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Abstract

We derive a new high-order compact finite difference scheme for option pric-
ing in stochastic volatility models. The scheme is fourth order accurate in
space and second order accurate in time. Under some restrictions, theoreti-
cal results like unconditional stability in the sense of von Neumann are pre-
sented. Where the analysis becomes too involved we validate our findings by
a numerical study. Numerical experiments for the European option pricing
problem are presented. We observe fourth order convergence for non-smooth
payoft.

Keywords: Option pricing, compact finite difference discretizations, mixed
derivatives, high-order scheme
2000 MSC: 656M06, 65M12, 91B28

1. Introduction

The traditional approach to price derivative assets or options is to spec-
ify an asset price process exogenously by a stochastic diffusion process and
then price by no-arbitrage arguments. The seminal example of this approach
is Black & Scholes’ paper é] on pricing of European-style options. This
approach leads to simple, explicit pricing formulas. However, empirical re-
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search has revealed that they are not able to explain important effects in real
financial markets, e.g. the volatility smile (or skew) in option prices.

In real financial markets, not only asset returns are subject to risk, but
also the estimate of the riskiness is typically subject to significant uncertainty.
To incorporate such additional source of randomness into an asset pricing
model, one has to introduce a second risk factor. This also allows to fit higher
moments of the asset return distribution. The most prominent work in this
direction is Heston model ﬂﬂ] Such models are based on a two-dimensional
stochastic diffusion process with two Brownian motions with correlation p,

e., AW ($)dW®(t) = pdt, on a given filtered probability space for the
stock price S = S(t) and the stochastic volatility o = o(t)

dS(t) = aS(t)dt + /o(t)S(t) dW (¢
do(t) = a(o(t)) dt + b(o(t)) dW<2 (t ),

where [ is the drift of the stock, a(c) and b(o) are the drift and the diffusion
coefficient of the stochastic volatility.

Application of It6’s Lemma leads to partial differential equations of the
following form

Vi + 550 Vs + pblo)VTSVso + 31(0)Vap +al0)Vs +7SVs — 1V =0, (1)
where 7 is the (constant) riskless interest rate. Equation () has to be solved
for S,0 > 0, 0 <t < T and subject to final and boundary conditions which
depend on the specific option that is to be priced.

For some models and under additional restrictions, closed form solutions
to () can be obtained by Fourier methods (e.g. ﬂﬂ], E] . Another approach
is to derive approximate analytic expressions, see e.g. ﬁ] and the literature
cited therein. In general, however, —even in the Heston model @] when the
parameters in it are non constant— equation ([II) has to be solved numerically.
Moreover, many (so-called American) options feature an additional early
exercise right. Then one has to solve a free boundary problem which consists
of () and an early exercise constraint for the option price. Also for this
problem one typically has to resort to numerical approximations.

In the mathematical literature, there are many papers on numerical meth-
ods for option pricing, mostly addressing the one-dimensional case of a single
risk factor and using standard, second order finite difference methods (see,



e.g., ﬂﬁ] and the references therein). More recently, high-order finite dif-
ference schemes (fourth order in space) were proposed that use a compact
stencil (three points in space). In the present context see, e.g., ﬂﬂ] for linear
and ﬂﬁ, ,@] for fully nonlinear problems.

There are less works considering numerical methods for option pricing
in stochastic volatility models, i.e., for two spatial dimensions. Finite differ-
ence approaches that are used are often standard, low order methods (second
order in space) and do provide little numerical analysis or convergence re-
sults. Other approaches include finite element-finite volume @], multigrid

|, sparse wavelet ﬂﬁ], or spectral methods ﬂﬁ]

Let us review some of the related finite difference literature. Different
efficient methods for solving the American option pricing problem for the
Heston model are compared in ﬂﬂ] The article focusses on the treatment of
the early exercise free boundary and uses a second order finite difference dis-
cretization. In HE] different, low order ADI (alternating direction implicit)
schemes are adapted to the Heston model to include the mixed spatial deriva-
tive term. While most of ﬂﬂ] focusses on high-order compact scheme for the
standard (one-dimensional) case, in a short remark ﬂﬂ, Section 5] also the
stochastic volatility (two-dimensional) case is considered. However, the final
scheme there is of second order only due to the low order approximation of
the cross diffusion term.

The originality of the present work consists in proposing a new, high-order
compact finite difference scheme for (two-dimensional) option pricing models
with stochastic volatility. 1t should be emphasised that although our presen-
tation is focused on the Heston model, our methodology naturally adapts to
other stochastic volatility models. We derive a new compact scheme that is
fourth order accurate in space and second order accurate in time. The sta-
bility analysis of the scheme is a difficult task due to the multi-dimensional
context, variable coefficients and the nature of the boundary conditions. Un-
der additional assumptions (zero correlation, periodic boundary conditions),
we establish theoretical results like unconditional stability in the sense of von
Neumann (for ‘frozen coefficients’). We discuss this in the numerical part.

This paper is organised as follows. In the next section, we recall the Hes-
ton model from ﬂﬁ] and its closed form solution for the constant parameters
case. In Section [3] we introduce new independent variables to transform the
partial differential equation to a more tractable form. In Section d] we de-
rive the new high-order compact scheme. We analyse its necessary stability
condition in section Numerical experiments that confirm the good prop-



erties of the method are presented in Section il We give numerical results for
the European option pricing problem with non-smooth payoff and observe
fourth order convergence. Section [G concludes.

2. Heston model

Let us recall the Heston model from ﬂﬁ] on which we will focus our
presentation. Consider a two-dimensional standard Brownian motion W =
(W, W) with correlation dW ™M (£)dW @) (t) = pdt on a given filtered prob-
ability space. Assuming a specific form of the drift a(c) and the diffusion
coefficient b(o) of the stochastic volatility, the value of the underlying asset
in ﬂﬂ] is characterised by

dS(t) = aS(t)dt + /o (t)S(t) AWV (¢),
do(t) = ¥ (0" — o(t)) dt + v/ o(t) AW (1), (2)

for 0 <t < T with S(0),0(0) > 0 and f, *, v and 6* the drift, the mean
reversion speed, the volatility of volatility and the long-run mean of o, re-
spectively.

Note that our method carries over to other stochastic volatility models
with different choices of the drift and the diffusion coefficient of the stochastic
volatility, e.g., the GARCH diffusion model

do(t) = k(0" — o(t)) dt +vo(t) dW P (1), (3)
or the so-called 3/2-model
do(t) = k* o (t)(0* — o(t)) dt + vo(t)*/* dW (1), (4)

in a natural way (see also Remark [Il at the end of section [4.).

In the Heston model, it follows by Ito’s lemma and standard arbitrage
arguments that any derivative asset V' = V/(S, g, t) solves the following partial
differential equation

1 1
Vi + 55201/53 + pvoSVs, + 521201/00 +7rSVy
+ [/{*(6’* — o) — XS, 0, t)]VU —rV =0, (5

which has to be solved for S,o > 0, 0 <t < T and subject to a suitable final
condition, e.g.,
V(S,0,T) = max(K — S,0),
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in case of a European put option (with K denoting the strike price). In
@), A(S,0,t) denotes the market price of volatility risk. While in principle
it could be estimated from market data, this is difficult in practice and the
results are controversial. Therefore, one typically assumes a risk premium
that is proportional to o and chooses A(S, 0,t) = Ago for some constant .
For streamlining the presentation we restrict ourselves to this important case,
although our scheme applies to general functional forms A = A(S, o, 1).
The ‘boundary’ conditions in the case of the put option read as follows

V(0,0,t) = Ke"@=1, T>t>0,0>0, (6a)
V(S,o,t) — 0, T>t>0,0>0, as S — oo, (6Db)
Vy(S,0,t) — 0, T>t>0,5>0, as 0 — 0. (6¢)

The remaining boundary condition at ¢ = 0 can be obtained by looking at
the formal limit ¢ — 0 in ([{), i.e.,

Vi+rSVs + K"V, —rV =0, T>t>0,5>0,as0—0. (6d)

This boundary condition is used frequently, e.g. in ﬂﬂ, ] Alternatively,
one can use a homogeneous Neumann condition [3], i.e.,

Vy(S,0,t) =0, T>t>0,5>0,asc—0. (6e)

For constant parameters, one can employ Fourier transform techniques
and obtain a system of ordinary differential equations which can be solved

analytically [12]. By inverting the transform one arrives at a closed-form
solution of (), where the European put option price V' is given by
V(S,0,t) = Ke"I9T, — ST, (7)
with (k =1,2)
1 1 S —i¢In(K)
T ==+ _/ Re{;m] de, (8)
2 7 13

fir(§) =exp (C(T —t,§) + oD(T — t,§) +i¢In S),
[(b—l—d)7‘—21n< )], D(1,¢)

di = \/(52 Fi&)v2+ b7, by =K+ X — pv(i€ + dix).

* )k

1_ged7
l—g

_ by, + dj, 1 —e®T

K
C(r,€) = r&i
(1,€) = r&ir + 1 gt

V2

_bk—l-dk
g_bk_dk’

Here, 0, ; denotes Kronecker’s delta.




3. Transformation of the equation and boundary conditions

Under the transformation of variables

len(%), t=T-—t, u:exp(rf)%, 9)

(we immediately drop the tilde in the following) we arrive at

1
Uy — §a(um + 2pvUy, + vzu(m)
1
+ (50 — r)um — [£"0" — (k" + Xo)o|u, =0, (10)

which is now posed on R x R* x (0,7). We study the problem using the
modified parameters

K*0*
kK=K +X, 0=——,
0 K* + )\0
which is both convenient and standard practice. For similar reasons, some
authors set the market price of volatility risk to zero. Equation ([I0]) can then
be written as
1

U — %U(ul‘l‘ + 2p0Uye + 'U2UUU) + (50 - T) Uz — /{'[9 - O-} Uy, = 0. (11)

The problem is completed by the following initial and boundary conditions:

u(z,0,0) = max(1l — exp(x),0), xR, 0>0,

u(z,o,t) — 1 r— —o0, 0>0,1t>0,
u(x,o,t) =0 r— +oo, 0>0,t>0,
uq(z,0,t) = 0, r€eR, 0 —=o00,t>0,
ug(z,0,t) =0 re€R, 0 —0,t>0.

4. High-order compact scheme

For the discretization, we replace R by [— Ry, R;] and R* by [La, Ro] with
Ry, Ry > Ly > 0 . For simplicity, we consider a uniform grid Z = {z; €
[—Rl,Rl] T, = ’éhl, 1 = —N,...,N} X {O’j € [LQ,RQ] 105 = Lo +jh2,
j=0,..., M} consisting of (2N + 1) x (M + 1) grid points, with R; = Nh,

6



Ry = Ly + Mhy and with space steps hq, hy and time step k. Let uy; denote
the approximate solution of (II) in (x;,0;) at the time ¢, = nk and let
u = (uf;).

We impose artificial boundary conditions in a classical manner rigorously
studied for a class of Black-Scholes equations in ﬂﬁ] The boundary con-
ditions on the grid are treated as follows. Due to the compactness of the
scheme, the treatment of the Dirichlet boundary conditions is minimal. It is
straightforward to consider Dirichlet boundary conditions without introduc-

tion of numerical error by imposing

u'ni=1- eltn =N uin; =0, (j=0,...,M).

At the other boundaries we impose homogeneous Neumann boundary con-
ditions. The treatment of homogeneous Neumann conditions requires more
attention. Indeed, no values are prescribed. The values of the unknown
on the boundaries must be set by extrapolation from values in the interior.
Then a numerical error is introduced, and the main consideration is that the
order of extrapolation should be high enough not to affect the overall order
of accuracy. We refer to the paper of Gustafsson ] to discuss the influence
of the order of the approximation on the global convergence rate and justify
our choice of fourth order extrapolation formulae. By Taylor expansion, if
we cancel the first derivates on the boundaries, it is trivial to verify

18 9 2

and

Ui pr = ﬁui,M—l - ﬁui,M—2 + ﬁui,M—i’)v (i=-N+1,...,N—1).

4.1. Deriation of the high-order scheme for the elliptic problem
First we introduce the high-order compact finite difference discretization
for the stationary, elliptic problem with Laplacian operator which appears
after the variable transformation y = o/v. Equation ([I) is then reduced to
the two-dimensional elliptic equation
1

1 0 — vy
- §vy(um + Uyy) — PUYUy + <§vy — 7") Up = Rty = flx,y), (12)

with the same boundary conditions.




The fourth order compact finite difference scheme uses a nine-point com-
putational stencil using the eight nearest neighbouring points of the reference
grid point (i, 7).

The idea behind the derivation of the high-order compact scheme is to
operate on the differential equations as an auxiliary relation to obtain finite
difference approximations for high-order derivatives in the truncation error.
Inclusion of these expressions in a central difference method for equation (I2I)
increases the order of accuracy, typically to O(h*), while retaining a compact
stencil defined by nodes surrounding a grid point.

Introducing a uniform grid with mesh spacing h = h; = hs in both the
x- and y-direction, the standard central difference approximation to equa-

tion (I2)) at grid point (7, j) is

1
— §ij (5920112-,]- + 5§ui,j) — pUY;0.0,U; ;

1 0 —vy;

+ <§'ij — r)(sxum — /{Tyjéyui,j —Tij = f,’J’, (13)
where &, and d7 (4, and 7, respectively) denote the first and second order
central difference approximations with respect to z (with respect to y). The

associated truncation error is given by

1 1
Tij = _Uyh2(“mm + uyyyy) + _/)Uyh2(“wyyy + “mwy)

24 6
1 1 k(0 —
+ L @r oy h2u + SO g2 o), (14)
12 6 v
For the sake of readability, here and in the following we omit the subindices
j and (7,7) on y; and u,; (and its derivatives), respectively. We now seek
second-order approximations to the derivatives appearing in ([I4]). Differen-

tiating equation (I2)) once with respect to x and y, respectively, yields

2r + vy k(vy —6) 2
Ugpy = — Ugyy — 2pummy - Tuxw + 2 Tumy - @fmv (15>
1 2k(0 — vy) + v?
Uyyy = — Ugay — 2PUzgyy — &um - w2y vy
204+ 2r — v 1 2K 2
w12 g
vy Y vy vy



Differentiating equations (I3]) and (@) with respect to y and x, respectively,
and adding the two expressions, we obtain

N vy +2r RO +vy)  Ak(0 —wy) +0°
Uzyyy T Ugzzy = “0p? Ugy T2 Ugy 202y Ugyy
pU+2r — vy 1 1 2
vy y PUzzyy 2 ,Uygf ny g (17)

Notice that all the terms in the right hand sides of (IH))-(I7) have compact
O(h?) approximations at node (i, j) using finite differences based on 4,, §2,
dy, 0. We have, for example, Uszy; ; = 626,u; j + O(h?). By differentiating
equation ([I2]) twice with respect to = and y, respectively, and adding the two
expressions, we obtain

(kvy — v* — K0)

Ugzzy T Uyyyy = —2PUsyyy — 2PUsgry — 2Uggyy + 2 w2y Ugry
w2
vy vy vy
4 4 2y = 2 (fu + £y (18)
—Uu —Ugy — — \Jaz .
wy v e T vy

Again, using (IH)-([IT7), the right hand side can be approximated up to O(h?)
within the nine-point compact stencil. Substituting equations (IH)-(I8]) into
equation (I4)) and simplifying yields a new expression for the error term 7; ;
that consists only of terms which are either

e terms of order O(h?), or

e terms of order O(h?) multiplied by derivatives of u which can be ap-
proximated up to O(h?) within the nine-point compact stencil.

Hence, substituting the central O(h?) approximations to the derivatives in
this new expression for the error term and inserting it into (I3) yields the



following O(h*) approximation to the initial partial differential equation (I2),

1 B ((vy; —2r)* = dpvr — 2k(vy; — 0) — 20%) + 1207y 52
24 vY; =t
1 h?(2k*(vy; — 0)* — kvdy; — kOV? — v*) + 61}4y]2- )
12 v3y; vihd
1
- a1 2,
+ %2 (K'(,Uy] B 9) + Up('Uy] B 2T))6g6yuz,]
v
W2 (drp(vy; — 0) + v(vy; — 2r)) 5. 6%,
12 v Y7
Lh2(k(vy; — 2r)(vy; — 0) — ko*y;p — v°p — v°r) + 60y p
— 6 U2yj 5x5yui7j
1 6v%y7 — 120y, — h*[v* + K(vy; — 0)] 5
12 VY, wttisg
K (60y? — 6vy,0 — b [v? + K(vy; — 0)]) ;
6 v2y; v
h% p h? (v? + k(vy; — 0))
=fij+ E;(Sxayfhj 6 0%y, 0y fij
h* (2pv — 2r + vy;) h? h?
_ Oufis 02 fis + 02, 19
12 VY; Jis + 12 ofig + 12 yf’] (19)

The fourth order compact finite difference scheme (I9) considered at the mesh
point (7, j) involves the nearest eight neighbouring mesh points. Associated
to the shape of the computational stencil, we introduce indexes for each node
from zero to nine,

Ui—1,j+1 = Up Ujj4+1 = U2 Ujt1,j4+1 = Us

Uij—15 = U3 U 5 = Ug Ujy1,5 = Uy . (20)
Uj—1,5—-1 = U7 U j—1 = Ug WUit1,5—1 = US

With this indexing, the scheme (I9) is defined by
8 8
Zazuz = Z%fl, (21)
1=0 1=0

10



where the coefficients a; and ~; are given by

<4/—$2 +0? w(2p? — 5))
Qo = - Yj

120 3h?
kv? + 2620 +v*r —vt + K20% — v3rp + 02?2
3v? 3v3y; ’
v EFUTF sRp N v(p? — 1) kh Kk T
24 h 3h? ’
or —klp (V2 —kO)h  —2rvp + KO + 2r% — v?
+ 3vh * 24vy; 12vy; ’
< K2 N +1K F §pv N v(p? — 1))y- - k*h  Kk(v* + 4k0)
j
:F
+

6v h 3h? 12v - 1202
rop — kO _ k(v2—kO)h (260 +v?)(v? — K0)
3oh 120%y; 1203y; ’
ko, (204 D(26+0) _v(p+1)(2p+1)) ’
i

24 24h 12h2
klpv+2r+0) _ (2p+1)(k0 +vr)  v*r+v3p — 2rkl
24v 12vh 2402y ’
K 2p—=1)(—2k+v v(2p—1)(p—1
an=(gp g g
k(pv+2r+0) _ (2p—1)(vr — k)  v*r +v3p — 2rkd
a 24v 120h a 2402y, ’

and

0 37 5 7 24a 6 8 24a
1 h 1 (r —pv)h 1 1 kh 1 (v?2 = KkO)h
— F—= (r = pv) T2ea=5F 5 F g

MST T T oy, 0 TR T2 T2 oy,

When multiple indexes are used with 4+ and F signs, the first index corre-

sponds to the upper sign.

Remark 1. The derivation of the scheme in this section can be modified
to accomodate other stochastic volatility models as, e.g., the GARCH diffu-
sion model [B)) or the 3/2-model [{Al). Using these models the structure of
the partial differential equations (), () and [I2) remains the same, only

11



the coefficients of the derivatives have to be modified accordingly. Similarly,
the coefficients of the derivatives in (IH)-(I8) have to be modified. Substi-
tuting these in the modified expression for the truncation error one obtains
equivalent O(h*) approzimations as (IJ).

4.2. High-order scheme for the parabolic problem

The high-order compact approach presented in the previous section can be
extended to the parabolic problem directly by considering the time derivative
in place of f(x,y). Any time integrator can be implemented to solve the
problem as presented in [21]. We consider the most common class of methods
involving two times steps. For example, differencing at ¢, = (1—p)t"+put"**,
where 0 < p < 1 and the superscript n denotes the time level, yields a class of
integrators that include the forward Euler (x = 0), Crank-Nicolson (p = 1 / 2)

and backward Euler (1 = 1) schemes. We use the notation 6, u" = “— r

Then the resulting fully discrete difference scheme for node (i, j) at the tlme
level n becomes

n+1 +
g pogu, pwoguy = E QUIARTHR

that can be written in the form (after multiplying by 24v3h?yk)

8

Z n+1 Z Quy'. (22)

=0

The coefficients 3;, (; are numbered according to the indexes (20) and are
given by

B =((27% — 8)u* + ((—85 — 8r)y; — Spr)o® + (87,7 + 8r7)0”
— 16K%0vy; + 8k%0%)uk + 160°y;)h* + (—=16p + 40)y,;*v* uk
B3 =+ ((kOV? —v* — kyv*)uk — (y; + 2p)v* + 20%r)A? + (((—y;* + 2)v*
+ ((4r + 26)y; + 4pr)v® — (260 + 4r°)v?*) uk + 20°y;)h?
+ (4u'y,” + (=8y, kp — 8y;m)0* + By kOpv*) ukh + (89 — 8)y, v ik,
Bas = £ ((26%00 — 2K%0%y; — 20°K) uk — 20%y;k + 20k0 — 20%)h* + ((20*
+ 2ky;0° + (=K%Y, + 2Kk0)0° + 8Kk%Ovy; — 4K20% ) uk + 20y, ) h?
+ ((8y;7k + 8y, pr)v® — dv'y;*p — 80Py k0) pkh + (8p% — 8)y; v* ik,
sz =((v'p + (=y*k + Ky;p + 1)0° + (0 + 2r)ky;0* — 2rKbv) pk

12



+ 0P py;)R® £ ((2p + D)y;*v* + (24 4p)ry;” + (—4pr — 2r)y;)v?
+ (=20 — 40p)ry;0* ) pkh + (=2 — 4p* — 6p)y; 0" ik,

Be.s =((—v*p + (yj2/€ — KY;p — v 4 (=0 — 27’)I€ij2 + 2rkbv)uk
— v py;)h? £ ((2p — Dy *v* + (2 — 4p)ky;® + (2r — 4pr)y;)v®
+ (40p — 20)ky;v*) ukh + (—4p° + 6p — 2)y;*v" uk,

and

Co =160y;h* + (1 — ) k(((8 — 2y;*)v* + ((8% + 8r)y; + 8pr)v®

+ (—=8r% — 8Ky, )v? + 16K%0vy; — 8K20*)h? + (—40 + 16p%)y;*v?),
Gz =+ (2r — (y; + 2p)v)v°h* + 20%y,;h% + (1 — p)k(E£(vky; + v* — KO)v2R?

+ (v?y;* — (4r + 2k)vy; + 4r% + 2K0 — 20 — dpvr)v°h?

+ ((—4v + 8kp)vy;* + (—8kbp + Svr)vPy;)h + (8v* — 8v?p*)v?y;?),
Cou = & (20K0 — 20%y;k — 20°)h* + 20%y; % + (1 — p)k(£2(0°k — K*Ov

+ 120y h? + (4k*0%y,% — (20° + 8k0)kvy; + 2k0(2K0 — v?) — 20" h?

+ ((—=8v%k + dv'p)y;® + (8xbv* — 8vPpr)y;)h + (—8v'p? + 8vt)y,;?),
G =0 py;h® + (1 — p)k((0*y; %k — v(vkl + 2rkv + kv?p)y;

—v(v?r — 2rsf + v*p))h® £ (—v(20%p + v° + dkv®p + 207 K)y;

+ v(2uk0 + dvklp + 40 pr + 20°7)y;)h + v(20° + 60 p + dv®p?)y;?),
Cos = — VPpy;h? + (1 — wk((—v*y;*k + v(vkb + 2rxv + Kv*p)y;

+v(v*r — 2ref + v2p))h? £ (v(—=20°p + v* + drv?p — 20%k)y;*

+ v(2ukl — dvklp + 40 pr — 20°7)y;)h + v(20% — 603 p + 40°p?)y,?).

When multiple indexes are used with + and F signs, the first index corre-
sponds to the upper sign. Choosing = 1/2, i.e., in the Crank-Nicolson case,
the resulting scheme is of order two in time and of order four in space.

4.8. Stability analysis

Besides the multi-dimensionality the initial-boundary-value problem (22))
features two main difficulties for its stability analysis: the coefficients are
non-constant and the boundary conditions are not periodic. In this section,
we consider the von Neumann stability analysis (see, e.g., @]) even if the
problem considered does not satisfy periodic boundary conditions. This ap-
proach is extensively used in the literature and yields good criteria on the
robustness of the scheme. Other approaches which take into account the

13



boundary conditions like normal mode analysis @] are beyond the scope of
the present paper (we refer to E] for normal mode analysis for a high-order
compact scheme).

To consider the variable coefficients, the principle of ‘frozen coefficients’
(the variable coefficient problem is stable if all the ‘frozen’ problems are
stable) @, ] is employed. It should be noted, that in the discrete case, this

rinciple is far from trivial. The most general statements are given in ﬂﬁj, ,
[%, @?and reference therein for hyperbolic problems. For parabolic problems
in the discrete case we refer to m,@] Using the frozen coefficients approach
gives a necessary stability condition and slightly strengthened stability for
frozen coefficients is sufficient to ensure overall stability @]

We now turn to the von Neumann stability analysis. We rewrite u;'; as

n _ .n lizi+1jza
U, =9 € ) (23)

where [ is the imaginary unit, ¢" is the amplitude at time level n, and
21 = 2mwh/A; and zy = 2wh /) are phase angles with wavelengths \; and Ao,
in the range [0, 27, respectively. Then the scheme is stable if for all z; and
2y the amplification factor G' = ¢"*!/g" satisfies the relation

IG)? —1<0. (24)

An expression for G can be found using ([23) in ([22).

Our aim is to prove von Neumann stability (for ‘frozen coefficients’) with-
out restrictions on the time step size. To show that (24]) holds we would need
to study the (formidable) expression for the amplification factor G (not given
here) which consists of polynomials of order up to six in 13 variables. To re-
duce the high number of parameters in the following numerical analysis, we
assume here zero interest rate r = 0 and choose the parameter p = 1/2
(Crank-Nicolson case). Even then, at present a complete analysis for non-
zero correlation seems out of reach, but we are able to show the following
result.

Theorem 1. Forr = p =0 and u = 1/2 (Crank-Nicolson), the scheme (22)
satisfies the stability condition ([24]).

Proof. Let us define new variables

(3) (5) s=sin(3) ==(3)
= — = —= =gin ( — =sgin ( —
c1 = Cos 5 ) Cy = COS 5 ) s1=¢8 5 ) Sy =8 5 )

2 (60 — 2
w20z oy 2w
v KR
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which allow us to express GG in terms of h, k, k, V, W and trigonometric func-
tions only. This reduces the number of variables in the amplification factor
from ten to nine. The new variable V' has constant positive sign contrary to
Ww.

In the new variables the stability criterion (24)) of the scheme can be
written as

—8kh2(n,h?
8kh*(nsh* + ns) <0, (25)
dgh® + dsh* + doh? + d
with

nyg = -4V fs SW? — V363,85 ng = —4V3K3fy f1 54,
dg =4 (—2Weo + V01)2 K2s],

1
di=7r'st (V2 =4V, Wey +4W?)° 12

—AVKS) (fy V2 +4f; W?) k+16 67V fs7,
dy = V?i's (V2fs =36 Ve, Wes +4fs W) K> =16 VRS, f1 5k,
dO = 4V4/€4f12k27

where fi1, fa, f3, f1, f5, and fg have constant sign and are defined by

fi=2dc+cd+ci—-4<0, fo=cd+c5+1>0,
fs=2cic5 —c1 —1<0, fi=2cc —c3—1<0,
fs =4clc: —2¢3 — 2 4+8>0, fo =4cicy* —2¢5 — 7 +8 > 0.

We observe that we can restrict our analysis (expect for dy, treated below) to
the trigonometric functions s, sq, ¢1, and ¢, in the reduced range [0, 1] (2;/2
and z9/2 are in [0, 7[, even exponents for cosinus functions). It is straight-
forward to verify that ng, ns, dg, dy4, and dy are positive. It remains to prove
dy = dook? + dor1 k is positive as well. Indeed, dy; > 0 and ds is a polynomial
of degree two in W having a positive leading order coefficient. The minimum
value of dys is given by

m = 2ViK'sififr/ fs
with f7 = 4cjel — 2¢ic3 — 2¢3¢3 + 6¢ic3 + ¢ + 3 — 8 < 0. Hence, m is positive
and then d, is positive as well. Therefore, the numerator in (27]) is negative
and the denominator in (25]) is positive which completes the proof. m
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For non-zero correlation the situation becomes more involved. Additional
terms appear in the expression for the amplification factor G and we face an
additional degree of freedom through p. Since we have proven condition ([24))
for p = 0 it seems reasonable to assume it also holds at least for values of p
close to zero. In practical applications, however, correlation can be strongly
negative. Few theoretical results can be obtained, we recall the following
lemma from [4].

Lemma 2. For any p, r = 0, and p = 1/2 (Crank-Nicolson) it holds: if
either ¢ = +1 or co = 1 or y = 0, then the stability condition [24)) is
satisfied.

Proof. See Lemma 1 in M] n

In [4], we have reformulated condition (24]) into a constrained optimisation
problem and have employed a line-search global-optimisation algorithm to
find the maxima. We have found that the stability condition ([24]) was always
satisfied. The maxima for each p € [—1,0] were always negative but very
close to zero. This result is in agreement with Lemma[2 (in fact, |G|* =1 =0
for y = 0). Our conjecture from these results is that the stability condition
(24) is satisfied also for non-vanishing correlation although it will be hard to
give an analytical proof.

In our numerical experiments we observe stability also for a general choice
of parameters. To validate the stability property of the scheme also for
general parameters, we perform additional numerical tests in section

5. Numerical results

5.1. Numerical convergence

In this section we perform a numerical study to compute the order of
convergence of the scheme (22)). Due to the compact discretization the re-
sulting linear systems have a good sparsity pattern and can be solved very
efficiently. We compute the [ norm error €5 and the maximum norm error
€4 Of the numerical solution with respect to a numerical reference solution
on a fine grid. We fix the parabolic mesh ratio k/h? to a constant value
which is natural for parabolic PDEs and our scheme which is of order O(k?)
in time and O(h*) in space. Then, asymptotically, we expect these errors
to converge as ¢ = Ch™ for some m and C' representing constants. This
implies In(e) = In(C) +m In(h). Hence, the double-logarithmic plot € against
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Parameter Value

strike price K =100
time to maturity T =0.5
interest rate r =0.05

volatility of volatility v =0.1
mean reversion speed K =2
long-run mean of o f=0.1
correlation p=—0.5

Table 1: Default parameters for numerical simulations.

h should be asymptotic to a straight line with slope m. This gives a method
for experimentally determining the order of the scheme.

Figure [ shows the numerical solution for the European option price at
time 7" = 0.5 using the parameters from Table [

/.
.
7

7 —
_
///,,,///,//&//
77 Z

0.2

7
7

%% Z
=
// = ==
7% Z

0.1

Figure 1: Numerical solution for the European option price.

We refer to Figure 2 and Figure Bl for the results of the numerical conver-
gence study using the default parameters from Table [l For the parameter
1, we use a Rannacher time-stepping choice ﬂﬁ], i.e., we start with four fully
implicit quarter time steps (x = 1) and then continue with Crank-Nicolson
(u = 1/2). For comparison we conducted additional experiments using a
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Figure 2: lg-error vs. h.
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Figure 3: loo-error vs. h.

standard, second order scheme (based on the central difference discretization
(I3) where we neglect the truncation error). We observe that the numerical
convergence order agrees well with the theoretical order of the schemes. It
is important to choose the mesh in such a way that the singular point of
the initial condition is not a point of the mesh. The construction of such a
mesh is always possible in a simple manner. Then the non-smooth payoff can
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be directly considered in our scheme and we observe fourth order numerical
convergence.

Remark 2. Without constraint on the mesh, i.e. when then singular point of
the payoff is a mesh point, the rate of convergence is reduced to two. However,
it is possible to recover the fourth order convergence with such a mesh if the
initial data are smoothed.

The numerical convergence analysis also shows the superior efficiency of
the high-order scheme compared to a standard second order discretization.
In each time step of each scheme a linear system has to be solved. For both
schemes this requires the same computational time for the same dimension.
To achieve the same level of accuracy the new scheme requires significantly
less grid points, or in other words, the computational time to obtain a given
accuracy level is greatly reduced by using the high-order scheme.

5.2. Numerical stability analysis

In our numerical analysis in section [£.3] we have proven the stability
result Theorem [ for » = p = 0. To validate this property for general pa-
rameters, we perform additional numerical tests. We compute numerical
solutions for varying values of the parabolic mesh ratio k/h? and the mesh
width h. Plotting the associated ls norm errors in the plane should allow us to
detect stability restrictions depending on k/h? or oscillations that occur for
high cell Reynolds number (large h). This approach for a numerical stability
study was also used in [6]. We perform numerical experiments for p = 0 and
p = —0.5. For the other parameters, we use again the default parameters
from Table [l The results are shown in Figure @ For both cases, p = 0
and p = —0.5, the errors show a similar behaviour, being slightly larger for
non-vanishing correlation. There is almost no dependence of the error on the
parabolic mesh ratio k/h?, which confirms numerically regular solutions can
be obtained without restriction on the time step size. For larger values of h,
which also result in a higher cell Reynolds number, the error grows gradually,
and no oscillation in the numerical solutions occurs. Based on these results
and the findings in M], we conjecture that the stability condition (24]) also
holds for general choice of parameters.

6. Conclusion

We have presented a new high-order compact finite difference scheme for
option pricing under stochastic volatility that is fourth order accurate in
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Figure 4: [y norm error in the k/h?-h-plane for p = —0.5 (top) and p = 0 (bottom).

space and second order accurate in time. We have conducted a von Neu-
mann stability analysis (for ‘frozen coefficients’ and periodic boundary data)
and proved unconditional stability for vanishing correlation. In our numer-
ical experiments we observe a stable behaviour also for a general choice of
parameters. Additional numerical tests presented here and the results of
subsequent research reported in M | suggest that the scheme is also von Neu-
mann stable for non-zero correlation. In our numerical convergence study we
obtain fourth order numerical convergence for the non-smooth payoffs which
are typical in option pricing.

It would be interesting to consider extensions of this scheme to non-
uniform grids and to the American option pricing problem, where early exer-
cise of the option is possible. An approach to the first would be to introduce
a transformation of the partial differential equation from a non-uniform grid
to a uniform grid B] Then our high order compact methodology can be
applied to this transformed partial differential equation. This is, however,
not straight-forward as the derivatives of the transformation appear in the
truncation error and due to the presence of the cross-derivative terms. One
cannot proceed to cancel terms in the truncation error in a similar fashion
as in the current paper, and the derivation of a high-order compact scheme
becomes much more involved. For the second extension, the American op-
tion pricing problem, one has to solve a free boundary problem. It can be
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written as a linear complementarity problem which can be discretised using
the scheme (22). To retain the high-order convergence one would need to
combine the high-order discretization with a high-order resolution of the free
boundary. Both extensions are beyond the scope of the present paper, and
we leave them for future research.
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