to 6. Indeed, since by assumption fI=+1 e C (Q*) and

ST is compact we can differentiate under the integral by dominated convergence and
get the following:

wygoy(x)D[L, x] f
H |

L2(T)
= || woy(2) / f(‘L‘“)( > a4+ (1- HGLHl)af)(l = [16"11)do"
o zlel LQ(T)
= (IZ1) L.l _laL L
[ (3 ot (= 9o
z'el
[ (S 6 (1 89 ) (0 67 o
SHe? zteL\z0 L2(T)

IN

_1 20 1 20
||f<'L'>||Lz<T>< [ =ttt [ e s )
SL SL\z

S C||D|L|f||L2(T)
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With these auxiliary estimates we can start with the derivation of the approximation
property on each interval T;. We have Vo € T : |wy(x)| < k¥, Therefore, we get

| Pwn @z 1)

L2

o X (o@Dl + Y le(:L*)[LQ,:L’]fN

<Hwy )DL, 2lf + > wp, ()]

LiePy(LY)

) L2(Ty)
Lye 2 (LY) Lie&p(LY)
< ot S (Jwp@) Do alfllay + Y wn @)L, 2] iz
Loe 2 (LY) L€, (L7)
3./4.
< Ch7PIP| D' fleaer
< CRD gz

On the whole interval Q2 this yields for k € {0,1}, k < [v]

N k
I(1d — Pr) Il < O(Ze““ZI|Dl<wm[ﬂﬂf)H%a(m)

=1 =0

N
< C <Z emihtkHth‘@?(Ti))
=1
N
< Ch'h (Z et
i=1

< Ch=| £l

fH%g@g)

The first estimate of the claim now follows via Sobolev interpolation. The second
claim now can be shown as follows. For r; > 1 this is a direct consequence of the
previous result. More specifically, we have in this case with the properties of || - ||,

the following:

I(7d = P)fllyr

Ch"||(Id — PI)f”L%L

<
< OW fll.

For 1/2 < r; < 1 we have to apply an additional argument. With the inequality (2.)

we get

1(7d = Pr) fll sz,

AN A

—_

IN

ChT"l’Tlle(Id — PI)fHHL}c;I

Chrr-t max Z h™Pllwg [xl,x]fHH:}};

zlell

Ch max Z

zleL?

Chrtm maX Z/ Hf ! —i—@(l‘—x))HHrl 1df.

zlel?

/ f(@ +0(x — 2b))do

r1—1
Hyp



5.3. SPATIAL SEMI-DISCRETIZATION 69

Furthermore, we have for 0 < 6 <'1
17 (2" + 0z — 2")) |l a1 = max (' (2 + 0(z — 2')), el ()| 0] | -

OB max |(f'(2), e 7 =Dl (0! 497 (@ — ')

IN

IN

CRYr ™ e 'L g e+ Gl 071 (0 = ) e

IN

Chl/Q—me—lgl/Q—l—m—l Il'ZlE]i,X ||f,1Tl ||HT1*1 ”SDiHHi*Tl

IN

Co=m max N f' 1z || a1 et
COH| f]| a1 |11, () e e
O fll .

This finally leads to

ININA

1

I(d =Py, < O [ 67 ao)
0

< Ol

For the last claim we decompose as follows:

I({d = Pr)gll= < [[(Id = Pr)gll=(o) + |({d = Pr)gl e @\0:)-

Now the rest follows along the very same lines as the first claim. U

In order to do the analysis for the orthogonal projection P;, we first define the following
matrices with respect to the local Lagrange basis. Let 0 < s <y and w € R.

(M;J)(i,j),(i’,j’) = (@?;@ﬁ/)Hg
(Do) gy gy = €Oy,

where §;;; € {0,1} and 9,5, =1 < (i = ¢') and (j = j'). For shorter notation let
M := M denote the so-called mass matrix.

These matrices have got the following properties.

Proposition 5.3.3 Forw € R and 0 < s <~y we have
|D_oMYD_,|ls < Ch*~2.

Furthermore for wh —loga < —9d < 0, where o > 0 is a constant depending only on
p, we have
|D_,M'D,|ls < Ch™".

Proof. Let for this proof || - ||1,] - || and || - ||oc denote the usual matrix norms. Then
we have

(DM D_0)ig),a.5")

—(titty)w (9 J
o~ (titt) (%%>HS

Ce™ 02|03 () | s [l (2) 1
Chl—QS.

IAINA
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Together with the fact that MY is a p-band matrix the first claim follows. Indeed, we
have

HwaM:)waHZ \/HwaMé‘)waHlHwaMéquwHoo

<
S Cphl_2s.
By [CGMS85, Remarks after Lemma 3] we have
(M_l)(i,j)(i’,j’) < (M_l)(i,j)(i,j)e_loga‘i_“ < Ch™ e—loga|i—z‘/"

Therefore, we have

/L/ /
S max Z | (” ”)|6 —log a+hw)|i—i'|
/ /
geom. series 2
- hl—ed
C

< .

- h
and [|[D_,M™'D,||; < Ch~! can be shown along the very same lines. This yields the
claim. g

With this we can now derive a formulation for the orthogonal projection. Let Py :
(Ya)* — Y}, be defined by the following equation:

This can also be expressed via the matrices we have just introduced:

Prf = ()i )M (f o))

Now we can derive approximation and stability estimates for P;. Here, we now use
the representation of P above. This allows to derive the estimates by exploiting the
properties of the matrices M~! and M. Additionally, we can use these properties to
derive a stability estimate for P;.

Lemma 5.3.4 [Properties of Pr] Let w € R with wh —loga < —6 < 0, where a > 0
is some constant only depending upon p. The following stability estimate holds for
0<s,t; <~vand feH:

|PLf]

g = ChithSleHHJ,té'

In, the weighted setting we have for0 < sy < |7],1 <ty < p+1 and f € H2NCPH2(Q)
the following approzimation property:

|(Id = Pr) ]

w2 < ChP72 | fl o
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For0<sy<v,Y2<ty<p+1and f € H*NCP2(Q*) we additionally have
1Prfllaze < ChT* (R | fll e + £l 2)-

Finally, we have the following approximation and stability estimate for g € C’f“ and
1<m<p+1,meN:

I(7d = Pr)glle < C(h™[gllom + gl @en),
1PLgllee < Cllgllzes

Proof. For the first estimate we use the representation of P, via the mass matrix:

1PLfl7 = (MM 0D ) "M (MTHFL 9] 6.)
— (MNf, D) 6.0) T Du(D_u M2 D_ ) DuM ™~ (f,60) i)
< DM (f, D) a2l (Do M D) DM (£, 0] ) 1
< DM D_yllo| Do f, 0]) 6 2| Do M Do |l2| D M~ Dy [l2| D (£, 07 i) |12
< ChTIpI= 27l (ewme =) £ oh)||12

. 2
< Cp i Hew(tﬁx)lsupp go{fHHJE”SOgHHtl ,

. 2
< ORI e llee L F 1 g ot e |
< ORI fI - BP0
w,p

<

R £ .
w,p

This shows the first claim. Together with this result the second claim is a consequence
of the previous Lemma 5.3.2, because

|({d = Pp) f] < |[[(Id = Pr)fllgz + [|1PL(Id — Pp) f]
< C(ldd - Pr)f
< OB ]

S
H?

| sz +h7%2(|(Id — Pr) fl|12)

S
H?

The next claim can be now derived with these properties and with the previous Lemma
5.3.2 as follows:

121 f]

|| P Pr ] oa

Ch= | Pyl e

Ch7284(|’<1d _ PI)fHH;? + HfHHJS&?‘)
Ch=* (W[ £l s + 11 Fll22)-

Finally, we get the stability estimate for L> as follows:

[Pgllie < CIM™ oo max|(g, )]

H?

VANRVANN VAN

< C\Iglleh_l%X!Is&?I\Ll
Cllgllzes-

Now the final claim follows along the very same lines as the second with the corre-
sponding estimate for P;. O

IN
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5.3.2 Matrix compression

After choosing a basis the variational equation (5.14) turns into a system of linear
equations for every ¢t € [0,7]. But due to the non-locality of the sesquilinear form a
the resulting matrix is in general densely populated. In order to avoid that a matrix
compression is applied. That means, we choose a specific basis which allows to set
most of the entries of the resulting matrix to zero without great loss of accuracy.
Furthermore, this basis will allow for optimal preconditioning. This results in an
additional speed-up. To this end we choose a hierarchical biorthogonal wavelet basis
as in [PS03],

{¢§}j7lv l€N07j:1727"' 7Ml7
where M' = (dim(Y") — dim(Y'™1)) with the following properties:
(W1) Y, =span{e)};0 <1 < L, 1< j < M'}.

(W2) The diameter of the support S} of ¢§- is bounded by C27.

(W3) Wavelets 1/15' with S} N 02 = @ have a vanishing moment property up to order
p. That means, we have ( é., q) = 0 for all polynomials g of degree p or less.

(W4) The functions ¢},1 > Iy can be obtained by scaling and translation of ¢§°.

(W5) For v € Y there exists a representation in terms of these wavelets

co M!
_ 1l
v=2_ 2 U
1=0 j=1
with vé = (v,@Eé) where 1/?5 are the corresponding dual wavelets. This series

converges in H* for 0 < s < e/a.

(W6) The following norm equivalence holds for 0 < s < v with v as defined in (5.13):

oo M

D2l ~ ol

=0 j=1

e (5.15)

The following one-sided norm bound holds for ¢/2 < s < p + 1:
L M
> P2 < oLl (5.16)

=0 j=1

where k = 0 if s <p+ 1 and k = 1 otherwise.
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(W7)

This allows to introduce a further projection @), : Y — Y}, by truncation of the
wavelet expansion:
L M
Q=23 v
1=0 j=1

For all f € H with o/2 <t <p-+1and0 < s <202 the projection satisfies
1(Id = Qu) fllus < CR'°|| flae (5.17)

Examples.

(E1)

For p = 1 the following continuous, piecewise linear spline wavelets vanishing
outside (0, 1) can be used after scaling to §2. The inner wavelets can be obtained
via scaling and translation of the following mother wavelet ¢(x) which takes the
values (0,—1/2,1,—1/2,0) at (0,1/4,1/2,3/1,1). That means ¢}(z) := (2" 'z —
(2 —1)27%) for 1 < j <2 —2and I > 2. The boundary wavelets can be
obtained accordingly. Here, the mother wavelet 1), takes the values (0,1, —1/2,0)
at (0,1/4,1/2,3/4) and therefore 1§ (z) = 1,(2""1x). Similarly we have the mother
wavelet ¢* which takes the values (0, —1/2,1,0) at (1/4,1/2,3/4,1) and leads to
Vb (x) = (2t — 27 4 1),

For higher orders p the construction in [DS99] can be used. More specifically,
using [DS99, Theorem 3.1] together with the simplification shown in [DS99,
Proposition 4.6] the wavelets can be constructed.

In [Ste03] a further class of wavelets has been introduced. Here, the wavelets
usually have a larger support than the first two examples (E1) and (E2). How-
ever, in contrast to them the dual wavelets in this case are uniformly local as
well.

Remarks.

1.

The stability in (W6) of the examples (E1),(E2),(E3) above follow by [DS99,
Theorem 2.1]. Here, the first assumption [DS99, (C1)] is trivially met, since we
can choose S, = S; = Y*, where Y! is the discrete space with respect to the
triangulation .7 as defined in the beginning of spatial discretization. The further
assumptions, i.e. the necessary direct and inverse estimate [DS99, (C2),(C3)], are
given as stated in [DS99, Remark 4.1]. The upper bound in (W6) follows for
s < p+ 1 by the same reference. For s = p + 1 the argument as in [PSS97,
Proposition 4.2] yields the claim. The approximation property (W7) is then
a consequence of these estimates and of the approximation property of P; in
Lemma 5.3.2.

. The transformation of the representations of functions in ¥, with respect to the

basis (/%) into such with respect to (¢), the so-called inverse wavelet transform,
can be done in O(N) steps as described in [DS99, Section 4.4] or [Ste03, Equation
(2.11)]. For the wavelet transform we have to exploit the locality of both bases
in order to come up with an efficient algorithm, cf. Section 5.6.2.
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Let w € [=n,n]. In the semi-discrete setting the sesquilinear form af : Y, x Y, — C
corresponds to a matrix A*. It is defined by Ay ) oy = ag ( é,wél,) In [Scho9s,
Lemma 8.2.1] it has been shown that the entries decrease polynomially. This is due to
the vanishing moment property of the biorthogonal wavelet basis and the Calderén-
Zygmund estimate of the Schwartz-kernel K. Indeed, a Taylor expansion of this
kernel shows this property. The terms of lower order vanish due the vanishing moment
property. The remaining term can be estimated due to Calderén-Zygmund property
of K. Then it turns out that with increasing distance of supports the corresponding
entries decrease polynomially.

Therefore, we substitute A by A which is defined as follows:

A {Awd) Wy if diSt(S]l-,Sél/) < 5571/ or S; NN +# @,
(l l/ /) —

0 otherwise.

Here, the parameter 9, is given by

_ A . _ 77
O = ¢o max{2 La@L==1) 9=t o=ty
where ¢g > 0 and 1 > & > 25%19' This results in a corresponding sesquilinear form

a“. For convenience’s sake we again set a := a” and A := A%, A := A°.

Due to the continuity and coercivity of a we can define an equivalent norm as follows:
lullaw = (@ (u,w))"* ~ Jlully-

The compression effect has been estimated in [MSWO06, Proposition 2] which is based
upon [PS97, Theorem 3.1] and the further studies in [Sch98] for biorthogonal wavelets.
Here, the vanishing moment property of the wavelets is used together with a Taylor
expansion of the kernel and its Calderén-Zygmund property in (A4) to estimate the
matrix norm of the difference. The one-sided bound in (5.16) finally shows the upper
norm bound below. The respective constant factor s of the consistency condition
depends upon c¢q. If this parameter is chosen big enough s can be decreased to a
sufficiently small value. That means we get the following result.

Lemma 5.3.5 If the compression factor ¢y is chosen big enough then for w € [—n,n]
there exists some 0 < Kk < 1 independent of h such that the following consistency
condition s satisfied for all L > 0:

|a® (up, vp) — @ (un, vp)| < Kl|up|law ||vn)|lae Yun, vn € Y.

Additionally, we can estimate the compression effect. For 9/2 <s,8 <p+lwé€[-n,1n]
there exists a constant C' such that for all w € H*,v € H*¥ we have

| (Qnu, Quo) — a@(Qnu, Qro)| < CRH ¢ lul s [0 o

In [PS03, Proposition 3.2] it has been shown that the properties of a* carry over to
a“ which is a direct consequence of the consistency estimate above. More specifically,
we have the following.
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Lemma 5.3.6 If the compression factor cy is chosen big enough then for w € [—n, 7
there exist constants &, > 0 such that we have
| (un,vn)| < &lunllae]lonlas,

Re @ (up,up) > Bllug2

for all up, vy, € Yy,.

In [MSWO06, Proposition 3] it has been shown that the effectiveness of the compression
technique can be expressed as follows.

Lemma 5.3.7 The number of non-trivial entries of A is bounded by

O(Nlog N) cifa <1,
O(N(log N)?) , ifa=1.

The perturbed problem now reads as follows.
Find Ug,, € H'(0,T;Y3), such that we have

i(UR,h(t),vh)+a(UR,h(t),vh) — (g(t),vn), Von € Ya,Vi € (0,T),

dt
U(O) = PL((I)R_(;U()). (518)

Due to Lemma 5.3.6, the continuity and coercivity of the sesquilinear form is preserved.
Thus the problem still permits only one unique solution.

5.3.3 Error estimation of the semi-discretization

The overall error due to spatial discretization and compression can be estimated with
the means of [MSWO06]. However, in this reference they only dealt with the option
price process V at time T'. That means, they could afford estimates of order ¢t=%. This
way they were able to impose few assumptions upon the regularity of the initial value.
However, for our system of equations we need estimates that are square-integrable in
time. Therefore, we cannot use those results directly. To this end, we will redo their
proofs up to a certain point where we substitute the terms ¢t~ with higher order norms
for g and wuy.

The approach chosen in [MSWO06] is based upon the semigroup approach which we in-
troduced in Section 2.5. Therefore, we define the following operators which correspond
to the sesquilinear forms a and a:

Ap 0 Yo = Yas fo— Afn,

Ap o Yo = Y fa = Afp

Exploiting the properties of the sesquilinear forms we have that we deal with sectorial
operators. Let

G0):={z€C;0 < |argz| <7}
for 6 € (0,7/2). Then we have the following.
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Lemma 5.3.8 The operators </, Ay, and flh are sectorial. Furthermore, for wi,wy €
[—n,n] such that wy 4wy € [—n,n] there exists an angle 051 with the following property.
For any s > 0 there exists a C' > 0 such that for all f € H;, we have

C
I(z = )7 fll, < ® vz e G(03,).
Proof. The sesquilinear form a2} has been shown to be continuous and coercive with

respect to H, /2 in Lemma 5.1.4. By Lemma 2.5.2 the corresponding operator o/“! :
HZ — L2 is sectorial. Furthermore, in Lemma 5.3.6 has been shown that a“ is

continuous and coercive. Since Ay, is just a restriction to Y; we have that A, and A,
are sectorial as well.

Therefore, there exists an angle ¢! and C > 0 such that
C
2]

for all f € LiQ. Since @7“! is a PDO we can generalize this inequality as follows. Let
J € H;, then by definition

Iz = ) fllee, < M fllee, V2 € GO)

FHA+|-P)7f() e L2,
This means

Iz =) fllas, = I+ [EP)72 (2 = (€ +ilwr +we))) 7 F(E + iwn)l iz

= Iz = V(€ +ilwr +w2)) T L+ EP) (€ + iws) |2
= II(Z ) TF A+ | —iwa) )z,

?nf—l((l |- —iwn?) 2 F (D,

C
= mllflleQ

for all z € G(62}). O

Following the lines of argument in [MSWO06] we now can estimate the overall error
of the semi-discretization together with the matrix compression. Due to Duhamel’s
representation formula, see end of Section 2.5, the error can be estimated via the
operator norm of the difference of the respective exponentials. More specifically, we
define the following operators:

Ey(t) = e —etnpy
Eh(t) = €7tAhPL—€7tAhPL.
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Now we have to estimate the operator norms of E), and E),. To this end we use their
Dunford-Taylor integral representation given in Lemma 2.5.3. Choose for example the
following simple curve for some s > 0, where 64 € (0,7/2) is the sectorial angle that
corresponds to all operators o7, A, and A,. Ty = ' UT2UT? with

Fi = {rew“ o0 > > s’l},

2 = {s%":0,<r<2m—0,},

M = {re ™ .s7!' <r<oo} (5.19)

Then we have
1

E,(t)f = i |- e ((z =)' f = (2 — Ap) ' PLf)dz,
. 1 _
Ey(t)f = i /. e ((z— Ap) ' PLf — (2 — Ap) ' PLf)dx.

We now can derive the following norm bounds. The arguments are the same as for
the proof of [MSW06, Theorem 1, 2] up to a certain point. Unlike that reference we
accept higher order norms on the data while reducing the exponent of time ¢. Here,
we will make use of the projection @)} in order to be able to use to the more general
approximation property as well as to be able to use the compression estimates of
Lemma 5.3.5.

Lemma 5.3.9 Let w € [0,n] such that wR > (p + 1)|logh|. Then the following
estimate holds true for 0 < 6; < 1:

1Eu(0) goses + 1 Bu(0)flgoses < ORI (| gy 4 [ £] o )

for all f € HPT' N Hi/iw. If additionally 0 < v and wR > (p+ 1+ o)|log h| then the
following estimate holds true for 0 < 61,05 < 1:

1B () f Nl zg0s0202 + 1B () f Nl grososers < CHPHZ VOO £ s || L e, )

—w,w

forall f € HP*'NHE, .

Proof. For shorter notation we define the following abbreviations:
w o= (2= o),

= (2= Ap)'PLf,
’J}h = (Z — Ah)_IPLf.

g
>
I

With this we have

1EW @) fllzz + I Ea(O fllze < e (llw — wallzz + lwn — wnlL2)|dz],
(

e—tz

IEW @) flly + [ En() flly < lw = whlly + lwn — wally)[dz].

),
)

Iy
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Now let |z| > ¢t~ for some ¢ € (0,7]. In the ensuing analysis we will make use of the
following Galerkin orthogonality. For all v, € Y}, we have

z(w —wp,vp) — alw —wp,vp) = ((2—)w,vp) — ((2 — Ap)wp, vp)
= (f,vn) — (Prf,on)
= 0.

This allows to substitute w — w, by w — Qp(Pr_sw) in the following analysis. This
difference can be estimated with the projection property of ), and similar to the proof
of Theorem 5.2.1 as follows for 0 < s < ¢/2and g € H*T' N H®

g — Qn(Pr—s9)|

< || Pr—s9 — Qn(Pr—s9)|m: + lg — (Pr-s9)]
< O\ gllmoer + e g]
<

CR (gl s + Il

Hs Hs

He, )

—w,w

He )

—w,w

Using the estimate in Lemma 2.5.2 we now get

zllw — w72 + [w — w3

Clz(w — wp, w — wyp) — a(w — wy, w — wy)|

= Clz(w —wp, w — Qn(Pr_sw)) — a(w — wp,w — Qp(Pr_sw))|

Cllzlllw — wal z2llw = Qu(®r-sw)l|z2 + |w — wally[[w — Qu(Pr-sw)|ly)
CPH =P (2l ([wl gora-ee + [wll 22 ) + lwll e + Jwlly,.)

(VIzlllw = wnll 2 + [[w = wally).

IA A

Therefore, we have with the property of (z — «)~! in Lemma 5.3.8

VIzlllw = wpllze + w —willy < CR2 /el (Jwll o + Jwlly-,..)

—0 ]'
ORI + ..

IA

Interpolation then yields for 0 < ¢, <1

lw = willgoers < CRPF LT () fll o + (1 Flly-, ). (5.20)

For ¢ < 7 the bound for the L? norm can be enhanced with Nitsche’s trick. Let to
this end v := (2 — @*)"Y(w — wy), where &* denotes the adjoint operator. Now we
can use this result, the unweighted approximation property of @ in (5.17) and the
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asymmetric upper bound of ¢ in Lemma 5.1.4 to derive the following:
|w — w32 = 2(w — wp, v) — a(w — wy, v)

= z(w —wp, Prsv — Qn(Pr—sv)) — a(w — wp, Pr_5v — Qr(Pr_sv))
+z(w — wp, (1 = Pr_s)v) — a(w — wp, (1 — Pr_s)v)

< C((VIIITd = Qu)(@n 502 + | (Td — Qu)(@n_s0) )
(TRl = will 2 + o = wally)
el = wnll 2| (1 = @rs)ellze + o — wnlz=(1 = D)ol )
< (ol + ol (VI = wnllze + [l = wnly)

Fe e = wnlzslelloll, ).

Since &* is a sectorial operator as well we can use the same norm estimate for the
operator norm of the resolvent and we get

[y < alv,0)
(v, (Z — " )v) — z(v,v)

(v, w —wy) — z(v,v)

IN

C(llw — wallz2[[vllz2 + 2[l[v]]Z2)

1
C—||w — w2
|Z| HU} whHL2

IA

and

Cll*v|| 2
Cl=lllvllzz + [[w — wnl|z2)
Cllw — wp||2-

V]| e

IA AN

Furthermore, we can use that A is sectorial as well and use the stability estimate of
Py, to get

1
[vllae,,, < le\w = wnllge,

1
Cm(l\wHng + lwnllme, )

1
CW(HJ”HHgW +Pfllue, )

IN

IN

IN

—w,w

1 _
CW(WHH@ + 078 fllez, )

IN

1
Ch Qw”fHHEw,w'
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Therefore, the following holds for wR > (p+ 1 + ¢)|log hl:
o —wnlle < CR(Vlelllw — wpllzz + [w — willy) + €A™ Q| ’2||f||H

1
O 1l + W)+ 7 e

= VA

C——=h?"(|| f |l otr + ||f||H9

<
7

Now we can again interpolate with the result in (5.20) for 0 < 6, < 1 and get

).

).

[l — wn | govosers < CRPFEO2 | RO ] || f| e

—w,w

Finally, the claims for Fj, follow with the following estimate for s € R:

/ e |z 78|dz| < Ot
It

Along the same lines the claim with respect to E), can be shown. Now we use the
estimate of Lemma 2.5.2 for A,. To this end we use the approximation property of a
in Lemma 5.3.5 and of @, in (5.17) and finally the result above for |jw — wy||y.

2| [lwp — Wn| 72 + Jwn — @3

< Clz(wp, — Wp, wp, — W) — a(wp, — Wy, W, — W)
< Cla(wp, w, — wy) — a(wp, w, — )|
< Cla(wy — Qn(Pr_sw), wy, — Wn) — a(wp, — Qu(Pr_sw), wy — wy)|
+Cla(Qn(Pr—sw), wh — Wh) — A(Qr(Pr_sw), Wy — Wy)|
< Cllwn — Qu(®r—sw)lly llwn — Bally + WP ||w]| g [[wn — Dnlly)
< C(llw=wnlly + lw = Qu(@p_sw)lly + W awll o ) lon — oy
_ 1 1 -
< Ot (—(uqup+1 1 flly-o) + (Ll + Hny_w,J) [lon — nlly

ViE] ||

o/2 1 ~
< Ccwprt m(”f”mﬂ + 1 llyo ) lwn — @nlly
For 9 < v and wR > (p+ 1+ 0)|log h| the estimate for L? can again be enhanced with
Nitsche’s trick, cf. [MSWO06, Proof of Theorem 2, Step 3| and the line of argument
above. Therefore, we get

lwn = @l < CWP = (|| flwrs + | fllme

\/W

o — il < Chor (HfIIHpHJrIIfIIYW)

lwn = dnlly < O —= ([ f e + (| Flly-o.)-

\/ﬁ

);

—w,w
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The claim now follows along the very same lines as for Ej,. O

These results now finally allow to estimate the overall error of spatial discretization
and compression.

Theorem 5.3.10 (Error of semi-discretization) The additional error due to spa-
tial semi-discretization and compression can be estimated as follows. If o < v and
AR > (p+ 1+ o)|logh| then for every 0 < 6 <1 we have

|UR(T) — Upp(T)|| ooz < CfL‘"’Jrl_egﬂ(Huo||hnoJrlmHﬁM + HgHLOO(O,T;HPJflﬁHf)\’)\))'
If additionally 0 < 6 < 1 we have

|Ur — Urop

1-0
L2(0,T;HO-0)002) < ChP* K2/2(HUOHJLIPHmHEM + ||9”LOO(07T;HP+10HEA7A)>-
If ug = 0 this bound is given for every 0 < 6 <1, i.e.
hp+1799/2

HUR_UR,hHm(o,T;HG@/?) < C HQHLOO(O,T;HPJrlnHBM)-

If o >~ and AR > (p+ 1)|logh| then the estimates above hold for 6 = 1 and Hf/f\A
instead of HE,\,A-

Proof. This is a direct consequence of the previous Lemma 5.3.9, because we have the
following for every 0 < 61,6, < 1if p <y and AR > (p+ 1+ o)|logh|:

||UR(t) — ﬁRVh(t)HHeleQ@/z
< N(Ew(t) + En(D)(@r—st0) | grosoaere + /0 I(En(t = 7) + En(t — 7))g(7)| gorosadr

S Chp+17629/2 (tl/z(—1+02(1791)) HUO H HPHﬂHfAA

t
+/ g mroime,  (t— 7)1/2(71+92(1791))d7_)
0 ,

g Chp+l—929/2 <t1/2(_1+02(1_61)) HuOHHerlﬂHE)\_A —+ HgHL‘X’(O,T;HerlﬂHg)\YA)) .

This is square integrable for every 0 < 0y < 1 and 0 < 0y <1 or if ug = 0. The claim
therefore follows for 6, = 6 and 0, = 1, respectively §; = 1 — . For o > ~ the claim
follows along the very same lines. 0

5.4 Time Discretization

For time discretization we now again use a Galerkin method, namely the discontinuous
Galerkin (dG) scheme. This method exploits the analytic behavior of the solution in
later time steps. To this end neither the mesh width nor the polynomial degree is
homogeneous. More specifically, we will use a geometric mesh together with a linear
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vector of polynomial degrees. Near the origin at ¢ = 0, where the estimates of the
norms of the time derivative of the solution tend to infinity, the approximation is done
via the mesh width and not via the degree of the polynomial in time. That means, the
smallest mesh width together with the smallest polynomial degree is located at the
origin. For later time steps the polynomial degree as well as the mesh width increase.

For a time mesh I,,, = (t;,_1,t,) with 0 =ty < t; < -+ < tp, =T and a vector r :=
() M2 of polynomlal degrees we define the dG Scheme as follows. Let . = (I,,)M,
and k,, —tm—1. As we will not enforce overall continuity in time for the discrete

solution we Will now introduce jump terms. To this end define the following one-sided
limits for

uw€ H (A,Y,) ={ve L*0,T;Y,) :v|;, € H (In,Ya),m=1,2,..., M} :

uh = lim+u(tm—|—s), m=0,1,...,M, — 1,
5s—0

u, = lirqru(tm—s), m=1,2,..., M,.
s—0

Using this we can define the following jump terms:

F_wus, om=1,2... M —1.

[[U]]m =u m?

The discrete space shall now be the following:
M Yy) = {ue L0,T;Yy) :ulp, € Py, (I, Yn),m=1,2,..., M} .

Here 2, (I,) denotes the space of all polynomials of degree r,, on I,. If we now
apply Galerkin procedure for time as well the problem reads as follows.

Find U5 i € LA, Yy) such that for all W € S*(.#,Y},) we have

Bic(UE5, W) = Fag(W), (5.21)
where
Bac(U, W) Z/I UW +a(UW))d
+Z Ul W) + (U, W)
and

FdG Z/I dt—i- (PL((I)R 5u0) WJr)

By [SS00, Proposition 2.6] we have the uniqueness of the solution and the following
Galerkin orthogonality.
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Lemma 5.4.1 There exists a unique solution Uj‘ﬁ € SM,Yy) of (5.21). The semi-

discrete solution URJL solves the dG scheme and satisfies the following Galerkin orthog-
onality

BdG(UR,h - U}%,C;m W) =0
for allW € S M, Y}).

For later use, namely the additional error due to the sparse assembly of Section 5.6,
we need a so-called stability estimate. This measures the effect of a perturbation
of the data on the solution. To this end we define the following for v, € Y) and

Ueyﬁ(,///,Yh): . Ca
1/2 emn}g 3.

|vnlla = |a(vn, vn) l|on |y

and

My M;—1
1 _
1Ul3e =) i 1U11Zdt + 5 (IIUJH%Q + Y Uml7: + ||UM,5||%2>'
m=1"Y"m m=1
Now we can prove stability with respect to this notation.

Lemma 5.4.2 The solution U}ﬁ € SM,Yy) of (5.21) satisfies the following norm
bound:

U5 lae < Clluoll 2 + |9l z200.7:v:)))-

Proof. By [MSWO05, Proposition 4.8] we have

U85S 56 = Bac(Us5. URS)
= Fuc(UE5)

/0 (9(8), TS (1))dt + (Pruo, (U35 (0))

T

< / g vy 1URL @)y dt + | PL(®r-suo) || 22| (Ug5) (0 ]2
O ~ ~

< MO llezommm 10 20wy + ol 22| (UF5)(0) ] 22

< (lg®ll2.riviyy + luollze) 10 llac:-
O
In order to be able to derive an exponentially small additional error we now choose the

time mesh and the polynomial degrees as follows. We first choose a constant o [(0,1).
Furthermore, we set 1 := c3d|logo|. Then the time mesh shall be given by

to:=0, tp:=TcM™ 1<m<M,
and the linear polynomial vector with slope p likewise by
r=0, 7= |um|, 2<m<M,.

With this setting we can now apply a slight adaptation of [SS00, Theorem 5.4] yielding
the following error bound for the time discretization.
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Theorem 5.4.3 Let My := (p + 1)“2?2; and 0 < o < 1. Then there exists c3 > 0

independent of d such that the error of the dG scheme as specified above can be bounded
as follows:
1Usn = Uil 2oy + |Urn(T) = UG (D)2 < CdRP*.

The number of spatial equations to be solved is bounded by O(d|log h|?).

Proof. In [PS04, Theorem 4.5] it has been proved that

L2(0,T;Y)

11~ . . .
3 | = O], + |0 = 035,

<C HURJL - IUR,h’

L2(0,T;Y)

Here, TUg, € .7“(#,Y},) is the interpolant as defined in [PS04] which coincides with
[SS00, Definition 3.1]. Furthermore, in the proof of [SS00, Theorem 5.4] is shown that

HUR’h - IUR’h‘ L2(0,T;Y) = Clet
under the assumption that
log o
oo {1 505}
where
foin = (oo LGl 2 i =

V1+ Cod?

(1 + amin>(1+amin)
Now we can assume
Cldil < ]Ozmin‘ < Cg < 1.

This leads to

f ) > 6201 (log d+log Co)d ! 1_—@
min (1 + 02)1+Cg

> ecéd71

for some ¢ > 0 independent of d. Therefore, we get

log o
1Og(fmin)

IA

(c5)~"d| log o
< czd|logo|
= n

for some constant c3 > 0 independent of d. That means, we can apply the proof of
[SS00, Theorem 5.4] and get

1]~ - - .

5 [T = 0G|, + || Onn — O3] < Cuo™

2 H fh Bk L2+ fuh Bl eoryy = ad
< Ode(p+1)loga‘|}gégl
< Cdhrt.
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5.5 Solution algorithm

This section is taken out of [MSWO06, Section 4] and cited here just for the convenience
of the reader. Having derived the fully-discrete formulation of the solution we now have
to choose a basis of /%(#, X},) in order to end up in a system of linear equations.
Again, the basis is chosen such that additional speedup techniques can be applied.
More specifically, for each 1 < m < M, we define

(q)j = j + 1/2Lj> s
j=0

where L; is the jth Legendre polynomial on (—1, 1), normalized such that L;(1) = 1.
The additional factor y/j +1/2 was chosen such that ||®[|;2(_11) = 1. This is a basis
of the space &, (—1,1), the space of all polynomials of degree less or equal to 7,.
For the transformaion of these basis functions upon the time intervals I,, we define
the following mapping:
R 1 1 .
Fo (_1’ 1) = Iny; Fm(t) = §(tm—1 + tm) + §]€mt

If we set UG = U |;, and W,,, = W|;,, we can use the following representation:

URhm( ) = Z Rhmg OF )()
Wanlti) = 3 Wonslo)(@0 B0,

where for j = 0,...,r,, we have UR
reads as follows.

Wij € Xp. Therefore, the problem now

Jhom,go

For each time step 1 < m < M, find (U% G ) im0 € (Xp)™™ such that the following
holds for all (W, ;)i € (Xp)™.

3

Ko xS
ZOZ] Rhm]? mz)'f‘? CL(URhmz? mez

4,7=0 [

Il
o

where for 7,7 =0,...,r, we have

(1) ifj >
1 otherwise

Cyj = o /(i+Y2)(j+2), oy= {
and
fmi(v) :/1 (g(t), W) (®; 0 1) (E)dt + (1) (UG a1 (b)),

where we set U}‘éﬁl—(O) = Pr(Pr_sup).

From now on we fix some time step 1 < m < M, and for sake of readability drop
the subscript m. Recall that by A we denote the matrix with respect to a. That
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means Ay ) = a(, ¢!). Furthermore, let C be the matrix defined above, I the
identity matrix and M the mass matrix of the wavelet basis. Then we have to solve
the following system of linear equations:

(C®M+§I®A>g = f, (5.22)

where u denotes the coefficient vector of Uj‘é’%’m € P, (I, Xp).

If we set N := dim X, this is a linear system of size (r+1)N. Now we can decouple the
system into (r + 1) linear systems of size N as follows. Let C = QTQ be the Schur
decomposition of the (r+ 1) x (r+ 1) matrix C with a unitary matrix Q and an upper
triangular matrix T. Here, the diagonal of T contains the eigenvalues A1, Ao, ..., Ariq
of C. A multiplication of Q¥ @I from the left transforms the system (5.22) into

(T®M+§I®A)w = gwithw=(Q"®Du, g=(Q"®I)f. (5.23)

This system is block-upper-triangular. With w = (w,, wy, . .. ,QT),QJ- € CV we can
obtain the solution of (5.23) by solving

k-

. T
for j=r,r—1,...,0, where S = gj - Zl:jJrl Tj+1,l+1sz-

Finally, we can use preconditioning. This results in a lower condition number such
that iterative solvers work faster. To this end let

ko O\
S = (Re()\jH)I + §D) .

Here, D is the diagonal matrix with entries Dy ) = 24> Now for j =r,r—1,...,0
we approximately solve

k ~
Si1 <)\]+1M + §A> Sil<Sw]) = Sils.

=J

for Sw; via ng incomplete GMRES(my) iterations (restarted every my iterations).

Undoing all those transformations we end up with an approximate solution Ugc};’GMReS.

The additional error caused by this approximative solution of the linear equations can
be bounded as follows.

Theorem 5.5.1 If we use ng = cod**°|log h|> GMRES(my ) iterations, My = cy|log h|
time steps and p = csd, the additional error can be bounded as follows, where ¢y, co
and c3 are sufficiently large constants which do not depend upon d or h:

7 rrdG,GMRes 7 rrdG,GMRes
UG (T)=Upy, (D))l 22+ U5~ Uy 2.y < CRP (luollz2+lgll 2 0.1v))-

The overall number of computation steps is bounded by O(d*° N (log N)®).
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Proof. Most of this has already been shown in [PS04, Section 5.5.4] but it has not been
stated in the version above. However, their arguments fully carry over to this setting
and we get as in [PS04, Equation 5.46]

UG, = Ui " llag < Ch™2k; "1, a"¢ (| PL(® r-st0) |22 + |9l 220.m2v7))

with ¢ =1— 047’;/[% for some constant cs. With log(1 — 047“;4%) > —057’;4% for some other
constant ¢; we further get the following:

h 2k 'rh g < Cexp(—2logh —log ki + 3logra, — cmm’iﬁ).

Now we have log ky = M;log o = ¢3|log hllogo and ry, < Myu = caesd|logh|. There-
fore, it suffices to choose ng as follows:

Y

|
ng > —(cacsd|loghl)*(3logras, + [loghl(2+ ol logo| +p+ 1)
5

> cod*™0|log hl®

for some constant ¢, sufficiently large. The complexity is composed as follows. For each
time step 1 < m < M, there are (r,,+1) equations to be solved. This amounts to a total
number of O(r3,) = O(d*(log N)?), since N = Cllogh|h~' > Ch™'. Each approx-
imate solution needs O(d**°(log N)®) GMRES(my) iterations. Every such iteration
needs O(N(log N)) computation steps. Therefore, the total number of computation
steps amounts to O(d®T° N (log N)®). O

5.6 Sparse assembly of (V¢ V¢)

Assumption. We were only able to derive error estimates for the following approx-
imation in the case 02 = 0. Therefore, we assume o2 = 0 for the rest of the section.
That means, we have o = v < 2. Furthermore, we will restrict our analysis in this
section to the case p > 1.

Up to this point we are able to assemble the left hand side of the two variational equa-
tions for V¢ and J¢ and solve the resulting sparse linear system in O(d5"° N (log N)®)
steps. The only issue left to be dealt with is to assemble the corresponding right hand
side. For the equation corresponding to the option price V° the right hand side is
up to basis transformations given by (Aﬁso, cpi-)(i,l). Recall that in this case only the
efficient inverse wavelet transform is needed. Therefore, this can be computed in O(N)
computation steps. That means [MSWO06] did not have to apply special techniques for
the speedup of this assembly.

But for the equation corresponding to J the situation is different. Here, the right
hand side is up to efficient basis transformations given by (¥(V°, V"), ©!) ) where
—e€ -~ ~¢,dG,GMRes
V' is not at hand. We can only use the approximative function V' := V,
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for this purpose which is given as linear combination of the basis functions (¢!). A
natural approach similar to the one used for the left hand side would be to compute
(w(goﬁ, gog), gpii ) for all combinations of indices and use the bilinearity of ¥ to assemble.
However, this would not only mean a lot of additional implementation effort, but as

the computation of each (¥(V,V), ¢l) would require the summation of O(N) terms
this would also blow up the number of computation steps to O(N?).

As mentioned before, the I'-operator corresponds to the carré-du-champ operator on
the intersection of domains, cf. [Mey76]. In [BL89, Proposition 2| it has been shown
that it can be represented using the corresponding generator on a restricted domain.
Here, we now use a decomposition in that sense. More specifically, define the following
space:

D*(I) := {(f,9) € D(); f,g € D(A) such that fg € D(A)}.
On this space we have the following equality for (f, g) € D*(T):

I(f.9) = A(fg)— fAg—gAf. (5.25)

This equivalence can easily be checked by using the representation of A in (5.6) and
the definition of T' in (3.1). For A we already have an approximation A that results
in a sparse matrix with respect to the wavelet basis. The generalized matrix A¥ for
A“ can be computed using the same approach, see next Chapter. In the sequel we
will now introduce the following additional approximate operators A%, F:f “ and w:f “
These are defined using the 'sparse’ operators A“ and P;. Furthermore, we make use
of the multiplicative property of P; such that the additional implementation effort is

small and the overall assembly is done in O(N(log N)) computation steps.

Remarks. In terms of order of convergence this approach will result in a loss of ¥/2
due to the decomposition (5.25) or more specifically due to the fact that the additional
error is estimated term-wise. This loss of order is reflected in the fact the norm estimate
for I'(f, ¢g) in Lemma 4.2.2 involves terms with Sobolev norms of order r + v/2 while
the ones for A in Lemma 5.1.3 involve such of order r + v. Furthermore, the use of the
operator will P; result in an additional loss of order 1/2+§. This is due to the estimate
|\ Prfllzz < ||fllg/2+6. Due to the quadratic nature of 1, this loss of order is doubled.
Nevertheless, these losses are taken into account in exchange for the simplicity and
speed of the resulting computation of this sparse assembly.

5.6.1 Approximate operator =

For the definition of A% we will make use of the projection operator Pr. As already
shown, it can be computed using the representation

PpLf = (@é)a,l)M_l(fj 903)(3',1)7

where M denotes the mass matrix of the Lagrangian basis. However, despite the
sparseness of M the inverse M ! is dense. This leads to high computation costs.
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Therefore, we will now introduce an approximate operator Py using an approximate
inverse.

Let C be an arbitrary matrix. As defined in [CGMS85, Paragraph 3.2, let B(C, k)
denote the matrix that consists of the 2k + 1 main diagonals of C'. Let furthermore

o= [ Bllogl =),

and with this define )
Prf = (&) iy BM ) (f.65) G-

This matrix B(M ™!, v;) can be assembled directly using for example the formulas in
[CGM85, Lemma 2| or in special cases [Meu92, Theorem 2.8].

Example 5.6.1 For p =1 the mass matrix is given by the following:

-4 -1
-1 -4 -1

-1 -4 -1

-1 —4
This is a so-called Toeplitz matrix with parameter —4. Therefore, we can apply
[Meu92, Theorem 2.8] and get the following. Let r_ and r, denote the solutions of

the quadratic equation
r’+4r4+1=0.

Then the inverse is given by

), = B
VTR () (T =)

The additional approximation error can be estimated as follows.

Lemma 5.6.2 Let p > 1 and w € R with wh — a < —6 < 0, where o is some
constant only depending upon p. The approximate orthogonal projection Py : ()" —
Y, satisfies the following approximation and stability estimate for 1 <r < p+1 and
fe v or):

I(Id — Pp)flle < Ch™"27°|| s,

i C "
I1PLfllre < Erga}gle HEACHIN

Finally, we get for g € C’g’“ and 1 <m<p+1meN

I(Id = Pr)glle~ < C™[lgllom + llglz=man)-
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Proof. We can use similar arguments as for P, in Lemma 5.3.4 and estimate via the
matrix norm of the difference M~ — B(M ™! ~s). Indeed, we have

le“s (P = Pr)fllz= < (el (M~ = BIM™,75))(f, 08l
< CIIDu(M™" = B(M™,75)) Do Do ([, 1) i)l
< OIDLM = BOM™3)) Dl f 3.
Here, || - ||co denoted the usual matrix norm. As in Proposition 5.3.3 we have
IDAM™ = B(M'75))D-ullos = max Y fiylet
li=g1>7s
< max Z |mii|6(—a+wh)|i—j\
" limgl>s
geom. series 26_756
< el
- hl—ed
< Ch?.

Here, m;; denoted the entries of M ~*. Together with the approximation property of
Pp in Lemma 5.3.4 and the Sobolev Lemma we get the following;:

I(Id—Pr)flles < N[(Id = Po)fllee + (Pe — Po)flles
< I(Zd = Po) fll s + CRP* 2| flz
< CH270 fllrrg.

This shows the first claim. The second follows directly from the definition of Py. The
last follows along the very same lines with the corresponding estimates for P; and Pr.

I(Id — Pr)gl|z + [|(Pr — Pr)gl| =

<
< C("gllem + llgllzemean + 7 ligllze)
< O™ lgllem + llgllze@en)-

I(Zd — Pr)g]|r~

5.6.2 Wavelet transform

In order to exploit the multiplicative property of P; we have to work with respect to
the Lagrangian basis (gp{) In order to use the speedup of the matrix compression we
have to work in the wavelet basis (1/15) Therefore, we have to implement basis trans-
formations for both directions. As already mentioned, for one direction, namely the
inverse wavelet transform, the usual multiscale reconstruction algorithm as described
in [Coh00, Equation (14.21)] can be used which leads to a complexity of O(N). How-
ever, for the other direction [Coh00, Equation (14.20)] to lead to such a complexity, we
have to have a compactly supported dual scaling function and therefore a compactly
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supported dual wavelet. This is the case for the wavelets in (E3) but not for (E1) and
(E2). For those latter wavelets we have to exploit the fact that both, the wavelets and
the Lagrange basis are local.

For the multiscale algorithm we have to introduce the following notation. Let

j,l
o= (e

be the local Lagrange basis on the triangulation .7! and let

W= (V) ko, im0, -

Since Y! C Y'*! there exists a matrix T € R =Dx@"'=1) guch that the following

holds:
!
Tyt = P(zzl).

Here, P is a permutation matrix such that the right hand side is ordered with respect
to the following order:

f < g:< infsupp (f) < infsupp (g).

I+1

Since both bases, ¢! and ¢!, are uniformly local with respect to ¢'*! this ordering

results in a ¢g-banded matrix T where ¢ does not depend upon (.

Example 5.6.3 For the wavelets (E1) and the ordering (v, ¢4, ¢, ..., ¢k ¥k )
the matrix T is given by

1 =1/
o 1 1)p
—lfy 1 1)

/2 1. /2
iy 1

The multiscale decomposition algorithm is now recursively defined as follows. Let
fn € Y, with the representations

_ J
fn = E Cij 5
,J

L M
fo = 2.2 divy;
1=0 j=0
Let d' := (d});—o, ., ¢ = (cij)i; and @ := df). The coefficients ¢**! and d°, ..., d"
are connected as follows for [ =0, ..., L.

l
TP (2,) = (5.26)



92 CHAPTER 5. NUMERICAL SOLUTION OF THE PIDE

That means, for the computation of ¢/ given the input d°, . .., d* , the inverse wavelet

transform, a matrix-vector multiplication is performed at each level [. For the wavelet
transform the (banded) system of linear equations (5.26) has to be solved. This can be
done using band matrix solvers as in [GVLO07, Section 4.3] which result in a complexity
of O(2"71¢?) for each level [ and therefore O(N) for the whole transformation.

wf,w

5.6.3 Approximative operators A%, Fgf “ and (1

Now we can subsequently introduce the approximate operators. They are defined via
their domain and their representation formula. Additionally, we introduce respective
subsets of these domains that are used for the estimate of the approximation error.
They comprise those functions with higher regularity and additional properties such
that e.g. the decomposition (5.25) holds.

Furthermore, we will apply the same idea of dividing the problem of approximating
['(f, g) into two parts. The first involves the difference f — f where f is some smooth
approximation of f not depending upon h or e. This part will be assembled using the
sparse approximation of the operators. The remaining term which only involves f will
be implemented directly. This will be shown in the next chapter.

Unlike the spaces in Section 4.2 we now work in C?*2 and the respective norms. This
is the canonical space for the operator P;. Furthermore, it simplifies the analysis,

because || fgllL=~ = || fll= gl z<-

In view of the decomposition we will define the following two basic spaces for w € R
and 7 > 0. Here, the additional regularity assumption C?*2(Q*) enables to apply the
approximation results for P, and P in the weighted case.

Dg = {e*"f € C’"* N D(A) independent of €, h},
Dy = {feH nHPnC2(Q%): flay-rpasnpars) = 0.

Remarks. The first space comprises the approximative functions that are subtracted
from the functions of interest in order to ensure integrability. Particularly, we have
H®(t,-) € Dg for all t € [0,T] and w > 0. In the second space we have the remaining
differences. That means, we have e.g. ®r,V (t,-) € Dj for t € [0,7],0 < r < M, and
Prpvy, € Dy for v, € Yy and 0 < < .

For convenience’s sake we set Dq := DY. With this we can now define the approxi-
mative operator AY : Do — V), as follows. For f € Dq let

A“f = E“PLA“P/(E“f).

Here, we implicitly change the basis representations. For the application of AY we
need the representation with respect to the wavelet basis. For the other operators we
use the representation with respect to the nodal basis. Since these transformations
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can be done in O(N) steps it does not affect the overall complexity. But then the
implementation only uses the matrix A“ and the easy to compute matrix B(M ™1, v;).
Furthermore, the application of the operators now involves only point-wise vector
multiplications and multiplications of sparse matrices with vectors. Therefore, the
assembly and application of these operators need O(N log N) computation steps.

With the norm estimates for the operators involved in the definition of A4 we can now
derive a norm bound for the difference of A and A%. For shorter notation define the
following for r, s > 0:

A —1/2—v s
1A Gy = BT (U ey + PNl re)-
(rs,w)

Lemma 5.6.4 [Properties of Ag] Let 1 < m < p+1,m € N and w € (—n,n).

Furthermore, let cgp > 2%, Then we have for f € D(n;+u+1/z

(A=A flle < CR™|I £l

(mv+1/2,w)"

Additionally, the following stability estimate holds for f € Dq.

w A
[AGfllee < ClSfllichyarsw)

Proof. We start by stating

(A=A flleee = |E=AT(B™E*f) = PLAPi(Ef)] 1~
= || A°f = PLAPL ||,

where f“(x) := e“*f(x). Now the first claim can be decomposed as follows:

|49 — P APy )| < (1 = Po)A® 21 + | PoA((Td — Qu) ) 1
HIPLA((Pr = Qu) )l + 1 Po(A° = A)(Quf) e

These terms can now be estimated with the previous results.

1. For the first term we use the approximation property of Py, in Lemma 5.6.2 and
the property of A“ in Lemma 5.1.3.

I(Id — Pp)A® f*| C™[A“flom + [[A°F2 | Lo @)
CR™ AN gmsrsoss + 1A% [l Lo @)

C NN gmvvsrvars + [1AZF ) Lo i)

IA AN A

The second term herein can be estimated with the lower bound of cg as follows.
Let x € R\ ;. Since f¥ € Dgq, the terms in the definition of A“ with respect to



94 CHAPTER 5. NUMERICAL SOLUTION OF THE PIDE

x vanish. That means, we get

(A f) ()| = [z +y)e Y k(y)dy

R/2+6 T
—R/2 o—x

VAN

C’IIf“Hm/ o= 1Dlyl r-leDlvl g =w (1)) dy
{ly|=F/2-1}

IN

O e D /(1 A )M k(y)dy
C||f||Lgoe_("—|w|)R/2 R

Il yyesli?

Ol llph™.

IA A

IN

Therefore, we finally get

I(1d = PL)A“f“ | < Ch™||fII:

(mwv+1/2,w)"

2. The second term can be estimated with the stability estimate of P, in Lemma
5.6.2 and the continuity property of a* in Lemma 5.1.4.

|1PLA“((Id — Qn) f) ||z~ < Ch™ H&%XM (Id — Qn) f*, b))
< Ch™*7"P|(1d — Qn) f*| g
< Ch™ 7| fllam-

3. The estimate for the last term can be derived additionally using the approxima-
tion estimate in Lemma 5.3.5.

|PL(AY — A)(Qnf*) || < Ch™! max (@ (Qnf*, @) — a“(Qnf* . &)
< Ch™ P fll -

4. The third term can be bounded with the results of the second and the last as
follows:

|1 PLAY((Pr — Qn) f*)|| 1

< |IPL(AY = A)(Qu(Pr — 1d) f*)|| 1 + [|PLAY(Qn(Pr — Id) f)]| o
< Ch™*"PQu(Id — Pp) f*|| g
< Ch™ 7| fll iy

All those estimates taken into account yield the first claim. The second follows along



5.6. SPARSE ASSEMBLY OF (V¢ V¢) 95

similar lines with the stability estimate of P; in Lemma 5.3.4.

143 fllee = I PLAPLf? | 1o
Ch™" max|a“(P1f*, o)

Ch™ ma(la” (P, @) = @ (P, )]+ la (P )

Ch™>="P|| P f°| g
Ch () ) yagoes + (1 l122)-

IN

IN

IAIA

Assumption. Now let for the rest of this section
w,ws € (—n,n), such that w—wre (—n,n).
For w* := |w| V |w¢| V |w — wy| we now assume cp > 2%.

Using this approximative generator, we can define the corresponding approximative
carré-du-champ operator F:f “ . D(Iy) — Y, where

D(T'y) == {(f,9) € Dq x Dq; fg € Dq}.
For (f,g) € D(I'y) let

T “(f,9) = A5(fg) — fAS “Tg— gAY f.

For the estimation of the difference of f:f “ and T" we further have to restrict ourselves
to functions for which the representation formula (5.25) holds. To this end we define
forr >0 )

Dyt = {(f,9) € D*(T) N (Dg x Dy); fg € D}

For shorter notation of the difference estimate define the following for r, s > 0:
r A A
||f7g||('r(f3,ch,w) = ||f||(r(fs,wf)||g||Hi/E:}s + ||f||HjJ/f2+5||g||(r(’i5’w7wf).

With this notation the additional error due to f:f “ can now be bounded as follows.

Lemma 5.6.5 [Properties of I%"“] Let 1 <m < p+1,m € N and (f, g) € Dleld+l/+1/2'
Then we have

T =)o)l < CH LI
For (f,g) € D(f‘d) we have the stability estimate

W F,w f
||Fdf (fug>||LZ° < C||fag‘|(()d’1/2+57wf7w)'
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Proof. This is a direct consequence of the previous Lemma 5.6.4. Indeed, together with
the Sobolev Embedding and the estimate of Sobolev norms of products as in (2.1) we
get

I = T57)(f )l
< (1A = ANz + 1F(A— AT Vgl + lg(A— A7)l )

O™ (£ sy + 1 918 sy + gl 1N )
< Chm(”f” 1/2+6H9H(mu+1/2w wy) + HgHHW“Hf”(niwrl/%wf))
LLJ*O.)f

ch™ £ 91l

IN

IA

(muy+1/2,w5w)"

The second claim can be derived along the very same lines with the second result of
Lemma 5.6.4. 0

Now we are still confronted with the problem that among others exp ¢ Dg. Therefore,
we apply a similar technique as in Section 4.2. That means, for every function f that
depends upon € or h we introduce a smooth function f € Dy’ for which f — fel?
Then we use the bilinearity of I" in order to decompose its representation into terms
involving f — f and such only depending upon f. The terms corresponding to f will
be associated with the operator A while the others will be computed with AY.

More specifically, we define the following operator I'y : D(I'y) — Cj,, where

Dy ={(ffg9e |J (CRXDZxCR)xDg™);f~f.g-5€ Da}.

—n<wi,w2<n

For (f,f.9,3) € D(T'y) we define
L () f.9.9) = T = F.9-9)

+ (459 =9) = FAT (9= 9) — (9 - 9)A’)

+ (430 = ) = gA(F = ) = (F = DA’3) +T(.9).
Similarly to the domains and function spaces corresponding to the operators I' and
we now define for r > 0

Dl = {(0.F,9.9) € (CR) x DY x C(R) x DZ™");(f = f.q - §) € Dj

and (£,9), (f,9),(f,9), (f,3) € D*I)}.
If we now again introduce the corresponding estimate for r,s > 0,

||f7 f?.g?g”{r(f&wf,w) = ||f f g g||F7’d5u)fw +h §||f||cp+1||g g|| 7’5(,,) “Jf)
+h” 6”9”0”“ 1 = FI5 ey

we can derive the following error estimate.
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Lemma 5.6.6 [jz’mperties of F:f’w/ Let 1 < m < p+1,m € N. Then we have the
following for (f,f,q,9) € D(F;:wwl/wf,w) :

||F(f7 g) - F:f’w(fa .f7 9, g)”Lgo S Chm||f7 f~7 9, §’|?%7y+1/27wf7w)'
For (f, f,9,3) € D(I'y) we have the following stability estimate:
T Fo gDz < CUL T 9916 0y T 19 = Gl s | AS 22
UJ—UJf

oy
+f - f”Hif”HAg”LZ ;T IT(f, §)||Hi/2+5)-

w—w

Proof. Again, the first claim is a consequence of the previous Lemmas. With the
representation formula (5.25) we have the following:

L(f,9) =Ty, f.9.9) = @=T7)Nf-F9-9)
+((A=A9)(flg—3) - F(A= A7 )9 - 9))
+((A=aD@( = D) - gA— A7) - ).

We have by definition R = cg|logh|. Together with the inequality (2.1) we have
170 = Doy < NPz llg = NG i)
< Clloghll[@rllcr [ Floz 9 = 3l osnyawy
< Ch I fllezzllg = 3G ooy
Along the very same lines we get

~ < A o - ~ A
135 = Pl iramay < O lezn 1S = Uiy

Altogether this yields the first claim with the previous Lemma 5.6.5 and the properties
of A% in Lemma 5.6.4. For the second we now only have to apply the stability estimate
of A4 and additionally consider the terms that canceled out in the previous calculation.
This way the claim follows directly with the Sobolev Embedding. U

This definition now allows to introduce the corresponding approximate operator w:f “.
For (f, f,9,9) € D(T'y) let it be defined as follows:

:f7w(f>fag7§) =
W f,w 3 ~ 1 wewr—1 3 w—wfw—ws—1 ~
1_\df (f7 fvgvg) - CeQdef d (f7 faexpv €.§L’p)Fd ! ! (g7g7e']:pu exp)

This is well-defined, because the domains have been chosen such that it is easy to
see that (f, f,exp, exp), (g, g, exp,exp) € D(I'g). Again introducing the corresponding
notation for r,s > 0,

;o ;D A ~lw
||f7 f’g’gH’EZ;C’lS’wf’w) = ||f7 f7g7g||(r(f37wf,w) + ||f - f||(r(,i5’wf)||g7g||(1/2+5,w—Wf)

~11A v FIIA Fllw
—’_Hg - g|’(r?s7w—wf)<h1/2+ ”f - fl‘(172+y+671/+1/27wf) _'_ Hf7 f“(1/2+6,(¢)f)>7

we can now estimate the error due to this approximation.
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wfw

Lemma 5.6.7 (Propertles of Y,;7") Let 1 <m <p+1,m e N. Then we have the
following for (f,f,q,9) € D(m+y+1/2’wf,w) :

||¢(f79)_ wa(f f g, g)||L°° < Ch’m”f f g, g“(mu—i—l/zwjﬂw)

Furthermore, we have the following stability estimate:

Hwaw(fyf g, g)HL‘X’ < C(Hfaf g, g” (0,1/2+8,ws w) + Hg_£~7HH1/2+6HAJZHL3f
(/J*(/.)f

+If = Fll, 1/2+5HA9”L2 S O] (e

w—wg

Fllw ~11 A ~|lw
(Hf f” (0,/2+68,wy) + Hf7 fH(1/2+5,Wf)) (Hg - g”(otfl/ng(S,wfwf) + Hgﬂg‘|(1/2+5,w—wf))> :

Proof. The difference satisfies the following equality:

(f,9) — 0" (f, f.9,9)
L'(f,9) — Zf’w(f,f,g,é)—

w wf,w—Wf—l(

5 ((0(f.cap) = T30 (1, ., eap, cap))T(g, eap)
+(I'(g, exp) — 9,9, exp, exp))L'(f, exp)
—~(D(g,eap) =T (g, 3, eap, ap)) (L (f exp) = T (f, ], exp,exp) ).

Furthermore, we have

3 r
Hf’ f’ €Xp, exp H(172+u+5,y+1/2,ch7wf—1) < CHf fH(l/Q-‘rV-‘r(S v4+1/2,w¢)"

Thus, the first claim directly follows from the previous Lemma 5.6.6 together with the
estimate for I' in Lemma 4.2.2. Again for the second claim we have just to additionally
consider the terms that have canceled out in the previous calculation. Here, we have

||F:f7w< f €xp, eXp)HLw 1 ol - f“(o Votsws) T £, f”?i/ﬁé,wf))'

The same holds for g, g and therefore the second claim now follows with the second
part of the previous Lemma. O

Now we have defined all necessary approximate operators. In the computation we
will now substitute ¥(f,g) by Pr)°(f, f.9,3). As already mentioned, the latter
can be implemented without much additional effort as it only involves point-wise
multiplications of vectors and matrix-vector multiplications. The only matrices needed
to this end are A“ and B(M™1, ~5). Additionally, the terms with respect to the already
given functions f and § have to be implemented. This problem will be dealt with
in Chapter 6. Since the matrices are sparse, the overall assembly can be achieved in
O(N log N) steps as was proclaimed. Now, in order to be able to estimate the resulting
error we have to consider the following difference and norm.
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Theorem 5.6.8 (Error of sparse assembly) Let 1 < m,m; < p+1,m,m; € N.
Then we have the following estimate for (f, f,q,9) € D(m+y+1/200) with w(f, g) € L>:

”w(fug) - legjo(fa f~7g7§)’ Yy
< OWNF g1 a0 + B Dl + (7 0) limirrn).

For (f, f,g,f]) € D(T'y) we have the following stability estimate:

1Py (f, £ 9,9) Yy
< Ch (I, £,9. 31 asso + 19 = Flnssl| AT
IS = Fllvers I 4Gl + 0 3) o
+(If - f”f(l)‘fl/ﬁa,o) + 1L FlE 2 vs0)) (g = §||(%‘f1/2+5,0) + ||97§||1(€/2+6,0))>-

The overall assembly can be done within O(N log N) steps.

Proof. This is a direct consequence of the previous lemma, because we have the fol-
lowing with R = cg|logh| < Ch~°. By [Els07, Chapter VI, Paragraph 2, Theorem
2.10] we have for f; € Y;" N L™

Lallyy < sup [(fr,on)lllonlly!
VLEY)
< LAl sup JvallzsJvally!
vhEYR
< CR”|| fullz sup [lvallz2]lvall5"
VRLEYR
< Ch™| fillpoe

That means, we can estimate as follows:

e (f, ) P (. fo9,9)ly,
< NP @ (fo9) — (o Fr9,8) e + (Td = Pr)w(f, g)l 1)
<

(1 (fr9) = 0 (o .9, Dl + R S 9llem + 10(F: 9) e mpan)-

Similarly, we get the stability estimate. O

5.7 Numerical error estimate

Now all approximation steps for the model problem have been introduced and studied.
Therefore, we can now apply these results to the equations (5.1) and (5.4) in order to
estimate the overall error of all those steps. The problems we have to study now read
as follows.
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Find Ugf € (M ,Yy) such that for all W € S“(,Y}) we have
~ ~ T —
Bac(U52°, W) = / (AT (1), W () dt + (Podp_g(HE — HO), W(0)*).(5.27)
0

The approximate solution of (5.27) via the GMRES method shall be denoted by
U;’fﬁlG’GMRCS. The computed approximation of the transformed option price function is

now given by the following:

~e,dG,GMR, —€0
Vo o= Ugh’ S+ H”.

Since ﬁ -H® ¢ Dq, we introduce the following functions for the application of 14 for
r > 0O:

<

rre,dG,GMRes T7€0
r = (bTUR,h _'_ H y

L= (VT + T

€

<l

Note that ﬁR = ﬁ The approximate trading strategy is then computed by

1 = —€ 1 —€
== <F} <____7F2’1(‘/E72__']1.07076X1)76X1))> + E;E;]j(ly‘o7exl))' (5'28)

Sk

CeQw

Now, the problem for the hedging error function reads as follows.
~6,dG,A
Find Jg, € "(A,Y}) such that for all W € (4 ,Y),) we have

.  ~e&dG,A T = .
Bic(Tp, W) = /O (P’ (Ve H Vi, HO) (), W()dt.  (5.29)

This is well-defined, because we have (ﬁR/Q, ﬁeo,ﬁ%, H®™) € D(I'y). The approximate
~€,dG,A,GMRes
solution of (5.29) via the GMRES method shall again be denoted by Jp, . The

computed approximation of the transformed hedging error function is now given by

~ ~¢,dG,A,GMRes
J = JRJL

Before we can estimate the overall computation error for the option price function V'
we have to derive some properties of the corresponding right hand side AXH®.

Lemma 5.7.1 For 0 < s < M, — [o] and w € [—n + 8,7 — 6] the function AXH
satisfies the following norm estimate:

JAYH || poorimsy < C(1+ e 714 e/ ls1mey,
Furthermore, we have for 0 <1 < M, — [3¢/2],1 € Ny

HDiAXﬁﬁHY < C(l _i_Elflf[Q/ﬂ _‘_63/2717[9/2}79).
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Proof. For the first claim it is obviously sufficient to consider AH¢. These estimates are
similar to those derived in Lemma 4.1.1. The integrability of AX H¢, however, is due to
the close resemblance of H® to 1 — e” for  — —oo and the fact, that A*(1 —e®) = 0.
Let 0 < k < M, — [o] and decompose the problem as follows. Here, we can use
dominated convergence due to the properties of H¢ and get

E

k
Y ID(AYH) |z =

=0 =0

IAX(D'H) | 1z

E

(1AX(D HO) | 22,11y + [1A™ (DH) | 22 @ (-1.17))

=0

> |

< D (ID H el oy + 1A (D HO)| 2 @\ -1.17)
=0
k
< 1+ 63/2—k—g) + Z HAX (DIHE) ||L5(R\[—1,1])~
=0

Let H(xz) = (1 — e*)* be the usual put function. Then we have for z € (—o0, —1)

log(1—€)—
AXD'H (z)| = ‘ / (D'H(z +y) — D'H(x) — (¥ — 1) D" H(x))k(y)dy

log(1+€)— .
+/ Digi(z + y)k(y)dy
1

og(l—e)—x

log(1+€)—
/ D'qi(z + y)k(y)dy
1

og(l—e)—x

S €||l)l(]le HLm((log(l—e),log(l—l—e))) || kHL°°((10g(1—5)—x,10g(1+e)—J:))
< Ce(1 4 el
)

Similarly, we have for x € (1,00

log(1+€)—z
') - |[ D'HE(x + y)k(y)dy
0
< CIDH e K0 oo [y
< C’(1+el_l)e_("_6)“‘|.

Thus, we get
JAYH s < O(1+ 7570 4 (14 75y el 1)

<
< O+ €Phe ok,

This yields the first claim. The second claim is now a straightforward application of
this result, because we have

|IDIAXH ||y < C|AYH | yopn.
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i

With the results of the previous sections we can now finally estimate the overall error
which accumulated along the various approximation steps. We start with the overall
error corresponding to the option price function. The first result of the ensuing theorem
is a version of the error bound already obtained in [MSWO06, Theorem 4/5]. But the
third is the one that will be needed for the error analysis of ¥ and J. For notation’s
sake we introduce the following indicator:

1 ,ifo2>7,
o
0 otherwise.

Theorem 5.7.2 (Overall error of the option price function ﬁ) Now let the pa-

rameter M, := (p + I)HEEZ" Then the error can be estimated as follows if cgp > %:

”Vf - VHL2(O,T;H(1_5)Q/2) S Chp-f—l—Q/Q(]_ + 61/2_p).

1+(1—
For cp > % we have

||V(T) - V(T)“LQ S 0(63/2 + hp+1—n@/2(1 + El/g_p))’
HVE _VHLQ(O’T;LZ) < C’hp-l-l—(l—li)é—ne/z(l X 61/2_1,).

The overall number of computation steps is of order O(N (log N)?).

Proof. The equation (5.1) for V- —H * fits the model problem (5.7) with g = AYH? and
up = H¢ — H. By Lemma 5.7.1 applied to AXH " we see that the model parameter
d does not depend upon € or h. Therefore, the overall computation cost follows by
Theorem 5.5.1 with d = C'. Furthermore, we have A = 7. The first error can now be
decomposed as follows. With U¢ := V" — H" we have
IV(T) = V(D)2 < V() = V(D)2 + |UNT) = Ux(T)]| 12
€ rTe rre - e,dG
HUR(T) = U p (D)2 + [[Ug p(T) — U, (T)]| 22
HITEH (T) = Ugl 8= (T) | g

Similarly we get for the second error

IV = Vll oo ooy
< U= U1€%|’L2(O,T;H9/2) + ||U16~z - Ufez,h“LQ(O,T;Hﬂ*‘S)Q/Z)
Uk = Ui Nz + 104 = Ugse ™ 20 1)
By Lemma 4.1.4 we have
IV(T) = VA(D)lle < C”.

Now we can use the results of the previous sections in order to estimate the respective
partial errors. The respective properties of the terms H¢ — H and AXH" are taken
out of Lemma 4.1.1 and Lemma 5.7.1.
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1. The localization error can be estimated with Theorem 5.2.1:

HU€(T) - Ue(T)RHL2 + ”U€ - U}E%HL2(0,T;HQ/2)

1= (p+1)|logh| (|| pre _ pre X550
s Cen (Il# HOHL%HHJH +ATH HL2(07T;(H3/3+5,71—5)*))
< Cthrl(HH6 - H60||L2_,7+57,7_(s + ||AXHEO||L2(O,T;(L2_n+5m_5)*))
< ChtL

2. The error due to spatial semi-discretization can be bounded with Theorem 5.3.10
as follows:

IU(T) g = U(T) ol 2
< CRPHRR(|HE = HOl gooinne,
< ChPH(1 4 €7277)

LT HAXFGOHLw(o,T;HPHmHE

+4,m n+6,n*5))

and

HUe _ Ue HL2 oy < Chp-i—l—(l—n)&—n@/z(l + 61/2—p)
R R,hIIL2(0,T;L?)
1Ug — U;%,hHLQ(O,T;HU*‘s)Q/?) < ChPH (14 €77P),

3. The time discretization error can be bounded with Theorem 5.4.3:

Te rre,dG 1€ rre,dG

rn(T) = U (Dl + Uy — Ul 220y
< ChPM||H = H|| 2 + [|AYH | 200,750)%))
<

4. The error due to the approximative solution of the linear system can be estimated
with Theorem 5.5.1:

rre,dG rre,dG,GMRes rre,dG rre,dG,GMRes
||UR,h (T) - UR,h (T)HL2 + ||UR,h - UR,h ||L2(0,T;Y)
CRPPY([H® = H g2 + [[AYH" || 2 0.0,)
ChPt,

IA A

Altogether this yields the claim. O

In order to derive norm estimates for ¥ and J we have to make use of the functions
V, Vg and V' g. Therefore, we now derive auxiliary norm estimates of the differences

that will appear in the error estimation of ¥ and J. For abbreviation’s sake we define
the following:

o(r) = hp+1_r_“g/2_5v6(p+1).

This enables to estimate the following differences.
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Lemma 5.7.3 Let WH%; hl +26 < r < R be given. The following norm
estimates hold for 0 < sy <p+1lw € [-n,n| and 0 < sy < 7v:

IV —H || g + B[V, —H ||gss < Cv(s1),
RNV, = Vil + [V =V g2 < Ci(sy),

WV, —H g < Ci(sy).

Furthermore, we have the following approximation property for w € (—n+ 6,m — 0):

V"=V g < Cle=lwl=0)r=0)e (5,

Proof. For the first estimate we use the Dunford-Taylor representation of V' — H" and
apply the same estimation procedure as in the proof for the spatial semi-discretization
error. More specifically, we have

(V"= H)(t,) = e (H — H*) + / e AXE) ()i

Using the curve of (5.19) we get for f € {H —H®, AXH "} together with the properties
of the resolvent of &7 in Lemma 5.3.8 the following:

le™ fllym = [l (& )l
< / (2 — ) (e £ e |d2]
< Olf e

This yields with the properties of H¢ — H® and AXH"

IV =H |y < CIH = H®|| o + /t IAYH™ (7) || gr d
< Cve(sy). i
The second estimate is a direct consequence of this result. Indeed, we have
Ve = H gz = N2n(V" = H)l| g

C|| || o |V — H™|
Cr|| P, ||cr1v(s1)
Ch™%v(s1).

H

IA AN IA

For the third estimate we use the shift property of P, of Lemma 5.3.4 in order to be
able to apply the result of the previous theorem, ||V — V|2 < ChPH1=0u¢(p + 1).

However, since V' — H" ¢ HP*' we have first to modify by multiplication of ®p_s.
For the additional terms we use the first estimate as follows for 0 < s < p+ 1:
(1= @)V =H)lus < (1= )e ™o [V = H”|
< Cemr=9mpe(s)
< ChP™hs(s).

s
H"’Iﬂ?
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With this we can now proceed as described:

Hs2

IV =V

me < (1= @)V = H)|me + ||(1d = Pr)®r-s(V" —H")|
HPL(@rs(V = H") = (V= H"))|

< O (s2) + B(s2) + h™|| s (V = H®) = (V = H)|12)
< C(0(s2) + (|1 = p-g) (V" = H )|z + V" = V]12))

< CO(d(se) + APT75205(0) + 0(s9))

S O’&(SQ)

The approximation property we get similarly as above:

V=V

(1= @7 =)
Cllem 0 0¥I(1 = @) g [V =TT
O (l=0)r=0) e .

H

IA

S1
H*"Iﬂ?

IN

The remaining norm estimates now follow from these results:

Ve = Vil < Cll® o [V = V] ss
S Ch_éf)(SQ).
And finally we have
Ve =H a2 < CIVy = H ez + [V = V|2
< Ch_é’[)(SQ).

g

These results now allow to estimate the error for the approximate trading strategy

function . Here, we have to deal with weighted versions of the norm estimates of
the previous lemma. But we do not dispose of weighted versions for the discretization
errors. Therefore, we have to apply a crude method to deal with this problem. That
means, we estimate via the supremum of the weight function. Since the weight we
deal with is e and the parameter R can be chosen proportional to n~t, we still get
convergence for most model parameter sets. But the order of the estimate is less than
that which is suggested by the experiments in Chapter 7.

Theorem 5.7.4 (Overall error of the trading strategy function ﬁ) Now let

the parameters be given by cr > 2 <p+nl£21_" v pH:;(_lé_”)g) and M; == (p + 1)%.

Additionally, we assume h < e,0% = 0 and p > 1. Then the overall error can be
estimated as follows:

|9 — §HL2(O,T;L2) < C(€? 4 prt /(A 2r)y=cr/2=23 12=p)

The overall computation cost is of order O(N (log N)®).
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Proof. In the ensuing analysis we need weighted versions of the computation error with

respect to V. Since we do not dispose of such results we have to do the following crude
estimation:

Vi = Vapllas, < (1@ v [V, = Vgl e
< Ch—CR/QHV;/Q _ VR/ZHHT
< C'h_cR/2_5@(T).

In Proposition 3.0.4 it has been shown that for 0 <t < T we have

1

That means, the error can now again be decomposed as follows:

1 — =
(V' = Vg, exp)

C62£

[0 — |2 <

+

1 e —=€0
([d - P[) <Ce_2$F(VR/2 — H ,exp))

L2 L2

1 e 7€ —1/77¢€ I7e
+ 1P, (ce_h’ <F(VR/2 — H” exp) —TY 1(VR/2 — H",0,exp, exp)))

LQ

1 g =
+ PI< rYy 1(VR/Q—V,O,exp,e><;p)>

CeZ:c

L2

These terms can now be estimated with the results of the previous Lemma as follows.

1. With the property of I' in Lemma 4.2.2, the approximation property of V' in
Lemma 4.1.4 and the previous Lemma 5.7.3 we have

1 7 7€ 7 T7€ w —€ —€ w
Ce2xr<v — Vi, €xp) . < C(V =V 0l + IV = Vi, 0llfo,—1)
< C(IV - VGHH?E +[[V° - V;/zHHg/f)
< O 4 poreny
< C(e7* + WY,

2. For the second term we have again the problem that F(V§/2 —H®, exp) ¢ Hrtl,
The approximation property of P; in Lemma 5.3.2 and the norm estimate for I"
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in Lemma 4.2.2 therefore yield the following:

(Id — Py) (CQ%F(VE/Q - H", exp))
12
< O e T(Viy, — H" exp) g + [le 2 T(Vi, — H ,exp) | 2wy
< C’(hp+1||V;/2 —-H?, Oll(p1,—1)
e ¢ T(Vi, = H jexp) |12, )
C(hr+1= €<p+1+@/z>+e<" VDV, = H v,
(P00 (p + 1 + of2) + W20 (o)2))

C(0(¢/2) + o(Y/2 +v))

Co(Y2+v).

IAT AR IAIA

3. With the estimate of the error due to I'y in Lemma 5.6.6 we further get

ce
L2

< Ch™° HF(V;/Q — Feo, exp) — FS"l(VE/Q - ﬁeoa 0, exp, eXP)”Lio

1 —7€0 —1,75€ —€
PI< (F(VR/Q A, exp) — I 1(VR/2—H°,0,exp,exp))>

s iT€ —€0, A7
ChPH =0V, — H ottt —1)

o

Chp+1/2—u—5vs(p + 1)
Co(Y2+v).

IA IAA A

4. Finally, we use the stability estimate in Lemma 5.6.6 and the crude estimate

above. Thus, we get

S Ch_JHV;/z VH (0 1/2+5 1)

C€2x

1 ~
PI< rYy 1(VR/2 V,O,exp,exp))

L2
< Oh_l/z—y—6(||V;/2 _ VHLL + h1/2+5||72/2 - VHHZQ”)
< Ciftfat vt nfa +5).

These estimates combined yield the claim:

C(e7 + WP 4 5(Yo 4+ v) + 5(Y2 + v) + 0(2 + v + erf2 + 6))
C(e7 + 0(Yf2 + v + crf2 + §)).

[0 =Dz <
<

i

Before we now finally are able to estimate the error for the hedging error function J
we first have to derive the following error bound and stability estimate for the right

hand side of equation (5.29).
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Lemma 5.7.5 The difference of the right hand side and its sparse version can be
bounded as follows for cg > 2 <p+1;(_15_“)9 v pt;fl_”), h<e o>=0andp>1:

(VS V) = P (Vs H Vi, H )| p207v) < CO(1+ 20 4 6).
The norm of the approzimate right hand side is bounded as follows:
1Prg (Ve H Ve, H )20y < ChT270
Proof. For the first claim we can decompose as follows:
(V" V) = P (Vi H Vi H)|
(V" = Vi VA Vi)l + Vs, Vi) = Py (Vi H Vi, H)|
Yh*)-

Now the respective terms can be bounded with the following. Since h < € we have

vy <

Yy

+HP11/}270(V;/2 - VR/Q; O,V;/Q + VR/Q, 2F€O)|

v(r)+o(r) < C, Y0 <r <3

Furthermore, due to 02 = 0 we can assume /2 + ¢/2+ § < 3/2. This observation allows
to neglect most of the terms that will appear in the ensuing analysis.

1. For the first term we can use the norm estimate for 1) in Lemma 4.2.3 and the
results of Lemma 5.7.3:

W(VE - vz/w V€ + vfl3/2)|
< C(IV = Vi, O ) IV + Vi 2 150

Yy < CHV6 - V;/za 07 V€ + vz/w 2F60 H{OQ,O,O)

IV + Voo 2ZE N5 [V = Vi Ol

< C(HVE - V;/2||Hg/2(||v€ + V;/g - 2HEO||HQ/2+1/2+6 + ||2Dﬁ60||H1/2+6)
+HV€ — V;/QHHQ/HI/HJ(HVG + V;/z - 2F60HH9/2 + H2DﬁEOHL2>)

< (M et (o 4 2+ 6) + BT (gl Y B) (o))

2:

< opries,

g

2. The second term is estimated with the error estimate for ¢; in Theorem 5.6.8:

’W(V;/g, 72/2) - wag[)(V;‘/za HGO, V;‘/za HEO)’ Yy
< Cthrl (hi(SHV;/wﬁeovV;/wﬁEOHI(lZJrLqul/g,o,o) + W(V;/zaviz/z)“cpﬂ)
FCP(Visas Vi)l re)-
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Here, we have

—=€0 —=€0
H VR/zﬁ H VR/2’ H H (p+1 v+1/2,0,0)
< CHVR/z H” ” (p+1,v+1/2,0) <HVR/2 -H" HH1/2+tS +h7

|V e, HEO||$/2+5,0) + RV, — HEOH (/2 +8w+1/2, 0))>

IA Y

Cn Vi, ~ H

(p+1,v+1/2,0)

>
[AIA
()

Ch_l/z_y_26UE (p + 1)

and

—60

Hw<V;/2vv;/2)HC”+1 < CHVR/m H” VR/z? H(p+3/2+600)

< CH VR/Q’ H || (p+3/2+46,0) ||VR/2> HEO || (1/244,0)

< Ch™%v(p+3/2+ 6 + 9f2).

Finally, the last term can be estimated as usual with the property of 1 in Lemma
4.2.3:

(Vi Vi)l 2o @iy < Clle™ 1| oo @an 180V, Vi) 22

2+46,2—46

< C@ (2-0)(R— 1)(||VR/2,H€O VR/Q,HEOH (1/2+8,—14-8/2,—246)
+||VR/27HO VR/27HO||(1/2+61 5/22 5)>

< ChPtly e<1/2_|_(5_|_g/2)

< Chr,

Overall, this yields

||¢(V;/2,V;/2) - leg’()(V;/zvF€O7V;/27F€O)| Y
Chp+1—5<1 + h—1/2—z/—26 +€—1/2—6—9/2)Ue(p+ 1)
Chp+1h—1/2—u—35ve(p+ 1)
Co(1/2+ v + 30).

IA AN A

3. The estimate for the last term follows by the stability estimate in Theorem 5.6.8:
||PI¢2’O (V;/z — VR/Q, 0 V;/z + VR/Q, 2ﬁ60)|

< Ch~° (HV;/z VR/2> 0 VR/z + VR/% 2H" H(o 1/2+46,0,0) + HV;/z - ﬁR/2HH1/2+5
+(IVy — VR/2”(0‘?1/2+6,0) + |V, — Vﬁ/m Ol 2460))
(Vs + Vs = 2 g0y + [V + Vigar 2 [ 50)))

< COh (||V;/2 Vs 0, Vs + Vi 25,500y + 002+ 6)
(B2 4+ v) + B2 + g2 4 6)) )

< Ch (|yv;/2 Vi, 0, Vs + Vg, 2|5, 500y + (L + 2y)).
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The first term can now be estimated similar to the previous step as follows:

HVR/Q VR/Q, O VR/2 + VR/27 2H H 0 1/2+§(] 0)
= (HVR/2 - VR/2H(0,1/2+5,0)(HVR/2 - VR/2 —20" [ vs2+s + =)

—c = —eco 1 A7 —c i
+||VR/2 + Virp —2H ’ ||(o(f1/2+5,0) ||VR/2 - VR/2HH1/2+6)

Ch™727=2(5(0) + (/2 + 6) + 9(0))
Co(l+ v +29).

IAINA

Overall this yields

(V;/Q - VR/Q’ O, V;/Q + VR/Q, 2ﬁeo)| y};k
COo(l+v+30)+0(1+2v+9))
Co(1+2v+59).

||P Y

Combining all those estimates the first claim follows:

[V V) = P (Vi H Vg, H )| 20,7v0)
< CRPP0 4 5(Y2+ v+ 36) + (1 + 2v + 6))
< Co(1+20+0).

The second claim can now be derived using similar calculations and using the stability
estimate of Theorem 5.6.8:

HPIwS’O(VR/m H607VR/27 HGO) HLQ(O,T;Y}:‘)

< Ch (Ve T, VR/Q,FGOHF&/MOO + Ve = H || goes + [P H ) gpraes

= € 2

(Vi = T Nigharsoy + 1V B Ners0)”)
< OB (Vi H Vs BNy + )
< 0N (Vs = T b0y (Vs ~ s + 1) 172
< Cth(hfl/zfufé + h7172u)
< Ch™i7270
O

Finally we can estimate the overall computation error with respect to the hedging

error function J.

Theorem 5.7.6 (Overall error of the hedging error function j) Choose the

parameters as follows, cg := 2 <p+1J2r(15 ne p+,71/21 V), pp=€¢and M; = (p+1) HEEZ{
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We further assume p > 1,02 = 0 and h < e. Then the overall computation error can
be estimated as follows:

||<7(T) — j(T)HLQ < 0(63/2 + hp—(2+1/2;§)y_561/2_p)‘

The overall computation cost is bounded by O(e~ T2 N (log N)®).

Proof. The equation for J= fits the model problem (5.7) with ¢ = e®(V", V") and
ug = 0. By Lemma 4.3.1 we have the following;:

l
1D (VE V) ly < CY DIV, DAV, DEVS, DEVE (2, 00,
k=0

l
O (D7 = V) 1 DE 7 = V) a0
k=0

IN

I DEV = V)t | DIV = V)i )

Now we can use the difference of the representations via Duhamel’s formula of V' —H °
and of V° — H™ and get the following:

(V' =V = e (H = H®).
By Lemma 2.5.3 the time derivative can now be estimated as follows:
1Dy (V" = H)| - Cller e (H — H®)| r
Clle™™ ™ (H — H®)| g
Clle™(H — H®)| -
CHH€ - HEOHHICQ-H“
Cv(ko+r).

VAN VAN VAN VAR VAN

Therefore, we finally get

!
1DV V) ly <)o (ko+ 92)v (L — K)o+ Y2+ 6)
k=0
< Cele,

For Dl(e%)(V", V")) this holds likewise. That means, we have d = ¢ 2. Since the
computation cost for the sparse assembly is bounded by O(N log N) the overall number
of computation steps is therefore bounded by O(e~*+92N (log N)®) by Theorem 5.5.1.
Recall for the sequel that due to 02 = 0 we have v = p < 2. The computation error
can now be decomposed as follows:

17(T) -

ik

(Dllzz < II(T) = T (D)2 + 1T(T) = Tp(T)ll e

—¢ ~€ ~e ~€,dG
HTr(T) = Jpu(D)llz2 + 1T n(T) = Tpp (T) |12

~6,dG ~e,dG,A ~¢e,dG,A ~¢,dG,A,GMRes
S rn (T) = Jrn (D2 + g (T) = T (T)lz2-
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By Lemma 4.2.3 we have that D,V° € L}, leads to etp(V, V) € L2(0,T; (Y,)*Y).
That means, we have A = 2 — §. The following norm estimates of the right hand side
are all due to the properties stated in that Lemma and the auxiliary estimates in the
previous Lemma 5.7.5. With this the respective terms can now be bounded with the
results of the previous sections.

1.
2.

By Lemma 4.1.6 we have ||J(T) — J (T)| .2 < C€”>.
The localization error can be bounded with Theorem 5.2.1 as follows:

”T(T) _7;%(T)HL2 < Ce‘%(pﬂ)uogh\Hw(vejve)

HL2(O,T;H9/2 )

—246,2—6
< (VS VOV VG e H IV VTV VG )
< ChP e (ef2)ve(efa + 1/2 4 6)
< ChP.

The bound for the error due to spatial semi-discretization follows with Theorem
5.3.10:

ITR(T) = T (D)llze < CRH 2N (VE V)0 rsmmsinne, ., )

%y isns
< Chp“‘&(nve,VﬁO,VE,V€°||(F;+17070) IV VOV V02 s
VLV VLV ||(F;,176/2,275))

ChP =% (p+ 1+ 9/2)

< Ce*5(0).

IN

By Theorem 5.4.3 the error due to time discretization can be bounded as follows:

~€ ~€,dG
NS rn(T) = Jpp (D)2 < CdhPtt
< COhPtlee,

The error due to sparse assembly can now be estimated using the stability es-
timate of the dG-scheme in Lemma 5.4.2. The estimate then follows with the
previous Lemma 5.7.5:

~€,dG ~e,dG,A

Trn (1) = Trs (Dllez < 155 = T35 Mlac
S H¢<VG7V6) - Pll/)S’O(VR/mHeOaVR/mﬁeo)“LQ(O,T;Y;)
< CO(1 + 20+ 6).

. The error due to the approximate solution via the GMRES scheme is estimated

with Theorem 5.5.1 and the stability estimate of the previous Lemma 5.7.5:

~6,dG,A ~¢,dG,A,GMRes
HJR,h (T) - JR,h (T)HL2

< Cthrl HP['I/JS70 (VR/27 HEO 5 VR/27 FEO) HLQ (O,T;Y}Z‘)
th+1h—1—2y—(5

<
< Ci(l+2v+9).
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These estimates all combined yield the claim:

| J(T) — ?(T) | 2 C(e”? + WP 4+ e 25(0) + WP e 2 + 20(1 + 20 + )

<
< O+ 51+ 2v +9)).

g

In order to have a scheme that depends upon only one parameter we still have to
choose € depending upon h. Here, we choose a dependence of the following form
€ := h®. The exponent s will now be chosen such that the error estimate due to
regularization coincides in order with the one by discretization. Furthermore, we undo
all transformations that have been applied up to now.

Corollary 5.7.7 The approximate solutions without transformations are given by

V(T,x) = KelTV (T, — (o°/2+ )T + log K) ,
I(t,z) = Ke®(t,x — (o*/2+ )t +log K),
J(T,x) = K27 J(T,z— (*f24c¢)T +logK).

Let € :== Ch® and assume p > 1. If the functions are computed separately, then we
choose s for the corresponding function as follows:

sV =1,
o p+ 12— (14+12K)y —crf2 — 20
sV = ,
p+1
J p—(2+Yer)y—9§
st = :

p+1

If we denote by M the number of computation steps, this choice leads under the as-
sumptions of the respective theorem to the following error bounds in terms of M :

IV(T) = V(T)||l 2 < CMEHIYs"
||'l9 - @HLQ((LT;LQ) < CM(—1+5)3/2819’

3/25‘]

|J(T) = J(T)||z < COM TGrowss,

Proof. For the following choice of s the term €”> dominates the error estimate of the
respective theorem:

3/2sV < p+ 145" (1)2—p),
3as’ < pAlfe—v—erfa—25+ 5" (1f2 = p),
3/2s7 < p—2v—0+ 57 (12— p).

The minimal bound is achieved when choosing the maximal value for the respec-
tive exponent s. For the complexity we have N(log N)® < Ch~'7° and therefore
e~ (6+9)eN(log N)® < Ch~(6+9)es=1=0  Thig yields the claim. O
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In order to be able to get a feeling for these error estimates Table 5.1 shows the
order of convergence in terms of number of computation steps. Here, we used a set of
model parameters which will be used for the numerical experiments in Chapter 7. For
convenience’s sake we omitted the value of §.

p| v n | sV | s | s | Order for V | Order for ¥ | Order for J
11014997 1 1063036 15 0.04 0.41
210,14 (997 | 1 0,74 | 0,57 1,5 1,1 0,58
310,14 (997| 1 0,79 | 0,68 1,5 1,18 0,64
410,14 1997 1 |0,82 0,74 1,5 1,23 0,68
510,14 (997| 1 {0,841 0,79 1,5 1,26 0,7
610,14 1997| 1 |0,86 | 0,82 1,5 1,29 0,72

Table 5.1: Order of convergence with respect to M

If we compare these results with a finite difference scheme such as the one that was
suggested in [CV05a] we have the following. Such a scheme needs O(h™?) time steps
in order to ensure convergence. In each time step O(h™2) operations have to be
performed. The error is then bounded by C'h. That means, the order of convergence
in terms of computation steps is 1/4. Therefore, for such small jump activities the
results above still show better order of convergence.



Chapter 6

Implementation

Main thread. For the actual implementation there are still three issues that have
to be dealt with. These are the explicit computation of T'(H®, H®), T'(H,exp) and
the assembly of A¥. This should be accomplished in a way that the implementation
can be generalized to other kernels with a minimal additional effort. To this end the
whole computation is based upon solely two functions which depend upon the kernel
and therefore have to be implemented anew for a new kernel. These are k&l%AV and

123&177 A, Which represent antiderivatives with respect to a mixture of polynomial and
exponential moments of the kernel. The singularity involved is dealt with by using the
Hadamard integral which allows to treat summands of the existing singular integral
separately. Finally, the implementation of these functions is shown for the case of a
CGMY kernel.

In this chapter we present methods for the assembly of the objects that have not been
taken care of up to now. These are I'(H, H), I'(H®, exp) and the computation of
A¥. The latter has already been efficiently implemented by Matache, Schwab, Wihler
and others of the research group of Prof. Schwab. The content of this section is
therefore only a slight adaptation of these results. Nevertheless, their methods will be
presented in a nutshell at this point in order to show the following. Firstly, it is easy
to add the hedging error module to an existing implementation for the option price
following this method. It essentially only uses already existing functions. Secondly,
the necessary implementation effort in order to transfer the program onto a further
kernel is reduced to implementing basic finite-part integrals of the kernel with respect
to a monomial or an exponential. Thus, an implementation using this method can be
generalized to further kernels with a minimal additional effort.

In the sequel we will again only deal with the pure jump part, i.e. we assume o2 = 0.
The terms that correspond to this Brownian motion can be dealt with with standard
methods. For the remaining parts we have to apply methods that allow for a treatment
of hypersingular integrals. To this end we introduce the notion of finite-part integrals in
the sense of a Hadamard integral. They allow to compute the miscellaneous summands
of the singular integral separately. An overview of their usage for the computation of
such hypersingular integrals can be found in [ML98|.

115
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A finite-part integral in this sense is defined as follows.

Definition 6.0.1 [Finite-part integral] Let b > 0. For o € R the finite-part integral
shall for monomials be defined as follows:

7[b N logb ,if o = —1,
%z = e ]
0 otherwise.

a+1

For < —1,m > —a — 2 and g € C™*Y[0,b) the corresponding finite-part integral
shall be defined as follows:
b
7[ otk dy.
0

b b m k) m k)
o o 9 g
7[ g(x)z®dx = / x (g(x) - k:'( )xk> dx—l—z k;'( )
0 0 k=0 k=0
For functions g € C™*V[0, 00), such that for all k = 0,1,...,m+1 and [ > 1 we have
/ g® (z)x " da
0

the finite-part integral shall finally be defined as follows:

7€ " g(a)atde = { o(2)2"dz + /b " g(w)avds.

< 00 (6.1)

Remarks. This definition clearly states that this notion of an integral is equivalent
to the usual Riemann integral if the latter is finite. That means

/OOO f@)de < o0 = {o f(a)de = /OOO f(w)da.

For notation’s sake we will therefore set fab f(z)dx = f: f(z)dz if 0 ¢ [a,b]. Further-
more, we can generalize onto R by setting

ﬁg(m)|m|°‘dm = 7€OO g(—x)x%dx —|—7€OO g(x)x*dx

for functions g € C™(R) satisfying (6.1) on R. This integral is again a linear
functional, cf. [KU98, Section 1.4.2], and the usual integration-by-parts rule still
remains valid if the order of the singularity is not an integer, cf. [ML98, Theorem 2.7]
or [KU98, Theorem 1.4.2].

The two functions, £~ and l%_l, on which we will base the ensuing method can now be
introduced. They are the only ones that have to be implemented anew if the program
should be transfered to a new kernel.

kanav(y) = ey k(y),
. — f:o kanav(y)dy if x>0,
kAmAV(:E) = T .
I kanav(y)dy L if z <0,

fy kanav(y)dy if x>0,
~F kapao(y)dy i x <0

]%K;,AV ('CE) = {
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For shorter notation we furthermore introduce the following:

CAn,All(x) = f kAn,Au(y)dy-

—00

This function can be computed with kx! AnAy and k: .y as follows:

k;rl],Al/(I) , lf T S _17
CAPA (ZB) _ CA?LAV( 1) (kgé Au( ) - kgé,Au(_lw , if 1<z < 1’
n,Av CAn,Au(l) (kﬁn Ay( ) — k&:],Au(x)) il <2< oo,
CA”’AV<1) kAn Ay( ) , if r = .

6.1 Computation of I'(H, H) I'(H°, exp) and AH®

In case of these smooth functions the integrals which we are about to consider exist in
the usual sense. Therefore, we can split up the singular integrals into sums of finite-
part integrals and compute those separately. More specifically, we now consider payoff
functions of the following form:

HGD(x) = (1 - ex)l(—oo,—ﬁo)(w) + (j(l‘)l[_emeo](l'),

where we have ¢y > 0, and ¢ shall denote a polynomial such that H® € CP*}(R). The
restriction to a strike X' = 1 can be done without loss of generality as was shown right
in the beginning. Therefore, this model payoff function comprises the approximate
put function that has been introduced in the previous chapters. By definition of I" we
have to compute the following:

I'(f,9) = A(fg) — fAg — gAf.

Here, we show the computation for ¢ > 1, the other case follows along the very same
lines. That means, we consider the following operators:

Af(z) = / (f(+y) — F(x) = (¢ — 1) f'(2)k(y)dy,
Af(x) = f ((+y) — F(2) - (& — 1) f'(2)k(y)dy.

If f € C?(R) the integrals exist in the usual sense, and we have Af = Af.
This is the case for I'(H®, H®) and I'(H®,exp). It is therefore now sufficient to

compute terms of the form Ag, where

mxl

g(x) =€ (—00,—€g) OF g(x) = emxp(x)l[—eo,eo]

for m € N;m < n and p denotes some polynomial. Considering those functions sepa-
rately formally leads to Dirac distributions d_,(x) due to the jump at —e,. However,
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due to the regularity of the overall payoff function H these terms will cancel out
when recombining the results. Thus, in the actual computation they can be neglected.

Formally, for the first term we have the following:

A(€™ L (—o0,-cp)) + (€1,0(00) = €0,0(00))0— (x) €™

= (T4 9) = I )1 (e = D)) d
= (F ey = 1) (e~ D))y )
— e (Cm,o(—eo —2) = 1) (@) ((1 — m)coo(00) + mcl,()(oo))) .
The second term can be computed as follows:
A(e™ ()1 ey e0) (%)) — (€1,0(00) = €0,0(00))0_c, ()™ p(x)

~ od (emypu D+ 9)
R

—Li—ep,e0l (7) (p(l’) + (e = 1)(mp(z) + p’(l‘)))) k(y)dy.
The last terms evaluate to
N ape@f (ple) + (€ = 1) mple) + 5/ (0)) ) )y
= ) (@) (00(00) (1 = m)p(w) = p/(2)) + c10(00) (mp() + p/()).

For the first term we use the Taylor expansion of p:

€p—T
o a4 P+ DRI = e+ k()
R

co—z B8P (k)
= e (7{60_% kgo Ty’“e yk(y)dy)

= ™ (%% (Cm,k(€0 — :L') — CmJg(—eo — l‘))) .

k=0

Thus, the computation of I'(H®, H®) and ['(H®,exp) can be reduced to a sum of
evaluations of the function ca,a,.

6.2 Computation of (AH,¢!) and assembly of A“

In this section we have to consider non-smooth functions H and ¢!, where H is the
original put function and 1! a wavelet basis function. That means that the singular
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integrals are distributions and therefore do not necessarily exist at all evaluation points.
Because of that we can only compute the projection via P which suffices in our
application.

The term (AH, ¢l) is actually not used in our method. However, we already know by
[MSWO06] that the option price can be computed directly with this method without
previous regularization. Furthermore, even though a PIDE representation for J could
not be proved we can implement and compute the solution of the resulting system of
equations. Then, this solution can be compared to the real hedging error in this case
in order to study the obstacles that impede the theoretical treatment.

As already mentioned we cannot apply the method introduced in the previous section,
because AH ¢ C(R). Thus, we will apply partial integration several times to come up
with a representation which only uses function evaluations of k;}% A, To this end we
introduce the following extension to antiderivatives of higher order for n € N:

EO () = —f, ey kg (y)dy L if x>0,
Ay ffoo eyA"yA”kag(y)dy ,if z < 0.

These functions have the following properties, which allow to apply partial integration
in the ensuing analysis. Particularly, we derive a representation of those antiderivatives
based upon k&lﬁ Ap

Proposition 6.2.1 The functions k;,l(%rl) are antiderivatives of k‘&l%o in the following
sense. Forn € Nym € Z with —n < m <n and x # 0 we have

D" ks (=) = =" (—a).
Additionally, we have the following growth estimates:

koo (x) Clz|"~ " Va e [-1,1]\ {0},
koo(z) < Ce™ vreR\[-1,1].

IN

Finally, we have the following equivalences for m # 0:

_ S 1\’ 1\"
em“’”k:mfgﬂ)(—x) = —Zko’énﬂ l)(—x) (——) + e <_E) k’;m,lO(_x)a
=1

m

—(n 1 < /n e _
5@ = Y (1) 0t )
" k=0

Proof. The first statement is clear by definition for m = 0, so are the growth estimates
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due to the growth assumptions for k. For m # 0 we have the following for x > 0:

emykaz:(y)dy)

Dafer s (=) =D, (e [

—x

e / e kT (y)dy — kg (— )

oo

e}

1 1w oy —(n— _n
= me™— ([emyk070 (y)]oo—/ e yko,[() U(y)dy) — koo (=)

m 00

= / ey oY (y)dy

o0

= —emmk‘;ﬁo(—x).

Along the very same lines the claim follows for x < 0. The first equivalence now
follows similarly with partial integration. As just seen, we have

n mx ]' m —-n —x o m —\n—
) = e (e s - [ el V)

m 00

1
- kfn o o mxkfn o ]
m( 00 (=) — €™k, ( x))
Iterating this formula yields the claim. Finally, the representation of kg () can be

derived via the antiderivative property. We have

“ Lz —y)k(y)dy ifz>0

n 1 _ _jcgc ’ = Y,
n12< ) “t g k(@) = {jcwoo Lz —y)k(y)dy ,ifz<0.

For n = 1 this is clearly an antiderivative of k. o which vanishes at infinity. Since
antiderivatives are unique up to a constant and the limits at infinity coincide, we have
the desired equivalence. The claim now follows by induction. U

With these functions we can now start to compute (AH, ). Similar to the computa-
tion in Lemma 5.7.1 we get the following representation of AH for x # 0:

AH(z) = 1 oo(@) / (0~ Dk(y)dy — 1(0m0(x) / (€Y — 1)k(y)dy.

—x —00

[e.9]

With this we get the following with the properties of €k, o(—x) in Proposition 6.2.1
by applying partial integration:

/AH )@ dx—/ /x (e — 1)k(y)dyypj(z)dx

- _gpg(o_)/o (e — 1)k dy—I—/ /x (€™ = Dk (y)dy Dl (x)dx

p+1

= 09 Y (0 [ @ - i)

0

0 [e%)
1) / / (9 — Dy 7 (y)dy DY ()
—-RJ—x
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Here, D" 1¢l(0—) := lim, »o D" '¢l(z). Along the same lines a similar result can be
derived for > 0 with D" 1pl(0+) := lim, o D" 1¢l(x). Let now

o= [ @Dk
0
0

= [ @k

These terms can be computed using the formulas in Proposition 6.2.1. Due to the
existence of the integrals the limit at z = 0 is given by the corresponding sum of
finite-part integrals. Combining these results, we get the following:

pt1

(AH, @) = > (=1)"ei D" 'pi(0-)

0 o0
1y / / (Y — ka0 (y)dy DM ol () de
—RJ—x
p+1

—X:C’D”’1 Lo4)
/ / (5 — Dkg V() dy D" gl (2) e

Since DPTl(x) is just a sum of Dirac distributions and their derivatives, this integral
can be computed via a sum of evaluations of k; § — kg -

The assembly of A now follows along similar lines. Here, we have the advantage that
all functions have bounded support and vanish at the boundaries. Therefore, applying
partial integration does not produce boundary terms. Formally, the integral does not
necessarily exist in the usual sense at x = 0. Therefore, we first apply Fubini and
then partial integration with respect to x. Hereby we denote the antiderivative by
D=1, The resulting integral exists in the usual sense and therefore coincides with the
finite-part integral. Consequently, we can split the finite-part integral into separate
terms. Finally, we use the fact that Fubini and partial integration are applicable for
this kind of integral:

atwhl) = [ [ @l - ulle) = @ - DDU )yl )ds
= [0l +9) = D7) = (@ = DUk DV ) dady
= [ v+ ket e — con(o) (o)
—(e1,0(00) = €00(00)) (DY, 1)

_ / 7[ DY+ )k 207D () dy DY ()i — co.0(00) Mgy 1
QJR

—(01,0(00) - CO,O(OO))C(l,i),(l’,i’)a
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where M denotes the mass matrix and C the so-called cross matrix with respect to
the wavelet basis. This enables to finally assemble the corresponding matrix for the
generalized version A“. To this end we can do the following decomposition for f € Y:

(BXA(E=1))(x) = / (fF + 9™ — f(a) — (& — D)(—wf(x) + F(2)k(y)dy
— Af(x) + / (f( + g (€™ — 1)+ w(e? — 1) f(2))k(y)dy

R

= Af(z) + / (( + ) — F@) (e — Dk(y)dy

() [ (€ = 1l = D))y
= A (@) + can = o+ €)1 (0) + F 1o+ 5) (b-waly) — )i
where
d = /R(e_“’y — 14 w(e’ —1))k(y)dy.

This term is finite, because

[ —1sute =iy = [ oy ( / R e—weyde) k(y)dy
= /R wy? ( /O 1 / 1 9169291yd92d91> k(y)dy

<
Therefore, we can compute ¢ as follows:
d=c_po— (1+w)coo+ werp.
Altogether, this yields
a® (WL oh) = a(Wll) +wlero — co )M, @)
+ [ Dl + )72 )~ 153 )y D )

6.3 Implementation of CGMY kernel

Finally, we show the implementation of the functions /{;&177 AV,/%EL A, for the exemplary
case of a CGMY process. Here, we can use the fact that the modified kernel ka, A, is
again a CGMY kernel, however with different parameters.

More precisely, a CGMY process is a pure jump Lévy process, where the kernel of the
jump measure is given by

Ke) = C© v Lifa >0,
' % ,1f£L'<0
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for some C,G > O00M > land Y < 2. If G > 2, M > 2 and Y > 0, then the
corresponding process meets the assumptions (Al)-(A4). As mentioned before, the
corresponding functions can be computed via the antiderivative of this kernel function.

Define to this end the following auxiliary functions for x > 0:
—1—Ve—77x’

lNcW(:v) =
bia) = = [ gty

Sy = f ey
0

T

With this the functions kx, A, () are given by

/fm,,Ay(y) = 0(1(7000 (y)ff G+AnY — AV( Yy +1(0<>o (y)kM AnY — Au(y))
- )

)
k&l;,m(x) = C(l(—ooo(x)kGJrAnY A=) + (x)le—An,Y—Au(x
) +

)
(x)l%&l—An,Y_Ay(x))‘

~

k&lﬁAv(m) - O(l(—oo,O)(x)kéiAn,Y—Au( z

Therefore, it is sufficient to implement k , and l%; L. The first can be expressed via
the already given functions

Cine(a,z) = / tv e tdt,
Ei(x) = / t~tetdt.

Here, Ty, is defined for x € [0,00), if a > 0. Using change of variables and partial
integration, we get for 0 # v # 1

7.—1 OO —v—1_-—
bie) = [ utemay

— T]V+1771/ yfuflefydy
n

v 1 -V _—yloo - -V _—
= n— ([y € y]nz _/ y e ydy)
1 1 >
— v, v 1-v _—yljoo 1-v —vq
1 Ve +n—y(1_y) ([y e e /my e y)
e (L - U - n”
— nx - v_ " 1-v o —F 2 - )
e (Vl' V<1_V)l’ ) I/(l 3 mc( V>7737)

Analogously, we get for v =1
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The computation of /;:; L(x) is now done via numerical integration. By definition of
the finite-part integral we have with the transformation v = %y — 1 and the notation
t(v) := (v + 1) the following:

1

1—v

- / () 1 4 (o) H(0) |2 t(0)] ' S - <%x_”—|— ! xl_”).

1

2 £ 1
-1 _ - —1-v -V
kyo(z) = /0 (€™ = 1+ny)lyl™"dy + —a™ =1

The remaining singular integral exists in the usual sense. Therefore, we can apply the
GauBl-Jacobi quadrature formula with respect to the weight function

w(r) = (1 —-2)*(1+2)° witha=0,=1-r.



Chapter 7

Numerical experiments

In this chapter we will show the results of the implementation and compare the solu-
tions with those derived by the integral transformation method of [HKKO06]. To this
end we use a CGMY process with the following exemplary parameters:

C =9.61,G=997,M =16.51,Y = 0.143.

These have been suggested in [CGMY02, Table 3]. Furthermore, we consider a Euro-
pean call function with strike K = 100. The compression factors are chosen & = 0.8
and ¢y = 1. The slope for the dG scheme at level L = 9 is set to 4 = 1 and the grading
factor to o = 0.5. The computations are done with ¢ = 0.5h%7. That means we used
the average of the exponents s¥ and s”’.

Then a computation at approximation level L = 9 yields the functions that are dis-
played in the Figures 7.1(a),7.1(b) and 7.1(c) and together in Figure 7.1(d). At that
level the computation takes only a few minutes - about 8 minutes on a Laptop with
a processor at 2.0 GHz. For higher levels we encountered problems with the imple-
mentation. More specifically, the solutions began to oscillate for large initial values
x. But, if these oscillations are ignored the resulting functions show the same order
of convergence that is shown in Figure 7.2(d). This suggests that these oscillations
are caused by cancellation effects due to rounding errors. Therefore, they should not
represent a general drawback connected with the method. However, in the sequel we
will only present results that have been obtained directly without further corrections.

If we compare the results with the reference functions computed via the integral trans-
formation method up to that level L = 9 we see that we already obtain reliable ap-
proximations. The respective procedure of approximation can be seen in Figure 7.2(a)
for V, in Figure 7.2(b) for 9 and finally in Figure 7.2(c) for J. Here, only a clipping
has been shown in order to demonstrate the approximation. However, if we compute
the L? errors of those functions with respect to the reference we see that there is
convergence on the whole real line. Indeed, the order of this convergence is given in
Figure 7.2(d). It represents the development of the L? difference at maturity for V/
and J and the difference with respect to the norm || - ||2(o7,z2) in case of . The error
is given in log-scale against the mesh width which is given in log-scale as well. The

125
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Option price Hedging error
i
o 12
10
60
8
40 ”
4
2
g , ,
o 20 40 60 80 100 120 140 160 180 200 50 100 150 200
(a) Option price V(T') at level L =9 (b) Hedging error J(T) at level L =9
Trading strategy Hedging Objects at L=9

WMethod: Space=epsvar, Time=hpdg
CGMY: £=9.61,G=0.97,M=16.51,Y=0.143

Option price
Pay-off function

100

—w— Hedging erfor
—w— Hedging strategy at maturity

0 20 40 60 80 100 120 140 180 180 200
Initial asset price

(¢) Trading strategy 9 at level L =9 (d) Hedging objects V,9,.J at L =9

Figure 7.1: Solutions of the hedging problem for a CGMY process with model param-
eters C' =9.61,G =997, M =16.51,Y = 0.143
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average slope that is given in the figure therefore represents the exponent of the mesh
width A in the error approximation. That means for instance that

IT(T) = J(T) g2 ~ CRM*

is suggested. These results meet the error bounds that are induced by Table 5.1 for the
choice of the exponent s. For the hedging error J it is even far better than suggested
by the error bound.

Option price convergence Trading strategy convergence

10 115 120 125 108 108 110

(a) Convergence of V (T') (b) Convergence of J(T)

Hedging error convergence Approximation error
Method: Space=epsvar, Time=hpdg Method: Space=epsvar, Time=hpdg
CGMY: C=0.61,G=0.97,M=16.51,Y=0.143 COMY: C=9.61,G=9.97,M=16.51,Y=0.143

—— Opton price
—— Hedging error
2] —— Trading strateqy

L2 error in log-scale

Mesh width in log-scale

(¢) Convergence of 9(T) (d) Order of convergence

Figure 7.2: Convergence of option price, hedging error and trading strategy for CGMY
with C' =9.61,G =9.97, M = 16.51,Y = 0.143

The exponent s in the definition of € in Corollary 5.7.7 was chosen such that the ap-
proximation error due to regularization dominates the error estimate. If we choose a
smooth payoff function right from the beginning we do not have to apply the regular-
ized approximation. This is done in Figure 7.3(a) and Figure 7.3(b) for the approxi-
mate put function H with ¢, = 0.5. In order to determine the order of convergence
we use the results at L = 9 as reference function. This is necessary, because the result
via the integral transformation method is not reliable at that small scale. That means,
the implementation that was used for the computation via that method yields oscilla-
tions in the order of magnitude of the distance we are about to consider. As expected,
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we can see that the resulting errors are far smaller and the order of convergence is far
higher than with additional regularization.

Hedging error convergence Approximation order
Wethod: Space=eps, Time=hpdg Method: Space=ops, Time=hpdg
CGMY: C=0.61,G=9.97.M=16.51,Y=0.143 CGMY: G=9.61,6=0.97,M=16.51,Y=0.143

vl L
Level L=09|
—e— Hubalek

80 %0 100 110 120 130 140 150 &5 K 55 4 35 3

E 5
Initial asset price Mesh width in log-scale

(a) Convergence of J for H%? (b) Order of convergence for H%5

Figure 7.3: Convergence for CGMY with C' = 9.61,G = 9.97, M = 16.51,Y = 0.143
and the approximate put function H°?

The most effectful parameter for the error estimation is the activity of small jumps,
that means Y. If we choose a substantially higher activity, namely Y = 1.143, we
see in Figure 7.4(b) that the order of convergence is less than for Y = 0.143. But
still it remains higher than the theoretical estimate suggests. Here, we again used the
solution for L = 9 as reference for the same reasons as before.

Approximation order Approximation order
Method: Space=epsvar, Time=hpdg Wethod: Space=epsvar, Time=hndg
CGMY: C=0.61,G=9.97.M=16.51,Y=0.143 CGMY: G=9.61,G=0.97,M=16.51,Y=1.143

L L ' L L L L '
4 35 3 7 65 3 55 5 45 4 35

5 L
%5 E 55 E
Mesh width in log-scale

E 45
Mesh width in log-scale

(a) Order of convergence for Y = 0.143 (b) Order of convergence for Y = 1.143

Figure 7.4: Order of convergence for CGMY with C'=9.61,G =9.97, M = 16.51,Y =
0.143 and C' = 9.61,G = 9.97, M = 16.51,Y = 1.143

Conclusion. The experiments show that convergence takes place and its rate meet
the theoretical bounds derived in the previous analysis. While the experimental con-
vergence rate for the option price is quite close to the theoretical upper bound, the
ones for the trading strategy and the hedging error are far better. The reasons for this
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are probably the cancellation effects that have not been taken into account in the the-
oretical analysis. More specifically, for J¢ the analysis was based upon the properties
of I'. The cancellation effects in

T(V¢, exp)?

PV V) =TVE V) = I"(exp, exp)

have not been considered. Likewise, the error bound of I'; is based upon the error
bound of A,. Here, the cancellation effect of the difference

I(f,9) = A(fg) — fAg — gAf

has not been considered. These effects, however, take place in the computation which
could cause the discrepancy.

Nevertheless, in total the experiments show the convergence of the scheme and the
competitive convergence rate. The more involved theoretical analysis including these
cancellation effects is left to possible future research.
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