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Abstract

In this thesis, a reduced basis framework for the pricing of European and Ameri-
can options is developed. The underlying problems are described by parametrized
time-dependent variational (in-)equalities. Corresponding reduced problem formula-
tions are introduced, a posteriori error estimates are derived, and the construction
of suitable reduced spaces is worked out. The efficiency of the resulting method is
demonstrated in the context of calibrating to market data and by comparing it with
existing methods used in practice.

Zusammenfassung

In dieser Arbeit wird eine Reduzierte-Basis-Methode fiir die Bewertung von eu-
ropdischen und amerikanischen Optionen entwickelt. Die zugrunde liegenden Pro-
bleme werden durch parametrisierte zeitabhéngige Variationsungleichungen beschrie-
ben. Dazugehérige reduzierte Problemformulierungen werden eingefiihrt, a posterio-
ri Fehlerabschitzungen werden hergeleitet und geeignete reduzierte Rdume werden
konstruiert. Die Effizienz der resultierenden Methode wird demonstriert anhand der
Kalibrierung an Marktdaten und durch den Vergleich mit verbreiteten Methoden aus
der Praxis.
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1 Introduction

Modeling financial processes is one of the most dynamically developing branches of
science today. In particular, this relates to the option pricing theory, which has been
consistently gaining attention from the engineers and the mathematicians since the
70’s when the Black-Scholes formula was derived.

One of the central objectives of this branch of research is the evaluation of the
fair price of an option. Options are derivative contracts, which means that their
price derivation is based on the price of another economical resource. They allow
their owner to sell or to buy the underlying asset (e.g., stocks) for a specified price
before or at some time in the future. The options are categorized into different types,
depending on the function they perform. The most popular types are European and
American options. The latter one, in fact, remains the most complex to value. From
the mathematical point of view, these financial products can be described by means of
probabilistic methods as well as by deterministic ones, including parametrized partial
differential equations (PDEs), where the parameter reflects the properties of the
model. One of the simplest and widely know models, which attempts to evaluate the
theoretical value of an option, is the Black-Scholes model [BS73]. Although this model
is widely used in the option pricing theory, it presents major limitations, such as, e.g.,
an assumption of a constant volatility. To overcome these limitations, a variety of
other models, like, e.g., the constant elasticity of variance (CEV) or the Heston
models, have been developed, which mimic the market behavior more realistically.
These models are inherently more complex than the Black-Scholes model. Evidently,
to deal with the complexity of these models, it becomes imperative to develop suitable
numerical approximation techniques. While the finite elements method (FEM), finite
differences (FD), or finite volumes (FV) are the canonic numerical methods for PDEs,
their application to financial modeling, [AP05b; HRST13; Sey09], is still considered
relatively new in comparison to the standard Monte Carlo methods, (binomial) tree
methods or semi-analytic formulae. Often, more simple, but less realistic models are
favored in practical applications due to the low computational cost. Consequently, the
development and utilization of methods for efficient evaluation of option prices, yet
in complex models, is of current interest in research, which is one of the motivations
for the present work.

The objective of this thesis is to develop a parametric model order reduction frame-
work, based on the reduced basis method (RBM) for an efficient and accurate com-
putation of the solution of option pricing models. Focus is particularly laid on the
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American options which we model as parabolic variational inequalities, discussed in
more detail below. The basic idea is to construct the reduced-order model, which
can approximate the original high fidelity problem (i.e., the detailed problem) for
different variations of the parameter values. The reduced-order model is constructed
based on an appropriate low-dimensional approximation solution space by exploiting
the parameter dependency of the problem.

The RBM is not a new method, and its beginning can be traced back to the
pioneering works of Almroth, Noor, Peters [ASB78; Noo81; NP80] and others for
structural engineering applications. More recent developments in RB methods can be
found in [GMNT07; GP05; PRV*02; VPR'03] and the references therein. Over the
years since, a strong mathematical theory has been developed for the RB methods
with a particular focus on sharp and reliable a posteriori error bounds, and the
utilization of the standard POD and greedy procedures for the basis construction,
see, e.g., [Gre05; Haal3; HO08b; Rov03; VPR103].

The distinctive difference of the RBM to other reduced-order modeling (ROM)
techniques lies in the fact that the method seeks to exploit the physical properties
of the system by studying the parametric nature of the problem. That is, the re-
duced space which is used for an approximation, is chosen such that it represents all
possible variations of the model with respect to the parameter. The efficiency of the
method is gained by the so-called offline-online decomposition of the computational
routine. In short, this splitting separates the parameter-independent computations
from the parameter dependent ones. The first phase is computationally expensive,
but performed only once, while the latter one is computationally cheap and can be
executed multiple times for different instances of an input parameter. This is a sig-
nificant feature of the method, which allows to perform computations in a real-time
and/or multi-query context.

The significant interest of the method has been also in its realization in the wide
range of applications, including, e.g., the Stokes problem, linear elasticity and contact
problems [BAF16; GV11; MQROS8; Rov03; RV0T7; Ver03]. So far only little attention
has been paid to the applications in finance. The recent works include, e.g., [FCGOG;
PGB15; Pirl2; SS08; SS14; SSS14], which are primarily focused on exploiting POD
techniques. The first studies with the RBM, where the attention was on the choice
of the basis functions, include the work [CLP11] for jump-diffusion models. Sub-
sequently, in [Pirll] it has been extended to the basket options. In [Pirl2] it was
shown to be a variant of the POD. In the recent paper [MU14] the application of the
reduced basis method to more complex models, e.g., with parameter functions as an
initial condition, has been investigated. The method also formed the basis of several
textbooks and tutorials, [Haall; Haal6; HRS16; PR06; QMN16] as well as software
libraries, e.g., [DHK'12; RBm13].

We point out that previously mentioned studies considered only the linear case of
European options, even though the most frequently traded are American options. By



their early exercise property these derivative securities are formulated as an optimal
stopping problems, which are, in turn, described by parabolic variational inequali-
ties (PVI). The subject of variational inequalities (VI) has a well developed theory
and wide range of applications, especially for obstacle and contact problems. For
example, for American options, the pay-off functional acts as an obstacle. To im-
pose the contact condition one uses an inequality constraint. This, however, adds
an additional non-linearity that has to be resolved. We refer to [BL82; DL72; IKO0S;
KS00; Lio72; LS67] for the general theory of stationary and instationary variational
inequalities. For the numerical treatment a wide range of literature is available, see,
e.g., [BHR78; Glo08; GLT81; KO88]. An extensive survey for the treatment of the
finite-dimensional variational inequalities is given in [FP03].

We note that the contact condition can be enforced by means of the Lagrange
multiplier method, which transforms the original variational inequality into a mixed
problem in saddle point form. It can be treated by active set methods, such as the
primal-dual active set strategy (PDAS) [HIK02]. For an overview of discretization
schemes for such type of problems, we refer to [Woh11].

Employing the reduced basis method to stationary variational inequalities has been
initiated by the works [HSW11; HSW12], where the main theoretical results for the
reduced problem were discussed together with the derivation of a posteriori error
estimates. The interest in such problems has increased, which led to further research
in [GU14; GU15; ZBV16]. Despite the interesting mathematical nature of the prob-
lem, the non-linearity of the model is reflected in the difficulty of the construction
of the reduced bases. On one hand, one has to guarantee the inf-sup stability of
the constructed pair of the reduced spaces. One can follow the standard approach
of enrichment by supremizers. This, for example, has been used extensively for the
treatment of the pressure term in the Stokes problem or for non-coercive problems,
see, e.g., [GV11; NMR15; Rov03; RV07; VPRT03]. On the other hand, one has to en-
force the positivity of the reduced Lagrange multiplier and thereby the approximation
of the space of Lagrange multipliers becomes more involved.

The inequality constraints also complicate the derivation of a posteriori error es-
timates. Specifically, the estimation of the inequality residual is not straightfor-
ward and requires a careful treatment. This is also reflected in only partial offline-
online decomposition of the a posteriori error estimates. This question was addressed
in [ZBV16] for the elliptic variational inequalities and in [BKGT15] in the context
of optimal control problems with variational inequalities. In this work the authors
consider the problem in the so-called primal formulation, which is obtained by intro-
ducing an additional “slack” variable. For this formulation they derive simpler error
estimates, which are computable in an offline-online fashion. The extension of the
RBM to the parabolic case is studied in the works [BAF16; BHST15; GU14; GU15;
HSW13]. In [GU14; GU15] the parabolic variational inequalities in the space-time
framework has been discussed. There the authors provide a well-posedness result
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and derive a posteriori error estimates for the problem with a relaxed coercivity
assumption.

The research in this thesis focuses on two objectives. The first is to construct the
generalized reduced basis framework for the parabolic variational inequalities which
arise in option pricing. Here we extend an earlier developed methodology for the ellip-
tic variational inequalities, summarized in the aforementioned work [HSW12] to the
parabolic case. In particular, we deal with the well-posedness of the reduced problem,
the construction of the reduced basis spaces, and a posteriori error estimates. We
remark, that in contrast to the space-time parabolic variational inequalities [GU14;
GU15], we follow the standard time-stepping approach, where the reduction is per-
formed for the spatial coordinate. For the derivation of a posteriori error estimates
we utilize techniques used for elliptic variational inequalities [HSW12] together with
the estimates for parabolic problems, see, e.g., [GP05; GRV12]. Most of these re-
sults for coercive problems were reported in [BHST15]. In addition to it, to cover a
larger class of models, an extension to weakly coercive problems, i.e., where only the
Garding inequality is satisfied, is presented.

In contrast to the elliptic case, the construction of the reduced spaces for parabolic
variational inequalities is more complex because of the time dependence. For the
construction of the primal space we still can follow the standard POD-Greedy algo-
rithm, [Haal3; HOO8b]. However, for the dual reduced space this is not applicable
because of the non-negativity constraint. Instead we consider the new combination
of the POD-Angle-Greedy procedure, which has been first introduced in [HSW13]
and generalized in [BHST15]. It unifies the known POD-Greedy algorithm for the
primal space and the Angle-Greedy algorithm for the Lagrange multiplier space. An
alternative approach based on the non-negative matrix factorization (NNMF) [LS99]
was described in [BAF16], where it has been compared to the SVD procedure. In this
thesis we also provide a numerical comparison of the performance of both approaches,
the NNMF and the POD-Angle-Greedy algorithm.

The second objective of the thesis is the application and the empirical investigation
of the RBM to problems in finance. In particular, we consider the problem of cali-
bration on option prices, which requires the solution of a least-squares minimization
problem. This is one of the typical applications of the RBM, where many query eval-
uations of the high-fidelity solutions are required. While, a lot of research has been
carried out on the application of model reduction techniques in calibration on option
prices, most of them deal with the linear case of European options, [Pir09; SS14].
We present a unified model reduction approach, which covers not only the European,
but also the more complex case of the American options. In this part of the work, we
investigate the capacity of the RBM and compare it to alternative model reduction
approaches, which are popular in financial practice. The numerical findings highlight
the potential of the RBM in application to problems in finance, allowing to achieve
a computational saving for complex problems. A substantial part of the thesis is



also allocated to the discussion of the Heston option pricing model. This includes
the modeling details, boundary conditions and influence of the parameters. We re-
mark, that this model is favorable in calibration on option prices, see, e.g., [AGG10;
GGM™12; MPS14; SST04], due to its ability to replicate market behavior better than
some other models.

The content of this thesis is organized as follows. In Chapter 2 we give a brief
overview of the option pricing theory and terminology used throughout this thesis.
In particular, we consider the derivation of the Black-Scholes and Heston models.
We focus on the Heston model, where we provide a detailed summary of the model
setting for different types and styles of options.

Next we introduce the reduced basis methodology in Chapter 3. First we derive
the abstract parametrized weak and discrete weak formulations, which constitute the
parametrized linear parabolic PDE. The conditions for the existence and uniqueness
of the continuous and discrete solutions for the Heston and the Black-Scholes models
are discussed. We recall the main characteristics of the RBM for linear parabolic
problems, which include the a posteriori error estimates, well-posedness of the re-
duced problem, offline-online decomposition of the computational routine, and the
construction of the reduced spaces. Finally, we present numerical results for the ap-
plication of the RBM to price European options in the Heston model. Some of these
experiments have been published already in a similar form in [BHS*15].

In Chapter 4 we extend the RBM methodology to the case of American options,
which are mathematically modeled as parabolic variational inequalities. We discuss
the well-posedness of the weak and discrete weak formulations. By means of Lagrange
multipliers, we study the problem in a saddle-point form. We derive the RBM based
on the discrete formulation. We focus especially on the derivation of a posteriori error
estimates and the construction of suitable reduced basis spaces. Finally, we test the
theoretical findings with suitable numerical experiments, the results of which have
appeared in our earlier work [BHS'15].

In Chapter 5 we apply the RBM to a realistic market problem. We consider the
calibration problem on option prices, where we compare the RBM method to some
existing model reduction methods, which include the de-Americanization method and
the calibration using closed-form solutions. We use synthetic and real market data
sets to demonstrate the performance of different model reduction methods.

We complete this work with concluding remarks and perspectives on future work,
which are given in Chapter 6.






2 Models in Option Pricing

2.1 Introduction

With this introductory chapter, we provide basic definitions and an overview of the
theory of option pricing with some standard mathematical models. For a more de-
tailed introduction; see, e.g., [AP05b; HRS*13; Hul03; Jam03; LLI6; Sey09; WDH93;
Wil01].

The central question in the option pricing theory is: given a value of an option at
its expiration day, 7 = T, how to define a fair price of an option today, 7 = 0?7 To
answer this question, many models and techniques were developed, among them the
famous Black-Scholes model, which was derived by Fischer Black and Myron Scholes
in 1973 [BS73]. Despite being the most popular, the model also has some limitations.
One of the main ones is the assumption of a constant volatility, which, in most of the
situations, is not fulfilled by market behavior. In 1993 another model was proposed
by Steven Heston [Hes93], which assumes a stochastic nature of the volatility and is
based on the dynamics of both, the stock price and the volatility.

In this Chapter we provide a mathematical description of both models, specify ap-
propriate boundary conditions and present their closed-form solutions. In particular,
in Section 2.2—Section 2.3, we briefly outline the definition of options and stock price
processes. In Section 2.4, we discuss the derivation of the Black-Scholes equation and
present the Black-Scholes formula for pricing European options. The limitations of
the model are considered in Section 2.5. These shortcomings give raise to an intro-
duction of an alternative stochastic volatility model, presented in Section 2.6. We
discuss, in great details, several choices of the boundary conditions in Section 2.6.2
for European and in Section 2.6.4 for American options in the Heston model.

2.2 Options

Initially, we recall some basic definitions of financial instruments.

Derivative securities, or shortly derivatives, are contracts, whose value depends on
an underlying asset and an investor’s decision. An underlying asset or just underlying
can be stocks, bonds, currencies etc. We denote the price of an asset by S = {S; :
T > 0}, where 7 is time.

An option is a derivative contract which permits its owner a right, but not an
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obligation, to buy (a call option) or to sell (a put option), an underlying asset at
a prespecified fixed strike price K > 0 before or at a certain time T° > 0, called
maturity. An option is issued by a writer, usually a bank, to a holder, who purchases
an option.

There are two common types of options, the European and the American ones.
European options can be exercised only at maturity. These options are the simplest
ones and are also called plain vanilla options. By contrast, American options, which
belong already to the category of complex options, allow an owner to exercise an
option at any time prior to the maturity date. In turn, these options are also the
most prevalent in the market. For American options we need to know not only the
value of an option, but also when it is best to exercise it, which is a hard task.

There are other types of options, e.g., path-dependent options, the value of which
depends not only on the value of an asset price at maturity, but also on the history
of an asset price.

At an expiration day 7', the value of an option is known and called a pay-off. The
pay-offs for call and put options are defined as

H(S) =

{(S — K)y, call, (2.2.1)

(K - S)+7 put,

with (-)+ := max(-,0).

Provided a pay-off of an option and a price of an underlying Sy, the task of “option
pricing” is to determine a fair price of an option today, i.e., at 7 = 0. Later in the
chapter, a mathematical interpretation of this problem is given. Graphically, the
prices of the call and put options for different Sy can be presented as in Figure 2.1.

For a call (put), an option is said to be in the money, if S > K (S < K); out of
the money, if S < K (S > K); and at the money, if S = K, for all 7 < T'. Different
types and combinations of options can be considered, which include more involved
strategies and lead to more complicated pay-offs, e.g., digital options, straddles,
strangles, butterfly spreads, see, e.g., [Jam03; WDH93; Wil01].

In general, as we will see later, the value of an option P depends on the maturity
time T, strike K, and some set of parameters p, which are determined by the model
used to price an option.

In this thesis, we focus on two option pricing models: the constant volatility Black-
Scholes model, and its extension, the stochastic volatility Heston model.

2.3 Stock Price Process

The stock price process is modeled by a Brownian motion. This concept was already
introduced in early works on option pricing, in the beginning of the 20th century. L.
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— Pay-off — Pay-off

= European put| = European call
E g
g 8
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Figure 2.1: The values of a European put (left) and call (right) options at 7 = 0 and
their corresponding pay-offs.

Bachelier was the first to use a stochastic process (a Brownian motion) to model stock
options. The work was a part of his dissertation “Théorie de la spéculation” [Bac00].

The price process of an asset is described by a stochastic process on the time
horizon 0 < 7 < T'. In general, we are not interested in the asset price itself, but in
the return of an asset price, which describes the relative measure of the change in the
price, dS/S. Mathematically, it is represented by the following stochastic differential
equation (SDE):

s

<= pdt 4 odW. (2.3.1)

The return of an asset (2.3.1) is composed of two terms, the deterministic part pdr,
and the stochastic part odW. The deterministic contribution represents a return
on money invested in a risk-free bank, where p is called a drift, an average rate of
growth of the asset price. The remaining term odW is a stochastic contribution,
which models a random change in the price due to to some unexpected external
events. It is driven by a Wiener process (or a standard Brownian motion) W and a
volatility o, which measures a range of fluctuations of the returns. We discuss the
notion of volatility in more details in Section 2.5.1. For simplicity, we assume, that
both o and p are constants. For a rigorous mathematical interpretation of (2.3.1)
and an introduction to stochastic calculus, see, e.g., [KS91; LLI6].

A Wiener process (or a standard Brownian motion) is a real-valued continuous
stochastic process W = {W, : 7 > 0}, with the following properties:

(i) Wo =0,

(ii.) W has independent increments, i.e., for all 0 <7 <71 < 13 < 74, W, — W,
and W,, — W,, are independent stochastic variables,
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(iii.) W;—Ws; is normally distributed, i.e., for 0 < s < 7, W, =W, ~ N (0,7 —s) with
mean E[W, — W] = 0 and variance Var[W, — W] = E[(W, — W,)?] =1 — s.

(iv.) W has continuous trajectories almost surely.

The SDE (2.3.1) admits the unique solution
S, = Spel=o?/2)T+oW (2.3.2)

The above solution is a log-normally distributed random variable, which follows a
geometric Brownian motion (the exponential of a Brownian motion).

We note that the random term in (2.3.1) plays a crucial role in the modeling of
the asset price. Indeed, if we eliminate the term by setting ¢ = 0, then the price of
an asset S; = Spet™ is fully deterministic, which is not true in real markets.

The SDE (2.3.1) is a particular case of a more general SDE (It6 process),

dX = a(X,7)dr + b(X,7)dW, Xo=Z, (2.3.3)

where a : R x R — R is a drift coefficient and b : R x R — R is a diffusion coefficient.
The solution X = {X; : 7 > 0} of (2.3.3) is called a diffusion. The result of existence
and uniqueness of such a solution, under particular regularity assumptions on a(X, 7)
and b(X,7), can be found in [LL96, Theorem 3.5.3].

Next we present the It6 formula, which is one of the most fundamental tools in
stochastic calculus.

Lemma 2.3.1 (It6 formula). Let X = {X, : 7 > 0} follow the Ité process (2.3.3),
and let f(1,7) € C?([0,00) x R). Then for Y := f(1,X) the following holds
dy = (a + 2Ly b2) dr + Ly aw. (2.3.4)
x x

The proof of this result can be found in, e.g., [KS91, Section 3.3.A].

The equation (2.3.3), driven by a Wiener process, serves as a basis for a very
large class of financial models, called diffusion models, which includes also the Black-
Scholes model, which is discussed in the next section.

2.4 Black-Scholes Model

The Black-Scholes model is based on the following set of assumptions:

(i) The stock price follows a geometric Brownian motion (2.3.1) with constant
parameters p and o.

10



2.4 Black-Scholes Model

(ii) Short selling of securities is permitted, i.e., the seller may sell the assets, which
he may not own.

(iii) The underlying is not paying dividends.

(iv) Security trading is continuous and there are no transaction costs associated
with a portfolio.

(v) There are no arbitrage possibilities, meaning no opportunity to make a riskless
profit. This is a very crucial assumption for nearly all pricing models. In
practice, only very small arbitrage opportunities are observed in the prices.

(vi) The risk-free interest rate r is constant for all maturities, i.e., an interest rate
of risk-free investment or loan is known and constant.

Some of these assumptions can be relaxed, e.g., allowing r» and ¢ to vary over time,
or adding dividends. This leads to more complex models.

There are numerous derivations of the Black-Scholes partial differential equation.
We present here the approach from, e.g., [Hul03; Top05; Wil01]. Consider the dy-
namics of the stock price (2.3.1),

ds = pSdr + o SdW. (2.4.1)

Let P = P(S,7) to be the price of an option, e.g., a call option. Using Itd’s for-
mula (2.3.4), we write

OP 1 4 »0°P oP
or a8

OP 9
dP = <8S'US 4+ — 4 50 S 552 dt + —=oSdW. (2.4.2)

Both SDEs (2.4.1) and (2.4.2) are driven by the random term dW. Our goal is
to express a value of an option P in a fully deterministic manner. For this, we
construct another variable (portfolio) II. The portfolio IT is represented as a ’correct’
combination of S and P terms

II=A1P+ A5S. (2.4.3)

As we will see below, choosing appropriately A; and Ay will allow us to eliminate
the randomness in the model and to present it in a deterministic manner.
Incorporating (2.4.1) and (2.4.2), the change of the portfolio dII in a time interval
dt can be written
opP oP 1 9*pP
o282

dH=A1<MS++

oP
95"t ar T2 as2> Arr BopsSdr (AIaS“S * AQ"S) dw.

(2.4.4)

11
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By setting Ay and Aj as follows, we eliminate the random term dW in (2.4.4):

oP
Ay =—1 Ag = —. 2.4.
1 ) 2 oS ( 5)
Then (2.4.4) reduces to
oP 1 o’P
H=—— +-0282~—— . 2.4.
d <87+205852>dT (2.4.6)

The portfolio earns a risk-free interest rate r for a short period of time (i.e., an amount
I, invested in riskless asset, growths exponentially with the constant interest rate)

dIl = rTldr. (2.4.7)

From (2.4.3), (2.4.6) and (2.4.7), we obtain

OP 1 , ,0°P B opP
_ (87’ + i S 65’2> dr=r ( P+ (95’5> dr, (2.4.8)

and finally
oP 1 4 ,0%P 0P
- —_ _rP=0. 2.4.
8T+205852+r585 r 0 (2.4.9)

Equation (2.4.9) is the Black-Scholes or Black-Scholes-Merton partial differential
equation. A linear partial differential operator of elliptic type associated with it
is

1 5 50°P opP

— — — —rP. 2.4.1
205852—1-7”585 r ( 0)

Note that the assumption (iii), in general, can be weakened. Then assuming that

the asset pays out a dividend ¢, the Black-Scholes operator can be rewritten as
following, [AP05b, Section 2.3],

LBSp.—

1 0P oP
LEp .= —g252 —q)S=—= —rP. 2.4.11
50 S gt —a)S5g —r ( )
In the compact form the Black-Scholes equation can be expressed as
oP
— +LPPp=0. 2.4.12
or + ( )

To specify a particular type of a derivative, appropriate terminal and boundary con-
ditions should be established. For the European call we have

P(T)=H(S)=(S— K)4, (2.4.13a)
5151010 P(r,S)=S, P(r,0)=0. (2.4.13b)

12



2.4 Black-Scholes Model

And for the European put,

P(T) = H(S) = (K — 9)4, (2.4.14a)
Jim P(r.8)=0, P(r,0)= Ke mT=7), (2.4.14D)

We provide a short interpretation of these conditions. For a call option, when .S — oo,
it is more likely that we exercise the option and its value will tend to the value of
an asset. When S — 0, the option becomes worthless and falls to zero. For a put
option, when S — 0o, the option is unlikely to be exercised and its value becomes O.
For S — 0 the value of an option is a present value of amount K received at time 7.

2.4.1 Put-Call Parity

European put and call options with the same strikes K and maturities 7" can be
related to each other via a put-call parity relation (2.4.15)

Po+Ke =) = Pp 4 S. (2.4.15)

It means, that given the price of the European call Pg, the price of the European
put Pp can be directly deduced from it and vice versa, see e.g., [Hul03; Wil01]. This
relation is often used in practice, making it sufficient to compute only one type of an
option.

2.4.2 Black-Scholes Formula

Assuming constant coefficients o and r in the Black-Scholes equation (2.4.12), an
exact explicit formula for evaluating European options can be derived, [BS73]. Let
N(-) be a cumulative distribution function (CDF) of a standard normal distribution,

1 x
N(z) = \/ﬂ/— e 2% dz. (2.4.16)

Then the price for the European call in the Black-Scholes model is given by
P(1,8) = SN(d;) — Ke """ N (dy), (2.4.17)

where )

b log() J;E;%)(T ) gy —dy—oT T (2.4.18)

Similarly, due to a put-call parity (2.4.15), the European put option can be expressed

P(1,8) = —=SN(—d;) + Ke "I~ N(—dy). (2.4.19)

13
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2.4.3 American Options

We extend our considerations to American type of options. In particular, we start
our discussion with American puts. Despite the fact that these options are more
complex than European ones, due to the inequality constraints and no closed-form
formula for the solution, they are more frequently used in the market.

As it was mentioned already in Chapter 2.2, American options can be exercised at
any time before their expiration date, which implies that the owner has more rights
compared to the European case, thereby making American options more valuable.
Hence, the price of an American put option is always larger than the price of an
equivalent European one,

pAO > pEO, (2.4.20)

However, for an American call, one can prove that on non-dividend paying stocks,
American and European calls have the same price [Hul03]. In addition, the price of
an American put can not fall below its pay-off H(S) := (K — 5)4,

P(1,8) > H(S). (2.4.21)

If, for instance, P(7,.S) would be less than the pay-off, P(7,S) < H(S), this would
mean that one can purchase the asset and the option and immediately exercise it,
which would lead to an immediate profit with a zero initial investment. This case
then would contradict to a non-arbitrage argument, Section 2.2. Hence, the condi-
tion (2.4.21) is always true.

We can see that the condition (2.4.21) naturally decomposes the strip (7,5) €
[0,7] x R4 into two parts: the region where (2.4.21) becomes an equality, and the
part where only a strict inequality holds; see Figure 2.2. These regions are determined
by a so-called early-exercise curve' and characterized by the following inequalities:

P(1,8)>H(S), S>8(r), 7€l0,T), (2.4.22)
P(1,8) =H(S), S<S¢(r), 7€[0,T]. (2.4.23)

The curve S¢(7) is changing over time and is not known a priori. A problem of
such kind is called a moving boundary problem (for a static case a free boundary
problem).

The curve S¢(7) has also an economic meaning, telling us that there exist a partic-
ular time 7* (an optimal stopping time), when it is the best to exercise the option. It
is clear, that for S > S, exercising the put option would lead to an immediate loss
(K — S — P <0). To eliminate the possible loss, it is rational to continue to hold an
option. In this way, the region S > Sy is called a continuation region. For the case,
S < Sy, the holder can create a profit and stops to hold the option by exercising it.
This region is called a stopping region.

'In some literature the name “critical stock price” is used, e.g., [JLLIO0].
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put
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stop
g hold
f
S(T S
g)

Figure 2.2: Schematic representation of an early exercise curve Sy with continuation
and stopping regions. Source: [Sey09].

Next we consider a problem in the PDE framework. The price of an American put
P satisfies the Black-Scholes equation in the continuation region

P
%;+L%P=a S >58¢ T€(0,T), (2.4.24)

with the terminal condition
P(T,S) =H(S). (2.4.25)

We prescribe a fixed and free boundary conditions for 7 € [0, T

Slglgo P(r,5) =0, (2.4.26a)
oP
%(7, S¢(1)) = -1, (2.4.26b)
P(r,8¢(1)) = K — S¢(1), (2.4.26¢)
P(S,7)=H(S), S <S¢(r). (2.4.26d)

Then, the price of an American put option in the Black-Scholes model is a solution
of the free-boundary value problem (2.4.24)—(2.4.26). The difficulty of solving this
problem is associated with an unknown boundary Sf(7). From a numerical point
of view, it is nicer to work with another formulation (2.4.27), where the unknown
boundary S¢(7) does not show up explicitly. This is described below:
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Problem 2.4.1. The price of an American put option in the Black-Scholes model is
a solution of the following system of inequalities

oP

5+ LBp <o, (1,5) €[0,T) x Ry, (2.4.27a)

P >H(S), (r,8) € [0,T) x Ry, (2.4.27b)

(g]: 4 EBSP) (P —H(S)) =0, (1.S) € [0,T) x Ry,  (2.4.27¢)
P(T,S)=H(S),  SeR.,. (2.4.27d)

The derivation of this result can be found in [BL82; JLL90]. The weak form of
the set of inequalities (2.4.27) results in a variational inequality problem, which is
studied in Chapter 4.

2.5 Limitations of the Black-Scholes Model

Despite its popularity, the Black-Scholes model has several limitations in capturing
real market behavior. The model makes a strong assumption that the stock returns
are normally distributed with a constant variance. In most of the situations, the
market violates this assumption, a clear evidence of it is the stock market crash in
1987.

Extensive research has been done to extend the Black-Scholes model to a model
with a non-constant volatility. As a result several models emerged, where the volatil-
ity can be either some deterministic function of time and stock price (7, S), e.g., the
constant elasticity of variance (CEV) model, or a completely random variable, e.g.,
the Heston model. The first one belongs to the class of a so-called local volatility
models, while the second one is related to stochastic volatility models.

In the case of local volatility models, the local volatility function represents an
averaging over all possible instantaneous volatilities. These models are frequently
applied to price exotic options. In turn, stochastic volatility models are more complex
than the local volatility ones, however, they are more capable to replicate the realistic
dynamics of an underlying.

The early studies on stochastic volatility models include [Gar76; Hes93; HWST;
JS87; Sco97; SS91; Wigl7]. The models in [HW8T7; JS87; Sco97; Wig87] did not
provide an analytical solution and used numerical techniques to evaluate an option
price. The analytical approach was considered in [SS91] with an assumption that
the stock price and volatility processes are uncorrelated. Later, Heston generalized
the approach to a model, where these two quantities are correlated with a non-
zero correlation parameter, and provided a semi-analytic formula, [Hes93]. This
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model became very popular and nowadays extensively used by both practitioners
and researchers.

2.5.1 Stochastic Volatility

We start by introducing a concept of volatility, which is used to measure standard
deviation of the trading price series. In practice, the volatility can not be observed
directly, but it can be measured statistically, for example, by taking a look on its
past history.

There are several notions of the volatility, such as actual, historical (realized),
implied and forward volatility, [Wil01]. The measure of the randomness in an asset
return at any time is defined by an actual volatility; and at some fixed period of
time in the past by a historical volatility. The forward volatility is associated with
the future time of the stock price movements. The implied volatility is defined from
option prices observed in the market. To calculate an implied volatility one needs to
insert all available data, .S, T\, K and r, in the option pricing model, e.g., the Black-
Scholes model, and to solve it with respect to the volatility parameter o. Since implied
volatility is less fluctuating than the option prices, it is also common for traders to
work with implied volatilities itself instead of option prices, e.g., for calibration.

One of the features of the implied volatility is the so called volatility ’smile’ or
’skew’. It shows that the implied volatility as a function of K is not constant, as in
the Black-Scholes settings. Indeed, it generates a curve which has a shape of a smile.
This is one of the evidences how market behavior violates the Black-Scholes settings.

Another empirical evidence can be recalled from the stock market crash in October
1987. We present it here as it is described in [Gat06]. On Figure 2.3, the log returns
over 15 years of SPX (the Standard & Poor’s 500 index) are depicted. It can be seen
the stock price empirically exhibits a so-called wvolatility clustering, when large/small
price changes follow large/small price changes. This property is also known as a
mean reverting property of the volatility, [Gat06]. This is one of the characteristics,
which can not be described by a constant volatility.

In Figure 2.4, the frequency distribution of SPX daily log returns is plotted. The
distribution is fat-tailed and highly peaked compared to a normal distribution, which
is assumed for the behavior of the stock price in the Black-Scholes model. This can
be a characteristic of the combination of distributions with different variances.

This example serves as a good motivation to consider the volatility as a mean
reverting random variable. The Heston model, introduced in the next section, incor-
porates this feature of the volatility in the modeling of the option price.
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0.1
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Figure 2.3: SPX daily log returns from 31.12.1984, to 31.12.2004. Source: [Gat06].
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Figure 2.4: Frequency distribution of (77 years) SPX daily log returns compared with
the normal distribution. Source: [Gat06].
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2.6 Heston Stochastic Volatility Model

2.6 Heston Stochastic Volatility Model

The Heston model [Hes93] is described by the following stock price and volatility
dynamics

dS = pSdr + /vSdw?, (2.6.1a)
dv = k(y — v)dr + E/vdW?, (2.6.1b)

The dynamics of the stock price follows a geometric Brownian motion as for the Black-
Scholes model (2.4.1). The non-constant instantaneous variance v := {v; : 7 > 0} is
driven by a mean-reverting square root process (known as Cox-Ingersoll-Ross (CIR)
process) with a long-run variance v > 0, rate of mean reversion x > 0 and a volatility
of variance (also called volatility of volatility) ¢ > 0. The Wiener processes W and
W? are correlated with the correlation parameter p € [—1, 1].

For the Heston model, the so-called Feller condition is often assumed in the litera-
ture. It implies, that the variance process (2.6.1b) is strictly positive if the parameters
obey the following condition, see, e.g., [JKWT11],

26y > €2 (2.6.2)

It is uncommon and, in some cases, not desirable that the parameters violate this
condition. In most situations the parameters are chosen in such a way, that the Feller
condition is fulfilled.

2.6.1 Heston Partial Differential Equation

The derivation of the partial differential equation for the Heston model (2.6.1) is
similar to the derivation of the Black-Scholes model. In our presentation we closely
follow [Gat06]. Consider a portfolio of one option P, A; units of stock S and Aq
units of another asset U, such that,

II=P+ A5+ AyU. (263)
The change in the portfolio value in a time interval dr is
dIl = dP + A1dS + AsdU. (2.6.4)

Applying the multidimensional version of It6’s formula [KS91, Theorem 3.6] to dP
and dU we obtain

9P, 0P . 0P 1 ,0°P 1 2 82 82P
LU U U 1 0% 1, a2 QU
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Incorporating (2.6.5) to (2.6.4), provides

_ _(oP 1 L0P 1, 62P g P
dH_dP+A1dS+A2dU—<aT+S(952+ 25 Ve TP 05 | 0T
ou 1 H0U | 1 82U *U
A “vSi—— 4 & pS d
+ Ao (8 952 + 5 o2 e ov 85) ’
op oU oP oU
(85’ + Qoo 99 + A1) as + (81/ + Aog—— Y ) dv (2.6.6)

The random terms dS and dv create a risk in the portfolio. To eliminate the risk,
we set

__OP
oP . OU
Ay— —00 A=A 2.6.
2T 1T 795 T 228 (26.7)

Following the steps as for the Black-Scholes model in the preceding section, we require
a portfolio to earn a risk-free interest rate r: dIl = rIIdr. Then (2.6.6) reduces to

2 2
dH:(aP 1SQaP 15 ap+5ypsap)df

or 052 ovdS
ou 1 L,0°U 1, 62U 0*U
+A2<a + v o + 58 g g TEveSy o | dr

= rlldT = T‘(P + AlS + AQU)CZT

Grouping P and U terms, we obtain

op oP
3 v as2+ 365 ay2 5+ év Psauas+ rSgs —rP 9.6.8
5P (2.6.8)
v
S+ 52832 + 52”31/2 +§V053V35 +rS%% —rU 9.6.9
- - . (269)
v

The left-hand side is a function of P and the right-hand side is a function of U,

which makes the equality possible only when both sides are equal to some function

f(r,v,S). We chose f = —k(y —v) + A(7,1,5) as in [Gat06], where A\(7,v,S) is a

price of volatility risk, such that A(7,v,S) = Av, [Hes93]. Then the pricing PDE of

the Heston model has the following form

2p 2

8P L 528 +£VpSaa§S §2 P+7’S?)§ [/i(fy—y)—)\y]i;]:—ero.
(2.6.10)

We can write k(y—v) —Av = ky—(k+A)v = (k+A) (557 —v). Then by considering

k' = Kk + A, and v/ = 7, the parameter A can be eliminated [Hes93; WAWO1].

37’ 052
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Therefore, without loss of generality it suffices to set A = 0 and consider only &, p, v, &
and r as model parameters.
We define a spatial differential operator corresponding to the Heston model as

follows
1 ,0°P o*’r 1., 0°P oP oP
H 2 2
po_1 R AL Lt — V) —rP. (2611
£ 2V ggz TS g g Tt g T8 TRl — )G, b (26.11)
Then equation (2.6.10) can be written in the compact form
OP
— +cip=o. 2.6.12
or + ( )

Analogously to the derivation of the Black-Scholes equation, a standard call or a
put type of an option in the Heston model is characterized by the terminal condi-
tion (2.4.13a) or (2.4.14a).

Remark 2.6.1. Assuming that the volatility is constant in the Heston model, we
have & = 0 and v = v, and the Heston PDE reduces to the Black-Scholes one with
v = 0% = ~. Thereby, the Heston model can be considered as an extension of the

standard Black-Scholes model.

2.6.2 European Options

For the parabolic PDE (2.6.10) to be solved with specified terminal conditions, we
need to impose appropriate boundary conditions. The Heston model has a complex
structure and there are several specifications of the boundary conditions in the lit-
erature for both European and American (Section 2.6.4) options. The choice may
depend on several aspects and we discuss several different settings, which exist in the
literature.

For the case of European call options the commonly used boundary conditions,
cf. [Hes93; HF10; WAWO01], are given by

. OP
Sh_{réo %(T, v,S) =1, (2.6.13a)
P(r,v,0) =0, (2.6.13b)
Vli_}r{)lO P(r,v,S) =S5, (2.6.13c¢)
op ~H
87(7_,0,5) +£ P(T,O,S) = 0, (2613d)
-
with the operator £ defined as
opP opP
Sy GOP opP
LYP = TS@S + Ky ey rP. (2.6.14)
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We interpret these conditions as follows: For a large stock price S, we have a Neu-
mann boundary condition (2.6.13a), which says that the option price grows linearly
w.r.t. S. When the stock is worthless, S = 0, it is natural to assume that the value
of the call is also worthless (2.6.13b). With increasing volatility v, the option price
is also increasing, but it remains bounded by the stock price S (2.6.13c). One of
the main difficulties for the Heston model appears at the boundary v = 0, where no
boundary conditions can be established and the degeneracy of the PDE occurs. We
assume that the equation is satisfied on the line v = 0 (2.6.13d).

The boundary conditions described above are the ones proposed by Heston [Hes93].
However, this is not a unique way to prescribe boundary conditions for the European
call option. Other variations of the boundary conditions exist. In particular, in
[Gal08] the following boundary conditions are provided

oP
Slgrolo 59 (r,v,8) =1, (2.6.15a)
P(r,1,0) =0, (2.6.15b)
oP
Vhﬁrgo ey (r,v,5) = (2.6.15¢)
P OP
57 (1,0,8) + kY ~(7,0,5) = 0. (2.6.15d)

The conditions (2.6.15a), (2.6.15b) and (2.6.15d) remain the same as in (2.6.13).
The condition (2.6.15d) is identical to (2.6.13d) with an additional assumption of
zero interest rate, r = 0. The only different condition is (2.6.15¢), which tells that
for a large volatility, the option price tends to be constant.

An alternative setting is provided in [ZFV98],

lim P(r,v,S) =25,
S—o0

(2.6.16a)

gP(T v O)—I—i—(T v,0) + k(y —

P
2 912 (1,v,0) —rP(1,v,0) =0,

0
V) o ov
(2.6.16b)

2

. oP 5 0°P oP B

Jim (8 (r,v,S) + US 85’2(T 00 S)+TSaS(T,OO,S) —T‘P(T,OO,S)) =0,
(2.6.16¢)

oP

OP OP
8—7_(7-,0, S)+rS—(7,0,5) + H’YE(T, 0,S) —rP(1,0,5) =0.

aS
(2.6.16d)

As we can see, the Heston PDE is satisfied at the boundaries, resulting in the bound-
ary conditions (2.6.16b)—(2.6.16d).
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In turn, for European put options, the following set of conditions has been studied
in [DF12],

. 0P
Shﬁngo %(T, v,S) =0, (2.6.17a)
P(r,v,0) = Ke "), (2.6.17D)

. 0P
Vlgréo 5(7’, v,S) =0, (2.6.17c)

oP
5-(1.0.8) =0, (2.6.17d)

The interpretation of these conditions are similar to the American put options, which
will be discussed later.

2.6.3 Closed-Form Solution for European Options

One of the main advantages of the Heston model is an existence result of the closed-
form solution for European options. This is particularly important for calibration
purposes, when multiple evaluations of an option price need to be performed with a
small computational effort.

We present a representation formula of a closed-form solution for an European call
option presented in the original work by L. Heston using the method of characteristic
functions, for details of the derivation see [Hes93]. The solution is guessed in the
following form

Po(t,v,S) = SFy — Ke "' Fy, (2.6.18)

where t = T — 7 is the time to maturity and Fj (j = 1,2) are cumulative dis-
tribution functions (in the In(K’) variable). They satisfy the log-transformed PDE
(x =InS) (2.6.10) and can be evaluated via characteristic functions as follows

e~ OB fi(t, v, 25 ¢)

N 1 do, (2.6.19)

1 1 [
Fj(t,z/,x;ln(K)):§+%/o ?R[

where f; are the characteristic functions of Fj, j = 1,2, defined as

fi(t v, m;.¢) = eCaltbOItDiltopvior, (2.6.20)
. K . 1 — gjedit
Cj(t; §) = roit + ?Z{(bj — pEdi+dj)t —21n llfﬂg.] b 621
J
b — pépi+d; | 1 — et
D;(t; ¢) = 2 = e s (2.6.22)
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with auxiliary quantities

b; — ploi +d; . ,
g = bj_ﬁgjj_dj = Jpgoi — b)) — @Qupi - ¢7),  (2.6.23)
= %, Ug = _71, bi =k —p&, by =k. (2.6.24)

Given the closed-form solution for the price of an European call we can use the
put-call parity (2.4.15) to determine the price of an European put with the same
strike and maturity.

We note that the integrals in (2.6.19) can not be computed directly and require an
appropriate quadrature scheme, hence the Heston’s solution is only semi-analytical.

2.6.4 American Put Options

We extend our considerations to American put options in the Heston model. Similar
arguments as for the Black-Scholes model, Problem 2.4.1, are used here.

Problem 2.6.1. The price of an American put option in the Heston model is a
solution of the following system of inequalities

g]: + P <o, (1,v,8) €[0,T) x RZ (2.6.25a)

P >H(S), (1,v,8) €[0,T) x R (2.6.25b)

(88]: + EHP> (P —H(S)) =0, (r,v,8) €[0,T) x R (2.6.25¢)
P(T,v,S) = H(9), (v,9) € R%, (2.6.25d)

with appropriate boundary conditions.

Analogously to European call options, presented previously, several variations of
the boundary conditions are found in the literature. The boundary conditions which
are common in the literature, see, e.g., [CP99; KSW12], are

Jim P(r,v,8) = lim H(S) =0, (2.6.26a)
P(r,v,0) = 7—[( ) (2.6.26b)

Tim_ ‘Zp (r,1,8) =0, (2.6.26¢)
P(r,0,5) = H(S). (2.6.26d)

They can be described as follows, see, e.g., [CP99]: when the stock price is S = 0, it
remains at zero, (2.6.1a), and an immediate exercise of the option is the best in this
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2.6 Heston Stochastic Volatility Model

case, which leads to a profit of K — 5. For a large stock price, S — oo, the option
is far out of the money and becomes worthless. For v — oo, it is expected that the
price of the option is insensitive to the change of the volatility. For v falling to 0, the
asset becomes deterministic and an option is immediately exercised.

As before, the main difficulty and point of discussion appears for the boundary
v = 0, due to the degeneracy of the Heston PDE. For this boundary, one may use a
homogeneous Neumann boundary condition, [CP99; DF12],

Slim P(r,v,S) =0, (2.6.27a)
—00
P(7,v,0) = H(0), (2.6.27b)
. OP
Vlggo E(T, v,S) =0, (2.6.27c)
oP
5, (1:0.5) =0. (2.6.27d)

In addition, Clarke et al., [CP99], propose to replace the condition (2.6.27a) with
the gradient condition (2.6.28), “which was found in practice to be a better approx-
imation at large volatilities”:

lim a—P(T, v,S)=0. (2.6.28)

S—s00 OV

This modification was taken into account in subsequent research and as a result
the following set of conditions appears in [HH15; IT08; IT09; Oos03]:

. OP
Slgrolo 5(7‘, v,S) =0, (2.6.29a)
P(t,v,0) = H(0), (2.6.29b)

. OoP
Vlbrglo %(7, v,S) =0. (2.6.29¢)

For the boundary v — 0, it is assumed that the Heston problem (2.6.25) is fulfilled
on v =0,

9P L fHp <, P> H(S),
{3T+ K = H(S) (2.6.29d)

(92 + £1P) (P~ H(9)) =0,

where the operator £ is defined in (2.6.14).
Note that in [Oo0s03], instead of the boundary condition (2.6.29d), the condition
(2.6.27d) is used.
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2 Models in Option Pricing

In [OO13] the same setting of the boundary conditions (2.6.29) is used, despite
a small modification. Instead of the first order derivative terms for v, S — oo, the
second derivative asymptotic boundary condition is employed (2.6.30)

2

: P B
u,lslfoo 5550 (r,v,8) =0. (2.6.30)

In [FLM™11], all boundary conditions are set up to be the value of the pay-off
function,

lim |P(r,v,S)—H(S)|=0. (2.6.31)
v,S—0
v,S—00
In [ZFV98], for S — oo one uses P(7,v,S) = 0. The remaining boundary condi-
tions (v,S — 0, ¥ — o0) are obtained by taking an asymptotic limit in the Heston
PDE (2.6.16b)—(2.6.16d), similarly to the case of European options.

2.7 Log-Transformation and Localization of the Problem

The Black-Scholes (2.4.10) and Heston (2.6.11) operators have variable coefficients
in the stock price direction. For convenience of numerical simulation and for elim-
inating the degeneracy of the PDE when S = 0, a standard way is to perform a
log-transformation of a stock variable by introducing a new variable z := log (S/K).
In addition, a transformation of the time axis ¢t := T — 7 allows us to consider a
forward problem instead of a backward one.

Denote w(t,x) := P(T —t, Ke®) to be an option’s price in the new variables. The
pay-off function for a call or put option transforms to x(z) := H(Ke"),

_ J(Ke* = K)y, call,
x(x) = {(K CKen,. put (2.7.1)

Define L := L*, s € {BS, H} to be a spatial operator for the Black-Scholes (s = BS)
or Heston (s = H) models with respect to the log-transformation of the stock-price.
It corresponds to an operator £°, s = {BS,H} in (2.4.10), (2.6.11), and is defined as
follows:

1 ,0%w 1 ow
BS, _ * 2 _ -2\ 2
L>w = 57 a2 + (r 50 ) 5 W (2.7.2)
1 0%w A*w 1 9w ow 1 ow
o, _ L 1o O"W 0w i\ oJw
Liw = 2" 022 +§Vp31/8:13 + 25 Yo +aly =) Ov + <T 21/) oz
(2.7.3)
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2.7 Log-Transformation and Localization of the Problem

In a case of a dividend payment, similarly to (2.4.11), the log-transformed Black-
Scholes operator is defined as follows

1 ,0°
LBy = 50287;5 +(r— 0% —q) = — rw. (2.7.4)

Above operators are of diffusion-convection-reaction type. In a compact form the
Heston operator (2.7.3) can be re-written as

LMy =V -AVw —b - Vw — rw, (2.7.5a)

T
with V = (a%, 8%) , diffusion matrix A and velocity vector b

116 pg —k(y =) + 58
A=— b:= 2> | 2.7.5b
2" lpé 11’ —r+iv+3&p ( )
We introduce a spatial domain Q. = (—00,00) for the Black-Scholes model and

Qoo 1= (0,00) X (—00,00) for the Heston model.
With the use of these notations, we can reformulate the option pricing problems
for European and American options as follows.

Problem 2.7.1. The price of the European call/put option in the Black-Scholes or
Heston model is a solution of the following problem

o~ Lw=0, in (0,7 x Qo (2.7.6a)

wo(z) = x (), in Qo (2.7.6b)
with s € {BS,H} and subject to the corresponding boundary conditions.

Problem 2.7.2. The price of the American put option in the Black-Scholes or Heston
model is a solution of the system of inequalities

%—Z] — L°w >0, in (0,7T] X Qoo, (2.7.7a)

w > X, in (0,T] X Qoo, (2.7.7b)

(%1: — st) (w—x) =0, in (0,7] X Q, (2.7.7¢)
wo(z) = x(w), in Qoo (2.7.7d)

with s € {BS,H} and subject to the corresponding boundary conditions.
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2 Models in Option Pricing

In order to perform a numerical simulation, we localize the problem to a bounded
domain Q. It is defined as Q := (Zmin, Tmax) C R for the Black-Scholes model and
Q = (Vmin, Ymax) X (Tmin, Tmax) C R? for the Heston model, with Zmin < 0 < Zmax
and 0 < Vpin < Vmax-

If not stated otherwise, we assume that the Feller condition (2.6.2) is satisfied,
such that the variance process is strictly positive. Taking vy, > 0 allows us to avoid
the degeneracy of the Heston PDE at v = 0 and preserve the matrix A in (2.7.5b)
to be uniformly positive definite.

Next, we impose boundary conditions on the truncated boundaries of the domain
. The boundary conditions (2.4.13b), (2.4.14b) for European call and put options
in the Black-Scholes model transforms accordingly with respect to the new variable.

The truncated boundary conditions for the European call option in the Heston
model follows from (2.6.13) and are prescribed as in [WAWOL1]:

T'i:v=vpnn w(t, Vmin, ) = Ke*N(dy) — Ke " N(ds), (2.7.8a)
Ts: v =1mpax w(t, Vmax, *) = Ke*, (2.7.8b)
I's:z =2y w(ta v, xmin) = )\U}(t, Vmax xmin) + (1 - )\)w(t, Vmin, :Emin)a
(2.7.8¢)
A\ = V — Vmin ,
Vmax — Vmin
0 1
T4: %= Tmax 6—w(t, V, Tmax) := AVw -n = §I/K€x. (2.7.8d)
T

The boundary condition at ¥ = vyin, Vmin > 0 and v = vyax are derived from the
solution of the Black-Scholes equation (2.4.17), see [WAWO01] and Remark (2.6.1).
The cumulative distribution function N(-) is defined in (2.4.16). The quantities d; 2
are defined in (2.4.18) with 0 = /v, v = v and ¥ = Vpin and 7 = Vpax respectively.

Alternatively, instead of a Neumann condition on I'y := {x = zpax}, one may
impose a Dirichlet boundary condition as a linear interpolation between the values
V = VUpin and v = Vpax,

I's: 2 = Tmax w(t, v, !Tmax) = )\w(t, Vmax, SUmax) + (1 - )\)w(t’ Vmin, $max)u
\ = V — Vmin )
Vmax — Vmin

For European put options in the Heston model, the truncated boundary conditions
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2.7 Log-Transformation and Localization of the Problem

follows from (2.6.17)

ow

E(t’ Vmin, ) = 0, on

ow

E(t, Vmax, ) = 0, on
w(t, v, Tmin) = Ke ™, on
w(t, v, Tmax) = 0, on

Fla

F27

F37
I'y.

For an American put in the Black-Scholes model we set

w(t,z) = x(x), on T3UTy.

(2.7.10a)

(2.7.10b)

(2.7.10¢)
(2.7.10d)

(2.7.11)

The boundary conditions (2.6.26) for an American put in the Heston model on the

truncated domain are replaced by

w(t,v,x) = x(z), on ' UT3UTy,

ﬁiw
ov

(t, VmaXax) =0, on I's.

The alternative set of conditions (2.6.27) transforms into

’LU(t,I/, .’E) :X(l’), on F3UF47
ow
%(tv Vminaﬁ) - 07 on Fl)
ow
E(t’ Vmax, ) = 0, on I's.

(2.7.12)

(2.7.13)

(2.7.14a)

(2.7.14b)

(2.7.14c)
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3 RBM for Parametrized Linear Parabolic
Equations

3.1 Introduction

In this chapter we consider an application of the reduced basis methods to Euro-
pean options or, generally speaking, to parametrized linear parabolic problems. The
methodology was extensively studied in the literature, cf. [BMP112; GP05; Gre05;
Haal6; HOO8b; HRS16; Roz05; VPRT03] and the references therein.

The reduced basis method is a model order reduction technique, which tries to
exploit the parameter-dependence of the problem and is based on an approximation
by low-dimensional spaces. These spaces are constructed by greedy procedures from a
set of snapshots, i.e., solutions computed at different parameter values. For parabolic
problems, an adapted version of the greedy strategy, the POD-Greedy procedure, is
used, [Haal3; HOO8b]. The efficiency of the method is then established with a so
called offline-online decomposition of the computation routine.

We refer to some recent contributions of the reduced basis method in the con-
text of option pricing. In [CLP11] a tailored RB approach is used to price options
with diffusion and jump-diffusion models, which later was generalized to basket op-
tions [Pirl1] and, in fact, was shown to be a variant of the Proper Orthogonal Decom-
position method (POD) [Pir12]. In [MU14] the reduced basis method in a space-time
framework was applied to price European options in the Heston model with param-
eter functions as initial condition. The reduced basis method for basket options in
the Black-Scholes and Heston model in combination with sparse grids was explored
in [PGB15].

In this chapter we recall the theoretical framework of the RBM for linear parabolic
equations with an adaptation to the pricing of European options. In particular, we
discuss the POD-Greedy procedure for the reduced basis construction as well as a
posteriori error estimates. Several numerical tests at the end of the chapter provide
a verification of the described approach.

The content of this chapter is structured as follows: In Section 3.2 we present the
strong formulation of the model problem to price European options. In Section 3.3
we provide the weak and discrete weak formulations of the problem. In Section 3.4,
we outline the main aspects of the reduced basis methodology for linear parabolic
equations. In particular, we discuss a derivation of a posteriori error bounds (see
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3 RBM for Parametrized Linear Parabolic Equations

Section 3.4.2) and an algorithm for the construction of reduced basis spaces (see
Section 3.4.3). An offline-online computational procedure, in a general framework as
well as for particular examples of the Black-Scholes and Heston models, is summarized
in Section 3.4.4. Numerical results, given in Section 3.5, illustrate the performance
of the method for pricing European options in the Heston model.

3.2 Model Problem: European Options

Recall the problem formulation to price European options, introduced in Chapter 2.
We present the problem in the context of a general framework, which can cover a
larger class of applications, not necessarily in finance.

Let Q ¢ R% d = 1,2, be an open bounded domain with Lipschitz continuous
boundary 0f2. Consider a second order linear differential operator

Lw:=V - (KVw)—-b-Vw — cyu, (3.2.1)

where K: Q — R b : Q = RY, ¢p: Q — R. We impose the following assumptions
on the coefficients,

(A1) there exist constants 0 < k1 < ko, such that k1 |¢|? < K(x)¢ - € < kol€|?, for all
£eR? ae x e
(A2) K:= (Ii@j)d

i,j=01>

b := (bj)?:17 with x;;,bj,¢c0 € LOO(Q)

The first condition is often referred as ellipticity of the differential operator V- (KVw)
with ellipticity constant k.

Define the space-time cylinder Qr := (0,7] x Q, T' > 0 and the space-time surfaces
Yp := (0,7] x I'p, Xn := (0,7] x I'n, where I'p and 'y denote the Dirichlet and
Neumann portions of the boundary 992, 9Q := I'p UT'y, I'p N I'y = 0, respectively.

We are dealing with the following initial and boundary value problem: Given
wy: Q=R g:¥p—>Rand h: Yy — R, find w: @ — R, satisfying

0
Y Lw=0, in Qr, (3.2.2a)
ot
w(0) = wp, on €, (3.2.2b)
w =g, on Xp, (3.2.2¢)
ow
—=h b 3.2.2d
8nL Y on N7 ( )
where 8‘97“’ is a conormal derivative of w w.r.t. L, 8‘9—“’ = KVw - n. Note that we
L nr

consider only a time independent linear operator L.
Such model covers a very large class of problems, e.g., convection-diffusion-reaction
processes with also non-homogeneous right-hand side, where the term —V - (KVw)
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3.3 Detailed Problem Formulation

describes the diffusion (with K being a diffusion/conductivity matrix), the term b-Vw
models the transport or convection process (with b being a velocity /convective field)
and cow represents the reaction term (with a reaction rate cyp).

In particular, for the Black-Scholes and Heston models, recall the following settings
from Section 2. The domain €2 is defined in (3.2.3a) and (3.2.3b) respectively.

Q Z:{.f €ER:—00 < ZTpin <& < Tyax < 00}7 (323&)
Q Z:{(U,.Z‘) S R2 10 < vmin SV < Vpax < 00, —00 < Tpin LT < Tax < OO}
(3.2.3b)

The initial value wy is defined as the value of the pay-off functional wg = x(z), x(z) :=
(K — Ke®)4 or x(x) := (Ke* — K)4, for a call or put option respectively, (2.7.1).
The spatial operator L is defined in (2.7.4) and (2.7.5) for the Black-Scholes and
Heston models respectively. The boundary data h and g together with the boundary
portions I'p, I'y of 02 are specified in Section 2.7.

3.3 Detailed Problem Formulation

In this section we present a variational formulation of (3.2.2), state a well-posedness
result and discuss the discretization of the weak problem.

3.3.1 Mathematical Preliminaries

To recast the problem (3.2.2) in a weak form, we recall the notion of Bochner spaces,
which are used to study time-dependent PDEs, see, e.g., [LM72a; LM72b; Zei90].

In the context of parabolic problems, a standard way to consider a space-time
function u as a vector-valued function u : [0,7] — X, defined on a time interval [0, T7,
0 < T < oo with values in some Banach or Hilbert space X. Consider a Gelfand
triple (or an “evolution triple”) of Hilbert spaces X «— H < X', see, e.g., [Zei90,
Section 23.4], with X’ being the dual space of X. Denote by (-, ) x the scalar product
on X with the corresponding norm || - || x. Define (-, ) x/«x to be a duality pairing
of X with X’. For example, a standard choice for linear parabolic PDEs is

H:=IL*Q), H}Q) cXcHY(N).
Denote by L?(0,T; X) the space of all measurable functions u : [0, 7] — X, for which

. 1/2
lull z20,7:x) = </0 Hu@dt) < oo0.

We define the Sobolev space W(0,T; X) as follows:

d
W(0,T;X) := {u e L*(0,T;X) -/ = d—i‘ e L*0,T; X’)} ,
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3 RBM for Parametrized Linear Parabolic Equations

where the time derivative CC%‘ is understood as a generalized derivative on (0,7"), such

that p
(W' (), v)xrxx = pn (u(t),v)y, VvelX. (3.3.1)

The space W(0,T; X) is endowed with the norm
HUHW(O,T;X) = ||U||L2(0,T;X) + Hu,HLQ(&T;X’) :
An alternative notation is

W(0,T; X)=L*0,T; X) N H0,T; X"). (3.3.2)

3.3.2 Variational Formulation

Introduce the following spaces

X=H'(Q), V=H _(Q):={veX: v, =0} (3.3.3)
If not stated otherwise, we equipped these spaces with the following norms, || - ||x =
|-l 1) and || lv = |- |1 (q), where the former is the full H'-norm and the latter is

the corresponding seminorm. We set H := L?(Q), and assume that wy € H and the
Dirichlet boundary data g € L?(0,T; H/?(I'p)) N HY*(0,T; L?*(I'p)). Introduce a
linear continuous extension operator R, which extends a non-homogeneous Dirichlet
boundary conditions to the interior of the domain,

R : L*(0,T; H>(T'p)) n HY4(0,T; L*(T'p)) — W(0,T; X). (3.3.4)

Such operator can be defined, e.g., as the solution of the heat equation (9Q C C?),
[LM72b, Chapter 4, Section 15.5]. Define the Dirichlet lift function uy, € W(0,T; X)
as ur, = Rg. For all v € V we now define f(¢) via the functional

00w = [ (OwdDs — S ((t), v — alus(0), v). (335)
I'n

Assuming that h € L%(0,T, L?(I'x)) and provided uy, € W(0,T;X), we have f €
L?(0,T;V"). Next, we define a bilinear form a : V x V — R, as

a(u,v) = / (KVu - Vo + b - Vuv + couv) dS. (3.3.6)
Q

We say that a bilinear form a(-,-) is (strongly) coercive and continuous, if there exist
0 < ag <79, < o0, such that

la(u, v)| < vallullv]v|v Yu,v €V, (continuity) (3.3.7a)
a(v,v) > agjv||¥ Yv e V. (coercivity) (3.3.7b)
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We also introduce a weaker condition than a strong coercivity, referred to as the
Garding inequality. We say, that the bilinear form satisfies the Garding inequality if
there exist a, > 0 and 0 < A\, < 00, such that

a(v,v) > ag|lv||} — )\aHvH%z(Q) Yo e V. (Gdrding inequality)  (3.3.7¢)

Obviously, if the bilinear form is coercive, then it satisfies the Garding inequality.

We define u(t) := w(t) —ur(t), t € (0,7"), with u(0) = up := w(0) — ur(0). Then
we consider the following weak formulation of (3.2.2) with the homogeneous Dirichlet
boundary conditions: Given ug € H, f € L?(0,T; V'), find u € W(0,T; V), such that
for a.e. t € (0,T) it holds

i(u(t),v)H + a(u(t),v) = (f(t),v)yxy, YveV, (3.3.8a)

dt
u(0) = wp. (3.3.8b)

The well-posedness of the problem (3.3.8) is a well-know result; see e.g., [DLOO,
Chapter XVIII, §3], [QV94, Theorem 11.1.1, Remark 11.1.1] and is summarized in
the following theorem.

Theorem 3.3.1. Let V. H are given and form a Gelfand triple. Assume a bilinear
form a(-,-) is continuous and satisfies a Gdarding inequality on V', (3.3.7). Then,
given f € L*(0,T;V') and ug € H, there exist a unique solution u € W(0,T;V)
of (3.3.8).

Remark 3.3.1. Note that under the assumptions (A1)—-(A2), the bilinear form a(-,-)
(3.3.6) is always continuous and satisfies a Gdrding inequality, see, e.g., [QV94].
However a coercivity condition does not follow directly and requires additional inves-
tigations of the coefficients. In some cases, e.g., if

1
co(x) — iv'b(x) >po >0 inQ b-n>0 only, (3.3.9)

then we can conclude that the bilinear form is coercive on 'V with || - ||y = |- | g1, see

e.g., [QV94).

3.3.3 Parametrized Problem

We consider option pricing models which involve a set of different parameters. It
is convenient to reformulate the problem (3.3.8) as a parametrized PDE. Denote by
p = ({1, .., 1p) an input parameter vector, collecting all parameters of the model,
and by P C RP, a p-dimensional parameter set. Then for any pu € P we consider
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3 RBM for Parametrized Linear Parabolic Equations

the following parametrized form of the problem (3.3.8): Given f(u) € L?(0,T;V"),
uo(p) € H, find u(p) € W(0,T;V) such that for a.e. t € (0,T) it holds

Lt o) + alults v ) = (F(E ), vy, Vo€V, (3.3.10a)

dt
u(0) = up(p). (3.3.10b)

For the well-posedness of the parametrized problem, we need to require that the
parameter dependent bilinear form a(-,-; 1) remains continuous and coercive (or at
least satisfies the Garding inequality) for all values of the parameter p € P, i.e., there
exist positive constants 0 < @, < aq(p), 0 < v, (p) <7, < 00, 0 < Ao(p) < Ay < 00,
such that

(o, 03 )] < val)lJullv o]l Vu,v €V, (3.3.11)
a(v,v31) > aa(WllolF — Aa(p) 0 VoeVv. (3.3.12)

For all p € P the coercivity and continuity constants are, respectively, defined as

a(u, v; Calu,uyp) + Aa(p)l|ull7a g
Ya(pz) = supsup VB oy g @

s 3.3.13
SUD SUD Tl ol if Fall? (3.3.13)

We note that the optimal choice of a,(p) still depends on an admissible choice of
Aa(pt), which should fulfill

‘ a(u,’u? Il')
Ay > — inf ——=.
(») ueL?() Jlullfz g

Due to the strict inequality, which can not be relaxed, there is still some freedom in
the choice of A\y(p).

To simplify the presentation, in some cases we omit the parameter vector p in the
notation of the parameter dependent quantities.

Parametrized form of the Black-Scholes and Heston models

Recall that in the case of the Black-Scholes model, u = (0, q,7) € P C R? with o > 0,
q,7 > 0 (see Section 2.4), and in the Heston model, u = (&, p, 7, k,7) € P C R?, with
&v,k>0,r>0,pe (—1,1) (see Section 2.6).

We define the bilinear form a(-, ;) := a®(-,-;u), s = {BS,H}, for the Black-
Scholes (3.3.14a) and Heston (3.3.14b) models. Note that a(-, -, i) is given by (3.3.6),
where K = 202, b = (202 + ¢ —r), and ¢y = r for the Black-Scholes and K = A and
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co = r for the Heston models:

1 1
aBS(u, vy p) == /Q (202Vu -Vou+ <a2 +q— 7") Vuv + ruv> dQ, (3.3.14a)

2
@' (u,v; ) 1= / (AVu-Vu+b - Vuv + ruv) dQ, (3.3.14b)
Q
where
1 52 P& . —k(y—v)+ %52
A= 2”[,)5 1] b=l e | (3.3.15)

Note, we have v > vy, > 0, p € (—=1,1) and, hence, A is uniformly positive definite
on Q.

It follows, from the admissible values of the parameters, that for both models the
assumptions (A1) and (A2) are fulfilled. Hence, the bilinear forms (3.3.14) are con-
tinuous and satisfy the Garding inequality, and the existence of a unique solution for
the Black-Scholes and Heston models is guaranteed, see Theorem 3.3.1, Remark 3.3.1.

Moreover, for r > 0, aBS(-, -) is also coercive, see Remark 3.3.1. However, the same
is not true for a'(-,-). In fact, if the coefficients of the Heston model are such that
r > %/@ and, if (2.7.8d) is applied, also %ﬁp — 7 > 0, then the bilinear form a"(-,-) is
coercive, Remark 3.3.1, see also [WAWO01, Theorem 3.1].

3.3.4 Discretization

We introduce a high-fidelity approximation of (3.3.10). Upon the discrete problem
we will later build our reduced basis approximation. In this context, the discrete
problem is often referred as the “detailed” or “truth” one, and the original model
problem (3.2.2) as the “ezact” one.

Let X»r € X and Vy C V be finite-dimensional subspaces of X and V respectively,
endowed with the basis

Xy =span{g;, i=1,...,Nx}, Vy=XyNV=span{g;, i=1,.... Ny},

of the dimension dim(Vy) = My = N and dim(Xy) = Nx. The dimensions N, Nx
are assumed to be large enough, such that the error between the exact and discrete
solution is negligible. The discrete spaces inherit the inner products and norms of
the exact spaces, i.e., (-,-)xy = (-,-)x, || - [[xy = || - [[x, and analogously for V).

For the temporal discretization, we apply a 6-scheme, with § = 1 for the implicit
Euler, 8 = 0 for the explicit Euler and # = 1/2 for the Crank-Nicolson schemes.
Since, for 1/2 < 6 < 1 the scheme is unconditionally stable, see, e.g., [QV94], for
further discussion we restrict ourselves to this choice of the parameter 6.
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3 RBM for Parametrized Linear Parabolic Equations

We divide the interval [0,7] into I subintervals of equal length At := T'/I and
tF := kAt, 0 < k < I. For notational convenience, we introduce the following sets of
indices

I={0,...,1—-1}, Iy=Tu{l} (3.3.16)

The exact solution u(t; p) is then approximated by ukﬂ(u) = upn(tFth p) € Vi,

k'H Zuﬁ; )5, uﬁ;( JER, kel

Denote by gi-(p) the nodal interpolation of the Dirichlet data g*(u), p € P, k € Iy,
ie., g/’i/(u) = Zn(g*(u)), where Zy is the nodal interpolation operator. Denote by
X/]\D/ C X the space of basis functions associated with the nodes on the Dirichlet
boundary I'p. Then we introduce a discrete linear continuous extension operator
Ry : XN — X, and a discrete lift function uf \ (1) = Rar(gk (1)) € Xnr. Further-
more, for all u € P, k € I, we define the linear functional

) = /FN (0RF () + (1 = O)h* () ) vl
- i (“]zﬁfl(ﬂ) - UIZN(H)M}) @y <0uk+1( )+ (1 — 0)ulf (1), v; p) . (3.3.17)

Problem 3.3.1 (Detailed problem). Given p € P, 6 € [1/2,1], find uk+1(u) €V,
k €1, such that for all v € Vi holds

Alt ( k+1(#) - “ﬁ\/(#), U) (9uk+1( )+ (1— O)Uﬁ/(u),v; u) = 0 ),
(3.3.18a)

(u?v(p,) - uo(u),v> =0, YveVy. (3.3.18b)

LQ(Q)

Note that it is also possible to replace the Galerkin projection of the initial condi-
tion (3.3.18b) by an interpolation, for instance ul () = Zyu®(p). This introduces
an additional interpolation error in the detailed solution, but does not affect the
following arguments.

Due to conformity of the spaces Vs C V, the bilinear form remains continuous
and coercive (or satisfies the Garding inequality) on V), with discrete constants,

alu, v; p) N o a(u,usp) + A{L\[(“)HUH%Q(Q)

N
Y, (@) = sup sup ————>, @, ()= inf
¢ weVn vevy llullvivllv’ uEVir Jull?,

(3.3.19)

Note that for all p € P, oY () > () > 0 and v (1) < 74(p) < oo. Then for a
small enough time step At < 1/(0XN (1)), by a generalized Lax-Milgram argument,
the detailed problem (3.3.18) admits a unique solution, [AP05b; QV94].
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3.4 Reduced Basis Approximation

3.4 Reduced Basis Approximation

In this section we outline the RBM methodology for linear parabolic PDEs. In par-
ticular, we consider the application to European option pricing, as introduced before.
We discuss the main properties of the reduced system, construction of the reduced
bases, a posteriori error estimates, and offline-online computational procedures.

3.4.1 Formulation

Consider a finite set of parameters Py = {pq,...,un} C P, with p; # p;, Vi # j,
N € N. For selected parameters we compute high-fidelity solutions, by solving the
detailed problem (3.3.18), and form a set of snapshots S% = {uf (111), ..., uk (pg)},
k €1y, S € N. The reduced basis U = {¢1,...,9¥n} C S} is composed of linearly
independent functions, which are suitably constructed from the set Sp. Different
algorithms can be used for the construction of the basis. The standard approach for
linear parabolic problems is a POD-Greedy algorithm, presented in Section 3.4.3.

We approximate the high-dimensional space Vs by a low-dimensional reduced basis
space Vv, dim(Vy) := N < N := dim(V)y), which is defined as

Vi = span{tn, ..., N} C V. (3.4.1)

The computation of a reduced solution is obtained as a Galerkin projection on Vy,
ie,forall pePand kel

N
k k
ul () =Y ui (), (3.4.2)
J=1
N
with a reduced basis coefficient vector ukf! := (uﬁ“\;rjl(u)) L € RN. Then the
), j=

reduced problem reads as follows.

Problem 3.4.1 (Reduced problem). Given p € P, 6 € [1/2,1], find v’ () € Vy,
k €1, such that for all vy € Vi it holds

1 k+1 k

A (8 ) =)o), o a (05T () 4+ (1= 0)uk () o )

= ;). (34.3a)

(@)

The initial value is chosen as the orthogonal projection of u%(u) on Vy, i.e., for all
UN € VN
(u?\, —ul, UN>V =0. (3.4.3b)
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3 RBM for Parametrized Linear Parabolic Equations

By the construction procedure, Vy C V), and under the continuity and coercivity
(or Garding inequality) assumptions on the bilinear form a(-,-;u), for all u € P,
the well-posedness of the reduced problem (3.4.3) is inherited from that of the high-
fidelity one (3.3.18).

The next property is the reproduction of the solutions, which is a consistency
property of the reduced basis scheme.

Proposition 3.4.1 (Reproduction of the solutions). If for some u € P and all k € 1
uﬁ:\fl(u) € Vv with uly(p) € Vi, then uk;(p) = uf () for all k € Iy.

Proof. We prove this property by induction. For k = 0, “9\/ € Vy and for u}; € Vy
we have by (3.4.3b), that (uQ; — u%/,vN)V =0 for all vy € Viv. Set vy = uQ —u%,

then

(US)V _u?\fau(])\f _u%/)v =0,
which holds only for u%, = u/o\/. For the next induction step, we assume that uj“\[ = u’fv
We chose vpr = vy € Vy C Vi and obtain

1
E(Uf\?l(u) — (), uN) 20 + a(Qupf (1) + (1= 0)uf (w), s ) = ¥4 (ows ),

which implies that uf\f ! € Viy solves the reduced problem (3.4.3). Due to the unique-
ness of the solution, we obtain uﬁ“v = u}“\f, Vk € L. ]

3.4.2 A Posteriori Error Estimates

We now turn to the a posteriori error estimation for the reduced basis approximation.
Define for all g € P and k € Iy the following error quantities

k() 1= uly () — i (h), (3.4.4a)

e () = (eim), _, - (3.4.4D)

For all p € P, 6 € [1/2,1], k € I and v € V), define the residual associated with the
reduced basis approximation

1
PP ) = o (T () — iy (1), 0) 2 +aOui + (1= O)ue, v; ) = f47 (v; ),
(3.4.5)
with the norm

k+0(,,.
T v
I ()l 2= sup s )l

(3.4.6)
vevy  lvllv
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3.4 Reduced Basis Approximation

From the Riesz representation theorem there exist #*(u) € V), such that for all
pePandkel

(P (w), o)y = r* (v p), Vo eV, (3.4.7)
P ()l = (17 ()l
Let a(-,-;u) be a (strongly) coercive bilinear form and for v = (v¥™1)4¢; and

0 = [1/2, 1] we define the following discrete spatio-temporal norm

-1 1/2
vl[lp = (”UIH%2(Q) +al (wAary \\Ukwl!%/) , (3.4.9)
k=0

where
vk+9 — 0@k+1 + (1 o e)vk

Recall Young’s inequality, i.e., for €,a,b € R, the following holds

2 2b2
ab < ;72 + ET (3.4.10)

The following classical relation will be useful for the derivation of the error bounds,
Lo Lo 1 2 2
(a=b,a)12(0) = S llallzai) = SIbllz2i) + Slla = bliz2),  Va,be L7(Q). (3.4.11)

Then we obtain the following result for the error bound, introduced first in [GP05]
and generalized in [HO08Db].

Theorem 3.4.2 (A posteriori error estimates). For all p € P, k €1, 6 € [1/2,1],
we have the following error bound for the primal error

At =
ay (u) £

1 1/2
HeR ()l < AR (1) = (Heﬂ(u)\l%z(g) + IIT“H(M)II%/) - (3.4.12)
0

Proof. The proof is a modification of [Gre05, Proposition 11, Section 4.8] for § = 1
and [Gre05, Proposition 19, Appendix B| for 6 = 1/2.
Using the Problem 3.3.1, (3.4.5), we obtain
(eﬁ"'l —ek v + At a(eft0 v) = At K (v), Yo € Vy, (3.4.13)

u

>L2(Q)

where ef10 := fek+1 4 (1 —0)eF. Then choosing the test function v = eF*% and using
the coercivity assumption of a(-,-), we obtain

<€Z+1 N

b0 eh ") oy 0 DI < At (), (3.4.14)
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3 RBM for Parametrized Linear Parabolic Equations

Using (3.4.11), the first term on the left-hand side can be estimated as

k k _k+6 k k k k
(b el el™) oy = (|| S 20y — lebllEaga) + leb™ — ekl

¢ -1
+ 55 (163 = ek ey + ek — 5+ 2a(ey)

Lok Lok (20—-1), &
:2” et 72y — §H€u||%2(9)+TH€u+l

k
— el 20
Then (3.4.14) can be written as
1
ek aqy — 3 IeblBaey + o At kIR

1—26

= At T'k+9(€ﬁ+1) + (2)”6,]Z+1 — 65”%2(9) (3415)
Taking into account that (1 —26) < 0, for 6 € [1/2,1], and applying Young’s

inequality, with €2 = oV (p), the right-hand side of (3.4.15) can be bounded as

At PEHO (k) 4 (1—20)

u 5 llent™ = eullzz) < At v ey llv

e

At oz At oo
SMHT ||V’+T”eu V-

Combining the last estimate with (3.4.15), we obtain

At

Lok alf k40 40 Lok
equlH%Q(Q) + Ta Atllest?|I3 < TQNHT 5+ 5”%”%2(9)
a

o

Making a summation from & = 0,...,] — 1, and multiplying by 2, we obtain a
telescopic sum, which leads to

_ At =

k 9 k+0

e, HLzm)JraNAtE el ™3 o E ZHT N+ lleallZe -
k=0

Taking the square root on both sides of the last inequality, we obtain the necessary
result. O

For all u € P, denote a5®(u) a lower bound of the discrete coercivity constant
oN(p). If for all u € P this bound is computable, with the computational cost
independent of A, then we can substitute o? (1) with aB(p) in AY, and obtain an
efficient computation of an a posteriori error bound in an offline-online fashion, with

the online cost independent of N
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3.4 Reduced Basis Approximation

In the case, when the bilinear form a(-, -; p) is not coercive, but satisfies the Garding
inequality and At is sufficiently small, i.e., At < 1/(2\(p)), we can obtain a similar
result. In particular, for the special case of an implicit Euler scheme, 8 = 1, the error
bound is given as follows

llen ()l < AR (1),

_ 1/2
) Ap .
AR (p) = (”%(M)”%am Y] 1;) (1 - QAZ\[(N)At) HrkH(H)H%/) ,

(3.4.16)
where 7¥1 is defined as in (3.4.5) with # = 1, and the discrete spatio-temporal norm
is defined as

I -1 k
lI% = (1= 22 () At) 1! [F2(q) + a2 (m) At 3 (1= 2X () At) [[oF 1}
k=0
(3.4.17)

The derivation of this result is equivalent to the one, presented for the variational
inequalities in Chapter 4, and hence, for compactness of the presentation we omit it
here. Note, when the bilinear form a(-, -; ) is coercive for all pu € P, then XY () = 0,
and we recover the case (3.4.12).

3.4.3 Reduced Basis Construction

The reduced basis generation procedure remains one of the main components of the
construction of the reduced basis approximation spaces, which influences the approx-
imation quality and efficiency of the method. In the context of the parametrized
PDEs, the most common are the POD (Proper Orthogonal Decomposition) method
and the greedy strategies.

The POD method is used to reduce the dimensionality of the given data set (e.g.,
set of snapshots) by decomposing it onto a set of orthonormal basis vectors, called
POD modes, retaining the essential information of the data. Different notions of the
method can be found, e.g., Principal Component Analysis (PCA), Karhunen-Loeve
expansion or Hotelling transformation.

The greedy procedure is an iterative method which, at each iteration step, selects
the worst resolved parameter and constructs the corresponding new basis vector. The
selection procedure is based on a suitable error criterion, which can be either a true
projection error (a strong greedy algorithm) or an a posteriori error bound (a weak
greedy algorithm). The computation of the true error involves the evaluation of the
expensive high-fidelity solutions and results in a high computational cost. Hence,
the availability of efficiently computable a-posteriori error bounds becomes crucial
for preserving the efficiency of the method.
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3 RBM for Parametrized Linear Parabolic Equations

Both greedy and POD algorithms have some distinctive properties. While the POD
method is optimal in a least square sense, i.e., it minimizes the L?-projection error,
the greedy approach minimizes a maximal projection error. In terms of efficiency,
a weak greedy method is much less computationally costly than a POD method,
however it always requires a computable error bound.

In the context of parabolic PDEs, the application of only greedy or POD proce-
dures may not be sufficient for an efficient basis construction procedure. Due to the
inclusion of a time dimension, the POD method requires the computation of a large
snapshot matrix for all time steps, which can result in a high computational cost. By
contrast, a greedy loop for both parameter and time, e.g., [GP05; Gre05], may not
capture all important information associated with a time trajectory. The common
procedure is to use a combined strategy: a greedy search in a parameter space and a
POD method in the temporal direction. This results in a combined algorithm, called
POD-Greedy [Haal3; HOO8b]. Additionally, under certain conditions the algorithm
admits an exponential convergence rate, see [Haal3].

POD-Greedy Algorithm

Given a set of snapshots v1,...,v, € Vi, the POD basis of rank [ > 0 is the set of

orthonormal basis functions ¢1, ..., ¢; which solve the minimization problem
n l
POD;({vi}izy) := arg mdi)n > willvi = D (vi, ¢5)v s, (3.4.18)
1Pl =1 j=1

subject to (QZ)“ ¢])V = 5i,ja hj=1,...,1,

where w; are some positive weights, e.g., w; = 1.

The POD-Greedy procedure is presented in Algorithm 3.1 and can be described as
follows: Find the worst resolved parameter using a greedy loop with some error mea-
sure En(p) (Step 3), compute the corresponding snapshot trajectory {uk (), k €
Io} (Step 6), project the whole trajectory onto the current reduced basis space, and,
using POD with respect to time, compress the projection error into the first m POD
modes (Step 7). We restrict our attention to a single POD mode, i.e., m = 1.

In the algorithm, Iy, denotes the orthogonal projection on Vy with respect to
the inner product (-,-)y. The selection of the parameter in Step 3 requires an error
measure Ex(p), which can be chosen as, e.g., the projection error (3.4.19a), the L2-
error (3.4.19b), the space-time error (3.4.19c), or the error bound (3.4.19d). Note
that for the case of En () = EP™(u), Algorithm 3.1 does not involve any reduced
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Algorithm 3.1 POD-Greedy Algorithm

Input: Maximum number of iterations Np.x > 0, training sample set Pirain C P,
target tolerance eto
Output: RB basis ¥, RB space Vy
1: compute initial basis ¥, Vy = span{¥}
2: for N =1,..., Npax do

3: [g%ain" y‘N} = argmaxep, ., ENfl(p‘)
4: if YN < g4, then return

5: end if

6 compute {uf () ke,

7. 1y =POD, ({u%(ﬂw) — vy, (uﬁ\/(“N))}ke]IO)

8: Uy =Un_1U{¢n}, Vv =span{¥y}
9: end for

basis simulation procedure.

s 1/2
B () = (At > i) — vy <uﬁ/<u>>||2v> , (3.4.190)
k=0

I 1/2 I 1/2
Etve () = (AtZHe’;(u)H%) = (AtZ\\U'R(u)—uﬁ“\f(u)\|%> , (3.4.19Db)
k=0 k=0

Bl () = [llef (el = 11 (uRr (1) — uRe (1)) keto s (3.4.19¢)
EgPo(p) == A (), (3.4.19d)

where A% (p) is defined in (3.4.12) or in (3.4.16).

Remark 3.4.1. Different choices of an initial basis ¥y can be used. One may con-
sider, e.g., Yo as an orthonormalization of a detailed solution uf\//(u’) for arbitrary
chosen p' € Pyain and k' € 1y. Alternatively, taking the orthonormalization of the
set of all different initial data u%(u) for varying p € Pirain can give already a good
initial reduced basis, [HOO8b].

The POD-Greedy algorithm produces also an error sequence

train

ey ti= max En(p), N=1,..., Nyax,
HEPtrain
often referred as the “training” error. In general, this error may not be a reliable
quality measure of the reduced basis approximation, due to the possible over fitting
effect, i.e., when max,cp En(p) > €%ain. Such situations can happen, e.g., when
the training set Pirain is not sufficiently large. To exclude these possibilities, one

45



3 RBM for Parametrized Linear Parabolic Equations

may evaluate the error e%** := maxpep,.., En(p) on an independent finite test set

Prest C P (e.g., set of randomly distributed parameter values) with |Piest| > |Pirain|-

We point out that he basis generation procedure is a computationally expensive
routine and belongs to the offline computational phase, which we describe in the next
section.

3.4.4 Offline-Online Computational Procedure

The efficiency of the reduced basis method relies on the assumption of affine pa-
rameter dependence of bilinear and linear forms. If the assumption is fulfilled, the
computational procedure can be split into so-called offline and online routines. This
decomposition brings a significant computational speed-up for solving the reduced
system and allows to perform simulations in a real-time and multi-query context.

An affine parameter dependence (or parameter-separability) of bilinear and linear
forms implies that for every p € P there exist functions ©f : P — R, forg =1,...,Q,
and @{;7’“ :P =R, forqg=1,...,Qy, k €1, such that

Qa Qr
alw,v ) = 3 O2(Waglu,v),  [Eip) =S O fEw), (3420
q=1 q=1

where the bilinear and linear forms a, : V xV — R, ff 1V = R, k €T are parameter
independent. In addition, we assume a parameter separability of the initial condition,

Qu
up(p) = Z Oy (1)uog, (3.4.21)
q=1

with O : P = R, ¢ = 1,...,0Qy. Obviously, for all p € P the discrete initial
condition uQ,(p) will enjoy the same property (3.4.21) with parameter independent
components uj)v’ p

For the functional f*+9(v; u), defined in (3.3.17), the affine parameter dependence
is inherited from the affine separability of h*(p) and u} \,(p), p € P, k € Iy. Assume,
that there exist @?k , @g"”’k : P — R, such that both functions can be represented as

Qn Q'Vn/
W) = > 00F(uhl,  uba(p) =" orF(u)ek. (3.4.22)
q=1 q=1

Remark 3.4.2. In fact, an affine decomposition of the lift function u]zN(u) de-
pends on affine decomposition of the Dirichlet data gjli/(p,), k € ly. Indeed, assuming

that gj'i/ admits an affine decomposition, gﬁ/(u) = Z(?:gl @g’k(u)gﬁﬂq, and incorpo-
rating linearity of an extension operator Rar, we obtain that ulzN(u) = RNgf\/(u) =
S O9" (1) Ravgly, . where 08 == Ry (gk,).
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Define the following quantities

n (U) ( )L2 (Tn)>» g=1,..., Qna (34233)
mg(v) 1 = (£h,v) 2 g=1,...,Qm, (3.4.23b)
sk (V) 1= ag (L ) g=1,....Qn, ¢ =1,...,Q. (3.4.23¢)

Then the functional f’“+6(v; ), k€l in (3.3.17), admits the following affine repre-
sentation

Qn
PO ) = Y {0005 (! (0) + (1= 0)OH (g (v)}
q=1

Qm
o SO umE T (0) — O u)m (0))
q=1
Qa QTYL
=Y Op ) Y {007 (wysk (v) + (1 - 0O F(u)sk ,(v)} . (3.4.24)
q'= q=1

Recall, that for every p € P, k € I, the reduced solution can be expanded as
ulfvﬂ(u) = Z;V 1 uﬂvrjl( Jj € Vi, with Viy = span{¥ y}, where ¥y = {¢1,...,¢¥n}
is an orthonormal basis, constructed by, e.g., Algorithm 3.1. Denote the reduced
basis coefficient vector by uk; := (“’7\[,17 e ,u’f\,’ ~)T € RY. Choosing a test function
vy = ¥, 1 < i < N, in (3.4.3), and invoking the parameter-separability of the
bilinear and linear forms, the reduced Problem 3.4.1 can be written in the following
algebraic form

(M + AN () ) b ) = (M + (0~ DAN () ) () + 257 (1),
(3.4.25)

with the initial condition MYu® () = U (u), where the reduced quantities Ay €
RVXN My € RVN MY € RVXN U € RV are the defined as follows

Z 05 (1) AN g, My = ((d’jﬂﬁi)LZ(Q))]‘v, , (3.4.26)

i,j=1

Z@“ #IUR g, MY = (1), 0i)v) ey (3.4.27)
with

N
Ay, = (aq(¢ja¢i))£/j:1 € RVXN, uf, = ((u%,q7¢i)v)

€ RY.  (3.4.28a)
1=
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N

The reduced vector f]’f,+0(u) = (fk”(wi;u))‘ . € RV, according to (3.4.24), in-
1=

volves the computation of the following reduced quantities

n?\/,q ( (¢Z)>z:1 ) q= ..., Qn, (3428b)
A N

mN, ( ) q= 17 sty Qma (3428C)

Sk oo ::( (wz)) g=1,....Qm, ¢ =1,....Q (3.4.28d)

Due to the inclusion Viy C V), the reduced basis functions {1; }j 1 € VN can

be expanded in a detailed basis {¢;}, C Vi of the high-fidelity problem, i.e.,
P = ZZ 1 ¥i ;i Define the coefficient matrix

N = () e RN, (3.4.29)

and introduce the following high-fidelity matrices and vectors

N
M:= (6. 002@),,_ - Aai=(ag(d.00) N0 My = (65,00,
N/\/X

NA A NN
M: ((¢J7 ®i)r2(0 )Z g Aq = (aq(d;, ¢i))z‘,j:1x ’
N N
k k k k k

Mg = (nq(¢i))¢:1’ My == (mq(gbi))i:l’ Sqq T (SQ7ql(¢i))i:1
Denote the coeflicient vector of the parameter independent lift functions E’;, (3.4.22),
uL’; = (Eq - "’Eq/\fx) € RVX . Then we can express m’;, S’(;,q’ as m’; = l\N/IuL]; and
s’;,q’ =A uth;

The reduced matrices and vectors can be expressed via high-fidelity ones as follows

My = $iMEy, Ay, =PLA, Ty, M) = $E My Ty,  (3.4.30a)
n’f\fq = \Ianq, mfc\ﬁq = \IIJTVI\N/IuL’;, slf\ﬂq’q/ = \Ilﬁﬁq/uLg, (3.4.30b)

and u?v’ = W%Mvug, where u[q) denotes the coefficient vector of ub)v’ =

The offline-online procedure is set up as follows: In the offline stage, we compute
snapshots S% = {uf (i), ..., uk (n)}, k € Iy, and construct a reduced basis ¥y =
{t1,..., YN} C S%, as well as compute all parameter independent quantities (3.4.30).
Then for every new instance parameter pu € P, we perform an online routine. Namely,
we assemble all precomputed quantities into the reduced ones, e.g., An(pt), fﬁw(u),
and solve the reduced problem (3.4.25).

An offline routine involves a calculation of computationally expensive matrices and

vectors corresponding to a high-fidelity problem of dimension Nx. However, it needs
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to be performed only once. By contrast, an online stage is executed multiple times
for different values of the parameter u € P, yet with the cheaper computational cost,
which is independent of Nx.

We remark, that an offline-online procedure applies also to the calculation of the
error estimates, which are used either for the construction of the reduced basis spaces
offline or for the certification of the method in an online routine. For both situations
an efficient evaluations of the error bounds is significant. We provide the description
of this procedure in the next chapter in the context of variational inequalities and
omit it here for to avoid redundancy.

We comment on the computational complexity of both routines. Computation of
N snapshots in the offline stage requires O(NI(Nx)P) operations, where I is the
number of time-steps and p is some number, determined by the solver used for the
detailed problem (p < 3). The cost of construction of all parameter independent
matrices and vectors is O((Qq + 1)N?N + QNN + QN (Nx) + @mQuN(Nx)).
As we can see, the total offline cost is dominated by the snapshots computation cost
O(NI(Nx)P). In the online routine, given pu € P, we assign all parameter dependent
matrices and vectors with the cost O((Qq+1)N2 4+ IN(Qp + Qum + QaQx)) and solve
a dense reduced system with complexity O(IN3). We can see, that the total cost
of the online computational procedure, which involves the dimension of the reduced
system N and a number of time steps I, is independent of the detailed dimension
Nx > N.

Empirical Interpolation Method

Computational efficiency of the reduced basis method strongly depends on the affine
parameter dependence of the problem. For non-affine problems, the efficiency of the
method may be highly deteriorated. To recover a parameter separability in this case,
one may employ a so-called empirical interpolation method (EIM), first introduced
in [BMNT04] and later extended for non-affine and nonlinear parabolic problems,
e.g., [DHO12; GMNT07; Gre05]. A similar approach, called discrete empirical in-
terpolation method (DEIM), which is based on the POD method, was introduced
in [CS09; CS10].

In this section we outline the main idea of the EIM method and refer to [MNPT(09]
for more details and a theoretical study. Assume that the function g : Q x P — R,
g(pn) € C%Q), p € P does not admit an affine decomposition with respect to the
parameter . The idea of EIM relies on an assumption of sufficient regularity of the
parameter induced manifold Mg,

Mg :={g(n): peP}

which makes it then possible to approximate g(z; u), p € P, z € Q by a linear combi-
nation of snapshots g(-, 1), ..., g(-, ps) at well-chosen parameters py, ...,y € P.
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3 RBM for Parametrized Linear Parabolic Equations

Define the approximation space X s as

Xnr :=span{g(-; q), ..., 90 ppr)} = span{q, ..., qu}-

Then for all p € P and z € Q we look for an approximation gps(z;u) € Xy of
g(z; p), which is defined as

M
g (zy ) = Iarg(z; ) = ch(u)qj(z), z €. (3.4.31)
j=1
The approximation is performed via an interpolation operator Zp;, which is ex-
act in M interpolation points (1,...,(n € 2 (often referred to as “magic points”
[MNP*09]), i.e.,
Img(Gip) = g(Gip), i=1,..., M. (3.4.32)

Let Tay = {C1,-..,Cm} be a set of interpolation points. Then for g € P, to find an
interpolant Zysg(z; 1) we have to determine the coefficients ¢;(p) € R by solving the
following linear system

M

Y ocimagi(G) = 9(Gpm), i=1,..., M. (3.4.33)
j=1

The last system (3.4.33) can be written in a matrix form
Quem(p) =gm(p),  YpeP, (3.4.34)

where Qp; = (qj(g))%zl € RMXM ¢y (p) = (cj(u))jjvil € R™ and gy (p) =
(9(Gis ), € RM.

In order to solve the system (3.4.33), one should construct the basis functions
¢;(z) € Xy and determine the set of interpolation points Ts. In the standard EIM,
the construction of both ingredients is based on a greedy strategy. The summary of
the procedure is presented in Algorithm 3.2. In this case the matrix Qps is lower
triangular with (Qar);; = 1 for i = j, and hence invertible, [BMNT04; GMN*07],
For every instance pu € P, the system (3.4.34) is solved in an online computational
routine with the cost O(M?), generally with M being relatively small.

We comment on an approach, that is similar to EIM, which is referred to as DEIM
[CS09; CS10] (discrete empirical interpolation method). To avoid a confusion, DEIM
is not the discrete version of Algorithm 3.2 and has some differences compared to
EIM. In particular, the construction of the basis vectors is performed not via a greedy
iterative procedure, but using a POD method. The selection of the interpolation
points follows the same greedy routine as in Algorithm 3.2. In this case the interpo-
lation matrix Qpy is full and the cost of solving a system (3.4.34) in general scales
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3.4 Reduced Basis Approximation

Algorithm 3.2 EIM Algorithm

Input: maximum number of interpolation points Mp.x > 0, training sample set
Pirain C P, target tolerance e

Output: set of basis functions Xy = {q1,...,qum}, and interpolation points Ty; =
{C1se st
1: set py = arg maXyepy, 1905 1)l Lo (@)
2: define (1 = arg max.eq |g(2; py)|
3: set g1 = g(2; p1)/9(C1s 1)
4: for m =2,..., M. do
5 em, ) = argmaxpep,i, 1905 1) — Tn—19(5 ) || L)
6: if ., < €01 then return
7 end if
8 compute §(z) = g(2; 1) — Zm-19(2; B
9: Gn = argmax,cq |5(Z)|
10: gm(2) = 3(2)/0(Cm)
11: end for

to O(M?3). However, due to the parameter independence of Qs during the online
routine, the matrix Qs can be factorized in the offline phase with the cost O(M?)
(by using, e.g., LU-decomposition), and then all subsequent online computations can
be performed with the O(M?) computation cost.

Offline-Online Decomposition for the Black-Scholes and Heston Models

In this subsection we comment on affine parameter dependence of the Black-Scholes
and Heston models. The bilinear form in the Black-Scholes model, a(-,-;p) =
aPS(., - ), defined in (3.3.14a), admits the affine decomposition

3
aPS(u, v ) = 3 O ()aBS (u,v),
q=1

with
o BS
of = o ar”(u,v) = (V%V”)L?(Q) ’ (3.4.35a)
1
05 = 502 +q- a3®(u,0) = (Vu,v) 120 + (3.4.35b)
o3 =r, aB® (u,v) = (u, V) 20 - (3.4.35¢)

For the Heston model a(-, -; ) = afl(-,-; ), defined in (3.3.14b), can be written as

6
a(u,v;p) =Y O (p)ag (u, v),
q=1

o1



3 RBM for Parametrized Linear Parabolic Equations

with parameter functions

a 1 a 1 a 1
04 = 552, 05 = 55/), 0% = 3 (3.4.36a)
1
04 = —ky + 552, ¢ = &, 04 = —r, (3.4.36b)
and bilinear forms
- 1 0
aj (u,v) = (1/ 0 0 Vu, Vv) , (3.4.36¢)
© Yl L2(9)
- [0 1] 0
ay (u,v) = (1/ 1 0 Vu, Vv) + ( 1 -Vu,v) , (3.4.36d)
g 12(Q) L2(9)
atl(u,v) = (1/ 00 Vu, Vu) + <V [O] -Vu,v) , (3.4.36e)
01 1
R 12(Q) L2()
ay (u,v) = ([(1)] : Vu,v) , (3.4.36f)
L*(Q)
al(u,v) = (1/ [1] - Vu, U) , (3.4.36g)
0
L2(Q)
al(u,v) = ([ﬂ : Vu,v> = (u,0) 2(q) - (3.4.36h)
L2(Q)

The affine decomposition of the linear form f*+9(-; u) for both Black-Scholes and
Heston models follows directly from the affine decomposition of the Dirichlet and
Neumann boundary data, defined in Section 2.7, see Remark 3.4.2. However, for
some cases, e.g., for the European call option in the Heston model with the boundary
conditions specified as in (2.7.8), the function gy/* (2, ), z = (v,x) € Q C R? is not
affine w.r.t. the parameter r, see (2.7.8a), (2.4.16). Hence, the lift function ulfj(/l (p)
is also not parameter separable and the cost of an online routine depends on the
dimension of the high-fidelity problem, Nx.

To recover the online A-independence, the (D)EIM strategy can be employed. We
replace gﬁ (z; u) by an affine approximation gﬁ/[ﬂ(z; w), z € I'p. The notable differ-
ence in this case, is the inclusion of the time variable. To apply the (D)EIM procedure,
described above, one of the possibilities could be to treat the time variable as an addi-
tional parameter instance @ := (tkH, ), k € I, residing in a time-parameter domain
P = (0,T) x P, sce, e.g., [DHO12; GMN*107; Gre05]. Then gar(z; it) := g5 (z; ),
k €1 can be represented as

M
gM(ZSﬁ) = Z cm(ﬁ)Qm(z)7 z € I'p,

m=1
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3.5 Numerical Results

satisfying M interpolation constraints

(G ) = gn (G5 ), G EeTp, i=1,..., M. (3.4.37)

The basis functions g, are constructed by, e.g., the POD algorithm from snapshots
{ov(q)s - sanv ()}, By € Pirain. Then for every p € P, a system of interpolation
equations (3.4.37) is solved in the online computational phase, with the cost O(IM?),
which depends on the number of time steps 1.

Using the linearity of the extension operator, we can recover an affine decomposi-

tion of the lift function uﬁfl (), n €P, kel

M
uii (1) = Ra(gh () = D et way,,
m=1
where ¢% = Ra(gm) € Xn

3.5 Numerical Results

In this section we present numerical results of the application of the RBM to the
model problem of pricing European options in the Heston model, described in Sec-
tion 3.2. Due to the existence of the Black-Scholes analytic formula and its relatively
cheap evaluation, we do not perform numerical experiments for pricing European
options in this model.

We define the approximation spaces X, Vs to be the standard conforming piece-
wise linear finite element spaces. More precisely, consider a triangulation 7y of €,
consisting of J simplices T%,, 1 < j < J, such that Q = UTNETNTN7 where Q € R?,
d = 1,2 is a polygonal domain. We use standard conforming nodal first order finite
element spaces, defined as

Xy :={veX: ; €EPYT{),1<j<J}, Vy=XynV. (3.5.1)

|T

We associate the basis function ¢; € X with its Lagrange node m; € €, i.e.,
¢i(m;) = 6; 5, fori,5=1,...,Nx, Nx = N +Np, where a number N corresponds to
the interior nodes of 2 and Np refers to the nodes on I'p. For a time discretization, we
choose # = 1/2 corresponding to the Crank-Nicolson method. The time domain [0, 7]
is discretized with a uniform mesh of step size At := T'/I. The spatial computational
domain Q = (Vmin, Ymax) X (Tmin, Tmax) consist of Nx = 49x 97 = 4753 nodes. Recall,
that for the Heston model the model parameter vector is u = (&, p, v, k,r) € P.

We consider the European call and put options with the pay-off functions x(z) :=
(K — Ke®); and x(z) := (Ke* — K) 4, respectively. The boundary conditions for the
call options are chosen as in (2.7.8), and for the put as in (2.7.10). The strike price
K can be considered as a scaling factor, and we set K = 1.
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3 RBM for Parametrized Linear Parabolic Equations

To generate the snapshots and to build the reduced basis we use a finite subset
Phirain C P, which is, if not specified, composed of equidistantly distributed points.
To validate and test the reduced model, we use a random test subset Piest C P.

3.5.1 European Call Option in the Heston Model

We start our consideration with the pricing of the European call options in the Heston
model. We consider T' =1, I = 20, vmin = 0.0025, vmax = 0.5, Tmin = —5, Tmax = D.
The parameter domain is chosen as follows

P =1[0.6,0.9] x [0.21,0.9] x [0.16,0.25] x [3,5] x [0.01,0.2] C R®. (3.5.2)

To motivate the application of the reduced basis approach, first, we demonstrate the
variability of the solution in parameter and time. In Figure 3.1 the detailed solution
for a fixed parameter value p* = (0.4,0.55,0.06,2.5,0.0198) is presented at the final
time t = T =1 (left) and an evolution over time (right). The variation of the solution
with respect to different values of the parameter is depicted in Figure 3.2. While some
of the parameters are varying, the others are fixed and taking their values from the
reference parameter vector p*.

—t=1
——1t=09
——1t=08
——t=07
1.5( ——t=06

t=05
——1t=04
——1=03
|| —t=02
—t=0.1
—t=0

0.5r

Figure 3.1: Left: The value of the European call option in the Heston model for
p* = (0.4,0.55,0.06,2.5,0.0198) at t =T = 1. Right: A time evolution
of the option price for p*, extracted at v = 0.1683.

The next step is a computation of the snapshots for different p; € Pirain. We
apply the reduced basis approach for different dimensions of the parameter domain
P CRY d=2,3,4,5, in particular, we consider p = (7,x) € R%, pu = (v, k,7) € R3,
w=(p,7,k,7) € R and u = (&, p,7,k,r) € R®. For each choice of u, the remaining
parameter values are assumed to be fixed and taken from the default parameter
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Figure 3.2: Snapshots of the solution for different parameter values, extracted at the
fixed volatility v = 0.1683 and maturity 7" = 1.
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3 RBM for Parametrized Linear Parabolic Equations

vector p* = (0.3,0.21,0.095,2,0.0198). Then the POD-Greedy Algorithm 3.1, with
Ee(p) (see (3.4.19b)) as a selection criterion, is used to construct the reduced basis
space V.

In the first test, we consider u = (k,7) and |Pyain| = 152 = 225 equidistantly
distributed points. The first six orthonormal reduced basis vectors produced by the
POD-Greedy algorithm are presented in Figure 3.3.

5 |— 5
-5 -5
0] 0.5 0] 0.

5

14 174

5 .

= 0§

-5
0]

Figure 3.3: First six vectors of the reduced basis {wk}szl CUn, p=(7,K).

To quantify the approximation quality of the reduced basis method, we inves-
tigate the error decay when increasing the dimension of the reduced system. For
each reduced model, we consider the “training” error, i.e., the error produced by the
basis construction algorithm: max,ep,,... {ES"(pn)} over N. We can observe, as
expected, an exponential decay of the error, Figure 3.4 (left). To study the relia-
bility of the constructed reduced basis, we, in addition, compute the “testing” error
max,ep.; 1L (@)} over an independent random test set |Prest| = 400. We ob-
serve that the “training” and “testing” errors are almost the same, that suggests the
reliability of the constructed reduced basis space. The selected parameters produced
by the POD-Greedy algorithm are depicted in Figure 3.4 (right). By the “frequency
of the selection” of the parameters, we mean how often the same parameter is cho-
sen during the basis generation. Larger circles indicate training parameters which
are chosen more often during the POD-Greedy procedure. We can observe that the
selected parameters are distributed over a whole parameter domain, which indicates
that POD-Greedy tries to exploit all possible parameter variations.
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Figure 3.4: Left: Evolution of maxuep, .. /.. {Efe(u)} for the European call op-
tion in the Heston model produced by Algorithm 3.1 with p = (v, k),
| Pirain| = 152 = 225, |Prest| = 400. Right: Plot of the selected parame-

ters oy, ..., iy € Pirain and their frequency of the selection.

The analogous results for other choices of u = (v, k,7), p = (p,7,k,7r) and p =
(&, p,7,K,7) are presented in Figure 3.5 and Figure 3.6, respectively.  For these

—
o

102
10" %

£ 3
100 ¢
10-1 L
1072 L
10-3 L
1074 L

* train error| |

+ test error

10—5 L

- N W A~ OO OO N o ©

0 50 100 150
Nmax

true

Figure 3.5: Left: Evolution of maxyep, .. /o {E}3**(p)} for the European call op-
tion in the Heston model produced by Algorithm 3.1 with p = (v, k,7),
|Prrain| = 9% = 729, |Prest| = 1024. Right: Plot of the selected parameters
Wiy by € Pirain and their frequency of the selection.

cases we observe similar performance of the reduced basis method. In particular, we
can see the exponentially decaying behavior of the error, however with much slower
convergence for the larger dimension of the parameter domain. This can be explained
by the increasingly complex parameter dependence of the model. Additionally, for the

o7
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true(p) } for the European call option
in the Heston model produced by Algorithm 3.1 with pu = (p,~,k,7),
|Pirain| = 7% = 2401, |Piest| = 3000 (left) and with p = (&, p,7, K, 7),
| Prain| = 6° = 7776, |Piest| = 10000 (right).

Figure 3.6: Left: Evolution of maxuep, .. /i 1E

last example, u = (&, p, v, k, ), see Figure 3.6 (right), we can notice a larger deviation
between the “training” and “testing” errors. This observation can be justified by the
fact that, possibly, the size of the training set Pipain is not sufficiently large. In this
situation, a larger training set is required. The problem, which may occur here, is
that we do not know a priori how large the training set should be. While too large
dimension of Py,i, results in a very expensive offline routine, too coarse Pirain may
not be sufficient to capture the parameter dependence of the model, as we could
already observe experimentally. Different strategies can be proposed to overcome
this difficulty. One of them, is to consider the adaptive training set partitioning, see,
e.g., [HDO11; HOO8a], where initially one starts with the coarse training set and
adaptively refines Pirain within the iterations of the greedy loop. Such a procedure
has similarities to the adaptive finite element method.

3.5.2 European Put Options in the Heston Model

Due to the availability of closed-form solutions, in practice, it is sufficient to evaluate
only, e.g., put options and then, using the put-call parity relation, to obtain the cor-
responding call prices. However, for the numerical approximation of the underlying
PDE we are not aware of the error produced by the put-call parity relation. Several
sources, such as different boundary conditions, can cause an additional error. For
this reason, we consider an application of the reduced basis method to the European
put option as well. For comparative purposes with the American put options, studied
in the next chapter, we restrict ourselves to similar settings. Namely, we consider
T =2,1=250and vmin = 107°, Vimax = 3, Zmin = —9, Tmax = 5. The parameter
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3.5 Numerical Results

domain is set to
P =10.1,0.9] x [—0.95,0.95] x [0.01,0.5] x [0.1, 5] x [0.0001,0.8] C RS. (3.5.3)

The snapshot of the detailed solution for g = (0.64,0.21,0.16,0.1,0.07) at maturity
T = 2 and its time evolution are depicted in Figure 3.7.

—r=1 —k=1

— k=10 —k=10
0.8 k=40 0.8 k=40
— k=80 — k=80
— k=120 — k=120
0.6 k=200 0.6 k=200
—k =250 —k =250

0.4 0.4

0.2 0.2

-5 0 5 2 4 6
x S

Figure 3.7: The value of the European put option ujl\/(u) in the Heston model at
T =2 for p = (0.64,0.21,0.16,0.1,0.07) (left). The time evolution of the
solution in the log-transformed variable x (middle) and in the original
stock price variable S = Ke® (right) (zoomed).

Similarly to the European call options, we construct the reduced model for the
put options. In particular, we consider different variations of the parameter: p =
(&,p,7) € P CR® and p = (£,p,7,K,7) € P C R®. The remaining parameters are
set to the values of the reference parameter vector p* = (0.2,—0.2,0.16,0.1,0.07).
We apply the POD-Greedy algorithm with E'¢ as the selection criterion. The
training errors, produced by the algorithm for different scenarios are depicted in
Figure 3.8. As previously, we observe that the convergence of the RBM becomes
slower with increasing the dimension of the parameter domain, which again confirms
a non-trivial parameter dependence of the model.

We close this chapter with the efficiency study of the method. In particular, we
consider the following measures of the computational times.

e t1: Computation time for the trajectory of a single detailed solution for a given
parameter value g € P. This includes the time t;; to assemble the detailed
system and the time t1 5 := t; — ¢1,1 to solve the high-fidelity problem.

Online phase

e t5: Computation time to assemble the reduced system and to solve the reduced
problem for a given pu € P.

e t1/to: Asymptotic speed-up of the online routine while using the reduced basis
method.
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Figure 3.8: Left: Evolution of max,ep,,.., { EL"(p)} for the European put option in
the Heston model produced by Algorithm 3.1 with g = (£, p, ), | Perain| =
7% = 343 (left) and with p = (&, 0,7, 5,7), [Pirain| = 4° = 1024 (right).

Offline phase

e t3: Computation time for the construction of the reduced bases using Algo-
rithm 3.1 with En(p) = E"(u) as a selection criterion.

e t4: Computation time to construct the parameter independent reduced data.

e t5: Computation time for evaluation of the snapshots, i.e., the time for com-
puting the detailed solutions uf\/(u), for all g € Pirain. This cost depends on
the size of Pirain.

The measurements of the run-time performance corresponding to the previous two
examples of the European put options are summarized in Table 3.1.

Nmax | Ptrain| i to i3 17 ts t1/ts

p=(&p,7) 100 343 33.11 0.0682 9140 0.084 4018  485.9
w=(&py, k) 100 1024 31.94 0.0613 27192 0.0835 12977 521

Table 3.1: Run-time measurements (in seconds) of the reduced basis method for dif-
ferent Nyax and for different model parameter settings.

We notice that the performance of the RBM in the online stage is very similar for
both scenarios and provides more than 400 times speed-up compared to the FEM.
However, due to the different dimensions of the parameter domain, the computational
effort of the offline routine differs significantly.

60



3.5 Numerical Results

Note that the time t; includes not only the solution time for the detailed prob-
lem, but also the matrix assembly time ¢1 1, which is in the present case equal to
t1,1 = 26.21 seconds on average. Hence, the asymptotic speed-up for only solving the
problem is 1 2/ta &~ 101.17 for the first case and t; 2/t ~ 93.47 for the second case.
In the multi-query context, using the affine-decomposition, if given, the assembly
time can be neglected for the computation of the asymptotic speed-up.
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4 RBM for Parametrized Parabolic
Variational Inequalities

4.1 Introduction

In this chapter we extend the reduced basis methodology to more complex models,
in particular to ones used to price American options. Mathematically, this leads to
solving a variational problem with inequality constraints in a weak form, referred to
as a variational inequality problem.

In general, abstract variational inequalities provide a solid framework to study
many different kind of processes, e.g., in engineering, physics, and finance. The study
of abstract variational inequalities goes back to the works of A. Signorini [Sigh9] and
G. Fichera [Fic63]. Since then extensive research has been done; for more details on
the theoretical study as well as different areas of application we refer to, e.g., [BL82;
DL72; KO88; KS00; LS67]. The numerical analysis of variational inequalities is very
broad and an overview can be found in some classical sources [Glo08; GLT81].

The goal of this chapter is to provide a general framework for accurately and
efficiently solving parameterized time dependent variational inequalities with the re-
duced basis method. This work involves an extension and combination of the reduced
basis methodology for the linear parabolic problems (Chapter 3) and stationary vari-
ational inequalities [HSW12]. The method is presented here in the context of option
pricing; however it can cover a large class of applications, as mentioned previously.
Much of the content of this chapter follows [BHST15; HSW13].

As discussed previously, we consider the examples of pricing American options in
the Black-Scholes and Heston models (see Chapter 2). The numerical solution of these
problems can be accomplished with standard techniques, such as finite differences,
see, e.g., [HF10; ITO08; IT09] or finite elements; see, e.g., [AP05b; FLM™11; HRST13;
KSW12; WAWO01; ZFV98g].

For the development of the reduced basis method we reformulate the problem in
a saddle point form. We refer to, e.g., [BFB13; BHR78; Woh11] for the numerical
treatment of such type of problems.

The application of the reduced basis method for parabolic variational inequalities
considered in a space-time framework can be found in [GU14; GU15]. The works on
stationary variational inequalities include [HSW12] and [ZBV16], where in the latter
one the variational inequality is treated by a primal-dual approach.
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The chapter is organized as follows: In Section 4.2 we present the model formulation
to price American options. In Section 4.3 we pose the problem in a variational and
a discrete variational form and discuss the existence and uniqueness of the weak and
discrete solutions. In Section 4.4 we develop the reduced basis methodology for time
dependent variational inequalities. Here, we discuss the main properties, such as
well-posedness of the reduced system. In Section 4.5 we derive a posteriori estimates
for the reduced basis error. In particular, in Section 4.5.1 we state some preliminary
results needed for the further analysis and in Section 4.5.2 we present the a posteriori
error bounds. Finally, in Section 4.6 we present algorithms which can be used for the
construction of the reduced basis. Section 4.7 discusses the algorithmic aspects of the
method, namely, the practical and efficient implementation of the reduced problem
and a posteriori error bounds. We close the chapter with Section 4.8, where, using
numerous examples of pricing American options in the Black-Scholes and Heston
models, we provide an empirical illustration of the developed methodology.

4.2 Model Problem: American Put Options

We recall Problem 2.7.2 for pricing American put options restated in the log-trans-
formed variables. We follow the same setting as introduced in Section 3.2. Namely,
we consider an open bounded domain Q C RY, d = 1,2, cf. (3.2.3), with Lipschitz
continuous boundary 092 = I'p N I'y and the space-time cylinder Q1 = (0,7 x €2,
T > 0 with space-time boundaries ¥p := (0,7] x I'p, Xn := (0,7] x I'y. Then the
problem for finding the price w of an American put option can be written as

ow

5~ Lw=0, in Qr, (4.2.1a)

w > X, in Qr, (4.2.1b)

(0;1;1 - Lw) (w—x) =0, in Qr, 4.2.1c)
w(0) = wo, on €, (4.2.1d)

with the pay-off x(x) := (Ke®* — K)4 and wg = x(z). The problem (4.2.1) is subject
to the corresponding Dirichlet and Neumann boundary conditions (see Section 2.7)
which are defined for the Black-Scholes model in (4.2.2a) and for the Heston model
in (4.2.2b), respectively.

w=g=Yx, on Xp, Yy =0, (4.2.2a)
ow

w=g=X, on Xp, ——=h=0, on Xj. (4.2.2b)
ony,
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4.3 Detailed Problem Formulation

4.3 Detailed Problem Formulation

4.3.1 Variational Formulation

To pose the problem (4.2.1) in a weak form, we make use of the separable Hilbert
spaces X, V and H, introduced in Section 3.3, i.e., X = HY(Q), V={v e X :v|p, =
0} and H = L2(Q), with || - | x = |- ey and || v = |- s (ay-

As before, in order to tackle non-homogeneous boundary conditions, we introduce
the Dirichlet lift function uz, € W(0,T; X), defined by an extension operator (3.3.4),
and set u(t) := w(t) —ur(t), t € (0,7), with u(0) = up := w(0) — ur(0). We denote
the modified pay-off functional by X (¢) := x — ur(t) and introduce the closed convex
subset K (t) of V as

Kit)={veV: v>x(t) inQ}, ae tel0,T], (4.3.1)

where the inequality is understood pointwise almost everywhere. We assume the
function X(t) is such that K(t) # 0 for almost all ¢ € [0,7]. Define the linear
continuous operator A € L(V; V') induced by the bilinear form a : V x V — R, such
that a(u,v) = (Au,v) for all v,u € V.

Consider the following variational formulation of the problem (4.2.1) with homoge-
neous Dirichlet boundary conditions: Given ug € K, find u € W(0,7T; V), such that
u(t) € K(t) for almost all ¢ € [0, 7], and satisfies

<jtu<t>, v— u<t>> a(u(t), — u(t) > (F(t), 0 — u))yrey, Vo€ K(L),
V'IxV
(4.3.22)
u(0) = wo, (4.3.2b)

where f € L?(0,T; V"), and is defined in (3.3.5). To obtain a solution of (4.3.2), we
use a result on the existence of strong solutions according to [DL72; GLT81; Lio72].
For this result an additional assumption is needed, namely that f’ € L?(0,T;V"),
where f/ = %. In fact, assuming additionally v} € W(0,7T; X), and since there are
only homogeneous Neumann boundary conditions, the regularity f’ € L(0,7; V")
can be guaranteed in this context. Note additionally, that the result on strong so-
lutions will guarantee a higher regularity of the time derivative of u, such that the
duality pairing for the time derivative in (4.3.2) can be replaced by the L2-inner
product.

The following result establishes the existence and uniqueness of the solution of
(4.3.2); see e.g., [GLT81, Chapter 6, Theorem 2.1], [DL72, Chapter 1, Theorem
5.1], [Lio72, Chapter 2, Theorem 2.1].

Theorem 4.3.1. Let V, H be given and form the Gelfand triple. Assume that the
bilinear form a(-,-) is continuous and satisfies the Garding inequality on'V and f, f' €
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4 RBM for Parametrized Parabolic Variational Inequalities

L2(0,T; V"), where f' = % Moreover, assume, uy € K(0), K(t) # 0, t € [0,T], and
f(0) — Aug € H. Then the problem (4.3.2) admits a unique solution u, which, in
addition, satisfies: v € L*(0,T;V), v’ € L*(0,T;V) N L>®(0,T; H).

Parametrized Problem

To present a parametrized form of the problem (4.3.2), as before, we denote by p € P
an input parameter vector from a p-dimensional parameter space P C RP. For any
p € P, we define a parametrized version of KC(t):

Kt;p)={veV: v>x(t;p) inQ}, a e tel0,T]

Then the parametrized version of the variational problem (4.3.2), reads as follows: For
a given p € P, ug(p) € K(p), f(w), /(1) € L2(0, T3 V"), find u(p) € W(0,T;V) )
K (), such that for all v € KC(¢; u) holds

<;tu(t; w), v — u(t; u)> +a(u(t; p),v —u(t; p); p) > (f (6 p), 0 — ult; ) vixy
VIixV

(4.3.3a)

u(0) = uo(p), (4.3.3b)

As before, to guarantee the well-posedness of the parametrized problem, we need to
require that the bilinear form remains continuous and coercive (or satisfies a Garding
inequality) for all p € P, with the coercivity constant a,(p) (the Garding constant
Aa(pr)) and the continuity ~y,(p) constant, defined in (3.3.13).

4.3.2 Discretization

In this section we present an abstract framework for the discrete approximation of
the parabolic variational inequality (4.3.3). Upon this formulation we will build the
reduced basis approximation.

For the temporal discretization we consider a finite differences approach. In partic-
ular, we apply an implicit Euler scheme. Recall, that the interval [0, T] is divided into
I subintervals of equal length At := T/I and t* := kAt, 0 < k < I. We use sets of
indices I, I, specified in (3.3.16). For all u € P, k € Iy, we denote the semi-discrete
solution u*+1 () := u(t**1; u) and introduce a semi-discretization of the convex sets

KMl ={veV: v>x"1 Q. (4.3.4)

Then we arrive in the following semi-discrete formulation of (4.3.3).
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4.3 Detailed Problem Formulation

Problem 4.3.1 (Semi-discrete Problem). Given p € P and u®(p) = uo(p), find
uF () € KFY(w), k € 1, such that for all v € K (u) holds

1

ap () =)o =) alut

), v — uFt (p); )

> o — M (w); p), (4.3.5)

L2(2)

with f**1(-; u) defined as in (3.3.17) for h=0 and 0 =1, i.e.,

k+1

P ) = — s (bR — ) 0) o

poy R i) (43.6)

The above scheme is unconditionally stable, [Glo08, Chapter 6, Section 3.2], and
often used in practice.

Alternatively, one may use a weighted 6-scheme, § € [0,1]. Let w € {1,6} and
recall an index

FH0 — g kL1 —0)F 0elo,1]. (4.3.7)
Denote the semi-discrete convex cone by
KFeu)={veV: v>x" inQ}. (4.3.8)

Then we consider an alternative semi-discrete problem.

Problem 4.3.2. Given u € P, w € {1,0}, 0 € [0,1], u®(p) = ug(p), find uF(u) €
Kkte (), k € 1, such that for all v € KT (u) holds

1

A (@) — ()0 = (), ol (), 0 = () )

> 00— (s ), (4.3.9)

L2()

with f*19(; 1) defined as in (3.3.17) for h =0 and 6 € [0, 1].

The index w encodes at which time step the constraints are imposed. For w = 1, we
impose the constraints at the k+1 time step, as in (4.3.8). For w = 0, the constraints
are established at the k40 time step. Obviously, for § = w = 1, we obtain the implicit
Euler scheme and (4.3.5) and (4.3.9) become equivalent formulations. However, other
situations may occur, for instance, (a) w = 1,0 € [0,1] or (b) w = 6 = 1/2. In the first
case, according to [GLT81, Chapter 6, Section 3.2], the scheme is referred as “scheme
1” and there it is proven unconditional stability for § = 1. For § = % only a conditional
stability is shown. In the second case, according to [Glo08, Chapter III, Section
4] the scheme (4.3.5) is referred as a Crank-Nicolson scheme and unconditionally
stable. However, in this case u**! may not belong to K**!, and the scheme is not
recommended if the continuous solution is lacking regularity in time.

We restrict our attention to the case w = 1, and 6 € [1/2,1]. For the a posteriori
error analysis, we will only consider w =6 = 1.
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4 RBM for Parametrized Parabolic Variational Inequalities

Saddle Point Formulation

It is well-known that stationary variational inequalities with a symmetric bilinear
form can equivalently be reformulated as constrained minimization problems. In
turn, using the method of Lagrange multipliers, these problems can be reformulated
as saddle point problems. This leads to search for the solution of the minimization
problem in a linear space, instead of a closed convex set.

In our setting we are dealing with the time dependent problems and, generally,
non symmetric bilinear forms, which means that the variational inequality cannot
be characterized as constrained minimization problem. However, we can still use the
notion of the saddle point problem.

Let W be a Hilbert space endowed with an inner product (-, )y and norm || - ||w
and let M C W be a nonempty closed convex cone. Furthermore, define a parameter
independent, continuous bilinear form on W x V., b: W x V — R with continuity
constant -y, i.e.,

b(n,v)| < wlnlwlvllv (4.3.10)

We say, that b(-,-) is inf-sup stable on W x V| if there exist Sy > 0, such that

B := inf sup b(n,v)

> 55 > 0. (4.3.11)
new wev |[vllv|Inllw

The pair of spaces (V, W) satisfying (4.3.11) are referred to as a “stable” pair.

For the particular case W = V’, which we consider in our numerical experiments,
we define b(-, ) to be a duality pairing b(n,v) := (n,v)y/«y, and the cone M to be a
“dual cone”, cf., e.g., [IM91], and expressed as

M:={neW: bnwv)>0, veVt} (4.3.12)

where VT :={veV: v>0}
For g € P and k € I, we introduce the functional gF+1 € W/,

g" (s ) = b(n, XY) = b(n, x) — b(n, uf T ().

We also assume, that the convex set KFT(u), u € P, k € I, can be expressed in
terms of the cone M, i.e,

K () ={v eV bnv) =g (p), ne M) (4.3.13)

Then the problem (4.3.9) can be written in the following semi-discrete saddle point
form.
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4.3 Detailed Problem Formulation

Problem 4.3.3. Fora givenpu € P, 0 € [1/2,1], u®(p) € V find (u*+1 (), \FF1 () €
V x M, k €l, such that for allv eV, ne M it holds

é (wh* () = ¥ (), v) Ly A () v ) = DO (), 0) = £ 0 ),
(4.3.14a)
b(n — A (), " () > g (n = A (p); ). (4.3.14b)

The following theorem establishes the well-posendess of Problem 4.3.3.

Theorem 4.3.2. Let for all pw € P, k € 1, a(-,-; ) be continuous and satisfy
the Gdrding inquality on V, f**Y(u) € V', At < 1/(0Aa(p)) and K1 (u) C V,
KN () # 0. In addition, assume that b(-,-) is inf-sup stable on W x V, that
is (4.3.11) holds. Then the following statements are true:

(i) there exist a unique solution (u**+(w), \¥+1(u)) € V.x W of Problem 4.3.3,

(ii) the formulations (4.3.9) and (4.3.14) are equivalent, which means, if the pair
U ), 1)) is a solution of Problem 4.5.3, then u K) is a solution
k+1 plax’ ; Tuti f Probl 4.3.8, th k+1 ; Tuti
of Problem 4.3.1 and vice versa.

Proof. The proof can be found in, e.g., [BHR78, Theorem 2.1], [Woh11, Lemma 2.1]
for the second statement. O

We often refer to u**!(u) € V as a primal solution and to the Lagrange multiplier
N+ () as a dual one; similarly for the spaces V and W.

Spatial Discretization

For the spatial discretization of the saddle-point problem (4.3.14), we consider con-
forming finite dimensional approximation spaces Xy C X, Vi C V and Wy C W,
given in terms of the basis functions ¢, and xg,

Xy =span{¢,, p=1,...,Nx}, Vy=XyNV =span{¢y, p=1,..., Ny},
Wy =span{xq, ¢=1,..., Nw}.

The dimensions of the spaces are dim(Xy) = Nx, dim(Vyy) = Ny and dim(Wy) =
Nw, with Nx, Ny, Nw being sufficiently large, such that the approximation error
is small enough. As before, these spaces inherit the inner products and norms of the
exact spaces, i.e., (-,")xy = ()x, || - llxy = || - ||x and in similar manner for the
other spaces.
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4 RBM for Parametrized Parabolic Variational Inequalities

The discrete Lagrange multiplier cone My C Wy is defined as follows

w
My = span+{xq}{l\;"‘i = {77 eWn: n= Z agXg, O > O}. (4.3.15)
q=1

Remark 4.3.1. Note that we do not necessary require the conformity of the discrete
cone, My C M. In particular, in our numerical simulations we use discontinuous
dual biorthogonal basis functions for the discretization of Wxr (see [Woh00; Woh01;
Wohl11]). This results in My ¢ M, i.e., with respect to the Lagrange multiplier the
method is not conforming.

For a given p € P and k € I, the solution pair (u**1(u), \¥+1(u)) € V x M is then
approximated by (u k“( )s /\k'H( )) € Vasr X Myr, where

uEF L k1 EFL(, KL,
ZUN,p Voo AN ZA

For g € P, k € Iy the Dirichlet lift function u¥(u) € X is approximated by the
discrete functions ulzj(/l(p), see Section 3.3.4. Accordingly, for the modified pay-
off Y¥ € V we consider an approximation X}“\/(u) = ZQ/:VI Xﬁﬂp(u)qﬁp. The initial
condition uf, is chosen as uQ () = XQ-(pt). Then we consider the following fully
discrete saddle point formulation of Problem 4.3.3.

Problem 4.3.4 (Detailed saddle point problem). For a given p € P, 6 € [1/2,1],
uQr (1) € Vv, find uff (p) € Viv, Mift () € My, k € 1, such that for all v € Vi,
n € My it holds

ta (ufF (), v ) — BORF (). v) = £ 0: o),
(4.3.16a)
b(n — AR (), ul () = 6" (n = A () ), (4.3.16b)

1
A () =) 0) o

with

1
7w ) = =5 (R ) — b)) ) — bR o). (137)

As previously, the continuity and coercivity properties of the bilinear forms (or
Garding inequality) are carried over to the discrete spaces. That is, a(-,-;p) is
continuous and coercive on V) (or satisfies the Garding inequality) with the corre-
sponding discrete continuity /¥ (p) and coercivity constants oY (p) (with MY (p)),
defined in (3.3.19), and b(-, -) is continuous on Wxr x Vi with continuity a constant

7 ()
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4.4 Reduced Basis Approximation

Proposition 4.3.3. Let Vir C V, Wy C W and the conditions of Theorem 4.3.2
hold. Assume that b(-,-) is inf-sup stable on Wxr x Vr: that is, there exists a constant
Bo independent of the mesh size, such that

b
B = inf sup & > B > 0. (4.3.18)

€Wy vevy [vllvlinllw

Then for every p € P, k € 1, there exists a unique solution (uﬁl(u),)\f\fl(u)) of
Problem 4.5.4.

Proof. The proof directly follows from Theorem 4.3.2. See also, e.g., [BHR78, Theo-
rem 4.4]. O

Upon Problem 4.3.4 we build the reduced basis method, described in the next
section. To guarantee the well-posedness of the detailed problem (4.3.16), we always
assume that Vr and W are chosen such that the discrete inf-sup condition is fulfilled.

4.4 Reduced Basis Approximation

In this section we present a reduced basis scheme for parabolic variational inequalities
and give an existence and uniqueness result together with other properties of the
reduced system.

4.4.1 Formulation

We consider a finite subset Py := {pq, ..., uy} C P with p; # p;, Vi #j, N € N.
The primal and dual sets of snapshots are denoted by S% = {uk (), ..., uk-(g)}
and Sy = {Ak (1), M (g)}, k € I, S € N. Using a suitable algorithm, we
construct the reduced primal ¥y and dual Zy bases using Sy and S]AV,

\IJN ::{wlv"‘7¢NV}CVN’ EN :{gl”gNW}CWN

Numerical algorithms to build these two sets will be discussed in Section 4.6. Then
the detailed primal and dual spaces are approximated by low-dimensional reduced
spaces Vy C Vi and Wy C Wy, defined as

Vy ==span{y;, 1<i< Ny}, Wy :=span{¢, 1<j<Nw}.

The reduced basis approximation My of the detailed cone My, is defined as

Nw
My = span+{£j}§\[:“{ = {Zajﬁj, a; > O}. (4.4.1)
j=1

71



4 RBM for Parametrized Parabolic Variational Inequalities

For the construction of the reduced space, we assume §; € Mys, and hence My C My
We define the reduced basis solution pair (u]fv“( ) A?VH(;L)) € Vv x My, p € P,
k € I, where

Nw

Ny
uy (e Z N, AT () = Y0 (g (4.4.2)

q=1
Then the reduced problem reads as follows.

Problem 4.4.1 (Reduced problem). Given u € P, 6 € [1/2,1], find us™ (p) € Vi,
/\f\,ﬂ(u) € My, k €1, that for all vy € Vi, ny € My satisfy

1
x (uht* - ulfv,vw) Loy T AN N owi ) = b on) = A (ows ), (4.4.3a)

b(nn — NEFL k) > g

v — A ). (4.4.3b)
The initial value u?v s chosen as the orthogonal projection of “9\/ on Vy, i.e., (u?\, —

u?v,vN)V =0 for all vy € Vy.

4.4.2 Properties of the Reduced System

The well-posedness of the reduced saddle point problem (4.4.3) follows with identical
arguments as for the detailed one. In particular, the properties of coercivity (Garding
inequality) and continuity of a(-, -; 1) on Viy x Vv and continuity of b(-, -) on Wy x Viy
are directly inherited from the corresponding properties on the high-fidelity spaces
Vi and Wy

However, the same argumentation is not applicable for the inf-sup stability of b(-, -)
on Wy x V. Hence, additional care should be taken for an appropriate construction
of Vv, Wy, that guarantee the existence of 5y > 0, such that

By = inf sup —BY S5y (4.4.4)

neWn vevy 0llv|Inllw

To verify the condition (4.4.4), let us first introduce the following operator T :
Wx — Vi, defined as
(Tn,v)y :=b(n,v), Vv & Vy. (4.4.5)

Note that for v € Vi, n € Wy, b(n,v) = (Bn,v)y/«y, where B : W — V' is a linear
continuous operator. Then by the Riesz representation theorem, T'n is, in fact, a
Riesz representer of By € V' and it holds

<BTI,U>V’ 1% b(nav)
ITnllv = |Bnlly: = sup ~——""= = :
vEVN HU”V veVn HUHV

(4.4.6)
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The operator T is often referred to as the supremizer operator, since it is realizing
the supremum in (4.4.6).
From (4.4.6) and (4.3.18) we obtain the following characterization of Sy for the
detailed problem,
ITnllv
Pn = -
ne€Wxr|[|nllw

(4.4.7)

Then to form a stable pair of the reduced spaces Vi, Wy, a sufficient condition
could be an “inclusion of the supremizers” in the primal space. The supremizers are
the elements T'¢; € Vv, where & € Wy, 1 < i < Ny, is a basis of Wy.

In the context of the reduced basis method, this approach was first introduced
in [Rov03], and subsequently widely applied for, e.g., non-coercive or Stokes problems,
e.g., [GV11; NMR15; Rov03; RV07; VPR 03]. Note that inclusion of the supremizers
is not a unique way to obtain a stable pair of the reduced spaces. Alternatively, for
variational inequalities an enrichment of the primal space by a-priori or unconstrained
solutions can be considered, see for more details [HSW11; HSW12].

Let {Jz}fisl denote a set of basis functions, which are built only from the set of
the primal snapshots S%;. Then we consider the following “enriched” primal reduced
space

%N ::span{zﬂi}f\i‘/l = span{1y, T@}fvjz’]fw C V. (4.4.8)

The following lemma demonstrates that, with this choice, (Viy, W) satisfies the

stability condition (4.4.4).

Lemma 4.4.1. Let Vy be given by (4.4.8), then b(-,-) is inf-sup stable on Wy x
VN, (4.4.4), and hence the reduced problem admits a unique solution. Moreover,
there exist B° > 0, such that the following inequalities holds

Bn > By = B0 > 0. (4.4.9)

Proof. The proof can be found in e.g., [HSW12; RV07]. For a self-contained pre-
sentation, we provide it here. Using the fact that Vi C Vj, the definition of the
supremizer operator (4.4.5), (4.4.6), and the enrichment of Vjy by supremizers (4.4.8),
we can derive that

b b
By = inf sup Yo g DY)
neWxr vevy lollviinllw = neWn vevy lollv(inllw
b(n, T b

newn [[Tnllviinlw = newn vevy ollvinlw

As the next step, similar to the linear case in Chapter 3, Proposition 3.4.1, we
provide a consistency property of the reduced basis solution.
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4 RBM for Parametrized Parabolic Variational Inequalities

Proposition 4.4.2 (Reproduction of solutions). If for some p € P, 6 € [1/2,1] and
all k € I, uifH(p) € Viv, and N5 (n) € My with uQ () € Viy, then

uh () = upF (), AT () = A (w), VR EL

Proof. We prove this property by induction. For k£ = 0, u?v € Vi and for u[])v € Vn
we have (uQ; — u%,’uN)V =0, for all vy € Viy. Set vy = ul; — u?\/, then

(uly — ule, ufy — up)v =0,
which is true only for u(])v = u?\/. For the induction step, we assume that uf\[ = u’fv,
/\}“\/ = )\ﬁ,. Then, choosing v = vy € Vy C Vs, n = Ny € My C My, we directly

obtain

1
a7 (! —ulon) o) Gl oxs ) = bR ow) = 7 o),
by — M jif“) > g M — M),
which implies that ( /\k'H) € Viv x My solves the reduced problem (4.4.3). Using

the uniqueness of the solution, we obtain ulf\,ﬂ = uj“\/+ L and )\kH = )\kH kel. O

We comment on the regularity of the solution w.r.t. the parameter. In particu-
lar, the solution of the reduced problem is Lipschitz continuous, if the data is also
Lipschitz continuous, see, e.g., [HSW12].

4.5 A Posteriori Error Analysis

In this section we present an a posteriori error analysis of the reduced scheme (4.4.3).
For the derivation we restrict ourselves to the implicit Euler time discretization
scheme, i.e., 6 = 1.

4.5.1 Preliminaries

Recall that for linear parabolic problems, the error associated with the reduced basis
approximation is controlled in terms of the equality residuals; see Section 3.4.2. By
contrast, for the current problem an additional error associated with the inequality
constraints should be also taken into account.

For every pu € P, k € I, we define the equality and inequality residuals associated
with the reduced basis approximation as

P 05 ) 1= T (1) — (), 0) ) + ol 1) 05 )
— b (), 0) = (), Yo € Vi, (4.5.1)
S ;) = b(n, uf () — 6 (). V€ My (4.5.2)
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4.5 A Posteriori Error Analysis

Note that for every pu € P, )\f\fl € My and )\]fVH € My, we have

b ul (1) — g TR ) = 0, (4.5.3a)
BN ul (1) — g T O ) = 0. (4.5.3b)

These properties (4.5.3) are obtained by simply taking n = 0, n = 2)\5‘\? Yp) in
(4.3.16b) and 1 = 0, n = 2X5 () in (4.4.3b).

We also introduce the primal and dual errors associated with the reduced basis
approximation as

eh(p) == ulo () — ufr(p), e () = (ei(m), _, - (4.5.4a)
eh () = = N (1) — Ao (1), N = (3T (W), - (4.5.4D)

Using the linearity of r**1(v; u) and (4.3.16), one has for all v € V) that

rF (v p) = é(eﬁ“(u) —en (1), v) 2 + alely ™ (1), v) = b(ey T (), v).  (4.5.5)

For all k € I, we define the Riesz representer #*+1 () € Vs of the equality residuals,

and by 8**1(u) € W the Riesz representer of the inequality residuals:

(0, 74 ())v = 5 (v ), o € Vi, (4.5.6a)
(n, 5L (pw)w = "L (n; ), Vn € Wyr. (4.5.6b)

In the error analysis, we make use of the following norm bound
[vllz2(0) < Callvlly, Yo € V. (4.5.7)

If V.= H}Q) with || - ||y = | - |1, then (4.5.7) is the standard Friedrichs-Poincaré
inequality with the Friedrichs-Poincaré constant Cgq.

From now on we assume that At < 1/(2XY(u)), and recall, from Chapter 3, the
discrete spatio-temporal norm (3.4.17)

-1 1/2
I k
ol = <(1 = 2\ () A) [V [[72(0) + 0 ()AL (1= 2X () At) ||Uk+1||%/> :
k=0
(4.5.8)

h =: ( k“) V.
where v v kel ISA2Y

Primal-Dual Error Relation

We recall the following result from [BHST15], which establishes the connection be-
tween the primal and dual errors and is used later to derive the a posteriori error
bounds.

75



4 RBM for Parametrized Parabolic Variational Inequalities

Lemma 4.5.1 (Primal-dual error relation). For all p € P, k € 1, the dual error at
each time step t**t1, can be bounded by the primal error as

1 [/C
ek (u >||WsBN( Sk (1) — e () 2o + 9 ) ek llv + 7 (s >||w)
(4.5.9)

Proof. The inf-sup stability of b(-,-) ensures that for all n € W)y there exist an
element v* € Vi, v* # 0 such that the following holds
Bullv*llviinliw < by, v").
k+1

Taking n := e} € Wy, using (4.5.5), the Cauchy-Schwarz inequality, and the
continuity of a(-,-), we obtain

1
BNHU*HVue +1”W < At( k+1 o ek v ) L2 )+a( k:+1 ’U*) _ TIH_I(U*)
1 k k
< llea™ - esll2@llv 2 + 0 ek vl llv + 175 v oy, (4.5.10)
Applying the norm bound (4.5.7), we obtain the desired result. O

Projectors

The derivation of the a posteriori error estimates for saddle point problems with
equality constraints, e.g., for the Stokes problem, [GRV12; GV11], includes the esti-
mate of the norms of residuals ||7¥|ly and ||s*|y. By contrast, in our setting, we
are dealing with inequality constraints. Hence, the quantity ||s*||y = ||8*||w is not
a straightforward error estimator component. Estimating the norm of the residual
l|s* |l would lead to a penalization of both the positive and negative parts of s*.

Hence, to treat the inherent nonlinearity induced by the inequalities, we consider
a family! of projectors on the cone My C Wyr, 7FH : Wy — MN, k € I, where

My :={neWyx: @O9)w>0, n &My} (4.5.11)

4.5.2 A Posteriori Error Estimators

For any p € P, k € I, we define the following estimators:

S () =[P () e = 1A ()l (4.5.12a)
Se T () =187 () — 7T E ()l (4.5.12b)
o4 () = (), 7L (55 (1) (45.12¢)

! In fact, the projectors = can be chosen invariant with respect to time and the index k£ + 1 is
redundant in this case. However, for convenience of further analysis we preserve this index.
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4.5 A Posteriori Error Analysis

The next result, which is a generalization of Theorem 4.2 in [BHST15] to a non-

coercive bilinear form a(-,-; ), establishes an error bound in terms of the estima-
tors (4.5.12).

Theorem 4.5.2. For all p € P, we obtain the following upper bound for the primal
error:
1/2

I-1 k
e (1)1l < Al () 1= (Heﬁll%z(m + 3 (122 (ar) dk“(u)) , (45.13)
k=0
where
k+1 2 E+1\ 2 k1 skt1 _
ag Bn Bn B

Proof. Taking the test function v := ¢f*1in (4.5.5) and using the Garding inequality,
we obtain

1
A (AT =eel™) Lo T lel I = e 1)

< PP DY L p(eh T el ). (4.5.14)
Using (3.4.11), the first term of the inequality (4.5.14) can be expressed as

1 1 1
(eht! = ehoel™) gy = e e = gllebliia) + 5lei™ = elliiag). (45.15)

Using (4.5.3), (4.5.6b), the definition of s**1(n) and 7¥*! (4.5.11), and the fact that
bR uh ) —g" 1 (A5 > 0 from (4.3.16b), we can estimate the term b(ef T, ek+1)
in (4.5.14):

e ek = OV ) — DO ) — O ) O )

< ngrl(/\lJeV-&-l) o Sk+1()\§c\}i-1) _ngrl()\}c\;i-l) _ gk+1()\§c\[+1) —i—gkﬂ()\f\fl)
_ _Sk+1()\i}i-l) _ 8k+1(61§+1) _ (€I§+l,§k+1>w

— (6§+1, gl _ k4l (§k+1))w + (el;—I—l’ okl (§k+1))w

< ey HIw 185 = A EE ) fw + R A E )

= S lex flw + 35t

This estimate combined with (4.5.15) and with the Cauchy-Schwarz inequality, ap-
plied to the first term on the right-hand side of (4.5.14), gives rise to:

1 k 1 k k k k
Eueu+1”%2(§2) + m”equl - eu”%Q(Q) + aé\/Heu+1”%/ - )"Zz\/‘HequlH%Q(Q)

1 ~
< sagllenllzz) + 0 len v + o X lw + 65 (4.5.16)
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4 RBM for Parametrized Parabolic Variational Inequalities

Using Lemma 4.5.1 and Young’s inequality (3.4.10) with £ = 1, we can bound the
dual error Hek+1||w in (4.5.16) as

2
1 [ Codoktt 1
k k Q k k
0 lex  hw < = A1 < 6;/ * 2At”6“+1 — eullizo)

+ & (,YN||€I£+1|| + 5k+1)
BN a u 1% r .

With this estimate, (4.5.16) can be simplified to

L ks Ny k112 AN k)2 1 (Codast!
2At”€ * |’L2(Q)+aa Heu+ HV_)‘a Heu+ HLQ( = 2At” HL2 2At 5;[
6k+ N 5k+15k+1 -
+ (5{?*1 5/\7(1 ) |er Ly + % + oL (4.5.17)

Applying Young’s inequality (3.4.10) with ¢ = y/a?¥ to the third term on the
right-hand side of (4.5.17) gives:

gkt 1 SFHANN? 1
<5f+1+ s 7N> leb |y < < 5o ((skﬂJr b1y N +§a{1\/||eﬁ+1||%/.

Bn Bn

Combining the last estimates, we can write (4.5.17) as

1 1
sagleh e + e e R = MYl 7
2 2
< 7H€kH22 n 1 S 5§+1%\/ 1 095§+1 +5§+15f+1 Lk
= oA TR TN T By oAt \ By B s

Multiplying the last inequality by 2A¢(1 — 2)\{1\[ At)k, k € 1, we obtain

k
(1 22 A0) " ek 2y + (1 - 22A0)" Ava ek

< (1 2 A) ek gy + (1 - 2 Ar) b,

where
2
1 — At Sk 4 st I’YN Cadgt! 1 2A¢ ayttort! YN Las!
AN r s
o B e1% B
Making a summation of the resulting inequalities from & = 0,...,I — 1, we obtain
a telescopic sum. Taking the square root provides us with the desired result. O
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4.5 A Posteriori Error Analysis

If W = V', one may consider an equivalent choice for the family of projectors used
in the a posteriori error estimators. In particular, consider the family of projectors
L Vi — V/(F on the cone VAJ} ={veVy: (v,n)yxy =0, n € My}, kel
Furthermore, introduce the following quantities:

Se T () =" () — T (M () [[v, (4.5.182)
O () = (), TP (P () e (4.5.18b)

In fact, for this specification, we obtain the same result for a posteriori error estima-
tors.

Proposition 4.5.3. For all p € P, k € I, the error bounds from Theorem 4.5.2
holds true for the specification of 6*** () and 6%+ () in (4.5.18).

Proof. The proof directly follows from the proof of Theorem 4.5.2, without using the
Riesz representers of the residuals, by directly expressing s°+1(efT1) as sF+1(ef 1) =
<3k+lae§+1>W’><W _ <€l§\+1,3k+1>V’><V- ]

Under an additional assumption we can further simplify the error bound, which is
stated in the following result.

Proposition 4.5.4. Under the conditions of Theorem 4.5.2, and additionally as-
suming that the projectors Tt satisfy the condition

(P EE, Ny =0, kel (4.5.19)
we obtain that gﬁ;“ = 0 and the error bounds simplifies accordingly.

Projectors satisfying (4.5.19) have been used in [BHS'15] in the context of the
RBM. We also refer to [Woh11l; WWO09] where such techniques are applied for finite
element based error estimators in contact mechanics and for obstacle problems.

If we assume that there exists computable (in an offine-online fashion) lower and
upper bounds of the discrete coercivity o (u), continuity 2V (), and Garding XV (u)
constants, and a lower bound of the inf-sup stability constant Sr, that is,

0<af® <ol (u), 7 (w) <% N (w) <AB By =B >0, (4520
then, under the assumption At < 1/(2AUB), the computationally expensive, discrete
coercivity, continuity and inf-sup stability constants in the definition of an upper
bound A’y can be replaced by their cheaper computable respective bounds. However,
we still will have only a partial offline-online decomposition of the error bounds, see
Section 4.7.4.
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4 RBM for Parametrized Parabolic Variational Inequalities

4.6 Reduced Basis Spaces Construction

In this section, we present an overview of the different methods to build the re-
duced primal W C Vi and dual bases =5 C Mys. Since we are considering a
time-dependent variational inequality, special care should be taken to appropriately
construct the reduced cone My as well as to tackle the additional time dimension.

For stationary variational inequalities, one could employ the standard greedy pro-
cedure to iteratively build Wy and Zy from the set of snapshots [HSW12; ZBV16].
However, for time dependent variational inequalities, applying a greedy iteration in
both parameter and time may result in a high computational cost. Alternatively,
a POD procedure, Section 3.4.3, which is standard for linear time-dependent prob-
lems, can not be unified with the construction of the dual space, due to the possible
disruption of the positivity of M.

In this section we describe several strategies which can be applied for a suitable
reduced dual space construction. In particular, we consider the POD-Angle-Greedy
algorithm, the Non-Negative Matrix Factorization (NNMF) algorithm and the stan-
dard greedy procedure. For the primal space, since it does not involve any constraints,
we follow the POD-Greedy algorithm.

Let us also comment on time-dependent variational inequalities treated in a space-
time framework. For this case, there is no need for an additional temporal com-
pression, as the reduction approach is performed in both a time and space, and one
can employ the same greedy strategy as for the stationary variational inequalities,
see [GU14; GU15].

4.6.1 POD-Angle-Greedy Algorithm

The POD-Angle-Greedy algorithm, introduced in [BHS*15; HSW13], consists in
building iteratively and simultaneously the reduced primal and dual bases in a greedy
fashion. In particular, the construction of the primal reduced basis is performed by
the standard POD-Greedy Algorithm 3.1, while for the dual one we employ the
so-called Angle-Greedy procedure, presented in Algorithm 4.1, see also [BHST15;
HSW13].

We comment on the idea behind the POD-Angle-Greedy algorithm. As in Sec-
tion 3.4.3, we consider a finite training set Piain C P. Given the initial (quite
arbitrary) choice of the reduced basis spaces, we initiate a greedy loop (Step 5). The
loop is repeated Npax times or until the desired tolerance e is reached (Step 7).
Particularly, for given primal and dual spaces at the stage N — 1, we identify the
parameter vector pp in the training set Pipain, that currently leads to the worst
reduced basis approximation (Step 6). For this parameter, new primal and dual ba-
sis vectors are generated. In particular, the selection of new primal reduced basis
vectors is based on the idea of the POD-Greedy procedure (Step 11), described in
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4.6 Reduced Basis Spaces Construction

Section 3.4.3. The dual reduced basis vectors are selected using an Angle-Greedy
criterion (Step 9-10). The idea is to maximize the volume of the resulting cone, i.e.,
we include the snapshot showing the largest deviation from the current reduced dual
space. That is, the vector AN (u ) that maximizes & ()\kN (ny), WN_l), where

£(n,Y) := arccos ([[ynlw/|nllw) (4.6.1)

denotes the angle between the vector n € W and the linear space Y C W, with Ilyn
being an orthogonal projection of  on Y.

Algorithm 4.1 POD-Angle-Greedy Algorithm

Input: Maximum number of iterations Np.x > 0, training sample set Pirain C P,
target tolerance e

Output: RB bases ¥y, =5 and RB spaces Vi, Wi

choose arbitrarily gy € Pirain and k' € I

compute {uf(tt9) brety, AN (1) bher

set &0 = MR- (ko) /INK: (ko) llw, Eo = {€0}, Wo = span{Z0}

set ¥y = orthonormalize {u%(uo), Tfo}, Vo = span{ ¥y}

for N =1,..., Npax do

[5%aina py] = arg maxpep,.., Ev—1(p)

if 55{,3“1 < &to] then return
end if

ky = arg maxpeq (4< (Aﬁl(“N)’ WN*))
En = XN (i) /INRY ()l Ev = En1 U {Ew}, Wiy = span{Zx )
11: wN = POD1 ({U%(NN) - HVNfl (u-’f\/(IJ’N))}k‘EHO

12: Uy = orthonormalize {Un_1 U {¢n,TéN}}, Vv = span{¥}
13: end for

H
e

As it was pointed out in Section 4.4.2, to ensure the stability of the reduced basis
system (4.4.3), we need to guarantee that the reduced basis spaces Viy , Wy form an
inf-sup stable pair. For this, we enrich the primal reduced basis by the “supremizers”
(Step 12). This results in |V x| < 2Npax and |Ex| < Npax-

In practice, to have smaller and faster reduced models, one may skip the “suprem-
izer enrichment” procedure. However, in this case there is no proof of stability of the
system, see for more details, e.g., [HSW12].

The selection of the “worst” parameter in the greedy loop requires a measure
En(p) (Step 6). This error estimator can be chosen similarly as for the POD-
Greedy algorithm (Algorithm 3.1), i.e., a primal projection error or a true error, see
(3.4.19a), (3.4.19b), (3.4.19¢) or an a posteriori error bound (4.5.13), E3PSt(p) :=
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4 RBM for Parametrized Parabolic Variational Inequalities

A% (p). A combination of the primal and dual errors could be also utilized, e.g.,
En(p) = w,EEe(p) + wyE (), where wy,,wy > 0 are some weights and

1/2

1/2
Etrue (At Z H6k+1 ||W> (At Z H)\k—‘rl )\k—‘rl( )H%V)

Remark 4.6.1. For the FEuropean option case, due to the absence of the Lagrange
multiplier, the system no longer has a saddle point structure. Hence, in Algorithm 4.1
we omit the supremizer enrichment in Step 12 and the Angle-Greedy routine in
Step 9-10. Then the algorithm reduces to the classical (strong) POD-Greedy al-
gorithm (Algorithm 3.1).

4.6.2 POD-NNMF

Instead of the “angle-greedy” strategy in Algorithm 4.1, one may employ alternative
algorithms which can preserve the positivity constraints for the dual space construc-
tion. One of the choices is the non-negative matrix factorization (NNMF) procedure.

NNMF is a matrix factorization algorithm, which uses non-negativity constraints.
It was introduced in the context of face recognition problems [LS99]. Since then
much research has been done for the theoretical study of the method as well as
for the extension to the different fields of application, e.g, for sound object extrac-
tion [Sma04], image processing, e.g., [LHZT01; LS99]. In combination with the re-
duced basis method, NNMF was recently applied to contact problems [BAF16] and
compared to the SVD procedure.

Here we briefly describe the main idea behind the NNMF approach. We consider a
non-negative snapshot matrix X € R™*" which consist of n data points in R™. Given
a constant r < m, the non-negative matrix factorization algorithm is a procedure to
find a non-negative matrix Q € R"*" and another non-negative matrix H € R"*",
that solve the problem:

minimize X — QH|j%
QeRmxr HeRrxn (462)
subject to Q>0,H>0.
Here, || - ||r is the Frobenius norm, i.e., for X € R™*" it is defined as || X||r =

( 12 X?j)lﬂ. We can interpret QH as a compressed from of X, X ~ QH.
The matrix Q is regarded as a basis matrix and H as an encoding matrix.

We remark that no closed form solutions exist for the minimization problem (4.6.2).
Hence, an appropriate numerical approximation should be utilized to solve it. In
addition, the objective functional is only convex with respect to Q or H, but not in
Q and H together. Hence, most iterative algorithms will converge to a local minima.
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4.6 Reduced Basis Spaces Construction

Popular algorithms for NNMF are based on multiplicative update rules, where Q, H
are defined iteratively following the rule, see [LS00; LS99]:

XHT Q'X
— —_— H+~H . 4.6.3
Q Q o QHHT’ — o QTQH ( )
Here, “o” denotes an element-wise multiplication (the Hadamard product) and “=”

denotes an element-wise division. Different choices of the multiplicative update rule
for Q and H lead to different variants of the NNMF algorithm, such as NNMF-
orthogonal [Cho08], NNMF-convolutive [Sma04], NNMF-local [LHZ"01] etc.

The NNMF algorithm also has a geometric interpretation. It can be seen as a
problem of finding a simplicial cone in the positive orthant, which contains the given
data points. In, e.g, [DS04; HSS14] such problem was studied as well as the geometric
conditions presented, under which the factorization is unique.

We incorporate the NNMF strategy for the reduced basis construction. In Algo-
rithm 4.2 one of the variations how to apply NNMF for the dual reduced basis is
presented.

Algorithm 4.2 POD-NNMF-Greedy Algorithm

Input: Maximum number of iterations Ny .x > 0, training sample set Pirain C P,
target tolerance e, initial bases Wy, Zg, Vo = span{¥o},Wy = span{=y}
1: for N =1,..., Npax do
[, HN} = arg MaXuepy., En-1(1)
if £l < ¢y, then return
end if
compute {ufe(p;) 02 1 AN () iivzl

I,N
6: =y =NNMFy ({Ak“( )}k 1), Wy = span{Zy}

I,N
7: \I/N = PODN <{U_]/€\/(Hz)}k_0 i-l)

8: Uy = orthonormalize { Uy, T=x}, VN = span{¥y}
9: end for

We use an “enrichment by supremizers” to obtain a stable pair of reduced ba-
sis spaces. Note that the algorithm requires given primal and dual initial bases,
which, e.g., can be chosen as in Algorithm 4.1, Steps 1-4. Note, the abbreviation

NNMF y ({)\k'“( i) é"ZN 1) implies the application of the NNMF procedure (4.6.2)

to the snapshot matrix, consisting of the coefficient vectors of /\k“(u), nweP, kel
Nw

That is, if \*(p) := (/\Ni(u)) . denotes the coefficient vector of Ak-(p), the snap-
) i=

shot matrix X is defined as

= [N ) A () A (), A ()| € RYUN)N < N
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4.7 Implementation Aspects

In this section we present a method to solve the reduced problem (4.4.3). We describe
several steps of the efficient offline-online computation procedure for the reduced so-
lutions as well as the solver for the reduced system. We highlight the main ingredients
for the computation of the a posteriori error bounds and describe an offline- online
computational procedure.

4.7.1 Algebraic Saddle Point Formulation

We start by providing the algebraic formulation for the detailed and reduced prob-
lems.

Denote by uft! () € RV, X1 (u) € RMW the coefficient vectors of the detailed
solutions ukf ! (1) € Viy and My (u) € My, k € I, p € P. Introduce the following
high-fidelity matrices and vectors:

Ny
M= ((6),0)r2@). .+ Alw) = (a(d, 05 W)y, Bi= (b, )™,

2,7=1
NV NW
) = (F00sm) L g W) = (6 )
1= =1
Note, if x; are the biorthogonal basis functions, the matrix B is a diagonal matrix or
an identity after suitable rescaling of the basis functions. For 7 € {0, (1 — 0)}, where

0 € [1/2,1], we denote

S7(p) = AitM +rA().

Then the algebraic form of the detailed saddle point problem (4.3.16) reads as follows.

Problem 4.7.1 (Algebraic detailed saddle point problem). For a given p € P,
0 € [1/2,1], to find a detailed pair of solutions (uf\;rl(p,), f\?l(u)) € Vi X My with
the corresponding coefficient vectors (0P (p), N¥F () € RV x RMW | ke 1, we
need to solve the system of inequalities

S7()u* () — BA* () = 8" (p)u () + £ (), (4.7.1a)

Nt () >0, (4.7.1b)

B u* () — g (p) > 0, (4.7.1c)

(A1) (BT () — g4 () =0 (4.71d)

The equivalent representation (4.7.1b)—(4.7.1d) of the variational inequality is often
referred to as a complementarity problem (CP) in the literature, see, e.g., [FP03].
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Similarly, for the reduced problem, denote by uff!(u) € RV AiFl(y) € RNw
the coefficient vectors of the reduced solutions uk+1(u) = Z;yz‘/l un,j¥j € Vy and

)\?\,H(u) = Zjvz"‘{ Anj& € My, k € I, p € P. Define the following reduced basis
matrices and vectors
Ny
My := ((¢jv¢i)L2(Q)>ij=1’ A () = (a(y i )iy s By = (0(&v0)) ™
Nw

£y () = (f’“*e(wi;u))ivl, gk (1) = (9" () -

As previously, for 7 € {0, (1—-0)}, 6 € [1/2, 1], we introduce the reduced basis matrix
1

—M A .

My +TAN(K)

Then, in the algebraic form the reduced basis saddle point problem (4.4.3) can be

stated as follows.

Sn(p) =

Problem 4.7.2 (Algebraic reduced saddle point problem). For a given p € P,
0 € [1/2,1], to find a reduced pair of solutzons uk ) )\kH( )) € Vv X My with
the corresponding coefficient vectors (uy k'H )y A gﬂ e RV x RV , kel is
equivalent to solve the following system of mequalzt@es

S8 (ul () — BNk () = S5 (uly ) + 2570 (), (47.22)

Nt (p) >0, (4.7.2b)

BRui ™ (1) —gh () >0, (4.7.2¢)

(A () (BRuk () - gk () =0, (4.7.24)
where uQ;(n) € RN is obtained by solving ((uQ(p) — ulr (1), ¥p)v ) =0 (see

Section 3.4.4).

4.7.2 Solution Algorithm

In this section we comment on the solution algorithm for the detailed and reduced
problems. The approach is based on the Primal-Dual-Active-Set strategy (PDAS),
see [HHW10; HIK02], and its adapted version for the reduced problem, see [BHST15].
The PDAS algorithm is equivalent to a semi-smooth Newton method, which converges
locally superlinearly; see for more details [HIK02].

Detailed problem

For generic coefficient vectors U, A € R", n > 0, we introduce a non-differentiable
complementarity function C, defined as follows, [FP03; HIK02],

C(U,A):= A —max(0,A +cU), (4.7.3)
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4 RBM for Parametrized Parabolic Variational Inequalities

where the max operation is understood pointwise with some arbitrary ¢ > 0. For
other choices of the NCP function C(-,-); see [FP03].

Then we reformulate the system of inequality constrains (4.7.1b)—(4.7.1d) as a
non-linear system of equations or, as often referred to, a non-linear complementarity
problem (NCP). We require:

S ()t () — BA* () = 8" (u)u” () + £ (), (4.7.4a)
C(g" () — B u"* (), N¥*1 () = 0. (4.7.4b)

To solve (4.7.4), we employ a primal-dual active set strategy, [HIK02], which is de-
scribed in Algorithm 4.3.

Algorithm 4.3 Primal-Dual Active Set Strategy for the Detailed Problem

Input: Initial condition (u?, )\0), e.g., A’ = 0, number of time steps I
Output: Detailed solution trajectory (u¥+! A¥+1) for all k € I
1: for k=0,...,] —1do

9. set (uk—&-l,O’}\k-i-l,O) — (uk’)\k)
3: for m=0,... do
4: update the active A,, and inactive Z,, sets

Am — A(gk+1 . BTllk_H’m, )‘k—&—l,m)’

Im = I(gk+1 _ BTuk+1’m, Ak-‘rl,m)

5: if m>1and A,, = A,,—1 and Z,,, = Z,,,—1 then
6: (uF 1 AR = (uFthm XFHLmY and go to Step 9
7 end if
8: compute (uF LML AEFLmMAL) 1y olving
§Oyk+lm+l _ gak+tlm+l _ go-1yk | pht0
BTuk+1,m+1 — gk+1 on Am
)
AbtLmtl — ) on Zp.

9: end for
10: end for

For generic coefficient vectors U, A € R™, n > 0, the functions A and Z, which are
used to update the active and inactive sets, are defined as follows:

AUA)={i: 1<i<n, (A+cU), >0},
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Reduced Problem

Analogously, we can rewrite the system of reduced complementarity inequalities
(4.7.2) as a non-linear complementarity equation.

SN ()ul (1) — BNAR (1) = 8§ M uke () + £ (), (4.7.5a)
Clegh™ (1) — Bhur ' (1), AN (w) = 0. (4.7.5b)

To solve the reduced system (4.7.5), we adapt Algorithm 4.3 to the reduced system,
which comprises Algorithm 4.4.

Algorithm 4.4 Primal-Dual Active Set Strategy for the Reduced Problem

Input: Initial condition (u$;, A%), e.g., A = 0, number of time steps I
Output: Reduced solution trajectory (ulfVH, /\?VH), forall k €1
1: for k=0,...,] —1do

2 set (uly M0 NG = (uh, AR
3: for m=0,... do
4: update the active A,, and inactive Z,, sets

o k+1 T k+1m yk+1,m
Ap = A<g]\/ — Bpyuy AN )7

— Tkt T k+1m yk+lm
Im:=1I(gy —Byuy Ay )

5: if m>1and A,, = A,,_1 and Z,,, = Z,,,_1 then
6: (Uit ARy = (i ARFL™Y 5nd g0 to Step 9
7 end if
8: compute (uf M ARFLmEL 1o olving
0 . k+lm+l k+lm+l _ qb—1 k | ck+0
T k+lm+l _ k1
Byuy " =gt on A,
ARFLmEL _ on Ip.
9: end for
10: end for

We comment on the difference between Algorithm 4.3 and Algorithm 4.4. As
mentioned before, by an appropriate choice of the dual basis, the matrix B in (4.7.1)
can be an identity matrix. Consequently, the algebraic detailed saddle point problem
in Step 8 in Algorithm 4.3 can be simplified to a system of linear equations on
the inactive set. By contrast, for the reduced problem the matrix By is full and
not diagonal, which does not allow to perform similar simplification for solving the
algebraic reduced saddle point problem (Step 8 in Algorithm 4.4).
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4 RBM for Parametrized Parabolic Variational Inequalities

4.7.3 Offline-Online Computational Procedure

In this section we comment on the efficient offline-online computational procedure for
solving the reduced saddle point problem. Since the steps are very similar to those
outlined in Section 3.4.4, to avoid redundancy, we provide only a brief explanation.

The same as before, we require an assumption of affine parameter dependence of
the parameter dependent bilinear and linear forms. That is, there exist g : P — R,
©fF : P — R, such that, for all v € V, p € P,

Qy
a(u, v; p) Zea wag(u,v), fE(vip) =" 01 (1) fy (v).
q=1
In addition, we assume an affine parameter dependence of the obstacle functional,
i.e, there exist @g’k : P — R, such that for allp e W, u € P,

Q
=Y 09" (u)gi(n)
q=1

Note that the bilinear form b(-,-) in (4.4.3) is parameter independent. The computa-
tion of the initial condition uQ;(p) follows the same routine as in Section 3.4.4, and
we will omit its representation here.

Using these assumptions, the offline-online procedure for Problem 4.7.2 can be
summarized as follows. In the offline stage we compute all parameter independent

matrices and vectors,

N
My := <(¢ja¢i)L2(Q))i;/:1 e RV, g = (f (Q’Z)’)) <R,

AN,q (Gq(%;%))” 1 € RNVXNV g?\f,q = (gg(gl))lzl € RNW,
By 1= (b(&j, 1)) 120" € RNVNw,

Then for a given pu € P, we perform an online routine, where we assemble all pa-
rameter dependent matrices and vectors and solve the reduced problem (4.7.2) using,
e.g., Algorithm 4.4,

Qg
Z 6 AN ,q Z @f’ f.N Q0 glfv(”) = Z @g7k(l‘l’)gk
q=1

Using the conformity of the reduced spaces, we can expand the reduced basis functlons
Yj, &, with respect to the basis functions of Vs and Wys. That is, ¢; = ZZ Y Vji®is
& = Zﬁ”{ &jiXi- Denote by Wy and Ey the transformation matrices for the primal
and dual bases respectively,

N p— N
N = Wit e RNV my = (g e RV (4.76)
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Then the reduced matrices and vectors, can be represented via the high-fidelity ones,
My = ¥iM¥y, Ay,=PLA, Ty, By=PiBEy,
k T ek K =T _k
fN,q = ‘I’NfN,qa EgN,qg = =NEN,g-

Note that for our computations we require an evaluation of f*+%(u) instead of
f¥(u). We refer to Section 3.4.4 where it has been discussed in detail.

Let us comment on the affine parameter dependence for the particular case of the
Black-Scholes or Heston models. For both models, as it was shown in Section 3.4.4,
the bilinear and linear forms admit an affine decomposition. An affine decompo-
sition of the linear forms f*(-; ), ¢*(-; ) depends on the affine decomposition of
the boundary data and an obstacle functional. Note that in the present case these
quantities are parameter-independent, cf. (4.2.2).

4.7.4 A Posteriori Estimates

In this section we comment on the computational procedure of the a posteriori er-
ror bounds presented in Section 4.5. We remark, that in contrast to the RBM for
linear problems, a posteriori error bounds for variational inequalities involve the
computation of the non-linear projection, which admits only a partial offline-online
decomposition.

Recall, that the discrete spaces Vy and Wys can be written in terms of their bases,

Vi =span{¢,, p=1,.... Ny}, Wy =span{xs ¢=1,...,.Nw}.

As before, for all u € P, k € 1, let u]]‘“\;rl
uk (@) and A5 () respectively.

Denote by ,m" € RVW and v,v/ € RVV the coefficient vectors of 1,7/ € W

and v,v" € V), respectively. The computation of a posteriori quantities requires the

evaluation of the inner products on Vs and Wy, i.e.,

(1), A% (1) be the coefficient vectors of

(0,0 )y =v'Myv,  (n,7)w =n"Mw7, (4.7.7)
with inner product matrices My and My,
N M
MV = ((¢i,¢j)v)i’j‘/:17 MW = ((XHXJ)W)LJ‘ZI (478)

In some cases, the primal and dual inner product matrices can be related, see,
e.g., [HSW11, Appendix A.2], which is stated in the following proposition.

Proposition 4.7.1. If W =V’ and taking the dual basis functions for Wy we have
that My, = M(/l. Moreover, if My is an M-matriz, then for all n,n' € My, one
obtains the additional property

(n, 1" )w > 0. (4.7.9)
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4 RBM for Parametrized Parabolic Variational Inequalities

Proof. By taking the dual basis functions on the same mesh as primal ones, one has
Ny = Nw = N. Recall, that for n € W), by the Riesz representation theorem,
there exist an element 7 € V), such that for all v € Vi, (7, v)y = n(v). Let 7 be the
coefficient vector of 7}, then

(ﬁa U)V = ﬁTMVV = nTVa
and hence 7 = Mj,'n. Then for 1,7 € W,
' Mwn' = (7w = (0, 7)v = 4" My’ = (My'n)" My (M ') = n" My 'n’

If My is an M-matrix, that is, the matrix with positive diagonal and negative off-
diagonal elements, then its inverse, M(/l, has positive entries. Then choosing 7,7’ €
My, by the definition of My, we have ,n’ > 0 and (4.7.9) follows directly. O

Remark 4.7.1. For some cases, e.qg., for the finite element formulation of the
Laplace operator on a triangular mesh with “well-shaped” elements, one obtains an
M -matriz [Ber03]. “Well-shaped” means, that the sum of two angles, which are op-
posite to each interior edge, should be not more than 180°.

Computation of the Equality Residual Norm

In this section we discuss the computational procedure for the a posteriori error
bounds. For simplicity of representation, in this section we restrict our consideration
to the case of the implicit Euler time-stepping scheme, i.e., § = 1.

The computation of the error bounds involves the computation of the norm of the
equality residual 6¥*! := ||r**1(u)||y+, defined in (4.5.12a). We comment on the
procedure, which allows to perform this computation in the offline-online manner.

Using affine parameter dependence of the bilinear and linear forms, the resid-
ual (4.5.1) can be written as follows

Ny Qa Nv
1 a
rk+1( 7iu’) At Z(Uﬁﬁ\f—t_@l( ) - uN z( )) ’l/)’ta LQ(Q + Z Z @ U?\/-i_zl aq(ﬁ% )
g=11i=1

_ Z}\k+1 51,; Z@f k+1 fk-‘rl( )’ = V./\/

Introduce the coefficient vector with @, = Ny + Q,Nv + Ny + Q5 components,

T
O () = (075 (w),..., 05 ()

T
1 k k k+1 k k+1 k41 Jk+1
_ (At(u;l )T (Wh)TOS, L (TR, (AT, e R —efE)
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Following a similar ordering we define

(M OO = (W Da@ys - - (B -
a1(¢1,'),...,al(wNv,'),...,aQa(l/)l,‘),...,aQa(wNV,-),...
€1, b s T e S5C))

It follows, that the residual admits an affine decomposition, i.e.,

k+1 Z@TkJrl k+1( )
q=1
Denote by 7#4%! the Riesz representer of rit!, ie, rit!(v) = (v,#F1)y, then we
obtain
(U, fk-‘rl(u))v k‘+1 Z @r k+1 k+1 Z @7’ k+1 f(/;—l—l)v,
(4.7.10)
hence, we recover the affine decomposition of the Riesz representer,
ph+1 & k+1 k+1
P () =Y e (At
q=1

Then the computation of the norm of the residual leads to the computation

r Qr
k r.k Ak ~k
P () =D > O () (7 e v,

g=1¢=1
or in matrix form
[P ()5 = (@7 ()T Gy e (), (4.7.11)
where GF+1 .= ((Ak“, AS“)y)qQ; | € R®@*Q Then an offline-online procedure

looks as follows: in the offline stage, for each k € I, we compute the Gramian matrix
G]ﬁ with the cost O(1 QTN‘Z/—l—I Q?Ny). In the parameter dependent online routine, we
evaluate (4.7.11) for each time step k € I, with the cost O(IQ?), which is independent
of Ny.
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4 RBM for Parametrized Parabolic Variational Inequalities

Computation of the Inequality Residual Norm

Next, we describe the computation of the quantities, associated with the inequality
residual. Depending on the choice of the projection 7#*1 or TI**1 k € I, we require
the evaluation of 6¥*1, §5+1, defined in (4.5.12) or (4.5.18), respectively.

We define 7#+1 : Wy — My as in [BHSt15; HSW11; HSW12],

Nw

) =w() =Y mov, w = (m)MY = My M), (4.7.12)
=1

where []; denotes the component-wise positive part of the vector. Additionally, to
ensure the validity of the assumption (4.5.19), we denote by A& () e RM ke,
pn € P, the coefficient vector of the reduced solution )\]fvﬂ(u) represented in the
detailed basis, and define the family of projections 7#*! as

Nw
) =Y wl g, w = Y = My ([MWTI]+ ° I{Xﬂcv“:O}) '
(4.7.13)

w
Here, “o” denotes the Hadamard product and I{)‘k+1 0} = <I{)\k+10})i_1 is defined
as B

0 if AkFL£0
= "t ’ 4.7.14
{)\k+1_0} {1 clse, ( )
where )\k+1 denotes the i-th component of the vector )\]fvﬂ.

Taking into account that 8*1(u) = My's*+1(p), the error estimators §5+1(p),
6Ft1(w), as in (4.5.12), can be expressed as follows:

(05 ()? = (8% () — My My 85+ ()4 ) My (8541 () — My My & ()] 4)
= (My/s" () — My " ()] 4 ) w (M " () = M s ()] 1)
— (5 () — [P ()]) T M ($F () — 8P ()]

741y = (N7 1) Moy (M M1 ) = (87 ) 510

With the choice of the projection (4.7.13), we directly arrive in the following,

(05 (w)? = (S’“““(u) — [s" ()] o I{K;«VH:O})T My (S’““(u) — [s" ()] o I{Xf;vﬂzo}) :

~ ~ T
() = (NG () S () 0 Tyxann gy = 0.

92



4.8 Numerical Results

Both projections (4.7.12) and (4.7.13) are associated to a similar computational
cost, and numerically we did not observe significant differences in the quality of
the error estimator with either choice of the projection. Therefore, in the following
numerical experiments we focus on the case (4.7.12).

In the specific case W = V'’ we can base our error estimate on the alternative
derivation in Proposition 4.5.3. In this case, we define IT**1 : V\r — V) as follows:

Ny
(o) = T(v) = Y Mgy, I = (L)Y = [v],. (4.7.15)
=1

Then we directly obtain the following expressions for the quantities (4.5.18):

(O () = (5 () — S ()] ) | My (851 () = 8 ()] ).

5 () = (A () [ ()

Assuming that dual basis functions are employed, we have that My = MI}}; see
Proposition 4.7.1. Comparing now the estimator quantities derived with the projec-
tions (4.7.12) and (4.7.15), we observe that in both cases we obtain an equivalent
result. This provides an approach with a simpler derivation in this specific setting.

In contrast to the offline-online decomposition of the equality residual norm, we
can observe that the computation of the inequality residual norm is not offline-online
decomposable. The online computation remain dependent on the dimension of a
high-fidelity problem Njy. However, since the evaluation of the specific choice of 7#+1
requires only a coordinate-wise application of the max function and a multiplication
with My (no “solution” operation), the computational cost of this operation is very
low. Alternatively, one may treat inequality constraints by the primal-dual approach
by introducing an auxiliary dual (or slack) variable, see [ZBV16]. The advantage of
this transformation is the possibility of obtaining a fully offline-online decomposable
error bounds. However, this approach imposes additional restrictions and requires a
solution of a supplementary reduced basis problem.

4.8 Numerical Results

For our numerical simulation we chose X = H'(Q), V = H} = {v e X :v|p, = 0}
with ||-|lv = | |1, and W = V'. The polygonal domain  C R%, d = 1,2, is resolved
by a triangulation Ty, consisting of J simplices T J ,7=1,...,J. The discrete spaces
are defined as in Chapter 3, that is,

Xy:={veX: v‘mepl(ﬂv)@g]‘gt]}, Vv =XyNV.
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4 RBM for Parametrized Parabolic Variational Inequalities

We can represent Xy = span{¢p, p = 1,...,N + Np} and Vi = span{¢,, p =
1,...,N'}, where ¢; are the nodal Lagrange basis functions and N stands for the
number of inner nodes and Nx = N + Np for the number of all nodes.

For the discretization of the dual space W, we use discontinuous piecewise linear
biorthogonal basis functions, which are defined on the same mesh as the basis func-
tions of Vi, [Woh00; Woh01; Wohl11]. That is, Wy := span{x,, ¢ = 1,..., N},
where x, satisfy a local biorthogonality relation:

/j Xq¢p:5p,q/j ¢p>0, pg=1,....N.
Ty Ty

Recall, that the discrete cone My C Wy is given as
N W

My = span {xqf,21 = {77 eEWn: n= Z QgXq, Og > O}. (4.8.1)
q=1

We can observe that x, € M, ie., My ¢ M, and we obtain a non-conforming
approach with respect to the Lagrange multiplier; see Remark 4.3.1.

If not specified, we establish the following setting to perform the numerical sim-
ulations. The computational domain 2 is set to Q = (Zmin, Tmax) = (—5,5) for the
Black-Scholes model and to © = (Vmin, Vmax) X (Tmin; Tmax) = (107%,3) x (=5,5)
for the Heston model. For the Black-Scholes model we set N'x = 500 nodes and for
Heston Ny = 49x 97 = 4753 nodes. The time domain [0, 7] with ' = 2 is discretized
with a uniform mesh with At = 0.008 and I = 250. We consider the implicit Euler
discretization, i.e., § = 1.

Recall the model parameter p = (0,q,7) € P for the Black-Scholes model and
w=(&p,v,k,7) € P for the Heston model. We consider the following specifications
of P for the Black-Scholes model:

P =1[0.2,0.6] x [0.014, 0.06] x [0.001,0.06] C R, (4.8.2a)
P =[0.2,0.6] x [0,0.02] x [0.001,0.06] C R3, (4.8.2b)

and for the Heston model
P =10.1,0.9] x [—0.95,0.95] x [0.01,0.5] x [0.1, 5] x [0.0001,0.8] C RS. (4.8.2¢)

Since the purpose of this section is to study the approximation qualities and the
properties of the reduced basis method for large variations of the parameters, we do
not restrict ourselves only to the financially meaningful ranges of the parameter and
allow, e.g., cases when the Feller condition (2.6.2) is not fulfilled.

To generate the basis we consider a finite set Pirain composed of values, which are
equidistantly distributed in P. The size |Pyain| will be specified in each particular
case. The strike K is set to K = 1.
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4.8.1 Detailed Solution

Based on the discretization described above, the detailed solution of an American
option price in the Black-Scholes and Heston models are depicted in Figure 4.1 and
Figure 4.2 respectively.

—k=1 —k=1 —k=1

0.8 —k=10 —k=10 0.8 —k=10
k=40 0.03 k=40 k=40

06 _i - ?go _: - Tgo 06 _Ili g
—k= —k= —k =120
0.4 k=200 0.02 k =200 0.4 k =200
. —k =250 —k =250 ! —Fk =250
02 ——pay-off 0.01 02 \ =—pay-off

0 0 0
-5 0 5 5 0 5 2 4 6
x x S

Figure 4.1: A time evolution of the American put option in the Black-Scholes model
uk () for p* = (06,0.014,0.04) (left), and the corresponding Lagrange
multiplier )\/k\/(u) (middle). The price of the option in the original stock
price variable S, S = Ke®, (right, zoomed in view).

%1073

Ho N A O ©

T

Figure 4.2: The value of the American put option u},(p) and its pay-off (left) and the
corresponding Lagrange multiplier \i(pt) (right) in the Heston model at
t =T = 2 and corresponding to p* = (0.9,0.21,0.16, 3,0.01).

To motivate the application of the reduced basis method, we demonstrate the vari-
ability of the solution with respect to the parameter p € P. In Figure 4.3, the
variation of the primal and dual solutions of the Black-Scholes model for different
parameter values is visualized. While one of the parameters is varying, the rest are
fixed and take the values of the reference parameter p* = (0.6,0.06,0.06). We ob-
serve, that biggest alteration of the solution corresponds to the volatility parameter o.
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4 RBM for Parametrized Parabolic Variational Inequalities

Analogously for the Heston model, the snapshots of the solution for different param-
eter values are presented in Figure 4.4. Overall, for both models we can observe that
the parameter dependence is significant and non-trivial.

——0 = 0200 ——q = 00140 —— = 00010
—— 0 =0.266 ——q=0.0217 ——r = 00108
0.8 7 =0.333 0.8 g =0.0293 0.8 r = 0.0207
——0 = 0.400 ——g = 00370 —— 7 = 0.0305
——0 = 0.466 ——q = 0.0447 ——r = 0.0403
0.6 o =0.533 0.6 q=0.0523 0.6 T = 0.0502
——0 = 0.600 —— = 0.0600 ——r = 0.0600
0.4 04 0.4
0.2 0.2 0.2
4 2 0 2 4 -4 0 4 4 0 4
x z x
=020 —— = 00140 ——=0.0010
— 0 = 0266 —q = 00217 —r = 00108
0.05 0 =0.333 0.05 9= 0.0203 0.05 = 0.0207
— 0 = 0400 —q = 0.0370 — 7 =0.0305
0.04 — 0 = 0466 0.04 ——q = 0.0447 0.04 —r = 0.0403
0 =0533 q=00523 = 00502
— o = 0,600 — ¢ = 0.0600 — = 0.0600
0.03 0.03 0.03
0.02 0.02 0.02
0.01 0.01 0.01 \\
0 0 0
4 2 0 2 4 4 2 0 2 4 4 2 0 2 4

x x x

Figure 4.3: Snapshots of the primal solutions (top) and corresponding Lagrange mul-
tipliers (bottom) in the Black-Scholes model at T' = 2 for different values
of o, g, and r.

4.8.2 Reduced Basis Spaces Construction

Since the approximation quality of the reduced basis method depends on many fac-
tors, such as the smoothness of the parameter manifold and the complexity of the
underlying model, we first study the influence of the parameter complexity of each
model. We consider different dimensions of the parameter domain P. In particular,
we consider for the Black-Scholes model the following cases:

(Bl) p=0 € P, P:=[0.2,0.6] CRL cf. (4.8.2b);

(B2) p=(0,q,7) € P, P:=10.2,0.6] x [0.014,0.06] x [0.001,0.06] C R3, cf. (4.8.2a).
Accordingly, for the Heston model we choose:

(H1) p=(v,k) € P, P:=[0.01,0.5] x [0.1,5] C R?, cf. (4.8.2¢);

(H2) p= (& p,y) €P, P:=[0.1,0.9] x [-0.95,0.95] x [0.01,0.5] C R3, cf. (4.8.2¢c).

The remaining parameters we fix to the values of the reference parameter vector
p* = (0.4,0,0.001) for the Black-Scholes model and p* = (0.9,0.21,0.16,0.1,0.007)
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£=0.90 p=095 ~=0.50 £=037 p=063 ~=0.17 £=010 p=0 ~=050

0 - 0 0
x x x

Figure 4.4: Snapshots of the primal solutions (top) and corresponding Lagrange mul-
tipliers (bottom) in the Heston model for different values of &, p, and ~
at T'= 2. The remaining parameters are set to » = 0.007, x = 0.1.

for the Heston model. If not stated otherwise, we always follow the enrichment by
supremizers strategy to guarantee the stability of the reduced spaces. Recall, that in
this case we obtain Ny < 2Npax and Ny < Npax.

For the case (B1) of the Black-Scholes model, we consider |Piain| = 50 equidis-
tantly distributed points. For the construction of the reduced bases, we apply POD-
Angle-Greedy (Algorithm 4.1), with the true error Ey (p) = wy, ES"(p) +wr B (p)
as the selection criterion, for some weights w,, wy € R4. The evolution of the error
produced by the algorithm using different weights for the error indicators is depicted
in Figure 4.5. We observe, that in all cases the error is decaying with growing value
of Npax. Moreover, it can be seen, that despite the choice of the weights w,, wy of
the error indicator, we obtain the same convergence order of the error.

Now, we consider the reduced basis performance for the Heston model. First, we
consider the case (H1). Using Piain With |Piain| = 64, we build the reduced bases
using Algorithm 4.1 with Ey(p) = EZ(p). The evolution of the error is presented
in Figure 4.6 (left). In addition, in the same figure (right) we plot the parameters
which were selected during the iterations of the algorithm. As before, the diameter
of the circles corresponds to the “frequency of the selection” of the parameters.

Next, we consider the remaining case (B2) for the Black-Scholes model and the
case (H?2) for the Heston model. For both models we use Piain of |Pirain| = 7° = 343
uniformly distributed points. The reduced bases are built with Algorithm 4.1 using
En(p) = Ef¢(u). The evolution of the error is presented in Figure 4.7 (left) and
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Evolution of max,cp,,... Etr/‘f(u) for the American put option in the
during the iterations of Algorithm 4.1

u
)
) = Wy EBEe(p) + wy B (p) as a selec-

Black-Scholes model (case (B1)
using the error estimator Fy(u) =

tion criterion with w, = 1, wy = 0 (left), w, = 0, wy = 1 (middle) and
wy = wy = 0.5 (right).
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Figure 4.6: Left: Evolution of max _ Rtrue for the American put option in the
Neptram u p p

Heston model produced by Algorithm 4.1 with g = (v, ). Right: Plot
of the selected parameters py,...,py_ € Piain and their frequency of
the selection. The training set consists of |Piain| = 82 = 64 equidistantly
distributed points.

Figure 4.8 (left) for the Black-Scholes and Heston models respectively. For both cases
we observe an error decay with increasing dimension of the reduced system. However,
it can be observed that the convergence of the error for the Heston model is much
slower than for the Black-Scholes model. The RBM requires more than twice the
number of basis functions to reach a similar accuracy. This can be explained by, e.g.,
the non-trivial parameter dependence as well as the complexity of the Heston model.
Due to a non-linearity of the variational inequality problem we can clearly observe
that the error decay for American put options is much slower than for European put
options, see Section 3.5. To achieve a similar accuracy for American options, one
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clearly needs to work with the larger dimension of the reduced problem.

10° ; 9
* 8
oL 0.05 7
*y 0.04 6
*y « 0.03 5
** 0.02
107 Moo, 0.01 4
*****ﬂ 3
o 0.06
B 0.6l >
3 ‘ ‘ ‘ 0.04
10 0.4
0 10 20 30 40 0.02 1
]Vma.x q 0.2 o
Figure 4.7: Left: Evolution of maxyep,,,,, E"¢(p) for the American put option in
the Black-Scholes model produced by Algorithm 4.1 with p = (o,q,7).
Right: Plot of the selected parameters py,..., py € Pirain and their
frequency of the selection. The training set consists of |Piain| = 7° = 343
equidistantly distributed points.
10" ; 5
05
e
100 bx 0.4 )
*, 03 3.5
’%\' o2 3
10" 0.1 2.5
. 2
® )
= /:/s/o/'/o_g 15
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Figure 4.8: Left: Evolution of max,ep,,,,, E2"(p) for the American put option in the

Heston model produced by Algorithm 4.1 with pu = (&, p,y). Right: Plot
of the selected parameters pq,...,py . € Piain and their frequency of
the selection. The training set consists of |Pirain| = 73 = 343 equidistantly
distributed points.

Using the computed reduced basis sets ¥, Zxn (constructed as described above,
for the cases (B2) and (H2)), we construct reduced basis spaces Vy and Wy of

dimension

Ny = 80, Ny = 40 for the Black-Scholes model and Ny = 200, Ny, = 100

for the Heston model. We consider the performance of the RB approach for a random
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parameter pu* € P\ Pirain- The results are depicted in Figure 4.9 and Figure 4.10
for the Black-Scholes and Heston models respectively. We observe that in both cases
the detailed primal and reduced solutions are hardly distinguishable and the relative
error in the maximum norm is of order 10~%, which reveals a good RB approximation.
The illustration of the RB basis vectors for the Black-Scholes model are presented in
Figure 4.11.

x10*

0.02

=—detailed solution
0.8 - - -reduced solution
=—pay-off 0.015

0.6
0.01
0.4

02 0.005

ok 0

x T x

Figure 4.9: Detailed and reduced primal solutions (left) and the corresponding de-
tailed and reduced dual solutions (middle) of the American put option in
the Black-Scholes model at T' = 2 and for p* = (0.57,0.04,0.02) & Pirain-
The difference of the primal detailed and reduced solutions (right).

x10 ™

—uf () — uly(p)
0.8

0.6

0.4

S = v oW A& U o

Figure 4.10: Detailed and reduced primal solutions (left) and the corresponding de-
tailed and reduced dual solutions (middle) of the American put op-
tion in the Heston model at T = 2, extracted at v = 0.25, and for
pw* = (0.7,0.2,0.16,0.1,0.007) & Piain- The difference of the primal
detailed and reduced solutions (right).

4.8.3 Comparison of Different RB Spaces

In our previous test we exploit the POD-Angle-Greedy, Algorithm 4.1. Now, we
present numerical tests for the alternative approaches. That is, we investigate the
combination of the NNMF' algorithm with POD-Greedy algorithm, described in Sec-
tion 4.6.2.
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Figure 4.11: The first eight vectors of the primal (left) and dual (right) reduced bases
obtained with Algorithm 4.1 using E™¢(u) as a selection criterion for
the American put option in the Black-Scholes model.

We restrict ourselves to the Heston model and consider the following settings:
Q = (0.0025,0.5) x (—5,5), Nx = 4753, T =1, I = 20. The parameter specifications
are chosen as in the case (H1) with |Piam| = 102 = 100 equidistantly distributed
points. For the primal space construction we apply POD-Greedy, Algorithm 4.1,
and for the dual one we explore and compare different approaches, such as NNMF,
greedy or Angle-Greedy. Furthermore, using different multiplicative update rules
for the NNMF algorithm we consider several variants of NNMF, such as NNMF-
orthogonal, NNMF-local and NNMF-convolutive. The corresponding simulations
for NNMF are performed using the NMFlib (v0.1.3) [Gril0] library. We consider
Algorithm 4.2 with En(pn) = E¥(u), and we build the reduced basis spaces with
Nmax = 5,10, 15,25, 35. As before, for stability reasons, we enrich the reduced primal
space with the supremizers, which results in Ny < 2Np.x and Ny < Npax. The
values of max,ep,,... En(p) obtained during the iterations of the basis construction
algorithm for different Ny .x and different strategies for the construction of Wy are
reported in Table 4.1.

Method Npax =5 Npax =10 Npax =15 Npax =25 Npax = 35
Angle-Greedy 1.163e — 01 5.764e — 02 2.452e — 02 1.192e — 02 8.944e — 03
NNMF 1.374e — 01 5.565e — 02 2.647¢ — 02 1.330e — 02 1.057e — 02
NNMF-orthogonal 1.174e —01 5.621e — 02 3.218e —02 1.880e —02 2.164e — 02
NNMF-local 1.178¢ — 01  5.004e — 02 3.060e — 02 2.35le —02 1.652e¢ — 02
NNMF-convolutive 1.173e — 01 5.413e — 02 2.692¢ — 02 1.357e — 02 1.172e — 02
Greedy 1.170e — 01  5.630e — 02 2.459¢ — 02 1.641e —02 1.251e — 02

Table 4.1: Comparison of the maximal training errors produced by the different basis
construction algorithms.
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4 RBM for Parametrized Parabolic Variational Inequalities

Overall, we observe that all algorithms produce a similar accuracy for the approx-
imation. The graphical representation of these results is given in Figure 4.12. The
corresponding selected parameters, obtained during the basis generation routine are
presented in Figure 4.13. We can observe that Angle-Greedy, NNMF-convolutive,
and greedy procedures provide the most stable and sharp approximations. Com-
paring the distribution of the parameters in Figure 4.13 we can conclude that the
Angle-Greedy tends to exploit more of the parameter variation of the model than the
other approaches.

— % - angle greedy
= © - nmf-orth
nmf
= = =nmf-loc
= B = nmf-convl
d)
100 aroody
10 by
BiRg 94),' .
Sy v oo 9
$eg e oo p*nﬁ’l
102} s LT
1078 ‘
0 5 10 15 20 25 30 35

Figure 4.12: Evolution of max,ep,,.;, E*"¢(p) with respect to the different dimension
Npax using different algorithms for the the dual reduced space construc-
tion.

4.8.4 A Posteriori Error Estimates

We now turn to the numerical investigation of the error estimates derived in Sec-
tion 4.5 using the example of American put options in the Black-Scholes and He-
ston models. For the Heston model we consider the same settings, introduced
at the beginning of this section. Namely, the computational domain € is set to
Q = (1075,3) x (—5,5) with Ny = 49 x 97 = 4753 nodes. We recall the time domain
[0,7] = [0,2] and At =0.008, I =250, 0 = 1.

We consider POD-Angle-Greedy algorithm (Algorithm 4.1) for basis construction,
and use alternatively Ey(s) = Bi(n) = [[lef(m)lllu or En(p) = Eo%(u) =
A% (p), with the error bound E2P°t (1) defined as in (4.5.13) and E¥(p) as in (4.5.8).
To measure the rate of overestimation of the a posteriori error bounds, we define the
effectivity nn(p), associated with the error bound as

7 (1)

nn(p) = ) (4.8.3)
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Figure 4.13: The selected parameters py,...,py € Pirain and their frequency of
the selection using different algorithms for the dual reduced space con-
struction.

We consider the values of the quantity max,ep,,,, En(p) along the iterations of
Algorithm 4.1, with Ey(p) = E2PoSt(p).

Single Parameter Case

To study the effect of the error estimator, first, we consider Pirain, composed of
only a single parameter p, |Piain| = 1, with g = (0.6,0.0217,0.001) for the Black-
Scholes model, and p = (0.9,—0.6333,0.01,0.1,0.007) for the Heston model. The
corresponding results for both models are presented in Figure 4.14. We can observe
that the error bound is tighter in the case of the Black-Scholes model. In fact, the
effectivity ny(p) for the Black-Scholes model is, on average, one order of magnitude
smaller as for the Heston model. This can be explained by the more complex structure
of the model. Taking a look on the constants contributing to the error estimator
E2Post () for a given p, we obtain the following values: oY (u) = 0.18, 4V (u) =
0.3717, AN () = 0, v () /e (1) = 2.065 for the Black-Scholes model and oY () =
0.0226, vV () = 2.447, XV () = 24.909, vV (1) /oY (1) ~ 108.27 for the Heston
model. We observe that, for instance, the quotient v (u)/a?Y (), which certainly
influences the effectivity of the error bound, is much larger for the Heston model.
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Figure 4.14: Evolution of max,ep,,.., Eu /apost (p) for the American put option in the
Black-Scholes (left) and Heston (right) models during the iterations of
Algorithm 4.1 with the error estimator E(u) = E2P%'(u) as a selec-
tion criterion, using Pirain = {p#} = {(0.6,0.0217,0.001)} for the Black-
Scholes and Peain = {p} = {(0.9,—0.6333,0.01,0.1,0.007)} for the He-
ston models.

General Parameter Case

Next, we extend our consideration to the general case. Namely, we consider the
settings (B1)-(B2) for the Black-Scholes model and (H2) for the Heston model (de-
scribed in Section 4.8.2). As before, we study the evolution of max,ep,,... En(p)
during the iterations of Algorithm 4.1, choosing either Enx(pn) = EF(p) or Exn(p) =
E2Post (1) as the selection criterion. The results are presented in Figure 4.15 and
Figure 4.16 for the Black-Scholes model, and in Figure 4.17 for the Heston model.
Note that the choice of the error measure En(p) does not have a significant impact
on the effectivities.

We notice that for both models, using En(pn) = E¥(w@) as an error measure in
Algorithm 4.1, results in less monotone error convergence of E2PS*(y) with respect
t0 Nmax, and vice versa. However, overall we obtain similar order of convergence when
using either of these error indicators. From this we can conclude that the rigorous
upper bound of the error is confirmed in the numerical experiments and reflects the
error behavior, hence provides the certification of the reduced basis method. As we
have already observed, the sharpness of an error bound can be model dependent,
which could be investigated in greater detail in a future work.

In addition, we investigate the effect of the maturity 7" (length of the time interval)
on the effectivities. To this purpose, for the same reduced bases computed above, we
also evaluate the error indicators with 7 = AtI where I € N , I < I. It is clear that
the result from Theorem 4.5.2 remains valid if we replace I by I in the definition of
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the error EH(p) and the estimator E2P°5'(u). Numerical values of the corresponding
effectivities are reported in Table 4.2 and Table 4.3.

We point out that the error bound (4.5.13) includes the term (Cd%*+!/Bxr)2, which
does not have a multiplicative factor At¢. This suggest a possible growth of an error
in the number of the time steps. However, empirically this behavior can be observed

rather weakly (see Table 4.2 and Table 4.3).
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Figure 4.15: Evolution of max,ep,, .., E
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Black-Scholes model during the iterations of Algorithm 4.1 with the error
estimator Ex(u) = EP(u) (left) and En(u) = E2PY(u) (right) as a
selection criterion. The training set consists of |Pyain| = 50 equidistantly

distributed points and pu = o.
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Figure 4.16: Evolution of max,ep,, .., Fu (p) for the American put option in the
Black-Scholes model during the iterations of Algorithm 4.1 with the er-
ror estimator Ey () = E# () (left) and En(p) = E2P%(u) (right) as
a selection criterion. The training set consists of |Pirain| = 343 equidis-
tantly distributed points and p = (o, g, r).
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Figure 4.17: Evolution of max,ep,,.., £t /apost () for the American put option in the
Heston model during the iterations of Algorithm 4.1 with the error es-
timator Ex(p) = EX(u) (left) and Eyx(p) = E2P%'(u) (right) as a
selection criterion. The training set consists of |Pirain| = 343 equidis-
tantly distributed points and pu = (&, p, 7).
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=30 I=60 IT=120 =180 [ =250

Npax =5 1.74e4+01 2.44e+01 2.98e+01 3.82e+01 4.48e+01
Nmax =15 7.32e+01 8.81le+01 9.94e+01 1.19e+02 1.36e+02
Npax =25 1.10e+02 1.21e402 1.54e4+02 2.33e+02 2.55e+02
Npax =30 9.42e+01  2.26e4+02 2.86e4+-02 3.09e4-02 3.72e+4-02
Npax =35 1.06e+02 1.37e4+02 1.52e4+02 1.84e+02 2.32e+402
Npax =45 9.63e+01  9.06e+01 1.00e4+02 1.79e+02 1.68e+02
Nmax =50  3.47e+02  4.59e+02 4.87e+02 8.65e+02 1.16e+03

(a) En(p) = E ()

I=30 I=60 IT=120 TIT=180 =250
Npax =5 1.07e4+01  1.45¢401 1.70e+01 2.06e+01 2.32e-+01
Npax = 15 3.91e402  5.49¢402 5.53¢4+02 5.37¢+02  6.79e-+-02
Npax =25 5.50e4+02  5.01e+02  4.93e4+02  7.06e+02  9.60e-+02
Niwx =30 4.01e+02 4.27¢+02 5.81e+02 7.81e+02  8.30e+02
Noox = 35 6.29¢402  2.46e4+02  3.35¢+02 8.04e+02  9.24e-+02
Npax = 45 2.37e4+02  4.27¢+01  8.85¢+02 1.30e+03 1.19e-+03
Npax =50 1.06e4+02  1.13¢402  1.47e4+02 1.25¢402 1.78¢-+02

(b) En(p) = EgPo (p)

Table 4.2: Maximum effectivities for the American put option in the Black-Scholes
model for different maturities 7 = IA¢, with a fixed At = 0.008 and
for different values of Npax, using the error measure En(p) = EF(p) or
En(p) = E°% (1) as a selection criterion (always for I = I = 250). The
training set consists of |Pirain| = 50 equidistantly distributed points and
p=o.
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I=30 I=60 IT=120 I=180 [=250

Npax =0 1.54e4+02 2.24e4+02 2.83e4+02 3.89e4-02 4.89e+4-02
Npax =15 1.95e+02  2.64e+02 3.22e+02 4.38e+02 5.55e+02
Nmax =25  2.51e+02  3.90e+02 4.97e+02 6.52e4+02 7.58e+4-02
Nmax =30  1.64e+02 2.34e+02 2.90e+02 3.88e+02 4.52e+4-02
Npax =35 1.16e+02  1.49e4+-02 1.77e4-02 2.27e402 2.84e4-02
Npax =45 2.80e+02 4.33e4+02 5.47e+02 6.90e+02 8.20e4-02
Nmax =50  2.42e4+02 2.28e4+02 2.21e4+02 2.23e4+02 2.36e+02

(a) En(p) = Eff (1)

I=30 I=60 I=120 T=180 =250

Nmax =95  1.18e+03 1.75e+03 2.22e+03 3.04e+03 3.70e+03
Nmax =15 4.82e+02 7.86e+02 9.76e+02 1.16e4+03 1.24e4-03
Npax =25 5.49e+03  9.57e4+03 8.43e4+03 8.20e+03 9.11e4-03
Npax =30 1.58e+03 1.92e4+03 2.19e4-03 2.67e4+03 3.05e+-03
Npax =35 6.33e+02  6.72e+02 7.66e+02 8.74e+02 8.64e402
Nmax =45 2.65e+03  3.93e+03 3.41e+03 2.90e+03 3.23e+03
Nmax =950 5.94e+03  4.05e+03 3.40e+03 3.22e+03  3.64e+03

(b) En(p) = EP ()

Table 4.3: Maximum effectivities for the American put option in the Heston model
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for different maturities 7' = TA¢, with a fixed At = 0.008 and for different
values of Npax, using the error measure Enx(pn) = EF(u) or Ex(p) =
E2Post (1) as a selection criterion (always for I = I = 250). The training set
consists of |Pirain| = 343 equidistantly distributed points and g = (&, p, ).



4.8 Numerical Results

4.8.5 Efficiency of the Method

Now we turn to the study of the efficiency of the reduced basis method. The run-
time performance of the reduced basis scheme compared to the computation of the
detailed solution is reflected in Table 4.4. We compare different model settings, as
described in Section 4.8.2. We measure the computational times of the offline and
online phases, similarly as in Section 3.5. We briefly recall the following quantities:

e t1: Computation time for a single detailed solution for a given parameter pu € P.
Online phase

e t9: Computation time to assemble the reduced system and to solve the reduced
problem for a given u € P.

Offtine phase

e t3: Computation time for the construction of the reduced bases using Algo-
rithm 4.1 with Ex(p) = Ef(w).

e t4: Computation time to construct the parameter independent reduced data,
e.g., AL, By etc.

e t5: Computation time for evaluation of the snapshots, that is the time for
computing the detailed solutions (uf§ (p), Ak (1)), for all g € Pirain. The cost
is influenced by the dimension of Pyain, which is [Pirain| = 50 for the case (B1),
|Pirain| = 343 for (B2) and (H2), and |Pirain| = 64 for (H1).

e {1 /ta: Asymptotic speed-up of the online routine obtained using the reduced
basis method.

Nmax 1 to 13 17 t5 t1/t2

Black-Sholes, (B1) 50 1.971 0.331 1661 0.0268 80.46 5.954
Black-Sholes, (B2) 35 1.798 0.1471 1810 0.0054 529.1  12.22
Heston, (H1) 50  270.3 0.2545 3155 0.0425 46830 1006
Heston, (H2) 100  264.6 0.5008 13471 0.1073 138901 528.3

Table 4.4: Runtime measurements (in seconds) of the reduced basis method for dif-
ferent Npax and for different model parameter settings.

We observe a significant speed-up, in particular, when dealing with the more complex
Heston model, where the complexity of the two dimensional detailed problem prevails
the complexity of the one-dimensional Black-Scholes model. We also can notice that
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4 RBM for Parametrized Parabolic Variational Inequalities

the costly offline routine does not suggest to apply the reduced basis method for a
single parameter evaluation only. However, this cost will pay off in the case when we
are performing multi-query simulations. A situation where the need for multi-query
simulations arises naturally will be studied in the next chapter in the context of the
calibration to market data.

We also note that similarly to the case of European options, in the multi-query
context it makes sense to neglect the assembly time in ¢1, when computing the asymp-
totic speed up. However, in the present case this does not have a significant effect,
since t; is not dominated by the assembly time, but by the detailed solution proce-
dure, i.e., the PDAS strategy. For the Heston model the contribution of the assembly
time to t; is less than 10% for the given numerical examples.
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5 Application to the Calibration on
Option Prices

“But the days of closed-form solutions are
numbered because models are increasingly
complex. Numerical algorithms will have to be
more efficient because speed is becoming a
dominant factor with high-frequency trading...”

O. Pironneau, “Pricing futures by deterministic
methods”, Acta Numerica, 21 (2012), pp. 577-671

5.1 Introduction

To calculate the price of an option (European or American) in a specific model, one
needs to provide the respective input data. These data consist of the current stock
price Sy, the maturity time 7', the strike price K, and the set of the input parameters,
which we previously denoted by p € P. Whereas the first three components, Sy, K,
T, are known and provided by the market data, the input parameter vector p is not
known a priori, except for the interest rate r, and needs to be estimated from the
market. These types of problems are referred to as parameter identification problems
or, among practitioners, calibration problems. That is, given a set of observations of
market option prices, we are searching for the parameter p that provides the best fit
of the given data to the model one.
Generally, the market data is characterized by:

1. The spot price today Sy

2. The market option prices P?P® = P°S(Sy, T;, K;) (for American or European
options, put or call) for different maturities 7; and for different strikes K;
i=1,......,M.

Mathematically, the calibration on option prices can be stated as a least squares
minimization problem: find p € Popy C P that solves

. 1 M ODS
minJ(p),  J(w) =57 YIRS = Pl (5.1.1)
=1
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5 Application to the Calibration on Option Prices

where P;(p) = P(So, T;, K;; ) are the model prices, which can be computed by, e.g.,
solving the PDE corresponding to the particular model. In Chapter 2 we saw that
for European options, P; solves

OP;(p)
or

+ L(p)Pi(p) =0, in [0,7;) x RY, (5.1.2a)
P,(Ti; ) = Hi, in R", (5.1.2b)

where H; = (K; — S)4 for the put and H; = (S — K;)+ for the call options and
n = 1,2. For the case of American put options we have

812(7”)+ L(p)Fi(p) <0, in [0,T;) x RY, (5.1.3a)

P(u)>H;, in [0,T;)xR?,  (5.1.3b)

(P20 4 ypw) (P -1y =0, DT)xRL (3180
BT ) = n R (5.1.30)

with H; := (K; — S)+. Both models are subject to suitable boundary conditions. As
before, the partial differential operator £ is defined by the model used to price the
option; see Chapter 2 for more details.

We note that, alternatively, one can work directly in the stochastic framework and
compute P;, e.g., by the Monte Carlo method or by the (binomial) tree method, see
e.g., [CRR79]. For European options, one can also use analytic techniques such as
closed-form solutions or FFT. However, since for complex options, such as American
puts, in general, one can not expect to derive an analytic formula to value an option,
this framework remains still restrictive. Therefore, to maintain the generality of our
approach we focus on the calibration problem within the PDE framework.

The problem of type (5.1.1) is also referred in the literature as a PDE constrained
optimization problem or an optimal control problem (in a reduced form). For Amer-
ican options, it is also interpreted as an optimal control problem constrained by
parabolic variational inequalities. These problems have been extensively studied in
the literature, cf. [Hin01; HR86; 1K00; Mig76; MP84]. In the context of option
pricing, we refer to, e.g., [Ach05; AIP04; AP05a; AP05b; BI97].

The solvability of (5.1.1) is accomplished by the construction of an appropriate
numerical optimization algorithm coupled with the numerical approximation of the
underlying PDE problem. The performance and the choice of the algorithm is directly
connected to the properties of J(u), such as differentiability, convexity etc. At each
iteration of the optimization algorithm we evaluate several times the least square
objective J(w), which requires to solve M times a PDE. However, if one performs
the usual log-transformation of the stock variable, S = Ke” (see Section 2.7), this
reduces to a single solution of the underlying PDE. Indeed, in the new variable
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x = log(S/K), the strike price K enters as a scaling factor in the PDE. Hence,
taking T' = max(7;) and choosing some reference value of K, e.g., K = 1, for each p,
to find Pi(p), i =1,..., M, reduces to solve the problem (5.1.2) or (5.1.3) only once.

Even though we can reduce the number of the PDE computations from M to a
single evaluation, we still have to solve a high-fidelity problem, the cost of which,
especially for complex options, can be very high. And since the market data is
changing rapidly, there is a high demand to provide fast and efficient calibration
routines. Accordingly, the use of model order reduction techniques to accelerate the
optimization process are of high interest. One of the approaches is to replace the
underlying complex model by the reduced-order surrogate one, which is constructed
by, e.g., the POD or the reduced basis method. The employment of POD techniques
for calibration gained its popularity in recent years, e.g., [SS08; SS14; SSS14]. The
reduced basis method was studied in [CLP11; Pir09].

We also mention the application of model order reduction techniques in the general
context of PDE constrained optimization problems. This comprises the works [SV10)]
using the POD method and recent work [DH15] for the reduced basis method. For
inverse problems the method was applied in [GHH16].

For European options, the efficiency can be improved by using closed form solu-
tions, see e.g., [GGM™12; MPS14; SST04]. The availability and fairly easy and cheap
computations of these solutions make this approach very popular in applications.

In turn, for American options, which do not admit an analytic expansion, one
can consider, the so called de-Americanization approach [BGG*16; CW10], which is
frequently used among practitioners. This method translates American prices into
European ones and then performs the calibration on the respective European prices
by directly using the closed-form solutions for European options.

As we can see there is a high demand of fast, accurate and reliable techniques to
calibration on option prices. Motivated by this example, the goal of this chapter
is twofold. From one side, we seek to apply the previously developed methodology
to the calibration on American options. And from another side, we introduce alter-
native techniques, such as the de-Americanization method and provide a numerical
comparison of both approaches.

Due to the richer parameter nature of the Heston model and its ability to replicate
closer the market behavior than the standard Black-Scholes model does, we restrict
our consideration in this chapter to this model only. It is worth to mention that the
reduced basis method as well as the other approaches investigated here are general
enough that they can be easily adapted to different models.

The content of the chapter is structured as follows: We start in Section 5.2.1 by
describing the optimization problem with the detailed model. In Section 5.2.2 and
Section 5.2.3 we consider the optimization with the surrogate models, obtained by
the RBM and the de-Americanization methods. In Section 5.2.4 we briefly comment
on the optimization algorithms to solve the problems. Eventually, in Section 5.3
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we supply the reader with numerous numerical examples of the calibration with the
reduced-order models. We start in Section 5.3.1 by demonstrating the performance of
the reduced basis method for calibrating on American and European options. Next,
in Section 5.3.2, we take a look on the numerical study of the de-Americanization
method. Then the comparison of both techniques is presented in Section 5.3.3 on the
synthetic and in Section 5.3.3 on the real market data sets.

5.2 Calibration Procedure

5.2.1 Problem Setting

We describe the calibration problem for the Heston model. Recall the model param-
eter u = (£,p,7,k,7) € P C R>. Apart from the interest rate 7, the remaining pa-
rameters need to be identified. Given Sy and the set of observations PiObS at (15, K;),
i = 1,...,M, we need to compute the corresponding prices in the Heston model
Pi(vy, So, T3, K;), where vy € Ry is the initial volatility. The value of v is not known
and needs to be estimated together with the other parameters. We collect all param-
eters to be identified in the single vector ® = (01,...,05) = (§,p,7, K, %) € Popt,
where

Popt = {© € R : Opini < O; < Oy i =1,...,5}. (5.2.1)

We replace the PDE constraints with the corresponding weak discrete problem in a
log-transformed variable. To avoid repetition, we do not present the full procedure
here and refer to Chapter 3 and Chapter 4, where the weak and discrete weak formu-
lations for European and American options have been derived in detail. We remain
in the same functional analytic settings as introduced in the aforementioned chap-
ters. Recall, that suitably chosen discrete approximation spaces to price European
and American options are denoted by Xy C X, Viy C V and (Var, W) C (V, W)
and the discrete cone by My C Wys. Let t := T — 7 and denote by T" the maximal
maturity time, 7" = max(7;), ¢ = 1,..., M. The time interval [0,T] is subdivided
into I subintervals of equal length, t* = kAt, 0 < k < I with At = T/I. We
consider the #-weighted scheme for the time integration, in particular, § = 1/2.
Recall the definition of the Dirichlet lift function uf \ (v, z;p) with (v,z) € €,
where Q = (Vmin, Vmax) X (Zmin, Zmax) C R2. For a given g € P we approximate
P(v, Ke*, tF: u) by w}“\[(u,m; w), where w}“\/(y,a:; p) = uj“\/(l/,w; w) + UEN(V, T ).

The detailed solution uj“\/(u) € Vi for the European option problem solves the
following discrete problem (see Problem 3.3.1)

1 k+1 _ k k+6 .. _ rk+0(,,.
E/}%/O(u) _ At (UN UN’U)L2(Q) +CL(UN 7”»“’) - f (vvy')a
(u?v —u’,v)y =0, v E V.
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Respectively, the solution pair (u§ (p), \i-(1)) € Vir x My for the American option
problem satisfies (see Problem 4.3.4)

(1 = ) g A ) = B 0) = P,
BN (1) = {b(n — ML uldY) > 5 n— Nif i), me My, v eV,
(u — uo, v)y = 0.

For i =1,..., M we denote the approximate model price

PY*() = w}(log(So/K:), vos ).
where wN(p,) = uN(u) + ULN( ), and uN( ) solves Epr := EN, s € {EO,AO}. By
abuse of notation, we often omit the index s in the notation of P * if it is clear from
the context. Then the minimization problem (5.1.1) can be ertten in the following
form (often referred to as a reduced problem in the optimal control theory),

— 1 ul obs N 2
guip IN(©), Iv(©):= 37 3R - V(@) (5.2.2)

We comment on the solvability of the above finite dimensional minimization problem.
Since for a given p € P under appropriate conditions there exist a unique solution
uk (1) of EXP (i) or EAP (p) (see Section 3.3.4 and Section 4.3.2), invoking the conti-
nuity of the solution map, we then can guarantee the existence of the global solution
©® € Pypt of (5.2.2). The uniqueness is more involved and studied depending on the
particular properties of J(®), which is not convex, in the present case.

5.2.2 Reduced Basis Approximation

As it has been pointed out previously, the high-fidelity discrete problem Ejs is
computationally expensive and significantly slows down the calibration procedure.
To reduce the complexity we apply the reduced basis method and substitute the
detailed model Exr with the reduced-order surrogate one Ey. The detailed procedure
of the construction of the efficient reduced basis method is reported in Chapter 3 and
Chapter 4 and omitted here to avoid redundancy.

Using a suitable basis generation procedure, see Section 3.4.3 and Section 4.6,
we construct the low-dimensional reduced spaces Vy C V) for European options
and Vy C Vi, Wy C Wxr, My C My for American options with dim(Vy) <
dim(Viy), dim(Wy) < dim(Wyr). The reduced surrogate models to price European
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and American options are defined as follows

1 ( k+1—u§“\,,v) ( )+a( k+07 7/“") :fk+9(v;”‘)a

At
ERO(w) =9 > Y
(uy —u’,v)y =0, veVn.
Ar (5 =k v) g AR 0 ) = DO 0) = £ (0 ),
AO
Ex~(u) = b(n — ML k) > gF i — ML ), n e My, veVy,

(uQ —u¥,v)y = 0.
Analogously, for ¢ = 1,..., M we denote the reduced basis approximation of the
model price as

PNH(@) = whi(log(So/K;), vo; 1),

where whi (p) := uN(,u)—l—uLN(u), and u%i(p) solves Ey := E%;, s € {EO, AO}. Then
we approximate Jy (@) ~ Jy(©), and obtain the following minimization problem

for the reduced model

- obs N 9.
Juin Jn(©), J Z!P - PN o)P. (5.2.3)

Remark 5.2.1. Since the interest rate r is not a calibrated parameter and it is
provided by the data set, for the construction of the reduced basis spaces, one may
consider the variation of only four parameters pu = (€, p,7v,k) € P C R*. However,
this choice is restrictive and for new market data one needs to construct a new reduced
basis set. Therefore, to conserve generality in our approach, we consider the variation
of all parameters, u = (&, p,7, Kk, 1), and consequently the constructed reduced basis
will be entirely market-independent.

5.2.3 De-Americanization Method (DAS)

The de-Americanization approach, which is frequently applied by practitioners, can
also be considered as a model order reduction technique for calibration on American
options. However, in contrast to the reduced basis framework, where the reduction
was performed towards the underlying PDE constraints, in the de-Americanization
method we substitute the original minimization problem by means of a perturbation
of the given input data set. That is, given an input data of American put options,
we consider minimization problem (5.2.2) with Jy(©) ~ Ju(©),

- 1 M
Iv(O®), Jn(®):= — S|P _ pN(@)|2 5.2.4
@Iél,,l)?pt N( ) /\/( ) MZ’ [ 3 ( )‘a ( )

where the prices f’fbs are the pseudo-European put prices. These are obtained by
perturbing American put prices PP, i.e., PP := D(P?"), where D : R — R, and

)
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5.2 Calibration Procedure

the corresponding model prices are PN (©) = PZN’EO(@), i=1,...,M. Following
the approach as in [BGGT16], we use the binomial tree method, see [CRR79], to
transform American put option prices into pseudo-European (“de-Americanized”)
put prices.

The advantage of this method is that the complexity of the non-linear model for
pricing American options can be reduced to that of the linear model for pricing Eu-
ropean options. To perform a further reduction, one may consider instead of solving
linear, but still high-dimensional problem Effo, to use the closed-form solutions to
evaluate the model prices. Denote the model prices, obtained by the closed-form
solutions, by PiCF. For the European call option in the Heston model it is defined in
(2.6.19). Using the put-call parity (2.4.15) the respective European put prices can
be obtained.

Then we are dealing with the following minimization problem

oZin Jor(©),  Jop(©) = — Z [P — PEF(O)), (5.2.5)

As it was remarked previously, closed-form solutlons can have limited applicabil-
ity and in some cases, e.g., for the Heston model, one should make use of suitable
numerical approximation techniques to approximate the integrals.

Being simple in implementation and efficient, the de-Americanization method, to
the best of our knowledge, is lacking a rigorous theoretical framework. In [BGGT16]
the de-Americanization error is numerically investigated for different models (CEV,
Heston and Merton) and the settings, in which the application of the de-Americani-
zation method leads to pitfalls, are explored. From the computational point of view,
the method is very attractive, especially in combination with the closed-form solu-
tions. However, for each set of observations, it requires an additional pre-processing
time to transform the American data into European one, and, as we will see later,
this cost can dominate significantly the computational cost of the entire calibration
routine.

One could also consider a combination of the RBM with the de-Americanization
strategy, i.e., applying the RBM to approximate IEE/O by E?VO. The corresponding
minimization problem can be stated as follows

min Jn(©), Jy(©):= —

— N pebs — pN(@)2 5.2.6
o M - Iz 7 (O)]7, ( )

||M§

with PN (@) = PV 0(@).

7

5.2.4 Optimization Algorithms

The minimization problems we have introduced belong to the class of finite dimen-
sional optimization problems with box constraints. To solve such problems one needs
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to employ an appropriate numerical optimization algorithm, which, ideally, would
satisfy some basic requirements, e.g., to be robust, efficient and to identify the so-
lution with sufficient accuracy. Among a wide variety of the existing algorithms,
see, e.g., [NWO06] for an overview, there is no general approach fulfilling all these
requirements. The choice and construction of the algorithm is solely based on the
structure and properties of the objective J (), such as convexity and differentiability,
as well as the structure of the admissible set Pop¢. In general, the fastest algorithms,
such as gradient-based ones, provide only a local solution. Global optimization al-
gorithms, e.g., probabilistic methods as simulated annealing or genetic algorithms,
do not require any information of the gradient. However, they are known to be
computationally demanding.

For the particular case of the calibration with European options, the most popular
algorithms are the gradient-based optimization methods; see, e.g., [AIP04; AP05a;
APO5b; SS14]. By contrast, for American options, the situation is more involved not
only due to the non-linearity of the underlying PDE model, but also due to the fact
that one can not guarantee the differentiability of the solution map. The remedy is
to apply regularization techniques, e.g., by adding penalty terms or smoothing the
inequality constraints, e.g., [Ach05; Ach08; AP05a; Hin01; IK00; SW13].

Since the purpose of this chapter is to apply the reduced basis method to real-
world examples and to compare it to alternative model reduction techniques, we do
not consider this issues as a main focus of the work and leave a detailed study of the
impact of the numerical solver of the optimization problem for future investigation.

For our numerical experiments we use the MATLAB Optimization Toolbox [Mat].
In particular, the built-in “black-box” optimization solver lsqnonlin or fmincon, in
which the gradients are approximated by finite differences.

5.3 Numerical Results

For the numerical experiments we consider the setting for the Heston model as in
Section 4.8. In particular, we set X = H'(Q), V = Hp_(©2) and W = V’. The
approximate spaces X s, Vs are the standard conforming nodal first order finite
elements. The dual space W) is composed of the dual biorthogonal basis functions.
We set T'= 2 and I = 250, At = T/I = 0.008. The computational domain 2 =
(Vimin, Vmax) X (Tmin, Tmax) = (107°,3) x (=5,5) is resolved by a triangulation with
Ny = 4753 nodes. For p = (£,p,7,K,7) € P CR% and © = (&,p,7, K, vg) € PPt C
R5, we define

P =[0.1,0.9] x [~0.95,0.95] x [0.01,0.5] x [0.1,5] x [0.0001,0.8],  (5.3.1)
PPt =1[0.1,0.9] x [—0.95,0.3] x [0.01,0.5] x [0.1,5] x [107°,1]. (5.3.2)
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5.3.1 Calibration on Options with the RBM

For the detailed problem of pricing European, E/E\/O(u), and American put options,
EAP(p), in the Heston model the boundary conditions are chosen as in (2.7.10) and
(2.7.14) respectively. We consider Pyain composed of uniformly distributed points in
P with |Peain] = 1024 for the European put and |Pirain| = 3125 for the American
put options. The basis generations are conducted by using POD-Greedy algorithm
(Algorithm 3.1), and POD-Angle-Greedy algorithm (Algorithm 4.1) with E'"¢(u)
as a selection criterion for both models. In addition, for American options, we enrich
Vi with supremizers to guarantee the stability of the reduced system. Accordingly,
we obtain the dimensions of the reduced system as Np,x = 100 for European put
and Npax = 125 for American put options.

Unless otherwise stated, the calibration routine is performed with Isqnonlin, which
uses a Trust-Region-Reflective algorithm, and the stopping criterion is set as J(®) —
J(©*) <1072 |©@ — ©*||2 < 107?, where ®* is a locally optimal solution.

Calibration on the Synthetic Data Set

First, we consider a performance of the RBM on a synthetic data set composed of
option prices for different maturities and strikes under the following settings:

SO = 17 r= 5%7
2

T ==, K, = {0.95,0.975,1,1.025,1.05},
6

T =— Ko = K1 U{0.9,0.925,1.075,1.1

2 127 2 1 { ) ’ 9 }7 (533)

9

Ty = 3 K3 = K5 U {0.85,0.875,1.125,1.15},

T =1, Ky = K3 U{0.8,0.825,1.175,1.2},

Ty = 2, K5 = K4 U {0.75,0.775, 1.225, 1.25}.

For each pair (T;, K;)i=1,.. 5, we generate two artificial sets of observations pobs
which consist of 65 European and American put options computed at @ = Oy =
(0.7,—-0.8,0.3,1.4,0.3). That is, we solve the detailed problems (5.2.2) with Eﬁfo and
EE/O for the parameter p = (0.7,—0.8,0.3,1.4,0.3) and K = 1 and interpolate the
corresponding solutions Kiu%(z/,x; p) at v* = vy, a7 =log(So/K;).

We perform the optimization routine with the reduced surrogate model (5.2.3).
To verify the approach, we also carry out the optimization with the high-fidelity
detailed problem (5.2.2). For both procedures we use the same initial guess @, for
the numerical optimization routine. The results of the calibration for two different
data sets of American and European options are presented in Table 5.1a. We observe
that using the detailed models E3, s € {AO, EO} we can recover the exact parameter
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O« up to the parameter tolerance. For the reduced surrogate models we observe
a slight deviation of the parameters from the exact one, however the results remain
still accurate enough.

The graphical illustration of the results can be found in Figure 5.1 and Figure 5.3
for American and European put options respectively. In the plots, we hardly can
observe any differences in the option price obtained from the synthetic and the cal-
ibrated data with the detailed problem and with the reduced problem. To quantify
the differences between the reduced and detailed calibration, we plot the pointwise
absolute relative errors | P?P5— P#(@*)| /PP s € {N,N},i=1,..., M, in Figure 5.2
and in Figure 5.4. We observe that the reduced models produce very good fit to the
observed synthetic data with the relative error within the 0.5% margin.

The run-time performance is reported in Table 5.1b. We notice that the optimiza-
tion routine with the surrogate reduced model is about 100 times faster for American
put options and about 350 times faster for European put options.

In addition, one can observe that the reduced model for American options recovers
the parameter slightly better than the European one, which intuitively would seem
surprising. This fact can be explained by the larger dimension of the reduced system
for American options and the larger training set, which is is also reflected in the run-
time performance. Consequently, depending on the priority of the task, i.e., accuracy
vs. efficiency, one can always manually adjust the dimension of the reduced system.

It is well known that optimization algorithms are sensitive to the initial guess. To
study the robustness of the algorithm w.r.t. an initial guess, we consider a sample of 30
initial values ©;,, randomly distributed in P°P! for both cases of American and Euro-
pean put options. We averaged the results and for American (European) options these
are: ©* = (0.6940, —0.8314, 0.2983, 1.4466,0.3013) (®* = (0.6162, —0.8858, 0.2926,
1.3063,0.3003)), the average number of iterations is 18 (17), the average number of
function evaluations #.J is 114 (108), the average time for calibration is 12.56 min
(2.58 min). These results are similar to the ones reported in Table 5.1, which suggests
that the optimization algorithm is robust with respect to an initial guess.

5.3.2 Numerical Study of the de-Americanization Approach

Next, we turn to the numerical investigation of the de-Americanization method as an
alternative model reduction approach to calibrate with American put options, which
was briefly described in Section 5.2.3. Since we are not aware of any theoretical
study on the approximation quality of the method, we try to examine it numerically
in various scenarios. For a more detailed parameter study of the de-Americanization
effect we refer to [BGG16].

First, we study the approach and the errors caused by transforming from Amer-
ican to European options. In particular we investigate the discrepancy of the de-
Americanized put options with the corresponding American ones. We consider the
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Method E(u) © I3 p 5 K Vo |Ocx — OFl2

®. 0.700 —0.800 0.300 1.400 0.300
®;, 0.601 -0.682 0487 2.020 0.496

(®) EA® ©* 0.700 —0.800 0.300 1.399 0.300  2.14e —05
®) EA° O 0694 —0.831 0298 1.447 0.303  5.62e — 02
N
(©)
(©)

EF®  ©* 0.700 —0.800 0.300 1.399 0.300 2.05e — 05
EXC  ©* 0616 —0.88 0.293 1.306 0.300 1.52e — 01

(a) Parameters obtained by the calibration routine.

Method E(p) # iter. # J calib. time J(©%)

Jn(©)  ERP 7 48  15.59 hrs  1.698e — 16
Jn(®) ERO 8 54 950 min  9.515e — 09
Jn(®) EEP 7 48  11.67 hrs  1.242e — 16
Jn(@®) ERP 11 72 1.996 min  1.157e — 08

(b) Calibration results in terms of the run-time performance. The number “# iter.” corre-
sponds to the number of iterations and “# J” is the total number of function evaluations
performed by the optimization routine.

Table 5.1: Calibration results for the synthetic data set of American and European
put options in the Heston model using different approaches.

Calib. value: £ =0.7000 p =-0.8000 ~ =0.3000 x =1.4000 wy =0.3000 Calib. value: £ =0.6940 p =-0.8314 ~ =0.2983 x =1.4466 1y =0.3013
& O market data & O market data
B B ) .
* *
04 & calibrated data 04 & calibrated data

0.1 0.1

Option price
Option price

1
72
dl(glrl.t‘y

A 1
[dtul‘jt

0 05 g 0 05 g

Figure 5.1: Results of the calibration to the synthetic data set of American put op-
tions in the Heston model using the detailed model Exr(pe) (left) and the
reduced surrogate model Exn(p) (right). The circles are the synthetic
prices and the stars are the prices in the calibrated model.

following settings
So=1
K = {0.80,0.85,0.90,0.95,1.00,1.05,1.10,1.15,1.20}
T_{1 2 3 4 6 9 1224}
127127127127 12712712712

r = {0,0.01,0.02,0.05,0.07} . 121
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%1077 %1073

: 0.5 T 05
%’110'0, 0.166667 ‘?’ur,-,y 0.166667

Figure 5.2: Calibration results for the synthetic data set of American put options
in terms of pointwise absolute relative errors, |PPPS — Pf’AO(G*)V Pebs,
1=1,..., M, using the Heston model. Left: calibration with the detailed
model Exr(p), s = N. Right: calibration with the reduced surrogate

model Ex(p), s = N.

Calib. value: £ =0.7000 p =-0.8000 ~ =0.3000 & =1.4000 1y =0.3000 Calib. value: £ =0.6161 p =-0.8859 v =0.2926 & =1.3062 1, =0.3003

O market data O market data
& *  calibrated data 04 @f@é *  calibrated data
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Figure 5.3: Results of the calibration to the synthetic data set of European put op-
tions in the Heston model using the detailed model Exr(p) (left) and the
reduced surrogate model En(p) (right). The circles are the synthetic
prices and the stars are the prices in the calibrated model.

We consider different scenarios that correspond to the different values of the pa-
rameter @, presented in Table 5.2. We comment on the choice of these parameters.
Since, in statistical tests it is commonly observed that the correlation between stocks
and their volatilities is negative (the leverage effect), we exclude positive values of
the parameter p in our scenarios. Starting from scenario pi, we increase the volatil-
ity of volatility parameter £ and decrease the correlation p, and accordingly increase
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%1073

0.5 T 05
%’Izr,-,y 0.166667 a’"r,’,} 0.166667

Figure 5.4: Calibration results for the synthetic data set of European put options
in terms of pointwise absolute relative errors, |P2Ps — PZ-S’EO((-D*)V Pebs,
t=1,..., M, using the Heston model. Left: calibration with the detailed
model Ex(p), s = N. Right: calibration with the reduced surrogate

model Ex(p), s = N.

the long-run variance v and the mean reversion speed . In all scenarios the initial
volatility is set to the value of the mean reversion +, i.e., vg = 7.

Scenario 13 p vy K vy

D1 0.10 -0.20 0.07 0.1 0.07
D2 0.25 —-0.50 0.10 04 0.10
3 0.40 -0.50 0.15 0.6 0.15
Pa 0.55 —-045 020 1.2 0.20
Ps 0.70 -0.80 030 1.4 0.30

Table 5.2: Overview of the parameter sets for the Heston model, used to study the
de-Americanization approach.

For these parameter scenarios we construct different synthetic data sets, i.e., the
data sets corresponding to the different values of the parameters ®; and interest rates
rj, 4,7 =1,...,5. Each data set is composed of the respective American put option
prices in the Heston model, PZN’AO, i =1,...,72, computed for each pair (T3, K;),
i=1,...,8,j=1,...,9. Then, applying the de-Americanized approach, we translate
these option prices into the corresponding European put prices ISZN EO D(PZM ’AO).
To investigate the error produced by this transformation, we compare the European
put prices produced by the de-Americanization method I%M EO with the European put
prices obtained by solving the Heston PDE directly, PlN O The values of maximal
error (max; |f~’lN ’EO((—)) —PZN ’EO((—)) |) are presented in Table 5.3. The reference values
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(max; PZM ’EO((-))) are presented in the second column of the table.

Maximal absolute difference Maximal European price
Ty T2 T3 Ty Ts Te Tz Ts T1 T2 T3 Ty Ts Te Tz Ts

0% | le—6 8e—T7 Te—7 2e—T7 Te—T7 6e—7 2e—6 2e—6]0.200 0.202 0.205 0.209 0.217 0.229 0.240 0.278
1% | 3e—4 le—4 le—4 9e—5 Te—5 6e—5 5e—5 6e—5|0.199 0.200 0.202 0.205 0.212 0.222 0.231 0.261
2% | 3e—4 le—4 2e—4 le—4 le—4 8e—5 5e—5 le—4|0.198 0.198 0.200 0.202 0.207 0.214 0.221 0.244
5% | 5e—4 2e—3 2e—4 le—4 2e—4 2e—4 9e—5 3e—4|0.195 0.193 0.191 0.191 0.192 0.194 0.195 0.198
7% | 6e—4 3e—3 Te—3 3e—5 8e—5 3e—4 2e—4 2e—4|0.194 0.189 0.186 0.184 0.182 0.180 0.179 0.171

P1

T 333

0% | 5e—7 be—T7 4e—7 5e—T7 Te—T7 Te—7 le—6 2e—7]0.201 0.204 0.208 0.214 0.224 0.238 0.251 0.293
1% | le—4 Te—5 8e—5 5e—5 2e—5 le—5 5e—5 2e—4|0.200 0.202 0.206 0.210 0.219 0.231 0.242 0.277
Te—4 le—4 le—4 6e—5 2e—5 3e—5 9e—5 4e—4|0.199 0.200 0.203 0.207 0.214 0.224 0.233 0.261
5% | 8e—4 6e—5 3e—4 9e—5 2e—5 2e—5 Te—5 4e—4|0.196 0.195 0.195 0.197 0.200 0.204 0.208 0.217
7% | le—3 b5e—3 3e—6 le—4 4e—5 6e—5 Te—5 bBe—5|0.194 0.191 0.190 0.190 0.191 0.192 0.193 0.192

p2

+ 3333
e
N
X

0% | le—6 2e—6 le—6 7e—T7 6e—T7 6e—7 5e—7 3e—6]0.202 0.208 0.216 0.224 0.238 0.256 0.273 0.326
1% | 8e—5 5e—5 4e—5 le—5 2e—5 6e—5 le—4 3e—4|0.201 0.207 0.213 0.220 0.233 0.250 0.264 0.309
2% | 2e—4 T7e—5 Te—5 8e—6 bHe—5 le—4 2e—4 6e—4|0.200 0.205 0.211 0.217 0.228 0.243 0.255 0.294
5% | 2e—4 le—4 le—4 le—5 le—4 3e—4 4e—4 1le—3|0.197 0.199 0.203 0.207 0.215 0.224 0.231 0.250
7% | 2¢—3 le—4 2e—4 2e—5 2e—4 3e—4 4e—4 8e—4|0.195 0.196 0.198 0.201 0.206 0.212 0.216 0.225

p3

33333

0% | 4e—8 8e—T7 2e—6 4e—8 2e—6 2e—6 3e—6 2e—6]0.204 0.214 0.224 0.234 0.252 0.275 0.295 0.362
1% | Te—5 3e—5 2e—5 2e—6 3e—5 6e—5 9e—5 3e—4|0.203 0.212 0.221 0.231 0.247 0.268 0.287 0.345
le—4 4e—5 4e—5 2e—5 Te—5 le—4 2e—4 6e—4|0.202 0.210 0.219 0.227 0.243 0.262 0.278 0.329

5% | 3e—4 6e—5 Te—5 8e—5 2e—4 3e—4 4e—4 1le—3|0.199 0.205 0.211 0.218 0.229 0.243 0.255 0.286
=7% | 3e—4 6e—5 9e—5 le—4 3e—4 4e—4 5e—4 1le—3|0.197 0.202 0.207 0.212 0.221 0.231 0.240 0.259

P4

T 3333
e
%
N

0% | 5e—7 4e—T7 2e—7 4e—7 8e—T7 4e—6 6e—6 4e—6|0.207 0.222 0.234 0.248 0.270 0.297 0.322 0.400
1% | 6e—5 3e—5 2e—5 9e—6 6e—5 2e—4 3e—4 le—3|0.206 0.220 0.232 0.245 0.265 0.291 0.314 0.384
2% | le—4 5e—5 5e—5 le—5 le—4 3e—4 Be—4 2e—3|0.205 0.218 0.230 0.242 0.261 0.285 0.306 0.369
5% | 2e—4 le—4 le—4 3e—5 le—4 4e—4 9e—4 3e—3|0.202 0.213 0.223 0.233 0.249 0.268 0.283 0.326
7% | 3¢e—4 le—4 2e—4 9e—5 6e—b5 4e—4 8e—4 3e—3|0.201 0.210 0.219 0.227 0.241 0.257 0.269 0.300

b5

33333

Table 5.3: Summary of the de-Americanization effects for the Heston model.

We observe that for each parameter setting the de-Americanization error tends to
increase with increasing interest rate r. We can also see that for r = 0% the de-
Americanization has the weakest effect. Another observation is that, for scenarios py4
and ps, where the volatility of volatility & and correlation p have high magnitudes,
the de-Americanization has the strongest effect. These findings can be traced also in
the reconstruction of these parameters in the calibration routine, as we will see in the
next section. Additionally, we notice that for short maturities the de-Americanized
price is lower than the according European price, whereas for high maturities the
de-Americanized price is higher than the European one.

5.3.3 Comparison of Different Model Reduction Approaches

In this section we perform a numerical comparison of the calibration with American
put options using different model reduction techniques: the reduced basis method,
the de-Americanization approach and the combination of both techniques. That is,
we consider the minimization problems (5.2.3), (5.2.4) and (5.2.6). For the purposes
of comparison, we also carry out the calibration with the detailed solver (5.2.2).
First, we generated a synthetic set of observations P°P® with the settings as in (5.3.3).
We consider different parameter scenarios corresponding to different values of ® €
Popt; see Table 5.4. For each scenario, we construct an artificial set of observations

124



5.3 Numerical Results

Pl-Obs = PiN’AO, 1 =1,...,65. We note that, in general, the parameter s is price-
insensitive, see, e.g. [JKWT11], and thus it can not be reconstructed. Therefore,
for each scenario we fix the parameter « to its exact value and do the parameter

estimation only for the remaining parameters &, p, v, and 1.

Scenario 13 p ¥ K )
P1 0.10 —0.20 0.07 0.5 0.07
D2 0.25 —0.50 0.10 0.5 0.10
D3 0.40 —0.50 0.15 0.6 0.15
D4 0.55 —0.45 0.20 1.2 0.20
D5 0.70 —0.80 0.30 1.4 0.30

D6 0.2928 —0.7571 0.0707 0.6067 0.0707

Table 5.4: Overview of the parameter sets used to generate the synthetic data set.

The results of the calibration are summarized in Table 5.5. We observe that,
overall, all methods provide a good reconstruction of the parameters. The optimiza-
tion routine with the detailed solver identifies the parameter up to the optimization
tolerance, that demonstrates the robustness of the optimization algorithm.

For clarity, the graphical illustration of these scenarios using different model reduc-
tion techniques is depicted in Figure 5.5. To eliminate the effect of different scaling
we also present the value of each parameter in Figure 5.6. It can be seen that for all
approaches the main difficulty lies in identifying £ and p. In fact, this tendency has
been also observed for the detailed solver (see cases pi, ps, Table 5.5). The remaining
parameters v and vg are recovered almost exactly. We also note that for scenarios
p1—p3, which correspond to the cases when the magnitudes of &,y and p are the
smallest, the calibration with the de-Americanized approach is able to provide a bet-
ter reconstruction of the parameter £ than the reduced basis method. By contrast,
in the scenarios ps and ps, which correspond to large magnitude of the correlation
parameter, the de-Americanization gives poorer results for £ and p. This is consistent
with the observation made in Section 5.3.2, where we noticed that the errors caused
by de-Americanization are the largest in the cases where the absolute values of ¢ and
p are large (see Table 5.3, scenario ps, maturity Tg).

To summarize, we can say that the cases with “extreme” parameter values have
a significant impact on the performance of the optimization routine, in both the
detailed and the reduced problems. In the case of the reduced basis method, this
difficulty may be overcome by considering, e.g., an adaptive parameter domain parti-
tion, see [HDO11], in particular for £ and p or by increasing the number of snapshots,
and furthermore increasing the dimension of the reduced system.

As the next step we study the efficiency of both methods. The statistical data
about the run-time performance is given in Table 5.6. We observe that all reduction
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5 Application to the Calibration on Option Prices

Scenario E(u) © ¢ v 2 J(©)
Q. 0.1 0.07 0.07
Jn(©®) EAC  ©*  0.1002 0.07 0.07 7.8806e—14
P1 (@) ERP @ 0.1000 0.0701  0.0688 1.0248¢—07
In(©)  EA®  ©*  0.1477 0.0697 0.0700 4.3440e—08
JN(©®) EEO  @* 0.1849 0.0772 0.0634 3.2571e—07
O, 0.25 0.1 0.1
Jn(®) EAP ©F  0.25 0.1 0.1 6.4756e—17
P2 Jv(©®) EFP O 0.2404 0.1001 0.0991 1.1363e—08
Jn(®)  EA° %  0.2860 0.0968 0.1015 9.9148e—08
JN(®) EEC  @* 0.2973 0.1087 0.0959 1.1681e—07
Q. 04 0.15 0.15
ER°  ©* 04 0.15 015  2.9834e—18
Ps3 EFC @  0.4282 0.1544 0.1492  2.2003e—09
EAC  ©*  0.3537 0.1456  0.1504  6.2085¢—09
EEC  ©*  0.4576 0.1519 0.1484 4.4351e—08
O 055 0.2 0.2
EAP  ©*  0.5502 0.2 0.2 4.8235e—14
P4 EEP @  0.5801 0.2044 0.1989 1.5377e—09
EAC  ©*  0.5048 0.1989 0.1995 1.6681e—08
ERC  ©*  0.5359 0.2013 0.1989 1.9256e—08
Q. 0.7 0.3 0.3
ER°  ©* 07 0.3 0.3 3.4388e—18
Ps EFC @  0.8433 0.3170  0.2990 1.8369e—08
EAC  ©*  0.6881 0.2994 0.3006 1.0533¢—08
EEC  ©* 0.7718 0.3102 0.2991 2.3145e—08
O. 0.2928 0.0707  0.0707
EAP O 0.2928 0.0707 0.0707 6.5746e—18
D6 EFO  ©*  0.3690 0.0736  0.0685 1.6179e—07
EAC  ©*  0.3096 0.0700 0.0718  9.6369e—08
ERC @  0.3527 0.0814 0.0638 3.5672e—07

Table 5.5: Calibration results on American put options in the Heston model with
different model reduction techniques.

approaches provide a significant speed-up compared to the expensive detailed solver,
which on average takes about eight hours for each scenario. We also note that, despite
the computational efficiency of the de-Americanization method in the calibration
process, it requires an additional time to pre-process the data, i.e., to transform the
American prices into the corresponding pseudo-European ones.
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Figure 5.5: Graphical illustration of the reconstructed parameters for different sce-
narios obtained by calibrating on American put options in the Heston
model using different model reduction approaches.

significantly the overall efficiency of the method.
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5 Application to the Calibration on Option Prices
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Figure 5.6: Graphical illustration of the reconstructed parameters obtained by cal-
ibrating on American put options in the Heston model using different
model reduction approaches.

We note that the combined approach (5.2.6), i.e., a combination of RBM with the
de-Americanization method, also provides promising results, especially in terms of
efficiency, where it seems to be the fastest. However, in terms, of the reconstruction of
the parameter, the method is inferior to other approaches, which could be explained
by the “double” reduction error, caused, first by the de-Americanization method and,
secondly by the RBM (scenarios ps, pg).

Calibration on Google Options

Finally, we extend our consideration to the calibration on a real market data set,
provided by options on the Google stock. Since the Google stock does not pay divi-
dends, the American call options can be priced the same as the European call options,

128



5.3 Numerical Results

Scenario Method E(u) #J calib. time pre-process. time for P°b
Jv(©®)  EAP 75 8.524 hrs

P1 Jv(®)  EEP 145 18.018 min 36.045 min
Jn(@©) ER° 70 3.912 min
Jn(©)  EEC 170  4.855 min 36.045 min
Jy(©®) EAC 65  8.035 hrs

P2 Jv(©®) EEP 70 8.895 min 36.830 min
Jn(©O)  ERN° 70 3.489 min
Jn(@)  EEC 70 2.050 min 36.830 min
Jn(©)  ERP 60 8.341 hrs

p3 Jv(©®) EEP 60  8.083 min 35.374 min
JN(®) ERX° 70  3.574 min
Jn(©)  EEC 80  2.353 min 35.374 min
Jn(©®)  ERP 50 7.0877 hrs

P4 Jy(©®) EEP 45 6.031 min 36.660 min
Jn(©) ERX° 55 2813 min
Jn(©)  EEC 75 2.189 min 36.660 min
Jy(©®) EA® 40 6.3318 hrs

Ps Jn(©®) EEP 65  8.607 min 36.574 min
Jn(©@)  ER° 45 2.271 min
Jn(©)  EEC 65  1.933 min 36.574 min
Jn(©®)  EARP 70 9.6656 hrs

D6 Jv(©®) EEP 70 9.555 min 36.960 min
Jn(©®) ER° 90  4.503 min
Jn(©®)  EEC 100  3.055 min 36.960 min

Table 5.6: Computational time for calibrating American put options using different
model reduction techniques.

[Hul03]. Hence, we restrict consideration to only American put options. Namely, we
consider the data P°P of 401 American put options with Sy = 523.755, 7 = 0.15%
on February 2nd, 2015. The data is pre-processed by using the methodology applied
to the volatility index (VIX) by the Chicago board of exchange [CBO09]:

e For each option with the strike price K;, we consider the midpoint of the bid-ask
spread.

e Options with zero bid prices are neglected.

o If two puts with consecutive strike prices have zero bid prices, no puts with
lower strike prices are included.
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5 Application to the Calibration on Option Prices

The used data is given in Table 5.7. In terms of the moneyness, we consider
all types, out-of-the money (K; < Sy), at-the-money (K; = Sp) and in-the-money
(K; > Sp) options.

In our synthetic test scenarios, the Feller condition (2.6.2) was automatically sat-
isfied. However, this does not hold for general calibration processes. Thus, we incor-
porate the following additional constraint on @ = (&, p,7, K, vp) € Popt

Popt = {@ ER’ : Oming < 0; < Omax, 2030, — 02 <0, i=1,... ,5} . (5.3.4)

As optimization algorithm, we take the MATLAB function fmincon based on the
Interior-Point method and which, in contrast to Ilsqnonlin, allows the inclusion of
inequality constraints. We consider the same termination condition for the optimiza-
tion routine as previously.

To calibrate the parameters, we consider the detailed minimization problem (5.2.2)
and, as previously, the reduced models: the RBM (5.2.3), the de-Americanization
method (5.2.4) and the combination of both (5.2.6). For completeness, we also
consider the calibration of the de-Americanized data using the closed-form solu-
tions (2.6.19) for the problem (5.2.5).

The results of the calibration are presented in Table 5.8. At the first glance, we
observe that all approaches provide a very similar reconstructed parameter. In par-
ticular, v and vy seem to be easily identified, which has been already noted in our
previous experiments. The rate of mean reversion k appears to be a non-identifiable
parameter, and all models provide quite different results. For the remaining parame-
ters £ and p, we observe that the de-Americanization method tends to underestimate
the volatility of volatility £ and the correlation p, compared to the detailed and
reduced approach. This is clearly reflected in all models that use the perturbed de-
Americanized data, i.e., Ja(©), Jy(©), and Jep(®). This is in good agreement
with our observations for the synthetic data sets (see scenario ps and pg), where for
large absolute values of the correlation parameters the de-Americanization method
was unable to provide a good reconstruction of the parameters £ and p.

The graphical illustrations of the results are presented in Figure 5.7 for the detailed
and reduced models using the calibration on the actual market data. In Figure 5.8,
the results corresponding to the calibration on the de-Americanized data with de-
tailed model and closed-form solutions are also reported. The relative error for all
approaches does not exceed 60% and increases in the out-of-the money region, which
corresponds to the smallest option prices. To reduce this effect, one may consider
different weights in the objective functional, e.g., imposing more weights for small
option price values.

The results of the run-time performance of the different methods are given in
Table 5.8b. We notice that the detailed approach requires an extensive amount of
time, which might be fully impractical for industrial applications. The reduction
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5.3 Numerical Results

[ K\T | 0.2027 | 0.3753 | 0.6247 | 0.9507 | 1.9671 | [ K\7 | 0.2027 | 0.3753 | 0.6247 | 0.9507 | 1.9671 |
250 2.50 540 30.20 | 36.40 | 44.45 | 52.70 | 72.65
260 1.20 2.90 545 33.25 | 39.25 | 47.60 | 56.10
265 0.55 550 | 37.15 | 42.30 | 50.25 | 58.95 | 78.50
270 0.62 1.30 3.30 555 40.80 | 45.45 | 53.15 | 61.85
275 0.68 1.50 560 | 44.30 | 49.00 | 56.55 | 64.80 | 84.05
280 0.75 1.62 3.80 565 48.25 | 52.35 | 59.40 | 67.50
285 0.80 1.73 570 51.95 | 56.00 | 63.50 | 71.10 | 90.40
290 0.88 1.80 4.65 575 55.90 | 59.80 | 66.70 | 73.90
295 0.97 1.95 580 | 60.20 | 63.70 | 69.85 | 77.25 | 96.45
300 0.28 1.00 2.10 5.35 585 64.50 | 67.10 | 74.25 | 81.30
305 0.40 1.12 2.27 590 | 68.80 | 71.60 | 77.85 | 84.45 | 103.00
310 0.40 1.20 2.45 6.25 595 73.35 | 76.30 | 81.70 | 88.20
315 0.40 1.30 2.67 600 77.35 | 80.65 | 85.10 | 91.55 | 108.85
320 0.47 1.38 2.85 7.40 605 82.35 | 84.80 | 89.65 | 95.20
325 0.57 1.50 3.12 610 | 87.30 | 89.65 | 93.20 | 99.10 | 116.45
330 0.65 1.60 3.40 8.10 615 92.50 | 94.05 | 97.40 | 102.90
335 0.72 1.75 3.60 620 | 96.65 | 98.45 | 101.85 | 106.80 | 123.75
340 0.78 1.90 3.85 9.65 625 | 101.30 | 103.00 | 106.40 | 111.80
345 0.82 2.05 4.20 630 | 106.50 | 107.25 | 110.60 | 116.00 | 130.65
350 0.88 2.23 4.55 10.90 635 | 111.75 | 112.95 | 115.00 | 120.25
355 0.97 2.40 4.90 640 | 117.20 | 117.25 | 119.85 | 124.40 | 138.10
360 1.05 2.70 5.30 12.55 645 | 121.45 | 122.30 | 124.40 | 128.55
365 1.12 2.90 5.65 650 | 127.25 | 126.70 | 128.90 | 132.55
370 1.25 3.17 6.15 14.30 655 131.45 | 133.70 | 137.15
375 1.38 3.45 6.65 660 136.45 | 138.15 | 141.80 | 153.70
380 1.52 3.75 7.15 16.45 665 141.45 | 143.05 | 146.10
385 1.65 4.10 7.65 670 146.65 | 147.35 | 150.50
390 2.05 4.45 8.15 18.30 675 151.80 | 152.05 | 154.90
395 0.93 2.25 4.85 8.80 680 156.20 | 158.25 | 159.45 | 169.45
400 1.05 2.50 5.30 9.45 20.85 685 161.20 | 161.60 | 164.05
405 2.73 5.75 10.10 690 166.30 | 166.55 | 168.65
410 1.40 3.08 6.30 10.75 | 22.85 695 171.30 | 171.45 | 173.15
415 1.48 3.35 6.85 11.55 700 176.20 | 176.45 | 178.15 | 186.40
420 1.65 3.75 7.45 12.40 | 25.55 705 181.10 | 181.75
425 1.93 4.10 8.15 13.40 710 186.15 | 186.25 | 188.40
430 2.10 4.55 8.80 14.20 | 28.30 715 191.10 | 191.35
435 2.33 5.05 9.55 15.35 720 196.05 | 195.85 | 197.15 | 203.70
440 2.70 5.55 10.40 16.25 | 31.35 725 201.05 | 201.80
445 3.10 6.10 11.25 17.35 730 205.85 | 206.50 | 206.95
450 3.50 6.80 12.30 18.65 | 34.00 735 211.00 | 211.05
455 3.92 7.50 13.25 | 19.80 740 216.80 | 216.80 | 216.20 | 222.30
460 4.25 8.35 14.25 | 21.20 | 37.80 745 221.80 | 221.90
465 5.20 9.20 15.45 | 22.60 750 226.55 | 226.85 | 226.20
470 5.85 1020 | 16.70 | 23.90 | 41.45 755 231.80
475 6.65 11.25 18.00 | 25.30 760 236.80 236.15 | 240.60
480 7.60 12.40 | 19.45 | 27.15 | 45.20 765 241.95
485 8.65 13.70 | 20.95 | 28.55 770 246.95 246.05
490 9.85 15.10 | 22.55 | 30.75 | 49.20 775 251.80
495 11.15 | 16.55 | 24.25 | 32.60 780 256.80 256.05 | 258.90
500 12.65 | 18.25 | 26.00 | 34.60 | 53.50 790 267.00 265.70
505 14.05 | 20.00 | 27.90 | 36.80 800 276.95 276.05 | 277.70
510 16.05 | 21.95 | 30.00 | 3870 | 58.15 810 287.25 286.05
515 17.75 | 23.90 | 3215 | 41.45 820 296.05
520 19.90 | 26.20 | 34.40 | 43.65 | 62.90 830 306.05
525 22.50 | 28.55 | 36.70 | 46.05 840 316.05
530 24.70 | 31.05 | 39.20 | 4855 | 67.90 860 336.05
535 27.40 | 33.50 | 41.85 | 50.85 880 356.05

Table 5.7: Google market data consisting of 401 American put options with Sy =
523,755 on February 2nd, 2015.

131



5 Application to the Calibration on Option Prices
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Figure 5.7: Left: the Google data set of American put options (circles) and the cali-

brated model data in the Heston model (stars g Right: the relative error
of the market and calibrated data, | P°PS — PS A0 @%)|/ PP i=1,..., M,
se {N,N}.

approaches in this case seem to be powerful and necessary tools, which allow to
reduce significantly the cost from a couple of days to less than an hour. Notably, we
observe the substantial speed-up obtained by evaluating model prices with the closed-
form solutions. This approach appears to us the most efficient when dealing with
European options. However, taking into consideration the additional time for pre-
processing the data in the de-Americanization approach, the total time for calibration
with this method can be much slower than the calibration with American options
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(b) De-Americanized problem with the closed-form solutions, Jop(©)

Figure 5.8: Left: the Google data set of the de-Americanized American put op-
tions (circles) and the calibrated model data in the Heston model
(stars). Right: the relative error of the market and calibrated data,
|Pebs — pEO(@*)|/Pobs i =1,... M, s € {N,CF}.

using the RBM, depending how often the calibration has to be performed with new
market data. We point out, that for the cases of multiple usage of the same data
set the de-Americanization strategy with the closed form solutions could seem to be
more attractive from the performance point of view than the reduced basis method.
However, the de-Americanization method introduces an additional error. Together
with the lack of a rigorous theoretical analysis of the de-Americanization approach,
the combination of the calibration with American options and the RBM appears to
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Method E(pn) © 19 P 5 K Vo
®;, 0.6005 —0.6815 0.4867 2.02 0.4961

Jv(©®)  E{P ©* 05953 —0.7210 0.0527 3.3615 0.0584
JN(©®) ERP  ©* 0.5144 —0.7964 0.0521 2.5906 0.0554
v(©®)  EEP  @* 0.4095 —0.6818 0.0516 1.6262 0.0567
JN(©) EEO  @* 03785 —0.9469 0.0500 4.9822 0.0717
Jor(®)  — O 0.3927 —0.6518 0.0580 1.4554 0.0546

(a) Parameters obtained by the calibration routine.
Method E(p) # iter. # J calib. time pre-process. time for P

Jn(©)  ERP 35 219  68.72hrs
Jn(©®) ERO 38 260  44.20 min

Jv(©) ERP 34 207  56.47min 4.96 hrs
Jn(©) EEP 35 228 37.40 min 4.96 hrs
Jor(®) — 43 265  4.30 min 4.96 hrs

(b) Calibration results in terms of the run-time performance. The number “# iter.” corre-
sponds to the number of iterations and “# J” is the total number of function evaluations
performed by the optimization routine.

Table 5.8: Calibration results for the market data set of American put options given
on the Google stock in the Heston model using different approaches.

be an attractive choice for this application.
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6 Conclusions and QOutlook

In this thesis we have developed a framework of the reduced basis method which
enables an efficient evaluation of finance products, such as option prices. The deduced
theoretical results are supported by numerical studies. In addition, we have applied
the method to financial applications and compared its efficiency to commonly used
methods. In conclusion, we can say that the RBM method can be considered as an
efficient, reliable and competitive method for option pricing problems, especially for
the evaluation of complex options, such as American puts.

The main objective of the present work was to develop the methodology of the
RBM for parabolic variational inequalities and to adapt it in the context of option
pricing problems. The theoretical results for the reduced variational inequality prob-
lem have been presented in the second part of the thesis. The well-posedness of the
reduced system and a posteriori error estimates have been derived. The latter ones
have been also extended to cover the cases of weakly coercive problems. One of the
challenges, caused by the non-linearity of the problem is reflected in the approxima-
tion of the reduced space of Lagrange multipliers, where one needs to preserve the
positivity constraint. Here we have compared different algorithms which could tackle
this difficulty, such as the Angle-Greedy and the NNMF strategies. With the de-
veloped framework we have been able to treat realistic examples for the variational
inequalities which concern the pricing of American options. We have observed a
significant speedup with the RBM compared to the FEM.

In order to evaluate the practical efficiency of the method, we have extended the
RBM to the application of a calibration on option prices. Here, we have studied
the performance of the RBM for both linear and nonlinear models, that is, pricing
European and American options. However, our primary focus was on the RBM for
American options, due to the fact that for calibration on European options, one can
already gain a significant speed up by using, e.g., closed-form solutions. We have
compared the RBM to some reduction approaches which are common in practice,
such as the de-Americanization method. The empirical study demonstrated a high
efficiency of the RBM method and its competitiveness to other model reduction
approaches. One of the main advantages of the RBM is in its independence on
the given market data set, i.e., the method does not require an additional online
computational time to pre-process the given data. Additionally, the RBM framework
allows to control the reduction error, by enlarging the dimension of the RB space,
in contrast to, e.g., the de-Americanization method, where the approximation error
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6 Conclusions and Outlook

remains fixed.

During the development of the current RBM methodology, we encountered several
open questions and problems which can serve as potential extensions to our approach.

With the use of the RBM we have been able to perform the reduction of the spatial
complexity only. To reduce the complexity further, i.e., in the temporal direction,
one may consider space-time discretization schemes. These schemes in combination
with the RBM have been already successfully applied in [GU14; MU14; Stel4; UP14;
Yanl4; YPU14], however only in the context of the tensor product spaces. One can
consider a more general approach, that is, a full space-time method [Karl5; NS11;
NS13; Stelb], which does not restrict us to the tensor-product structure. Here,
the time variable is treated as an additional spatial variable. This approach can
be considered as a general framework to perform more sophisticated adaptive local
refinement in a whole space-time cylinder. This feature could be beneficial for the
detailed solver for American options, where one can provide an adaptive refinement
in the early exercise region that constitutes the area of actual interest. It also allows
to apply the RBM without loss of its consistency property.

The online efficiency of the RBM applied to the time-stepping schemes mostly
depends on the three ingredients, which are the RB dimension, the number of time
steps and the computational cost of the reduced solver. The first two, which provide
the most contribution to the online computational cost, are adjustable depending on
the model problem and desired accuracy of the reduced basis approximation. The
reduced solver is dependent on the nature of the problem. In our computational
study for parabolic variational inequalities we have limited ourselves to the solution
algorithm based on the primal-dual active set strategy (PDAS). A competitive studies
of the different reduced and detailed solvers and their efficiency could be a potential
topic of interest.

In the present work, we did not attempt to reduce the cost of the offline stage.
However, as we could observe from the numerical results, there are situations when
the accuracy of the RBM does not seem to be sufficient or the method is lacking
in recovering some of the parameters. This can be improved in several ways. The
natural choice would be to enlarge the dimension of the reduced space. Additionally,
one can conduct an empirical study by using a richer training set or an adaptive
parameter domain partitioning, see, e.g., [HDO11; HO08a]. However this could lead
to a significant increase of the offline computational cost. To overcome this difficulty,
additional techniques from HPC, such as parallelization, could be applied.

Another open question concerns the optimization problem for the calibration on
the American put options. The main difficulty here comes from the fact that one
can not guarantee the differentiability of the objective functional with respect to
the parameter. Hence, in order to theoretically justify the application of gradient
based optimization algorithms, the problem needs to be regularized. This can be
achieved by, e.g., smoothing the inequality constrains or by adding a penalty term,
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see, e.g., [Ach05; Ach08; AP0O5a]. Although this topic has been discussed actively in
the literature, in particular in the context of the optimal control problems, e.g, [Hin01;
HR8&6; TK00; Mig76; MP84; SW13], in the RBM framework this remains an interest-
ing and new perspective for future research.
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