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1 Abstracts

English

The thesis covers different approaches used in current modern computational finance. Analytical and
numerical approximative methods are studied and discussed. Effective algorithms for solving multi-factor
models for pricing of financial derivatives have been developed.

The first part of the thesis is dealing with modeling of aspects and focuses on analytical approximations
in short rate models for bond pricing. We deal with a two-factor convergence model with non-constant
volatility which is given by two stochastic differential equations (SDEs). Convergence model describes the
evolution of interest rate in connection with the adoption of the Euro currency. From the SDE it is possible
to derive the PDE for bond price. The solution of the PDE for bond price is known in closed form only in
special cases, e.g. Vasicek or CIR model with zero correlation. In other cases we derived the approximation
of the solution based on the idea of substitution of constant volatilities, in solution of Vasicek, by non-
constant volatilities. To improve the quality in fitting exact yield curves by their estimates, we proposed a
few changes in models. The first one is based on estimating the short rate from the term structures in the
Vasicek model. We consider the short rate in the European model for unobservable variable and we estimate
it together with other model parameters. The second way to improve a model is to define the European
short rate as a sum of two unobservable factors. In this way, we obtain a three-factor convergence model.
We derived the accuracy for these approximations, proposed calibration algorithms and we tested them on
simulated and real market data, as well.

The second part of the thesis focuses on the numerical methods. Firstly we study Fichera theory which
describes proper treatment of defining the boundary condition. It is useful for partial differential equa-
tion which degenerates on the boundary. The derivation of the Fichera function for short rate models
is presented. The core of this part is based on Alternating direction explicit methods (ADE) which be-
long to not well studied finite difference methods from 60s years of the 20th century. There is not a lot
of literature regarding this topic. We provide numerical analysis, studying stability and consistency for
convection-diffusion-reactions equations in the one-dimensional case. We implement ADE methods for
two-dimensional call option and three-dimensional spread option model. Extensions for higher dimen-
sional Black-Scholes models are suggested. We end up this part of the thesis with an alternative numerical
approach called Trefftz methods which belong to Flexible Local Approximation MEthods (FLAME). We
briefly outline the usage in computational finance.

Slovak

Praca popisuje rozne pristupy pouZivané v si¢asnom modernom ocenovani financnych derivitov. Za-
oberdme sa analytickymi a numerickymi aproximacnymi metédami. Vyvinuli sme efektivne algoritmy
rieSenia viacfaktorovych modelov ocefiovania finanénych derivétov.

Prva Cast’ prace sa zaoberd modelovanim réznych aspektov a je zamerand na analytické aproximadcie cien
dlhopisov v modeloch kratkodobych trokovych mier. Zaoberdme sa dvojfaktorovym konvergencnym mod-
elom s nekonStantnom volatilitou, ktory je dany dvomi stochastickymi diferencidlnymi rovnicami. Kon-
vergencny model opisuje vyvoj irokovej miery v suvislosti s prijatim eura. Zo stochastickej diferencidlne;j
rovnice je mozné odvodit’ parcidlnu diferencidlnu rovnicu pre cenu dlhopisu. Riesenie parcidlnej diferen-
cidlnej rovnice pre cenu dlhopisu v uzavretej forme je zndme iba v Specidlnych pripadoch, napr. Vasickov
model alebo CIR model s nulovou koreldciou. V ostatnych pripadoch, sme odvodili aproximéciu rieSenia
zaloZenu na myslienke substiticie konstantnych volatilit, v rieSeni Vasi¢kovho modelu, nekonstantnymi
volatilitami. Z ddvodu zlepSenia kvality zhody odhadnutych a presnych vynosovych kriviek sme navrhli
niekol'’ko zmien v modeloch. Prva z nich je zaloZena na odhade vynosovych kriviek z ¢asovej Struktiry

urokovych mier vo Vasickovom modeli. Kratkodobu trokovi mieru povaZujeme za nepozorovatel nd pre-
mennd a odhadujeme ju spolu s ostatnymi parametrami modelu. Druhy spdsob ako vylepSit' model je
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definovanie eurdpskej kratkodobej uirokovej miery ako sictu dvoch nepozorovatel'nych faktorov. Tymto
spdsobom ziskavame trojfaktorovy konvergencny model. Odvodili sme presnost’ aproximacie, navrhli sme
postup kalibracie a testovali sme ho na simulovanych a redlnych trhovych datach.

Druhd Cast’ prace sa zameriava na numerické met6dy. Najskor Studujeme Ficherovu tedriu, ktord popisuje
spravne zaobchddzanie a definovanie okrajovych podmienok pre parcidlne diferencidlne rovnice, ktoré
degeneruju na hranici. V prici uvddzame odvodenie Ficherovych podmienok pre modely kratkodobych
urokovych mier. Jadrom tejto Casti si ADE (alternating direction explicit) metédy zo 60. rokov 20.
storocia, ku ktorym sa nenachddza vel'a literatdry. V préci je obsiahnutd numerickd analyza, Stidium sta-
bility a konzistencie pre konvekéno-difizno-reakénii rovnicu v jednorozmernom pripade. ADE met6dy
implementujeme pre dvojrozmerné call opcie a trojrozmerné spread opcie. Navrhujeme rozsirenia na
viacrozmerné pripady Black-Scholesovho modelu. Tuto Cast’ prace ukoncujeme alternativnou metédou
nazyvanou Trefftz, ktord patrf medzi Flexible Local Approximation MEthods (FLAME).

German

Die Doktorarbeit beinhaltet verschiedene Methoden, die in der heutigen modernen Finanzmathematik
eingesetzt werden. Es werden analytische und numerische Approximationsmethoden analysiert und disku-
tiert, sowie effektive Algorithmen fiir Multifaktormodelle zur Bewertung von Finanzderivaten entwickelt.

Der erste Teil der Doktorarbeit behandelt Modellierungsaspekte und ist auf die analytische Approximation
von Zinssatzmodellen im Anleihenmarkt fokussiert. Wir behandeln ein Zweifaktorkonvergenzmodell mit
nichtkonstanter Volatilitit, das durch zwei stochastische Differentialgleichungen (SDG) gegeben ist. Das
Modell beschreibt die Entwicklung von Zinsraten in Verbindung mit dem Eurowechselkurs. Ausgehend
von der SDG ist es moglich eine partielle Differentialgleichung (PDG) fiir den Anleihekurs herzuleiten.
Eine Angabe der Losung der PDG ist nur in Einzelfillen in geschlossener Form mdglich, z.B. im Vasicek
or CIR Modell mit Korrelation null. In anderen Fillen haben wir eine Approximation an die Losung des
CIR Modells durch Ersetzen der konstanten Volatilitdt duch eine flexible Volatilitdt erhalten. Um eine
hohere Genauigkeit bei der Anpassung an die reale Zinskurve zu erhalten, haben wir einige Anderungen
innerhalb des Modells vorgeschlagen. Die erste basiert dabei auf der Schitzung des Momentanzinses durch
die Zinsstrukturkurse innerhalb des Vasicek-Modells. Wir betrachten den Momentanzins im européischen
Modell fiir eine unbeobachtbare Variable und schitzen diese zusammen mit den anderen Modellparame-
tern. Als zweite Verbesserungsmoglichkeit des Modells betrachten wir den europdischen Momentanzins
als Summe von zwei unbeobachtbaren Prozessen. Auf diesem Wege erhalten wir ein Dreifaktorkonver-
genzmodell. Wir zeigen die Genauigkeit dieser Approximationen, schlagen Kalibirierungsalgorithmen vor
und testen die Modelle an simulierten, sowie realen Marktdaten.

Der zweite Teil der vorliegenden Arbeit beschiftigt sich mit numerischen Methoden. Zuerst erldutern
wir die Fichera-Theorie, die eine systematische Untersuchung von Randbedingungen erlaubt. Sie ist bei
partiellen Differentialgleichungen, die am Rand degenerieren, von groBem Nutzen. Es wird die Fichera-
Funktion fiir Zinssatzmodelle hergeleitet. Den Kern der Doktorarbeit bilden Alternating Direction Explicit
(ADE) Verfahren, aus den 60er des 20. Jahrhunderts die zu den nicht ausgiebig untersuchten Verfahren
zahlen. Daher existiert heute nur sehr wenig Literatur zu diesem Thema. Wir fithren eine numerische
Analyse durch und untersuchen die Stabilitiits- und Konsistenzeigenschaften fiir Konvektions-Diffusions-
Reaktions Gleichungen in einer Raumdimension. Wir implementieren ADE Methoden fiir zweidimension-
ale Call-Optionen und dreidimensionale Spreadoptionsmodelle. Zusitzlich werden Erweiterungen fiir das
hoherdimensionale Black-Scholes-Modell vorgeschlagen. Wir beenden diesen Abschnitt der Doktorarbeit
mit einer alternativen numerischen Methode, der sogenannten Trefftz-Methode, die zu der Klasse der Flex-
ible Local Approximation MEthods (FLAME) gehort. Wir erldutern kurz ihre Nutzung im Rahmen der
Finanzmathematik.
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2 Aims of the dissertation thesis

The goal of the thesis is to provide a wide scope of techniques used in computational finance.
On the one hand we see importance of the analytical techniques, on the other hand we tackle
with numerical schemes. Another goal is to provide models and their solutions which are easy
implementable. The better model, the better description of the reality. But the more complex
model, the more troubles. Extension to higher dimensional (or nonlinear models) is necessary but
or goal is to keep in mind the simpler model, the better. We do not want to deal with calibration
and solving too complex models, because something it is even not possible. The suggested model
or scheme must be tractable. In recent years we are witnesses of the negative interest rates in the
whole European union. This fact must be considered and included to the all the models created
in the way that they are capable to distinguish and cover all the situations. If the case is too
complicated, we should provide an implementation in the way where it is possible and easy to
provide parallelization of the algorithm. Computational finance is applied science but it requires
knowledge from various fields in mathematics: SDEs, PDEs, analytical techniques, numerical
analysis, optimization, programming and everything with having some knowledges from pricing
of financial derivatives, such as options and bonds. Goal of this thesis is to cover all these subjects
and suggest the effective methods for the given task.

To summarize the aim of the dissertation thesis we say we deal with the mathematical analysis of
the multifactor models for pricing of financial derivatives which includes:

e short rate models for bond pricing

— convergence model of an interest rate

— choice of a suitable model for the European and the domestic interest rate
— atwo-factor short rate model and its extension to a three-factor model

— suggestion of the analytical approximation

— bond pricing

— implementation of a simulation analysis

— calibration of these models

e numerical solutions of the second order parabolic PDE

Fichera theory (boundary conditions)

finite difference method, or some other alternative approaches

Alternating Direction Explicit (ADE) method

numerical analysis of ADE schemes incluuding stability and consistency analysis
e considering one-dimensional and higher dimensional models

— suggestion of an effective algorithms for dealing with these models

3 Structure of the thesis and included techniques

In the thesis we deal with one-dimensional (or in other terminology one-factor), two-dimensional
and three-dimensional models and we outline extensions to higher dimensional cases. Sorting
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according to dimensionality is displayed in the following diagram which models and analytical
and numerical approximative methods are included in the thesis.

Y Estimating the short rate from the term structures
I (Part |, Chapter 4) Y,
1iDIM " .

Fichera Theory
._(Partll, Chapter8) /

ADE methods for convection-diffusion-

. . 1 reactions Equations I

Trefftz methods | N (Part ll, Chapter 9) Vi
\_(Part ll, Chapter 11) / - -

Convergence model of interest rates “I

of Vasicek, CIR, CKLS type
(Part |, Chapter 3) /.
h - —

2 DIM

Short rate as a sum of two CKLS-type processes

(Part |, Chapter 5) ) /:

ADE method for 2D spread option

(Partll, Chapter 10) /:

Fichera theory - application to a two-factor interest rate hY
model |
(Part ll, Chapter 8) /‘

A three-factor convergence model of interest rates
(Part |, Chapter 6) J

¥
3 DIM T

ADE method for 3D basket option \
(Partll, Chapter 10) Y,

Fichera theory for n-dimensional model
possible < - (Part Il, Chapter 8) Y,

extensions to

n DIM N\
ADE method for higher dimensional Black-Scholes |
model

(Part ll, Chapter 10) /‘

\_

The chapters are mostly based on the published results and each chapter is accesible in any order
allowing a swift reading to readers. For reader interested in numerical analysis we refer to the
second part of the thesis, for reader interested more in analytical techniques we recommend to
read the first part of the thesis. The thesis does not have extended theoretical part but it is a
collection of own research results.

In the following text we explain which kind of models are studied in the thesis. Dynamics of the
stock price, interest rate, volatility are described by SDEs which can be solved using analytical
methods or numerical simulations. From SDE we can derive the corresponding partial differential
equation (PDE) which describes the price of the bond, or option. In our work we deal with
the analytical and numerical PDE approaches. Interest rate modeling using short rate models,
analytical approximations for bond pricing and its accuracy are discussed in detail in the first part
of the thesis. Second part of the thesis is focused on the efficient numerical solutions of higher
dimensional option pricing problems which are described by a parabolic PDE, also called also
Black-Scholes (BS) model.

Models which are studied in this work, are described by the SDE:
dXt == H(X[,t)dt + G(Xt,[)dW,
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where W is Wiener process. Function u(X;,t) is the trend or drift of the equation and o(X;,t)
describes fluctuations around the drift. A solution of this SDE is a stochastic process X;. For scalar
X; we have one-factor models, for vector valued X; we deal with multi-factor models. Dynamics
of the evolution of the process X; is described by SDE, where X; can represent an underlying
asset, usually a stock price, but it can also be interest rate or volatility. In case X; is a short rate,
derived PDE represents equation for pricing of bonds. In case X; is a stock price, derived PDE is
an equation for option pricing, called also Black-Scholes model. If additionally there is given a
stochastic volatility, we get the Heston model; and if there is given also a stochastic interest rate,
it leads to the Heston-Hull-White model.

4 Modeling of the interest rate in short rate models, bond pricing
and its analytical approximations

A discount bond is a security which pays its holder a unit amount of money at specified time T
(called maturity). P(¢,T) is the price of a discount bond with maturity 7" at time 7. It defines the
corresponding interest rate R(z,T) by the formula

_InP(t,T)

P(t,T)=e RODTD e R(t,T) = o

A zero-coupon yield curve, also called term structure of interest rates, is then formed by interest
rates with different maturities. Short rate (or instantaneous interest rate) is the interest rate for in-
finitesimally short time. It can be seen as the beginning of the yield curve: r(¢) = lim, ,7— R(¢,T).
For a more detailed introduction to short rate modeling see e.g. [2], [15].

Short rate models are formulated by stochastic differential equation (SDE) for a variable X:
dX; = u(X;,t)dr + o (X, t)dW

which defines the short rate r = r(X;). Here W is a Wiener process, function u(X;,t) is the
trend or drift part and the volatility o(X;,) represents fluctuations around the drift. Choosing
different drift p(X;,r) and volatility o(X;,#) leads to various one-factor models (where X; is a
scalar) and multi-factor models (where X, is a vector). In short rate models, bond prices and term
structures of interest rates are determined by the parameters of the model and the current level of
the instantaneous interest rate (so called short rate).

4.1 Convergence model of CKLS type

A convergence model of interest rates explains the evolution of the domestic short rate in connec-
tion with the European rate. The first model of this kind was proposed by Corzo and Schwartz
in 2000 and its generalizations were studied later. Its dynamics is described by two stochastic
differential equations - the domestic and the European short rate. We consider a model in which
the risk-neutral drift of the European short rate r, is a linear function of r,, risk-neutral drift of
the domestic short rate r, is a linear function of r; and r, and volatilities take the form o,r% and
Gdl”zi/d, 1e.

dry = (a1 + aprg +azr.)dt + Ger“dea

1
dr, = (by + byr,)dt + o rkdw,, M
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where Cov[dW,,dW,| = pdt. Parameters a,az,a3,by,b» € R, 64,0, > 0,7%4,7% > 0 are given con-
stants and p € (—1,1) is a constant correlation between the increments of Wiener processes dWy
and dW,. We will refer to this model as two-factor convergence model of Chan-Karolyi-Longstaff-
Sanders (CKLS) type. The domestic bond price P(ry, ., T) with the maturity 7 satisfies the PDE:

P P JdP
——=—+ (a1 +asrg+azre) =— + (b1 + bare) =—

ot al’d 8re (2)
2 e
o3 2P o2r.¥ 9%P " P P —0
e -

2 or 2 dr? ¢ drydr.
for ry,r. > 0,7 € (0,T), with the initial condition P(r4,r.,0) = 1 for ry,r, > 0. Unlike for Vasicek
and uncorrelated CIR model, in this case it is not possible to find solution in the separable form.
For this reason, we are seeking for an approximative solution (2).

In our paper paper [7] substituting its constant volatilities by instanteneous volatilities we obtain
an approximation of the solution for a general model. We compute the order of accuracy for this
approximation, propose an algorithm for calibration of the model and we test it on the simulated
and real market data. On the one hand, suggested approximation and calibration algorithm provide
reasonably accurate results, which was proved, but on the other hand, by comparing accuracy of
estimated and exact yield curves we did not achieve wanted results. Improvements are suggested
in the following subsections.

4.2 Estimating the short rate from the term structures

As an improvement for modeling of the interest rate we suggest the idea of Estimating the short
rate from the term structures in the Vasicek model in our paper [13]. The idea of this approach is
to use observable market term structures to calibrate the model. We use the weighted mean square
error where a difference between observed yields and computed yields, using Vasicek model, is
minimized. The calibration procedure was proposed and the application on simulated and real
market data was performed. We tried to find out the relation between the estimated short rate and
market overnight. It is interesting to deal with if it is really necessary to consider the short rate for
the unobservable variable and estimate it together with other model parameters. We find out that
the estimated short rate is robust when the set of maturities of the interest rate is being changed.

4.3 Short rate as a sum of CKLS-type processes

As an another improvement for modeling of the European interest rate we suggest the short rate
model of interest rates, in which the short rate is defined as a sum of two stochastic factors dis-
cussed in our paper [5]. Each of these factors is modeled by a stochastic differential equation with
a linear drift and the volatility proportional to a power of the factor. We show calibration methods
which - under the assumption of constant volatilities — allow us to estimate the term structure of
interest rate as well as the unobserved short rate, although we are not able to recover all the param-
eters. We apply it to real data and show that it can provide a better fit compared to a one-factor
model. A simple simulated example suggests that the method can be also applied to estimate
the short rate even if the volatilities have a general form. Therefore we propose an analytical
approximation formula for bond prices in such a model and derive the order of its accuracy.
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4.4 A three-factor convergence model of interest rates

Combining two approaches from [7] and [5] we suggested a three-factor convergence model of
interest rates [21]. In all the previous models, the European rates are modeled by a one-factor
model. This, however, does not provide a satisfactory fit to the market data. A better fit can be
obtained using the model, where the short rate is a sum of two unobservable factors. We model
European rate by 2 SDEs and the domestic interest rate by 1 stochastic differential equation.
Therefore, we build the convergence model for the domestic rates based on this evolution of the
European market. We propose the following model for the joint dynamics of the European r, and
domestic r; instantaneous interest rate. The European rate r, = r; 4 r» is modeled as the sum of
the two mean-reverting factors r; and r,, while the domestic rate r; reverts to the European rate.
Volatilities of the processes are assumed to have a general CKLS form. Hence

dry = K'](Q] —I‘])dt—i-G]r}lldW]
dr, = K’z(@z — rg)dt + GzrgdeZ
drd = Kd((rl + r‘z) — rd)dt + Gdrgddwd

with Cor(dw) = Zdt, where dw = (dwy,dwa,dwy)" is a vector of Wiener processes with corre-
lation matrix %, whose elements (i.e., correlations between r; and r;) we denote by p;;. Figure
1 and Figure 2 show the evolution of the factors and the interest rates for the following set of
parameters: k1 = 3,0, =0.02,61 =0.05,71 =0.5, k0 = 10,6, = 0.01;0, = 0.05,» =0.5,x; =
1,06, =0.02,y, = 0.5,pl~j =0 for all i,].

358 T T T T 4

T T T T T
factor European short rate

———limit &,

factor 1y

w
5

limit &,

factors [%]
|
short rate [%]

w

. . . . . 25 . . . . .
85 1 15 2 25 3 0 05 1 1.5 2 25 3
time [years] time [years]

Figure 1: Simulation of the factors r, 7, (left) and the European short rate r, = r; 4 r, (right).

European short rate
domestic short rate

short rate [%)]

|
0s 1 15 2 25 3

time [years]

Figure 2: Simulation of the European short rate r, and the domestic short rate r,.

We study the prices of the domestic bonds in this model which are given by the solution of
the PDEs. In general, it does not have an explicit solution. Hence we suggest an analytical
approximative formula and derive the order of its accuracy in a particular case.
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5 Numerical methods

We focus on the Alternating Direction Explicit (ADE) methods, as an efficient scheme, which can
be used for a wide range of financial problems. Designing the numerical scheme, we do not only
need to take care for the choice of a mesh, but have to choose the boundary conditions carefully,
as well. Because of the issue with the boundary conditions we have studied the Fichera theory,
which helped us to distinguish how to define boundary conditions for equations degenerating on
the boundary. According to the sign of the Fichera function, we chose which kind of boundary
conditions need to be supplied. The second issue about boundary condition is the influence of the
stability of the numerical scheme. Since the matrix approach also includes boundary conditions,
we prefer to use it for the stability analysis instead of the von Neumann stability analysis.

5.1 Results of application of Fichera theory in financial applications

Choosing set of parameters k = 0.5, 6 =0.05, 0 =0.1, y = 0.5 in CIR model

dr = k(0 — r)dt +or"dW;, we get at r = 0 a positive Fichera function b = k8 — 62/2 = 0.02 > 0.
This is equivalent with the statement that the Feller condition is satisfied. According to the Fichera
theory, as soon as it is outflow part of boundary, we must not supply BCs. In this example in Fig. 3
and Fig. 5 and Table 1, we intentionally supplied BCs in an ’outflow’ situation when we should
not in order to illustrate what might happen if one disregards the Fichera theory. In the evolution
of the solution we can observe a peak and oscillations close to the boundary. In Fig. 5 we plot the
relative error, which is reported also in the Table 1.

p - 120
interest 2 e 40 interest 2 40
rate [%)] time [days] rate [%)] 0o time [days]

4

80

Figure 3: Numerical solution, Dirichlet BC Figure 4: Numerical solution, without BC

o
2
o

relativ error
o
2
relativ error

o
=}
S
@

igtmgt interet 2 PR 40
rate [%] time [days] rate [%] time [days]
Figure 5: Relative error, case with Dirichlet BC Figure 6: Relative error, case without BC

In our example we used the same parameters, but with or without defining Dirichlet BC. Here,
“without BC” means that we used for the numerical BC the limit of the interior PDE for r — 0.
The corresponding results are shown on the right hand side, in Fig. 4, Fig. 6 and the relative errors
are recorded in Table 1. For the numerical solution we used the implicit finite difference method
from [12]. The reference solution is obtained either as the analytic solution for the CIR model
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Table 1: Relative error, case with BC Table 2: Relative error, case without BC
time[days] relative error time[days] relative error
1 0.0147 1 0.0039
40 0.0079 40 0.0029
80 0.0029 80 0.0015
120 (maturity) O 120 (maturity) O

(y = 0.5, if Feller condition is satisfied), c.f. [2] or in all other cases using a very fine resolution
(and suitable BCs). The conditions at outflow boundaries are obtained by studying the limiting
behavior of the interior PDE or simply by horizontal extrapolation of appropriate order. Recall
that negative values of the Fichera function (i.e. an inflow boundary) correspond to not satisfied
Feller condition and may destroy the uniqueness of solutions to the PDE. Details about deriving
Fichera function for one, two factor short rate models can be found in our proceedings paper [4].

5.2 Explanation of Alternating direction explicit methods

ADE schemes were proposed by Saul’ev [20] in 1957, later developed by Larkin [16], Bakarat
and Clark [1] in 1964-66. More recently, these schemes have received some attention by Duffy
[11], [10] 2013 and Leung and Osher [17] 2005 who have studied and applied these schemes in
both financial modeling and other applications. Numerical analysis of ADE schemes for one di-
mensional convection-diffusion-reaction equation can be found in our paper [3] and in [17]. Some
advantages of the ADE methods are that they can be implemented in a parallel framework and are
very fast due to their explicitness; for a complete survey on the advantages and the motivation to
use them in a wide range of problems we refer the reader to [9], [10].

We have considered ADE method, that strongly uses boundary data in the solution algorithm
and hence is very sensible to incorrect treatment of boundary conditions. We have implemented
ADE scheme for solving Black-Scholes equation. By treating the nonlinearity explicitly, it can
be applied for nonlinear BS equations, as well. ADE scheme consists from two steps (sweeps).
In the first step upward sweeping is used and in the second step downward sweeping is used and
there are combined after each time step. To our knowledge, the ADE scheme has not been applied
to nonlinear PDEs before. It can compete to the Crank-Nicolson scheme, Alternating Direction
Implicit (ADI) and LOD splitting method. The sweeping procedure is done from one boundary
to another and vice versa.

BC for Smax BC for Smax

payoff payoff

BC for S=0 t=T BC for S=0 t=T

time time

Figure 7: Upward sweep Figure 8: Downward sweep
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Figures 7 and 8 show a grid for calculating the price of a call option in the BS model. The blue line
represents payoff as an initial condition and the green lines are given by the Dirichlet boundary
conditions for small and big asset values. The calculation is made by stepping backward in time.
To calculate the value of the yellow point in the upward sweep, 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, what preserves the explicitness of this sweep. Next, for the same time
level, we repeat the process with the downward sweep. To complete the current time level, we
combine the intermediate solutions from the upward and downward sweep by averaging, which
gives the final approximation at this time level. The schematic algorithm we can express in the
following way:

Forn=0,1,... N—1

LoInitwl=c, di=c%  j=1,..,J-1
2. Upward solution, u;?“ j=1,...,J-1
3. Downward solution, d?“ j=J—1,...,1

n+1 _ un+l+dn+l

4. Combination c 5

For the discretization of the diffusion term we use, c.f. [20]

n 1 1
Iv(xjitn) Uiy —uj—uj Uit N A
axz ~ h2 ) J=LL..J= 3
9%y (x; ditl —antt —an 4 dn )
V(xptn) o Jtl1 J J j—1 i—J—1 1
axz ~ h2 ) J = sty e

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

utt! +u?

+1 n
J d}? + dj
2 )

Vi) —,

j=1,...,J—1; and v(xj1,)~ j=J—1,...,1. 4
Different approximations of the convection term are possible [17], [8]. In the following we state

three of them. First, Towler and Yang [22] used special kind of centered differences

n+1
Iv(xj,tn) _ Wi —ui
ox 2h ’

n+1
Iv(xjitn) _ iy —dj

i=1....J—1: and ,
J= 0 an ox 2h

j=J—-1,...,1.
&)

More accurate approximations were proposed by Roberts and Weiss [19], Piacsek and Williams [18]

no__ . n n+1 __ n+l
IV(xjty) Wi —Uj U UG

St~ - , =101,

(6)
) - v -y L
ax ~ o s _]—J— NP N

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. negative sign
before convection term. Right going waves (positive sign before convection term) are treated
analogously.
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The well-known first order approximation reads

v(xj,t) _vii(t) —v;(t)

R i=J—1,...,1 7
ax h .] ) P} ( )

and the forward difference of second order [24]
Iv(xjt)  —vjwa(t) +4vini () = 3v;(1) [N @®)

dx 2h ’
Applying the ADE time splitting we obtain for the upwind strategy (7)

OV(x)tay1) _ Ujp1 — U]

. ~ ; , j=1,...,0—1,
©)
M(jstarr) Ay —di+dil —di .
pp ~ T , j=J—1,...,1,
and for the second order approximation
ov(xi,t —u't ,+4u", = 3u"
V(ngn-&-])% j+2 2h]+1 i =101,
(10)
ptinr) |~ A - dbadl st
E = P , Jj=J—1,...,1.

We will show that this upwind approximation (9) leads to a stable scheme.

Numerical analysis results focusing on stability and consistency considerations are described in
[17] and [3]. In [3] a numerical analysis of convection-diffusion-reaction equation with constant
coefficients and smooth initial data is provided. The authors proved that the ADE method applied
to the one-dimensional reaction-diffusion equation on a uniform mesh with the discretization of
the diffusion according to Saul’ev [20] and the discretization of the convection term following
Towler and Yang [22] is unconditionally stable. If a convection term is added to the equation and
upwind discretization for this term is used, the ADE scheme is also unconditionally stable c.f. [3].

In the ADE schemes one computes for each time level two different solutions which are referred
to as sweeps. Hereby the number of sweeps does not depend on the dimension. It has been shown
[3, 11, 17] that for the upward and downward sweep the consistency is of order O((dt)*+h*+ 4%)
where d7 is the time step and & denotes the space step. An exceptionality of the ADE method is
that the average of upward and downward solutions has consistency of order O((dt)? + h?). For
linear models, unconditional stability results and the O((d7)? + h?) order of consistency lead to
the O((dt)?* + h?) convergence order.

Stability, consistency and convergence analysis can be extended to higher dimensional models.

The straightforward implementation also to nonlinear cases with preserving good stability and
consistency properties of the scheme is also a strong advantage. In this paper we show how
one can implement this scheme for higher dimensional models by focusing on a linear model.
However, one could use this procedure for non-linear models as well. One way how to do it is to
solve nonlinear equation in each time level, instead of system of nonlinear equations in case of
implicit schemes. Another way is to keep nonlinearity in the explicit form and solve it directly.
Powerful tool for nonlinear equations represents also the Alternating segment explicit-implicit
and the implicit-explicit parallel difference method [25].
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5.3 ADE schemes for multidimensional models

We have suggested and implemented ADE schemes algorithm for two- and three-dimensional
models appearing in finance, esp. the multi-dimensional linear BS model. Details are recorded
in our paper [6]. ADE schemes have not used before for multidimensional models. We consider
two-dimensional (2D) spread options and also three-dimensional (3D) call options. Experimental
and theoretical second order of convergence for three dimensional call option model is displayed
in the Figure 9.

10"

===2nd order
=——order of our scheme

10°

Error

1072
10° 10" 102
Points per unit of space

Figure 9: Experimental order of convergence in three dimensional call option model

Approach in our algorithm and its fundamental set-up can be implemented even in higher dimen-
sions. The advantage is that in higher dimensional cases still only 2 sweeps are required. Another
advantage of the ADE schemes is that they are suitable method for parallelization.

5.4 Trefftz methods, Flexible local approximation schemes (FLAME)

Goal of this section is to present a short overview on alternative methods for solving the Black-
Scholes model. Trefftz methods are represented by Flexible Local Approximation Methods
(FLAME). They have been applied in different areas, but not in finance yet. Trefftz schemes are
an alternative to traditional methods solving the for Black-Scholes equation. The Trefftz approach
may lead to new finite difference schemes. Trefftz functions by definition satisfy the underlying
differential equation. Examples for basis functions are exponentials, plane waves, harmonic poly-
nomials, etc. There is a lot of study for stationary problems but how it works for time-dependent
problems like the Black-Scholes equation. One example is given in [23] pp.7-8. Here, the time
is considered as an additional coordinate. Basis functions are chosen as dependent functions on
space and time. Chapter about Trefftz methods serves in the thesis as a proof of concepts that
Trefftz methods can be used in different fields. However there is a lot of scope for improvement
and suggesting the FLAME scheme with good properties. Big potential of FLAME methods is to
generate as good exact solution as possible based on the choice of the basis functions. In a series
of experiments we observe some numerical instabilities which are the subject for a deeper study.
Suggestions of using Trefftz basis function in another approaches, e.g. Discontinuous Galerkin
method are challenging, as well. FLAME has a great deal of flexibility which makes this method
competitive. The application to nonlinear equations and usage of nonuniform meshes can be a
nice enrichment of these approaches (it can save a lot of computational time, it is convenient to
use nonuniform mesh for financial problems; e.g. a mesh according to [14]).
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6 Achieved results, conclusion and outlook

Thesis covers both analytical and numerical methods used in computational finance, as it was
aimed. It deals with different models, as short rate models for bond pricing or Black-Scholes
equations for call and spread option pricing. It covers deep study about proper treatment of
boundary conditions.

The first part of the thesis is focused on searching for a suitable approximative solution of the
convergence CKLS model. Crucial part of the analytical part of the thesis is based on [7] where
accuracy for analytical approximation for two-dimensional CKLS is derived. We suggest an im-
proved approximation with higher accuracy order. A complete analysis of the the approximation,
testing on simulated and providing calibration using real market data are included. Since the re-
sults with real market were not perfectly satisfactory, we implemented a few improvements. One
of them is the estimation of the overnight interest rates based on the modeling from the term struc-
tures of the interest rate in Vasicek model in the [13]. Simulations show that the procedure exhibits
high precision. When applying it to the real data, we obtain a good fit of the term structures. An-
other possibility how to improve modeling of the stochastic interest rate model is to suggest the
alternative model, where the one-dimensional stochastic process is modeled as a sum of two un-
observable processes [5]. Since calibration of the bond yields is dependent on the European data,
improvement in fitting of the bond yield in European model will also influence the accuracy of
the domestic bond yield curves. We end up this modeling and analytical part of the thesis with
three-factor convergence model of interest rate with the [21]. Combining two-factor convergence
short rate model and improvement in modeling of one interest rate as a sum of two CKLS-type
processes lead to the three-factor model. Calibration algorithms for convergence model of interest
rate in deeply described and on real market data provided.

In the second part of the thesis and in the [4] we discuss application of the classical Fichera theory
to the resulting degenerated parabolic PDEs from one and two factor short rate models. This the-
ory provides highly relevant information how to supply BCs in these applications. We provide a
numerical analysis for ADE methods solving linear convection-diffusion-reaction equations. The
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?). More details can be
found in our paper [3]. We suggest the usage of ADE methods to numerically solve higher-
dimensional PDEs. We implemented it for the linear 2D and 3D Black-Scholes pricing equation
in [6]. The second order of consistency of the implemented ADE method for higher dimensional
models was verified experimentally. Also, since the ADE approach is quite suitable to paralleliza-
tion, an implementation using a parallel computing environment will be envisaged.

In the last Chapter of the thesis we briefly introduce an alternative approach of solving the Black-
Scholes equation based on the flexible local approximative schemes, also called Trefftz methods.
The results are very preliminary and there is a lot of room for improvements.

The thesis deals with broad scope of numerical and analytical techniques. It brings unique results
in form of approximations in closed form formula in short-rate models and brushes up forgotten
ADE schemes, brings its numerical analysis and implements it in higher dimensional models.
Also some other side results appeared as a surprise which had not been really planned, such as
Fichera theory or Trefftz methods, what is of course a positive finding.
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7 Own authors publications and its citations

Papers in reviewed journals and proceedings:

1. Z. Buckovd (Zikovd), B. Stehlikovd, Convergence model of interest rates of CKLS type,
Kybernetika 48(3), 2012, 567-586

e cited in: N. Ishimura, T. Fujita, M. Nakamura, A model of the instantaneous interest
rate in discrete processes, Procedia Economics and Finance 5, 2013, 355-360

2. J. HalgaSovd, B. Stehlikovd, Z. Buckovd (Zikovd): Estimating the short rate from the term
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2014

3. Z. Buckovd, J. HalgaSovd, B. Stehlikovd: Short rate as a sum of CKLS-type processes,
accepted for publication in Proceedings of Numerical analysis and applications conference,
Springer Verlag in LNCS, 2016.
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Book chapter:
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informatiky UK, 2011 p. 70
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