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ALTERNATING DIRECTION EXPLICIT METHODS FOR
CONVECTION DIFFUSION EQUATIONS

Z. BUCKOVA, M. EHRHARDT AND M. GUNTHER

ABSTRACT. In this work, we investigate the stability and consistency properties of
alternating direction explicit (ADE) finite difference schemes applied to convection-
diffusion-reaction equations. Employing different discretization strategies of the
convection term, we obtain various ADE schemes and study their stability and
consistency properties. An ADE scheme consists of two sub steps (called upward
and downward sweeps) where already computed values at the new time level are
used in the discretization stencil. For linear convection-diffusion-reaction equations,
the consistency of the single sweeps is of order O(k2 +h2+ k/h), but the average
of these two sweeps has a consistency of order O(k2 4 h?), where k, h denote the
step size in time and space.

1. INTRODUCTION

In this work, we consider the alternating direction explicit (ADE) method for
the solution of convection diffusion reaction equations. This scheme strongly uses
boundary data in the solution algorithm and hence, it is very sensible to incorrect
treatment of boundary conditions. The ADE scheme consists of two steps (upward
and downward sweeps).

The ADE method for linear partial differential equations (PDEs) is an uncon-
ditionally stable explicit scheme of second order and thus can compete with the
Crank-Nicolson scheme, the alternating direction implicit (ADI) and the locally
one-dimensional (LOD) splitting methods. The ADI methods and splitting meth-
ods are examples of the Multiplicative Operator Scheme (MOS), which is rather
difficult to parallelise. In contrast, ADE methods belong to the group of Additive
Operator Scheme (AOS) which is easier to parallelise.

The structure of this work is as follows: In Section 2, we present the considered
PDEs and explain the basic idea of the ADE scheme and its modified difference

Received March 1, 2015; revised July 24, 2015.

2010 Mathematics Subject Classification. Primary 35R35, 49M15, 49N50.

Key words and phrases. Alternating direction explicit method; convection diffusion equation;
stability.

The authors were partially supported by the European Union in the FP7-PEOPLE-2012-ITN
Program under Grant Agreement Number 304617 (FP7 Marie Curie Action, Project Multi-ITN
STRIKE — Novel Methods in Computational Finance) and by the bilateral German-Slovakian
Project NL-BS — Numerical Solution of Nonlinear Black-Scholes Equations, financed by the
DAAD (01/2013-12/2014).



310 Z. BUCKOVA, M. EHRHARDT AND M. GUNTHER

quotients. Next, the numerical analysis studying stability and consistency of the
method is presented in Sections 3 and 4, respectively.

2. SoLviNG PDEs wiTH THE ADE METHOD
We start considering the partial differential equation (PDE)
(1) Vi = QUgp +bUy — CU, t >0 and for all z € R,

with the constant coefficients a > const. > 0, b > 0, ¢ > 0 and supplied
with smooth initial data. We denote the analytical classical solution of (1) by
v := v(x,t) and use subscripts to abbreviate partial differentiation, e.g., vy, =
0?v/0x2.

Secondly, we consider the classical linear Black-Scholes (BS) equation
1
(2) vy = 5025’21)33 + rSvg — rv, t >0 and for all S € R,

which is a generalization of the PDE (1) to space dependent coefficients. In com-
putational finance, a solution v(S,t) of the PDE (2) represents a European option
price. A European option is a contract between the holder of the option and the
future buyer, that at a time instance T', the expiration time, the underlying asset
(stock) can be sold or bought (call or put option) for a fixed strike price K. Using
the BS formula, the option price is calculated for the corresponding underlying
asset price S (stock price) in a time interval ¢ € (0,T).

Let us note that the BS equation (2) is derived under quite restrictive market
assumptions which are not very realistic. Relaxing these assumptions leads to
new models (e.g., including transaction costs, illiquidity on the market) that are
strongly nonlinear BS equations that can only be solved analytically in very simple
cases.

While there exist analytical tools to solve explicitly (1) and (2), the interest
in studying the ADE method for these simple 1D cases is the fact that we want
to extend this approach in a subsequent work to nonlinear PDEs and to higher
dimensions. Applying the ADE to the nonlinear BS equations, we need to solve
only a scalar nonlinear equation (instead of a nonlinear system of equations for
a standard implicit method). Thus, the computational effort using ADE instead
of an implicit scheme is highly reduced. Also, for higher space dimensions, the
number of ADE sweeps does not increase, it remains two. These facts make the
ADE methods an attractive candidate to study in more detailed way.

2.1. The Idea of the ADE scheme

The ADE scheme consists of two explicit sub steps called sweeps. A sweeping
step is constructed from one boundary to another and vice versa. Figure 1 is an
illustrative example of an upward sweep (analogous to the downward sweep in
Figure 2).
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Figure 1. Upward sweep. Figure 2. Downward sweep.

Figures 1 and 2 display grid for calculation price of call option in the Black-
Scholes model. Blue line represents payoff as an initial condition and the green
lines are given by Dirichlet boundary conditions for small and big asset values.
Calculation is provided backward in time.

To calculate the value of the yellow point, we use the black values. We can
see that we do not use only values from the previous time level but also already
known values from the current time level, which preserve explicitness of the scheme.
After each time,we combine the solutions from the upward and downward sweep
by averaging.

To introduce the ADE method systematically, we follow the lines of of Leung
& Osher [3], and Duffy [1]. The computational spatial interval (Zmin, Tmax), Or
(0, Smax), respectively, is divided into J subintervals, i.e., the space step is h =
(max—Zmin)/J and the grid points z; = jh, or h = Smax/J, S; = jh, respectively.
Thus for the coefficients of the BS equation (2), we get a(5;) = 302(jh)?, b(S;) =
rjh, ¢(S;) =r.

We consider the resulting spatial semidiscretization to the PDE (1), i.e., the
following system of ODEs

(3) v = A(v)v, t >0,

with v(t) € R7~1. For simplicity, let us consider a uniform grid; the time interval
[0,T] divided uniformly into N sub-intervals with the step size k = T'/N, i.e., we
have the grid points ¢, = nk. Applying the trapezoidal rule to (3) leads to the
Crank-Nicolson scheme

(4) v = [T = kAW™)] T[T + kAW,

where v™ & v(t,). While this classical scheme (4) is unconditionally stable and of
second order in time and space, it becomes computationally expensive to invert
the operator I — kA(v™), especially, in higher space dimensions. In order to obtain
an efficient scheme while keeping the other desirable properties, this operator is
split additively by the matrix decomposition A = L + D + U, where L is lower
diagonal, D is diagonal and U denotes an upper-diagonal matrix. Next, following
the notation of [3], we further define the symmetric splitting

1 1
(5) B=L+3D, C=U+3D.
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Then we can formulate the three steps of the ADE scheme with its upward/down-
ward sweeps and the combination (also for higher dimensions) as

(6) UP "t = [T—kB@™)] [T +kC(w™)]v",
(7) DOWN  d"*!' = [T - kC(w™)] [T + kB@™)]v",
(8) COMB zﬁ*lzéhﬁ+l+d”“]

In other words, in the two sweeps above, we assign solution values that are already
computed at the new time level to the operator to be inverted. Hence, the resulting
scheme is explicit, i.e., efficient. It remains the questions if we could preserve the
unconditional stability and second order accuracy. This will be our main topic in
the sequel.

Let us summarize the procedure for one space dimension. The approximation to
the solution v(w,t) at the grid point (z;,t,) is c(z;,t,) =: ¢} given as an average
of upward sweep u} and downward sweep d7. This combination ¢} contains the
initial data at the beginning. For n = 0,1,..., N — 1, we repeat the following

steps:

1. Initialization: u} = ¢}, dj =7, j=1...,J-1

2. Upward sweep: u?“, j=1...,J-1
3. Downward sweep: d?“, j=J—-1,...,1
4. Combination: ¢! = (u"*1 4 dnt1)/2

Using different approximation strategies for the convection, diffusion and reaction
terms, we obtain different variations of the ADE schemes, which were proposed
by Saul’ev [4].

2.2. The modified difference quotients for the ADE method

In this subsection, we want to illustrate the outcome of the previous Section 2.1.
Thus, we select some spatial discretization and investigate which ADE scheme will
result.

For the discretization of the diffusion term, we use, cf. [4],

n n n+1 n+1
O?v(xj,tn) Ui —up —uy Uy

J J Jj—
~ =1,...,J -1
9 D h2 ’ ST
92 t it —anrtt —ar 4 ar
’U(.’lfj, ") ~ j+1 J J J—1 j:J—l 1
Ox? h2 ’ o

In order to obtain a symmetric scheme, we use the following approximations of
the reaction term, the same for the upward and downward sweep

u

U(xjatn)%%ju .7:17 '7J_17
a4

U(:L‘j,tn)mi j=J-1, ;1

2 )
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Different approximations of the convection term are possible [3], [2]. In the fol-
lowing we state three of them. First, Towler and Yang [7] used special kind of
centered differences

n n+1
O(wj,tn) _ Ujp1 — Uiy

=1,...,J-1
(11) ax 2h ) j ) 7J )
oz 2h ’ o

More accurate approximations were proposed by Roberts and Weiss [6], Piacsek
and Williams [5]

oz, ty)  ulyy —ul +uftt =it
6$ ~ 2h 9 J = 1a LN J - 17
(12) dn+1 o dn+1 dn — dm
Q(zj,tn)  djxa —dj +dj —dj, ,
e = o7 , j=J-1,...,1

As a third option we will use upwind approximations combined with the ADE
technique. Since we have in mind financial applications, we will focus on left going
waves, i.e., b > 0 in (1). Right going waves b < 0 are treated analogously.

The well-known first order approximation reads

dv(zj,t)  vja(t) —v;(t)

1 ~ =J—-1,...,1

(13) 5 W J=J-1....1
and the forward difference of second order [8]

(14) Ou(xj,t)  —vjra(t) +4vi41(t) - 3v;(0) = g1

oz 2h ’

Applying the ADE time splitting idea of Section 2.1, we obtain for the upwind
strategy (13)

n n
Q(wj,tnt1) _ Uiy — Uj

, =1, T =1,
ov(xj,tny1) _ djys —df +djfy —dj .
~ , j=J—-1,...,1,
ox 2h

and for the second order approximation

n n n
Qv(xjytnyr) | —Ujys +4uly, — 3uj

Ox - 2h ’
(16) v(zj,tns1) ~ —dj o +4dj,, — 3d}
oz 4h
—d'ty +Ady = 3d) !
+ 2 ﬁf i j=J-1,...,1

We will show that this upwind approximation (15) leads to a stable scheme.
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3. STABILITY OF THE ADE METHOD

In this section, we investigate the stability of the proposed ADE method using
the matrix approach in Section 3.1 and the classical von-Neumann method in Sec-
tion 3.2. For the convection-diffusion-reaction equation (1), we obtain uncondi-
tional stability using the matrix approach. This stability analysis can be extended
by adding homogeneous BCs, without affecting the stability results. This is our
motivation to deal with the matrix approach.

3.1. Stability analysis using Matrix approach

We are motivated by [3], where the authors claim and proof that “if A is sym-
metric negative definite, the ADE scheme is unconditionally stable”. We have to
define symmetric discretization quotients to get symmetric discrete operators. For
reaction-diffusion equation, applying central difference quotients, we get symmet-
ric operator A. We can follow the ideas for the proof for the heat equation from
[3].

Using upwind discretization formulas instead of central differencing leads also
to an unconditionally stable scheme. “If A is lower-triangular with all diagonal
elements negative, the ADE scheme is unconditionally stable” is generally claimed
and proved in [3]. In the following we choose suitable differentiating approxima-
tions, we formulate theorems about stability properties and prove it.

Theorem 3.1. The ADE scheme applied to the reaction-diffusion PDE (1)
(with b = 0) is unconditionally stable.

Proof. Without loss of generality, we focus on the upward sweep

n+l _  n n _.n _ ,n+l n+1 n+1 n
U u; _ auj+1 Uy —u; Uiy Yy +uy
k h? 2

Let us denote the parabolic mesh ratio a := a%, ~ := ck; where a, c are constants.

(17) u"tt = uj + (u?_H —u? — "t u’?"'l) . (u’.”'l + u?)

J J J j—1 9\
(1 +a+ 1) w4 (—oz)um'l = (1 —a— l) u” + au”
9 J j—1 2 J j+1

We follow roughly the train of thoughts of Leung and Osher [3] and write the
upward sweep (17) with homogeneous BCs in matrix notation

At = B, n >0,
with A,, B, € RY=D*U=1 given by
l+a+3 0 ... 0 at+3 0 ... 0
A, = — . : _re| @
0 0
0 —a l4+a+3 0 —a a+3

A, = I+ EFE,
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l-a—-2% o ... 0 a+1 —a ... 0
B, — 0 SRS : P
a : R
0 o 0 1-a-1 0 ... 0 a+}
B,=1—-E".

Next, we consider the matrices

Al +A,=2I+D,

2a+y —a ... 0
where D:=E+E =| ¢
: . -
0 e —a 247

The matrix D is positive definite and thus, we can define the induced D-norm as

C.|12 " CTDCx
C|? :zsupH D — sup
1= a3, =38 o De

and the upward sweep can be written as
urtt = A B, U™
Next, we consider the D-norm for the upward sweep matrix A; !B,
v Bl A TDA;'B,x
2T Dz

IAZ Bl = sup
z#0

The numerator B, A, " DA; !B, can be easily rewritten after a few algebraic steps
as D — 2y(A;1D) " (A;1D). From our notation A, =+ Eand B, =1 —E", it
follows

Bl A;"DA;'B,=(I—-E")TA,"DA'(I-E"),
where ET = D — E. An expression in terms of matrices A, and D gets the
following form

(A, —=D)TA,"DA (A} — D)
=D-DA;'D-D"A,;"D+ DA, "DA,'D
=D-DA;"A A;'D - DA;TA,A;'D+ DA, TDA;'D
=D+ DA, "[-A; " — A, + D]A;'D
=D —2(A,'D)"(A,;' D)
and hence, it follows

A71Dz||2
47 Bl = 1 - 2sup 1A D2l
e S P
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Thus, the spectral radius of the upward sweep matrix A, !B, reads
p(Ay Bu) < A7 Bullp < 1,

and we can conclude that the upward sweep is unconditionally stable.
An analogous result holds for the downward step. In the corresponding equation

(18) Agd™ = Bad™, n>0

the matrices Ay and By are defined as A; = AI and By = B, . The analysis
is done analogous: we can define a positive definite matrix and follow again the
steps from the previous proof. Consequently, also the combination as an arithmetic

average of these two sub steps is also unconditionally stable. U

The stability analysis using the matrix approach according to [3] worked for
reaction-diffusion equations with constant coefficients. However, this proof is not
transferable for the stability analysis of methods with non-symmetric terms, e.g.,
the difference quotients for the convection term proposed by Towler and Yang (eq.
11), or Roberts and Weiss (eq. 12), cf. Section 3.2.

As a remedy we can apply a modified upwind discretization of the convection
term. The resulting structure of the matrices A,, B, is different, but we can do a
similar proof.

Theorem 3.2. ADE scheme, using upwind discretization in convection term,
applied to the reaction-diffusion-convection equation (1) is unconditionally stable
in the upward sweep and unconditionally stable in the downward one.

Proof. Again, without loss of generality, we focus on the upward sweep and
consider an upwind discretization for a left-going wave, i.e., b > 0 (since later we
would like to extend this approach for Black-Scholes model, where b > 0). In the
upward sweep we use difference quotients using values just from the old time level
(13)

n+l _ . n n o _ antl n+1 n _am n+1 n
Uj (X _auj-i-l Uy — U +uj_1 —|—buj+1 u; —cuj + u;

k B h? h 2

Using the abbreviations « := a%, B = b% >0, v := ck, we can write

(19) —oault] + (1 +a+ %)u?“ = (1 —a—f- %)uy + (a+5>u?+1-

We follow again roughly the ideas of Leung and Osher [3] and consider the upward
sweep (19) with homogeneous BCs

Au™t = Bu, n >0,
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with the system matrices A,, B, € RY~D*(/=1 given by

l+a+3 0 ... 0
A= ¢
0
0 —a l+a+3
a+3 0 0
=7+ ¢ = I+E,
0
0 —a a+3F
l-a—-B—-3 a+p 0
B, = 0
a+ B
0 o 0 1—a-B-73
a+f+3 —a—-pF ... 0
— - 0 h - : —I-F
o —
0 0 a+p+3
2+ B+ —a-—0 ... 0
_a :
where D=FE+F=
: . —a—pf
0 —a 2a+ B+~

The matrix D is not symmetric but obviously positive definite.

In the sequel we have just outlined the steps which differ from the previous proof.
The numerator B, A, " DA, !B, can be easily rewritten after a few algebraic steps
as D — 2y(A;1D)T(A;1D).

From our notation A, = I+ F and B, = I — F, it follows

Bl A;"DA;'B, = (I —F) A, "DAY(I - F),

where F':= D—FE. An expression in terms of matrices 4,, and D gets the following
form

(I+E—-D)TA;"DAY(I+E—D)= (A, —D)"A; "DA_ (A, — D)

and we proceed the same way as in previous proof.
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For the downward sweep, we have

m—+1 n n+1 n+1 n n
A+ - cz]+1 At —dr e+ dr
k h2
P et I A
oh Ty

Using the abbreviations « := a%, 8= b% <0, v := ck, we can write

(1+a+ g + z)d”“ (—a— g)djjf

(20)
" :ad;-‘,l—k(l—a §—§)dn+

B o

2 1

AanJrl = Ban, n Z 0

3

with Ap, Bp € RY-Dx(J-1) given by matrices Ap, Bp. The matrix Ap is upper-
diagonal Ap = diag(1 + « + 8 5 + %, - — f) The matrix Bp is tridiagonal with

diagonal terms Bp = diag(«, 1 — g -1, [23 ). Likewise, we construct matrices
D = diag(—a,2a+ B+ v, —a — ﬁ) as a tridiagonal positive definite matrix. We
can follow the same way of proof, and thus we conclude the unconditional stability

of the downward sweep. O

3.2. Von Neumann stability analysis
for the convection-diffusion-reaction equation

Since analysis using matrix approach was suitable for upwind kind of approxi-
mation in convection term, here we investigate stability properties of the ADE
schemes, where discretization of convection term is provided according to [7] and
[6].

We consider the convection-diffusion-reaction equation (1) and focus on the
upward sweep of the ADE procedure in the sequel. An appropriate choice for the
approximation of the convection term is the one due to Roberts and Weiss [6] since
performing just a downward sweep leads to the unconditionally stable solution.

Theorem 3.3. The ADE scheme with the Roberts and Weiss approrimation in
the convection term, applied to the PDE (1) is conditionally stable in the upward
sweep and unconditionally stable for the downward one.

Proof. Using Roberts and Weiss discretization in convection term, we get

n+l _  n n o _ _ o nt+l n+1
U u; _ Ugyq uj Uy U,
k h?
utyy —uf +ul =t Wt
+b —c

2h 2
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Let us denote the parabolic mesh ratio o := a%, the hyperbolic mesh ratio 5 := b%
and ~y := ck; where a, b, ¢ are nonnegative constants.

n+l _ . n n _,n__ . ntl n+1
u; = Uy —|—a(uj+1 Uy — U, +uj71)

B n+1 n+1 Y[, n+1
+ §(u?+1 —uj +uj —uj_1> - §(uj +u?)
Applying von Neumann Ansatz uf := enek ¢liA amplification factor A; reads
4 A—|— Bei)\h
' C+De i

where A=1—-a—-/2—v/2; B=a+8/2;C=14+a—5/24+~/2; D = —a+ /2.
For stability we require |A4;]? < 1.

(A+ Be™) (A4 BomiMh)

(C+De ™) (C + Deirh)

A% + B? + 2ABcos(\h) < C? + D? +2C D cos(\h)
2(AB — CD)cos(\h) < C? + D* — A? — B?

AL = 414 =

<1

(21) (4a — 4aB — Bv) cos(Ah) < da — 4af — By + 2.

Here we can distinguish 2 cases with respect to the sign of (4da — 4a8 — 87).
e C(Cuse 1: By substituing «, 8, into (4o — 4aff — B7y) > 0, we get the following
condition

(22) o< = — —.

In this case, equation (21) can be rewritten as
doa —daff — By + 2y

(23) cos(Ah) < o —d0B - B
2y
e A oy Py
2y
(24) R P Py By o

We can notice that condition (24) is satisfied for all the possible values of
parameters since v > 0 and 4o — 4af — By > 0.
e Case 2: We consider (4a — 4aff — By) < 0, what is equivalent to the condition
a ck
(25) a> o =T
In this case, equation (21) can be rewritten as
4o —daff — By + 2y
da —4aff — By
2y
4o —daf — By

(26) cos(Ah) >

-1>1+
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— -2 2
(27) 0> 8a — 8aff — 26y + 2+
da — 4af — By
Since (4da — 4af — By) < 0, then (8a—8af—28v+27) > 0. After substituing
a, B, and after elementary algebraic steps, we get
< 0k ch
“=9Pe 1w
Case 2 leads to conditions (25) and (28) what means that
a ck a ck ch
29 —_—— — — — — 4+ —
(29) 0‘6(2Pe 1'2Pe 4 4

(28)

To sum up case 1 and case 2, we can claim that conditions (22) and (29), and
also considering the situation where (4o — 4a8 — Bv) = 0, we get

a ck ch

< - Ty 7

(30) “S5pe 1 T
where Pe = % is the so-called Peclet number.

2
For the downward sweep, we get the following amplification factor

a1 B [1—@—}—%—%} + o — Blemirn
2:

{1+a+§+%} + [~ — B]eirn

Stability condition |A3|> < 1 leads to the formula
do + 4o + By + 2y

cos(Ah) <

4o+ 4aB + By
Let us note that the last condition can be simplified to the condition
2y
32 _ >0
(32) da+4af+ By —

The coefficients «, 3, 7y are positive, i.e., the condition (32) is satisfied, and thus
we have the unconditional stability for the downward sweep using the Roberts and
Weiss approximation, which completes the proof. O

In case of the Roberts and Weiss approximation we propose to use only the
unconditional stable downward sweep.

Theorem 3.4. ADE scheme, using Towler and Yang approximation in the
convection term, applied to the PDE (1) is conditionally stable in both sweeps.

Proof. For the Towler and Yang approximation, the stability condition for the
upward sweep reads

(33) (4o — 2a8 — By) cos(Ah) < da — 208 + 27,

where again we can distinguish 2 cases with respect to the sign of left hand side
of the equation (33).
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e Case 1:1f (4a — 2a8 — ) > 0, it means
(34) a< — - —.

In this case, equation (33) can be rewritten as
da—4aff — Py + 2y

4o — 26 — By

da — 2a8 — By
(36) 0< M
da — 2a8 — By

We can notice that condition (36) is satisfied for all the possible values of

parameters since v > 0 and (2 + 8) > 0 and 4o — 2a8 — 8y > 0.
e Case 2: We consider (4o —2af — ) < 0, what is equivalent to the condition

(35) cos(Ah) <

(37) a>———.

In this case, equation (33) can be rewritten as
4o —daf — By + 2y

(38) cos(Ah) > P oy
o 02+ 5)
T da —2ap — By

After substituing «, 5, and simplification, it leads to the condition

a ck ch 1
39 <2 &L,
(39) A N T

In case 2, we obtain two conditions (37) and (39), namely
(40) o€

From case 1, condition (34) and case 2 condition (40) in Towler and Yang case
and considering also possibility of (4o — 2a8 — 8v) = 0, we can sum up

a ck ch 1
41 <2 BB,
(41) A N T

For the downward sweep, the stability condition is

da + 2a8 + 27
M) < —m————
cos(Ah) < da + 2a8 + By
which leads to the condition
k 1
42 — < —
(42) h? — Pe

Both sweeps in Towler and Yang discretization of convection term in reaction-
diffusion-convection equation are conditionally stable under the conditions (41)
and (42). O
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4. CONSISTENCY ANALYSIS OF THE ADE METHODS

In this section, we provide a consistency analysis of the ADE methods for solving
the convection-diffusion-reaction equation (1) and for the BS model (2).

4.1. Consistency of the ADE scheme
for convection-diffusion-reaction equations

We study the consistency of the following ADE discretization

n+l _ _ n n o n+1 n+1
u; Ui M T Y
k o h?
R B At/ S
+ —c
2h 2

to the convection-diffusion-reaction equation (1). The local truncation error (LTE)
of the upward sweep is given by

1 1 1
LTEup = k(_§vtt + —aUyrt + ibth)

2
1 1 1 1 1
+ k;2 <_6'Uttt + iavwwtt + zbvmtt) + h2 (Eavwaxxz gbvmxx)
1 1 k k2 /1 k3 /1
- kh(gavmm + zbvm) — 5 Wat — 5 (iavm) - (gathtt);
and analogously, the LTE for the downward sweep reads
1 1 1
LT Eqoun = k<_§vtt + 501'03;7;15 + ibth)
1 1 1 1 1
+ k2 <_6Uttt + Zavmctt + vaxtt) + h2 (Eavxaﬁxz gbvxxx)
1 1 k k% /1 k3
+ kh(gavcht + vax:ct) + Eavmt + ﬁ (§avxtt) + E (gavxttt) .

Thus, we end up for the LTE for the combined sweep

1 1 1
LTEADE = k(_fvtt + - Uzt + *b’l)wt)

2 2 2
1 1 1 1 1
+ k2 (_Evttt + zavxxtt + vawtt> + h2 (Eavwwwz ébvwww>7

Assuming a constant parabolic mesh ratio k/h?, the first order term in k can be
written in the form O(k) = O(h?) and hence, we get

1 1 1
LTEapg = k* (*évttt + Zavmrtt + vaztt)

1 1 11 1
+ h2 (Eavzxzxgbvzxz - §/Utt + gavxzt + ibvxt)’

Hence, the order of consistency of the ADE method for the PDE (1) is O(k? +h?).
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4.2. The Consistency of the ADE method for the linear BS model
As an extension of the PDE (1), we consider the linear BS equation (2).

Theorem 4.1. The order of consistency of the ADE method for the linear BS
equation is O(k% + h?) in both sweeps and in the final combined solution.

Proof. The linear BS PDE is a special case of (1) with the space-dependent
coefficients a(S) = 306252, b(S) = rS, ¢(S) = r. The LTE for the upward sweep
reads

1
LTEgs — k( 5o+ avm + bvzt)
1 1 1 1
+ 2( = Uttt + avazxtt + bvxtt) + h2 (Eavzzxx 6bvzzx)

1 k
=AUyt — bvxzt) + - <_avzt>

kh(—
+ h

6
kS

(o) + 5 (o)

—(—=zav, —(—=avgu )-

h 5 Watt h g Wattt

If we assume a constant parabolic mesh ratio a = k/h?, then we get

LTE = k(—%vtt) + k’ (—gvm) = Oéh (—51}”) + k2 (—évm),
where we neglected higher order terms. A similar result holds for the downward
sweep. We have shown that consistency for the linear BS model is O(k? + h?) in
downward, upward and hence, also in the combination. O

4.3. Application and numerical experiments with the linear model

We apply the ADE method and calculate a price for a vanilla European call option
in a classic linear BS model with constant coefficients. Choosing the following set
of parameters r = 0.03 (interest rate); ¢ = 0 (continuous dividend yield); o = 0.2
(volatility); T' = 1 (maturity time in years); Smax = 90 (maximal stock price);
K = 30 (strike price); and defining a grid with N = 50 time steps; J = 200 space
steps, we get an option price, which is shown in Figure 3.

—=0
. oot T
a =
o
:
g 5"
> Sw
il
0
50
N o W‘U 20 30 0 50 60 70 80 EL
S (stock price) o time s (st‘ock price)
Figure 3. Option price. Figure 4. Solution at time ¢t =0and t =T

In this subsection, we analyze the computational and theoretical order of con-
vergence. In Table 1, there is recorded an error as a difference between numerical
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solution using ADE method and the closed form BS formula for different meshes
with fixed mesh ratio 0.23. In Table 2, ratios of errors from the Table 1 are calcu-
lated. One can observe that using double space steps, ratio of errors converges to
the number 4, what confirms that the theoretical order of convergence is 2.

| N [ J [ mesh ratio [ error ‘
3 50 0.23 | 0.2458 l ratio of errors ‘
12 | 100 0.23 | 0.0855 error50/error100 | 2.87
50 200 0.23 | 0.0208 error100/error200 | 4.11
200 | 400 0.23 | 0.0052 error200/error400 | 4
800 | 800 0.23 | 0.0013 error400/error800 4
Table 1. Error as a difference between Table 2. Ratio of errors.

exact solution and approximation.

Figures 5-9 show an error on different grids as a difference between numerical
solution and the exact one (from the BS formula). Table 1 records the maximum
value of the error from the time ¢t = 0, it means that we observe the maximal
value of the errors whole calculation in the current time. At the beginning of
the calculation (nearby maturity time) we can observe the highest error, which is
caused by the non-smooth initial data. This error decreases during the calculation.
The finer the mesh, the faster the decrease of the error (5)—(9).

|exact - numerical solution|

|exact - numerical solution|
|exact - numerical solution|

02 0z
S (stock price) time to maturity S (stock price) ° time to maturity S (stock price) ° time to maturity

Figure 5. Error, N = 3, Figure 6. Error, N = 12, Figure 7. Error, N = 50,
J = 50. J =100. J = 200.

2 5 8

|exact - numerical solution|
s 2 8

|exact - numerical solution|

5 ~

02
S (stock price) oo time to maturity S (stock price)

2
time to maturity

Figure 8. Error, N = 200, Figure 9. Error, N = 800,
J = 400. J = 800.
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CONCLUSION AND OUTLOOK

We provided a numerical analysis for ADE methods solving linear convection-
diffusion-reaction equations. Stability was investigated by two different approaches.
The matrix approach yields unconditional stability in the downward sweep using
upwind discretization. The von-Neumann analysis yields unconditional stability
of the downward sweep using the Roberts and Weiss approximation.

It turned out that the order of consistency is O(k% + h% + k/h) for the upward
or downward sweeps, but its combination exhibits an increase order of consistency
O(k? + h?). Next, for the BS model, as an application in computational finance,
we obtained an order of consistency O(k? + h?) for both downward and upward
sweeps.

Our aim is to extend our numerical analysis, esp. the stability analysis, to
PDEs with non-constant space dependent coefficients and provide experiments
with the BS PDE. We will investigate the stability properties of ADE methods
for solving nonlinear BS models and provide illustrative numerical experiments.
Finally, extensions of the ADE method to higher dimensions will be considered.
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