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Chapter 1

Introduction

Over the last several years there were numerous discussions about the Black-
Scholes model and its appliance to the nonlinear case. In the linear model
there exists a lot of restrictions such as frictionless, liquid and complete
market. But all these assumptions are not fulfilled in reality. One of the most
important issues that has a great influence on the option pricing strategy are
transaction costs.

Several authors proposed relaxing hedging conditions dealing with trans-
action costs (see [1]). The first one was Leland [18]: he showed that

2
g|5A|S - %LeSQVSScSt. (1.1)

Here, Le denotes the Leland number:

Le = \/g (U\%) . (1.2)

Initiating this number and inserting it into the nonlinear Black-Scholes equa-
tion, Leland deduces that the option price is the solution of:

1
0=V, + 5&2521/53 +7SVs — 1V, (1.3)
where 62 is the modified volatility
6% = 0 (1 + Le signVss) . (1.4)

Although this model has been criticized by Kabanov [15], it has played a
significant role in financial mathematics.
Boyle and Vorst [5] proposed the following form of modified volatility:

52 =o” (1 + Le\/gsign(Vss)) : (1.5)
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2 CHAPTER 1. INTRODUCTION

Like Leland, they considered that V is convex and 6% = o%(1 + Ley/7/2).
Under these assumptions the nonlinear Black-Scholes equation reduces to a
linear equation.

Hodges and Neuberger used an utility function [1]. They don’t define
it, but assume that this function characterizes the behavior of the investor.
In other words, it is a measurement of investor sufficing from the input.
They assume a market with transaction costs and state that the option price
should be equal to the unique cash increment. This is a displacement from
the difference between the highest utility from the final wealth with and
without option liability.

Barles and Soner [3] present another model by using the utility function
approach of Hodges and Neuberger. They make the following assumptions:
Kk =aye Ya>0,ase— 0,k — 0,V is the unique viscosity solution of the
nonlinear Black-Scholes equation (1.3) with

5° =0 (1+ V(" T a*SVsg)) . (1.6)

Here, W(x) is the solution of the nonlinear ordinary differential equation
(ODE)
U(x)+1

V(1) = ———L—r

(@) 2\/x¥(z) — x

There is anpther model proposed by Kratka in [17] and improved by

Jandacka and Sevcovic in [14], which is called the Risk Adjusted Pricing

Methodology (RAPM). Here we need to consider transactions and find the

optimal time-lag 0t between them. Then we sum up the rates of the trans-

action costs and of the risk from an unprotected portfolio. The aim is to

minimize this sum. In this way the portfolio is well protected with RAPM
and we have a new form of the modified volatility

), (18)

C?*M
2

where M > 0 is the measurement of the transaction cost and C' > 0 is the

measurement of the risk premium.

Further we will consider compact schemes for European and American
options and work closer with the transaction cost model of Barles and Soner.
Instead of solving the singular differential equation (1.7) we propose to use
some properties of ¥ = W(A) described recently in [6]. As compact schemes
cannot be directly applied to American type options and multi-dimensional
problems, we will try to employ them using a fixed domain transformation
explained in [2]. We will also consider the method of Liao and Khaliq [19]
for solving nonlinear Black-Scholes equation with transaction costs.

, 2 #0,7(0) =0, (1.7)
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Chapter 2

Compact schemes

2.1 The valuation of options

Trading of options on assets first was organized in 1973. Assets that lie in
base of these financial derivatives are stocks, stock indices, foreign currency,
debt instruments, goods and future contracts. There exists two types of
vanilla options. Call option is a contract that gives the right to the holder
to buy the underlying asset on a particular date at a particular value. Put
option is a contract that gives the right to the holder to sell the underlying
asset on a particular date at a particular value. The price in the contract
is called ezercise price (or strike price). The date in the contract is called
expiration date (or ezercise date, maturity date). Options can also be two
types according to the expiration date. American options may be exercised
at any time before maturity date, Furopean options may only be exercised
at the maturity date.

Remark 1. The terms ”"American” and ”FEuropean” do not mean the
place of contracting but solely the type of the option.

Most options traded are American type options. Whereas European op-
tion are easier to analyze and some of the properties of American type options
are carried over from the properties of European options.

Remark 2. [t should be said that options give the right to the holder to
do something. But it does not mean that the holder has to do it. This fact
separates options from futures and forwards, where the holder has to buy or
sell the underlying asset.

Let us mention also that to buy the option contract, the investor has to
pay. There exists two sides in every option contract. From one side there
is an investor who has the long position, i.e. he has bought the option or he
is the holder. From the other side there is an investor who has the short
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position, i.e. he has sold or he is the writer. The holder of an option receives
the money immediately, but has the potential liabilities later. His gains or
losses are controversal to those of the writer.

Often it is beneficial to characterize the positions of European option
through the profit of the holder. In this case the initial value of the option is
not considered in calculations. If K is the exercise price, St - the final value
of the underlying asset, then in European call option the long position will
have the profit max(Sr — K, 0). This shows that the option will be exercised
if S7 > K, and will not be exercised if ST < K. The writer of the option will
have the opposite profit, i.e. in this case — max(Sr— K,0) = min(K — S, 0).
The profit of the long position in the European put option is max(K — Sz, 0).

2.2 Transaction cost models

When Fischer Black and Myron Scholes introduced their famous equation in
[4] it became easier to evaluate options. In an ideal market the price of an
option can be obtained through the linear Black-Scholes equation

1
O:W+§U2S2V53—|—TSVS—TVY, (2.1)

where S := S(t) > 0 and ¢t € (0,7). This equation also gives a hedging
portfolio that replicates the contingent claim.

But in the real world there are a lot of restrictions such as frictionless,
liquid and complete market, transaction costs, and both volatility ¢ and the
drift p can depend on the stock price S, the time ¢ or the derivatives of the
option price V itself.

Here we will consider the famous Barles-Soner transaction cost model for
the nonlinear case of the Black-Scholes model with a constant drift x4 and a
modified volatility function proposed in [3]

o = oo(1 + Wlexp(r(r — 7))a*S*Vsg)), (2.2)
where r is a risk-free interest rate, 7y the maturity, a = u+/y N, ~y risk averse

factor, N number of options to be sold. Under these assumptions (2.1)
becomes the following nonlinear Black-Scholes equation

1
0=V, + 50'2(t, S, Vs, VSS)S2VSS + TSVS — TV, (23)

where dS = pSdt +6SdW, S >0, t € (0,T).
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2.3 High-order compact schemes

In [9] Diiring, Fournié and Jiingel presented an approach to use high-order
compact schemes which need a stencil of three points in space only. Consider
the equation

1
0=V, + 5a(vss)252vss +7rSVs — 1V, (2.4)
where the nonlinear volatility o(Vsg) is given by (2.2). This equation is
backward in time because it is solved for the price S > 0 of the underlying

asset and time 0 < ¢t < T. The terminal and boundary conditions are the

following;:
V(S,T) = Vo(S), §=0,

V(0,t)=0, 0<t<T, (2.5)
V(S,t) ~ S —Ee'™T) (S = 0).
The last condition can be rewritten in the form

. V(s,t)
.Sll—r}olo S — Fert=1) =1

uniformly for 0 <t < T.

Let us look at the problem in the nonlinear case and consider the Barles-
Soner nonlinear volatility (2.2). In the Black-Scholes equation we apply a
time reversal 7 = T — t and obtain the following nonlinear model

1
O:UT—50252U35—TSU5+7’U, 0<S<o0 0<7<T, (2.6)

with the terminal and boundary conditions
U(S,0) = max(0,S — E),

U, 1) =0, (2.7)
U(S,)

lim —2T)
Sl—r>rc>lo S — Fe—r7

In the sequel we consider the fourth-order semidiscretization of the problem
(2.6), (2.7) in the form

Z—Z =M(T)u(t), 0<7<T, (2.8)

with initial conditions

u(0) = [u1(0), ..., un_1(0)]", u;(0) = max(S; — £,0), 1 <i< N —1. (2.9)
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Here M () is given by

@11 Q12 A3 Q14 0 te ce 0 i
Qo1 G2 Q23 Q24 0
as [ 3 03 &3 0
0 o fBi M 04 &4 (2.10)
0 an-3 [On-3 YN-3 On_3 EN—3
0 an—a2nN-4 GN—2N-3 QN-2N-2 GN—_2N—1
Lo e 0  any-iN-—4 AN-1IN-3 OAN—IN-2 ON—IN—1]
where the values of the entries are:
G AT = o T on
20252 2rS;
Bi = Bi(r) = 302 3R
150252
20252  2rS;
0; = 0 - 5 Z>
(1) ==Z + 3
03522 TSZ'
S TTERTTA

where o; = 0(Uss(S;, 7)), and the following expressions for the nonzero en-
tries of the first, second and last two rows

ayn =v1 + 10aq + 4061, a2 = 6 — 20a; — 604,
a3 =& + 15a; + 461,  aw = —day — i,
ag = o +4ay, axn =y — 6ay,
ap3 = 0y + 4z,  axy =& — o,
an-aN-—4 = an-2 —&n—2, an-an-3 = On_o+ N2,
an-aN—2 = YN-2 —06{n—2, an_an—1 = On-_2 + 4N 2,
an-iN—4 = —0n-1 —4&n-1, an-inv-3 = an_1 +40n_1 + 158N 1,
an-iN—2 = On-1 —60ny_1 —206n—1, an—in-1=7N-1+4ON_1 + 10§N 1.

Remark 3. We consider the fully nonlinear problem without any lin-
eartzation pProcess.
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After using the Euler method the numerical solution will be

u(r) = [ 1 (I+k:M(mk))] u(0), (2.12)

m=~—1

where k = A7, (k=7 and

o7 = og(1+Wi(7)), (2.13)
_ mkr 2c2 [ —UWi—2 + 16ui—1 + 16Ui+1 — Ujs2
U, (mk) =¥ (e a“S; < 1212 :
Here instead of solving numerically the singular ODE
U(A)+1
v'(A) A) + A#0, ¥(0)=0, (2.14)

T2 JAU(A) - A

we propose to use the following theorem presented recently in [6]:
Theorem 1. The nonlinear volatility correction function ¥, unique so-

lution of (2.14) satisfies the following properties:

(i) W is implicitly defined by

B _arcsinh\/@ ’ ,
A_< — +@) if W0, (2.15)

B arcsin v/ (—W) ’ ,
A_—(W—V——\II> Cif 0> > 1. (2.16)

(ii) W is a one to one increasing function mapping the real line onto the
interval | — 1, 400].

2.3.1 Classical finite difference schemes

We consider the nonlinear Black-Scholes model (2.4) with the volatility (2.2)
as proposed in [8]. In order to transform problem (2.2) into a convection-
diffusion problem, we use the following transformation:

S 1 LV
x(S):lnE, t(r):§ag(T—t), u=e g

Then (2.2) may be rewritten in the following form

Up — (1 + @[e(Kt”)azE(um + ux)]) (Upy — uz) — Ku, =0, (2.17)
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where z € (—00,0), 0 <t < T = Ug—T, K = % The rewritten problem

2 lors

(2.17) has the following boundary and initial conditions:
u(x,0) = ug(x) = max(1 — e~ *,0),
u(z,t) =0 (r — —o0), (2.18)

u(xz,t) ~1 (x — 400).

Here we will consider both standard difference schemes and compact
schemes, derived by Rigal [22]. All considered difference schemes have two
time levels. Let A™ and B™ be discretization matrices

A" = [a—1> Qo, a1]7 B" = [b—27 b—1> bOa bla b2]
then the schemes may be rewritten in the following form:
ATyt = By, (2.19)

The matrix A" is tridiagonal and the obtained linear systems may be
solved using the Thomas algorithm [25]. Assume that

1 2
i=—1 i=—2

The nonlinearity is expressed explicit in all the schemes. Let us define the
volatility correction in the following way:

Ur, —2Ur +Ur, UL, —U"
o=V exp(Knk:joi)azE( 2 4h22 * "2 Z+12h ’_1)]. (2.20)

This formula gives an explicit discretization of nonlinearity and uses a special
stencil for the second derivative (step 2h instead of h).

Another problem lies in the initial condition for wug, as it is nondifferen-
tiable in the point = 0. Oosterlee et al. [21] solved this problem of reduced
accuracy and proposed a grid stretching technique, which is based on an idea
of placing more points in the neighborhood of the nondifferentiable payment
condition. We use interpolation of high order to smooth the initial data but
only with approximation (2.20) useful results can be obtained.

The Figure 2.1 shows solutions of equations (2.15), (2.16) (on the left),
and of the ODE (2.14) (on the right) and their spline interpolation. It is
easily seen that figures show indistinguishable results. Results are obtained
using the standard Matlab routine fsolve.
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Figure 2.1: Solutions of equations (2.15), (2.16) and ODE (2.14).

Let us introduce the notation: A\ = —(1 + K) - the linear part of the
coefficient of the convection term in (2.17); a = % - the Reynolds number;
r= % - the parabolic mesh ratio; p = % - the hyperbolic mesh ratio.

In the following we consider some classical finite difference schemes and
study their properties for the linear case but we will investigate these prop-
erties for the nonlinear case a > 0 further.

Forward-Time Central-Space explicit scheme (FTCS)
This scheme is given by

a_1 =0, ap =1, a; =0,
T
b_lzfr’—g(ai_)\)a 60:1_2T_§Ui> 61:T+g(ai_)\)>

b_g = b2 = ZO'Z‘.

4
It is of order (1,2), with a very strict stability condition:

r< - (2.21)

N —

The condition
laf <1 (2.22)

must be satisfied to avoid oscillations.

Backward-Time Central-Space semi-explicit scheme (BTCS)
This scheme, with an explicit treatment of the nonlinearity, is given by

A
Ay =gp—r  a=1+2r a=-gp-r
1 1
bo = %Uz', b1 = —ilﬂ% bp=1- gUz‘, by = 5,“0'2‘7 by = %Ui-



10 CHAPTER 2. COMPACT SCHEMES

It is of order (1,2). It is unconditionally stable and if (2.22) is satisfied,
then it is non-oscillatory.

Crank-Nicolson (CN)
This scheme, with an explicit treatment of the nonlinearity, is given by

r rooA r roA
ai=(-g+p)e-g-qu ba=(g-g)argrae

CI,Q:]_—F’T’(].—FO'Z'), bozl—r(1+0i),
_ _C_H>._f A :(C H). r_A
& (2 7)otk =gt y)oitg gk

and b_s = by = 0. It is of order (2,2) and unconditionally stable.

2.3.2 Compact schemes of higher order

In [22] Rigal introduced several finite difference schemes (FDS) for linear
convection-diffusion problems. We will consider only two and apply them to
problem (2.17). These schemes are both compact two-level schemes of order
(2,4) in the linear case. The nonlinearity is treated semi-implicitly as in the
previous subsection.

In these methods several propositions were made. The class of two-level
three-point schemes of order (2,4) is defined in the following way:

n+1 n+1 n+1 __ n n n
a_1v;" +agui + agvily = byl 4 bovi + bivl . (2.23)

Matrices A and B are positive and all their entries are positive too. For the
FDS (2.23) to be positive matrix A~' B should be positive too. A and B are
tridiagonal matrices with diagonals [a_1, ag, a1] and [b_1, bg, b1] respectively.
For the general construction and description of properties of fourth-order
schemes we should refer to two lemmas correlative with two-level three-point
schemes (2.23) [22]. Consider the model diffusion-convection problem 9 :

Ou=0%u—No,u+ f=Au+ f in]0,1[x[0,T].

We assume that ) )

IS STt

i=—1 i=—1
which can always be obtained after a possible normalization of the coefficients
in consistent schemes.

Lemma 1. The FDS (2.23) is stable iff the coefficients a;, b; fulfill

(0,1 — &_1)2 — (bl — b_1)2 > a1 +a_1 — bl — b_l, (224)
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(0,1 — &_1)2 — (bl — b_1)2 >a1+a_1 — bl — b_l. (225)

Lemma 2. The FDS (2.23) is non-oscillatory if the coefficients a;, b;
fulfill
(a1 - bl)(a_l — b_l) 2 0. (226)

The general two-level three-point scheme (Py,) is defined in the following
way':

1 1
(1+C)Dp = <— + Al) D.D_o" + (5 + AQ) D,D_v (227)

2
1 n 1 n+1
—A 2 + B1 | Dovj — A 5 + By | Dovi ™,

where A;, B;, C are real constants chosen in the way to eliminate lower terms
in the truncation error. D;, Dy, D, D_ are the basic difference operators

n+l _ n n _ ,n
D" — i Uj Doy" — Viy1 — Y1
= ol =
oo — T A '
Doar=01"% p U0
, _ .
J h J h

In order to get the truncation error, we need to apply (P}) to u, smooth
enough solution of (Py), the homogeneous problem associated with (3) :

E, (At h) = (14 C)Dyu(x,t,) (2.29)

1
— (5 + Az) Do D_u(z;, tnt1)

- (% + Al) D,D_u(xj,t,)

1
- (5 + BQ) D(]U(Ij, tn+1)

A (% + Bl) DQU(ZL’j, tn)

Here u(zx,t) satisfies
Oy + A\0pu = 0u. (2.30)
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By decomposing each term in (2.29) we get

6

E, (At h) = Z e;0u+ HOD (higher order derivatives), (2.31)

j=1

where
€1 = )\(Bl + BQ - C), (232)
€y = C — Al — A2 — )\2At (B2 - %) y (233)
h2
€3 — A |iAt(A2 + B2 — C) + €<1 + Bl + BQ) (234)
+A2A—152 Lysp,—c
6 2 2 9
2 ANE 1
Q:Atg—A2—u+m+@ﬂ4a%i-C———@—ﬂ% (2.35)
2 12 2 2
1 JREAE A
—<§+&)A A (C 4B - 1),
—AA—tz 24, + B +1—C +h—4(1+B + By) (2.36)
€5 = 9 2 2T 120 1 2 .
At (3
(S m)],
At? 1 rt REAE (1

=5 <C—3A2 — 5) — (1+A1+A2)% BT <§+A2) . (2.37)

The class of R3 schemes is defined by
€1 =— €9 = €3 = 0, (238)

Ers = O(At* + 1), (2.39)

that means that eq, ey, e3 and the terms of order less than (2,4) in e4 should
dissappear.
We take C' = 0 and prescribing (2.38) we express A;, A, By as a function
of B2 .
By = =By,

AL 1 ANt
Ay = — 5 —g—Bg(lJr 5 ) (2.40)
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NMAE 1 NNt
A1 - +—+ B2 (1 — ) .

12 67 2

By must be chosen in such way that

2 NAL B
Q=13 "% +—I§L—Aﬁﬂzn—%12ﬁn—%A4A¢ﬂ (2.41)

must be of order (2,4).

R3A scheme
In this scheme the choice for By is

(2.42)

which eliminates in e, the only terms depending on At and h?. Hence,

XA NRT XRAL
6 144 144

€4 =

Replacing Bs in expressions (2.40) of A;, A, the coefficients will be written
in the following way:

B 1 r (1+a) o’r N o’r?
-1 = 12 2 YT 3
5 - 2r 2a2r?
ap@ = —4+r+——
0 6 3 3
B 1 r ( ) o?r alr?
@= 122 YT 3
r
by = ZUu
1 r o? o?r? 1
by = —+ -] (1 — — —[oj,
1 <1 +2)( +a) + et SHO
; 5 or 20%r%  r
= —-r—— -0,
0 6 3 3 2
1 r o?r afr? 1
by = —+ -] (l-a)— — — oy,
1 <12+2)( @) 6 T3 TaKo
b2 = CO'Z'.

It is stable in the linear case o; = 0 if

1
V2|al’

r< (2.43)
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cf. [22]. If « is arbitrary, then this scheme is non-oscillatory.

R3B scheme
By for this scheme is defined in the following form:
1 NA¢
By=——— . 2.44
2T 12 (244)
From (2.40) we have
Bl = _BZa

1 A2h%E NN
T 21 2
1 N2h2 o NAE
T T T
The coefficients for this scheme are the following:

1

AQI

1 r o?r a?r? 2043
ar = gt
5+ +a2r+4a4r3
ap = —+r+—
0 6 3 3
1 r a ) oZr adr? 203
a; = — — = —a)— — — —— —
! 12 2 6 3 3
r
by = ZUu
1 r 2 adr? 2043 r 1
e S T A A i W10y R
5 2 443
by = 6—7’—%—%—27“02,
b 1 r (1+a)+ 2y a37’2+2a4r3 ro1
LT 122 VTG 3 3 1 )%
bg = CO'Z‘.

It is unconditionally stable and non-oscillatory in the linear case o; = 0
22].
2.4 The fixed domain transformation

Compact schemes which many authors have applied to the Black-Scholes
equation with transaction costs have one severe disadvantage: these schemes
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cannot be generalized to multi-dimensional problems, and are (directly) ap-
plicable only to European type options. However, with the fixed domain
transformation of Sevcovic [2], [23] we will overcome this shortcoming.

We consider the Black-Scholes equation

1
0= ‘/t + 55'2(15, S, Vs, V35)52V53 + (’l“ — q)SVS — TV, (245)
where ¢ - dividend yield, is constant, S > 0, ¢ € (0,7). This equation is
supplied with the following terminal and boundary conditions:

V(S,T)=(S—K)* for 0 < S < S¢(T),

V(0,t) =0 for 0 <t <T,

VI(Sf(t),t) = Sp(t) — K for 0 <t <T, (2.46)
Vs(S(t),t) =1 for 0 <t <T,

Si(T) = max(K,rK/q).

For simplicity we assume that r > ¢ and we have Sy(T') = rK/q for the
American call option.

Equation (2.45) subject to (2.46) is a backward-in-time parabolic free
boundary problem. To solve this free boundary problem numerically, many
different methods are developed, e.g. the standard method consists in the
reformulation to a linear complementary problem (LCP) and solution by a
projected SOR method of Cryer [7]. Alternatively, penalty and front-fixing
methods were developed (e.g in [11], [20]). A disadvantage of these methods
is the change of the underlying model. A different approach [13] is based on a
recursive calculation of the early exercise boundary, estimating the boundary
by Richardson interpolation. Explicit boundary tracking algorithms are e.g.
a finite difference bisection scheme [16] or the front-tracking strategy of Han
and Wu [12].

In this thesis we consider the approach of Sevcovic [23]. We want to
simplify the numerical solution of (2.45), (2.46) for American call options
and get rid of the (explicit) appearance of the free boundary. To do this,
we need to transform the problem into a problem posed on a fixed, but
unbounded domain additionally to the forward transformation in time. Then,
the domain does not depend on the free boundary S;(¢) anymore. All we
need is to calculate an algebraic constraint equation for the position of the
free boundary. Let’s make the following substitution:

o(7)

r=T—t z=In (T) & S =eg(r), ofr) = S4(T — 1),

such that z € R* and 7 € [0, 7.
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The constructed (synthetic) portfolio will be the following:
(z,7) = V(S,t) — SVs(S,t). (2.47)

After differentiating this portfolio with respect to x and 7 and substituting
the result into (2.45) we get

0=1I, + <b(7’) — U—) I, — %am(aﬁnm) + 11, (2.48)

defined on z € RT, 0 < 7 < T, where the coefficient b(7) is given by

/

b(T) = %(7‘) +r—gq.

The boundary and initial conditions from (2.46) transform into:

= 0(0)
(x,0) = V(S,T) — SVs(S,T) = Kfor §>K & o<In=g

)
0 otherwise

(2.49)

(z,7) =0 asx — o0, 0<7<T,
(2.50)

0, 7) = - K for0<7<T.

With the assumption » > ¢ we obtain
1 _, rK . rik
o(t) = —0o°I1,(0,7) + — with p(0) = —, 2.51
() =75 . (0,7) . (0) . (2.51)
where 0 < 7 < T" and the modified volatility function becomes

6% =0 (1+V(e"a’l,)) . (2.52)

Our transformed problem (2.48) subject to (2.49)-(2.51) with the volatil-
ity function (2.52) can be solved e.g. by the split-step finite-difference method
proposed by Sevéovié [23].

After using this method and solving the transformed problem, we can
calculate the value of the American call option V' (S, t) by transforming (2.47)
back to the original variables. Since we know that

M) _ V(S0 _Vs(S0) _, (_V(S, t)) |

sz S2 S S
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we integrate the above equation from S to S (t) with the boundary condition
V(Sf(t),t) = Sf(t) — K and we get

o(r)
In ==

V(S,T—r1)= % o(r) — K + / e"(x, 7)dz | . (2.53)

Thus, (2.53) yields the price of the American call option V' (S,¢) in the
presence (and absence) of transaction costs.

2.5 The method of Liao and Khaliq

Liao and Khaliq [19] proposed a new high order compact scheme (HOC). Let’s
suppose we have the following one-dimensional time dependent convection-
diffusion equation:

Uy = PUgy + Mg, (2.54)

where [ and A are constants. This equation is transformed into a system of
two equations. The following new unknown function is introduced:

v(z,t) = ug(z,t), (2.55)

SO
Uy = gy + M. (2.56)

We can obtain the same results even if there is a reaction term f(u) in
the equation (2.54):

Uy = BUpg + Migg + g—iv. (2.58)

For the sake of completeness we need to write the initial and boundary
conditions. For u(z,t) it will be

u(x,0) = ug(x),

U(O, t) = b0<t)7
w(1,1) = bi(8).

For v(z,t) the condition will be a derivative of u(x,t) with respect to x then
letting ¢t — O:
v(@,0) = ug(x).
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Remark 4. Usually we cannot derive the initial condition for v(x,t).
Thus we need to propose some numerical approzimation. In [19] a compact
fourth order numerical approximation is proposed to approximate v(0,t) and
v(1,t).

We have the central difference operator AY:

AJuj = ujy = Uy, (2.59)

Suppose the grid is uniform, i.e. N sub-intervals form the interval [0, 1]
and h = % We can write a second order approximation
ou u(2h,t) —u(0,t) A2

v(hit) = - (ht) ~ — = SZu(h,t). (2.60)

It can be improved to fourth order if A? is replaced by lﬁ—g&z:
6

0
vlht) = o %AAmg)u(h,t)' (2.61)
And we can get a fourth order approximation:
0(0, ) = % (W(2h,t) — u(0,8)) — (b, t) — v(2h 8).  (2.62)
Hence, we can approximate the right boundary condition of v at x =1 as
v(l,t) = % (u(l = h,t) —u(l —2h,t)) —4v(1 — h,t) —v(l — 2h,t). (2.63)

Let us consider a more general system:
Uy = /Gu:c:c + f(u7 'U)a (264)

Vg = )\u:c:c + /G'Uxx + g(u> 'U)a (265)

where the term Av is included in the general function f(u,v) and there is
only one diffusion term [u,, in (2.64).

Now we should apply the new method. To start with, we write the Crank-
Nicolson scheme:

U?J’_l —UZL 1 ﬁ n /6 n n n

AL T3 (ﬁ“ Tl ST f@') | (200
U;H_l — v L/A n n z n n n m

N 25(ﬁAi[ui—i_l“'ui]“—ﬁAi[vi—’_l+Ui]+gi+l+gi)’

(2.67)
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where

the standard second order difference operator A2 is defined as:
Aiul = Ujyr1 — 2u2 + Uj_q.

But ()i =~ %(Ui_i_l —2u; +u;11) gives only the second order approximation
to ug,. We can further improve this approximation to the fourth order by
using instead the Padé approximation

AQ

okt > T g8y

We apply this Padé approximation in (2.66)-(2.67), multiply both sides
by 1+ %Ag and the new scheme can be rewritten as

N? . N2 .
<1+1—5—6g)uy+1:(1+1—;—ﬂg)u? (2.68)
At N2
- 1 T ﬂ-‘rl n
Ag 6TE n+1 Ag 67’m n Ty 2 n+1 n
At N?
=1 T n+1 n
where r, = %.

It can be easily showed that the truncation error of (2.68) and (2.69) is
C1 At + CyAt* + Csh*. So, the Richardson extrapolation can be used here
to improve the approximation to fourth order in time.

Suppose the solutions of (2.68) and (2.69) after k iterations are u
n+1(F) n+1F+1D) and ,Un—i-l(k+1)
i

i

n+1)
and v; respectively. To get u , we first should expand

fI in the following form:

0 .
f(un—i-l U"+1) _ f(un+1(k) U"—H(k)) + f(un+1(’“) U""'l(k))(u’.""l _un—i-l("))

i Y i » Yi % ( Vi v t
(2.70)
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and insert it into (2.68), then solve the following equation for u"“(kﬂ)

5 Bry o At
(11 Loz B 8

1 ©

—(1+ AQ)Jn+1<k>) 10D

2
At 1 2 n+1F) py1(k) Tn+1(F) n+1(k) n
+ 5+ A2 (g ) - ), (@7
where jﬂ+1( °) af( n+1(k) Un+1(k))
ou )

n+1k+

Once we have found u; , we expand ¢! as

99
ou

n+1 , nt+l n+1®)  py1k)

g(ui vl ) g(ui vl ) + (un—i-l(’“) Un-i—l(’“))(un-i-l - un-i—l(k))‘

(2.72)
Substituting (2.72) into (2.69) we get:

<1+ A2 - Prage At(1+ N)J"““”) nA1(5)

2 ° 2 Y
At 2 n+1®)  pyqk) 1R n-i—l(k)
+5(1+ 12Ax) (f( w v ) = I + ful, Z)), (2.73)

two steps are repeated alternatively until convergence occurs.

In this section we considered several finite difference schemes and their
application to the Barles-Soner volatility function (2.2). Instead of solving
the singular differential equation (1.7) we used properties of ¥ = W(A) (2.15),
(2.16) described recently in [6]. Calculating equations (2.15) and (2.16) and
comparing them to the solution of the ODE (2.14) showed indistinguishable
results. This proves numerically the theory of Company, Navarro, Pintos and
Ponsoda [6].



Chapter 3

Numerical solution

Many researchers tried to find solution of Black-Scholes equation but there
are not so many general-form solutions and authors develop numerical meth-
ods for solving this equation.

Many of found methods can only be applied to European options, like the
method of Liao and Khaliq [19] and methods derived by Rigal [22]. In case
of American options another strategy is needed. First the equation should
be transformed into the heat equation. Then domain should modified into
semiunbounded with a free boundary. Then the heat equation is solved on
this domain.

Exact analytical formulas for the free bundary S¢(¢) in (2.3) with condi-
tions (2.5) is not known, but there exist several deductions of approximate
formulas for American option estimation in linear case. Recently Sevéovic in
[23] proposed a new method of transformation of the free boundary problem
for the early exercise boundary location into deduction of time dependent
nonlinear parabolic equation on a fixed domain.

In this chapter we will try to apply the method of Liao and Khaliq to
a nonlinear Black-Scholes equation in case of American options. In their
work [19] Liao and Khaliq offered an unconditionally stable compact finite-
difference scheme of fourth order both in space and time. In numerical ex-
amples they show the application of the method to the linear convection-
diffusion equation and nonlinear equation of Black-Scholes equation in case
of European options. In this chapter we will apply this method to nonlinear
Black-Scholes equation in case of American options.

21
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3.1 American options

We consider equation (2.3) with boundary conditions (2.5) and the volatility
function (2.2). This equation is a backward in time free boundary problem.
We need to transform the grid into a fixed but unbounded domain and apply
a forward transformation in time.

As was proposed in [23] the following change of variables is introduced:

T=T—t z=1In (%) & S=e"o(r), ot) = ST —1).

Building a portfolio
H(qu) = V(Sv t) - SVS(Sv t)u

applying the change of variables and the portfolio to our equation, we get
the following transformed problem:

0=1II, + (b(T) — %) I, — 5896(&21_[95) +7rIl, zeRT, 0<7<T (3.1)

with the volatility function (2.2) and the conditions

—K forx <In f,
II(x,0) = q
0 otherwise,

I(z,7) =0 asz — 00,0 <7 <T, (3.2)
0, 7) = =K for0<7<T,

and the restriction

1, riK riK
o(t) — —c°Il,(0,7) + — with p(0) = —. 3.3
(7) % (0,7) . (0) . (3.3)

3.2 Grid

For the grid we refer to the work of Ehrhardt and Ankudinova [2]. We confine
the unbounded domain x € R* and 7 € [0,7] to = € (0, R) with R > 0 large
enough. Sevcovic [23] chooses R = 3. We also take h > 0 - step in space, k > 0
- step in time, x; = ih, i € [0, N], R = Nh, 17, =nk, n € [0,M], T = Mk.
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Figure 3.1: Uniform grid for American options.

3.3 Free boundary

We consider the free boundary (3.3). Let’s take the equation in the point
x = 0 and approximate the derivative in time by forward differences. We
obtain is the following result:

1 K K
0" = 5 (L (e DI DT + = = withe’ === (34)

T —1Ir . . . . .
where DI} = =2 is the forward difference coefficient in point z = 0.

h
Fig. 3.2 shows the difference between the free boundary and the asymp-
totic free boundary taken with exercise date T' = 1 year, exercise price

K =10 and dividend yield ¢ = 0.05.

Remark 5. The dividend yield is a way to calculate how much money is
received for every dollar invested. Investors that demand a minimum amount
of money from their investment portfolio, may hedge this amount by investing
it into assets that pay out relatively high stable dividend yield.

Sometimes dividends are so frequent that they can be calculated as con-
tinuous payments. But usually dividends are paid only several times per year
and are considered as discrete. In this case the main problem is how to in-
clude discrete dividend payments in Black-Scholes equation.
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26 T T T T

Figure 3.2: Free boundary (solid) and asymptotic free boundary (dashed) with
T=1K=10,r=0.1,4 = 0.05.

3.4 Method of Liao and Khaliq for American
Options

Liao and Khaliq in their work [19] proposed an efficient fourth-order numeri-
cal algorithm. It is based on the Padé approximation and derived with the
help of Richardson extrapolation. The method is described in Section 2.5.
This algorithm provides a fast, neat and clear option pricing with transaction
costs. It fits best to use it for the nonlinear case of the Black-Scholes equation.
In this algorithm a single convection-diffusion equation is split into a system
of two reaction-diffusion equations.

The method was applied to the nonlinear Black-Scholes equation in case
of European options. To apply the method to American options case we
need to combine it with some other method. First, we use the fixed domain
transformation described in [2]. Making the grid semi-unbounded and using
the substitution proposed by Sevcovié provides us the foundation for further
use of the method. In the calculations we use the volatility function of Barles
and Soner [3]. And instead of solving the ODE (2.14) we use Theorem 1
(Section 2.3) [6].
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After the change of variables, we find the boundary (see Section 3.3.).
And using the iteration method described in Section 2.5 we find the price of
the option.

1 U T T T

Figure 3.3: Price of the American option in the presence of transaction costs
(in case of nonlinear Black-Scholes equation,).

3.5 Algorithm

The calculations of the price V' (S, t) for the American options in the presence
of transaction costs lead us to the following algorithm:

Algorithm. Computation of the price V (S, t) for the American option
Input parameters: o,7,q, K,a, R,T,h,k, M, N,~, «, 3

1: solve formulas (2.15), (2.16) for the Barles and Soner volatility model and
interpolate the solutions

2: initialize I1°, o, VT
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3: calculate II™? for each time level iteratively:

3.1: calculate volatility correction for time step 7, using results from the
previous time step

3.2: calculate free boundary for the time step 7, using results from the
previous time steps and volatility correction from the current time step

3.3: calculate the solution of the convective part (equation (2.68)) using
tridiagonal matrices

3.4: calculate the solution of the diffusive part (equation (2.69))

4: transform IT into V

5: plot V' for each time level and each stock price.



Chapter 4

Conclusions

In this work we made an overview of the nonlinear Black-Scholes equation
in the presence of transaction costs in case of American options. Also, some
numerical methods were considered.

We began by introducing in Chapter 1 a general overview of the work
and some transaction cost models including Leland’s model, Barles and Soner
model and the Risk Adjustment Pricing Methodology. In Chapter 2 a general
introduction to the option pricing terminology was given. Then several high
order compact schemes were considered. In order to improve the results and
make the results more precise the scheme should be fourth order both in
time and space. The needed scheme is proposed in Section 2.5. The method
of Liao and Khaliq [19] performs better than other methods described in
Section 2.3.

In order to prove that the schemes work good we applied it to the nonlin-
ear Black-Scholes equation with transaction costs in case of American option
which was presented in Chapter 3. But before applying it to the equation we
needed to make some arrangements. This grid should be made into a fixed
semi-unbounded domain and some change of variables should be performed.
After that the method could be applied to the American options. In Section
3.4 the numerical results are shown and in Section 3.5 the algorithm of the
MatLab program is briefly introduced.

The obtained results provide a possibility for some future research di-
rections, i.e. implementation of (discrete) artificial boundary conditions, cf.
[10], since (2.18) is posed on an unbounded domain. Also, the order of the
time splitting method can be improved by using e.g. the classic second order
splitting method of Strang [24].

27
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Notation

exercise price.

final value of the underlying asset.

risk-free rate.

risk-averse factor.

option price and its derivatives.

option price and its derivations after the time reversal transformation.
solution of the nonlinear ODE.

coefficients of the compact schemes.
volatility function.

standard second order differential operator.
free boundary.
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