Hindawi Publishing Corporation
Abstract and Applied Analysis

Volume 2013, Article ID 517480, 11 pages
http://dx.doi.org/10.1155/2013/517480

Research Article

Hindawi

Positive Solutions of European Option Pricing with CGMY
Process Models Using Double Discretization Difference Schemes

R. Company, L. Jédar, and M. Fakharany

Instituto de Matematica Multidisciplinar, Universitat Politécnica de Valéncia, Camino de Vera s/n, 46022 Valencia, Spain
Correspondence should be addressed to L. Jodar; ljodar@imm.upv.es

Received 30 May 2013; Revised 18 September 2013; Accepted 6 October 2013

Academic Editor: Fabio M. Camilli

Copyright © 2013 R. Company et al. This is an open access article distributed under the Creative Commons Attribution License,
which permits unrestricted use, distribution, and reproduction in any medium, provided the original work is properly cited.

This paper deals with the numerical analysis of PIDE option pricing models with CGMY process using double discretization
schemes. This approach assumes weaker hypotheses of the solution on the numerical boundary domain than other relevant papers.
Positivity, stability, and consistency are studied. An explicit scheme is proposed after a suitable change of variables. Advantages of

the proposed schemes are illustrated with appropriate examples.

1. Introduction

The hypothesis that asset prices behave according to the
geometric Brownian motion when one derives the option
prices is inconsistent with market prices [1]. This drawback
has been overcome using Lévy process models [2-9] allowing
the calibration of the model to the option market price
and the reproduction of a wide variety of implied volatility
skews/smiles; see [10] and [11, chapters 14, 15]. Among the
Lévy process models, it is remarkable to distinguish these
with finite activity, that is, jump diffusion models [2, 3], and
those where the intensity of the jumps is not a finite measure
[4-9]. These models are characterized by the fact that option
price is given by the solution of a partial integrodifferential
equation (PIDE) involving a second-order differential opera-
tor part and a nonlocal integral term that presents additional
difficulties. In [12] wavelet methods are applied to infinite
Lévy models. Monte Carlo approaches are developed by
(13, 14]. Interesting analytic-numerical treatments have been
introduced in [15-17]. The so-called COS method for pricing
European options is presented in [15]. This is based on the
knowledge of the characteristic function and its relation with
the coefficients of the Fourier-cosine expansion of the density
function. In [16], an expansion of the characteristic function
of local volatility models with Lévy jumps is developed. The
authors in [17] derive an analytical formula for the price of
European options for any model including local volatility and
Poisson jump process by using Malliavin calculus techniques.

Many authors used FD schemes for solving these PIDE
problems [18-28]. Dealing with FD methods for such PIDEs,
the following challenges should be addressed, for instance,
how to approximate the integral term and how to localize a
bounded computational domain in order to consider rele-
vant information like large jumps. In addition, the possible
singularities of the integral kernel should be carefully treated
(18,19].

The nonlocal character of the integral part involves a
dense discretization matrix. In the outstanding paper [18],
Cont and Voltchkova presented an explicit-implicit method
(explicit into the integral part and implicit into the differential
one) to obtain the numerical approximation of viscosity
solutions for European and barrier options. An improvable
issue of [18] is that, in order to approximate the truncated
integral term, they assume a particular behavior of the
solution outside of the bounded numerical domain. This last
drawback is experienced by most of the authors; see [22, 26,
27].

Implicit FD methods for the numerical solution of the
CGMY model have been used by Wang et al. [19] who
proposed an implicit time stepping method avoiding dense
linear systems but involving the iteration methods drawbacks
of the implicit methods such as ungranted positivity. They
also assume that, for large enough values of S, the solution
behaves like Black-Scholes.

In [21], the authors use an unconditional ADI FD method
and accelerate it using fast Fourier transform (FFT) for



jump diffusion models with finite jump intensity. Tavella and
Randall in [24] use an implicit time discretization and pro-
pose a stationary rapid convergent iterative method to solve
the full matrix problem quoted above, but with poor numeri-
cal analysis. A generalization of their iterative method to price
American options is proposed in [25].

One of the most relevant and versatile Lévy models is the
one proposed by Carr et al., the so-called CGMY model [8],
that belongs to the family of KoBoL models [9]. It is con-
sidered a prototype of the general class of models with
jumps and enjoys widespread applicability. The CGMY model
allows diffusions and jumps of both finite and infinite activity.
The CGMY Lévy density is given by
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where C > 0,G = 0, M > 0,and Y < 2. The para-
meter Y allows controling the fine structure of asset return
distribution. For Y < 0, the Lévy process is of finite activity;
that is, the measure is finite; _[v(y)dy < oo. For 0 <
Y < 1, it is of infinity activity but finite variance; that is,
-[Iy|<1 yv(y)dy < oo. Finally, for 1 <Y < 2, both the activity

and variation are infinite. Note that, for Y = 0, one gets the
well known Variance Gamma process proposed by Madan
and Seneta [29] as a particular case. So CGMY model is an
extension of the Variance Gamma model [7].

The authors in [22] use FD methods discretizing the equ-
ation in space by the collocation method and using explicit
difference backward schemes focused on the case of infinite
activity and finite variation.

Very recently [28] proposed an efficient three-time-level
finite difference method for the infinite activity Lévy model.
Second-order convergence rate is shown in numerical expe-
riments although the numerical analysis of the method is not
developed.

The aim of this paper is the construction and numerical
analysis of an explicit finite difference scheme of the PIDE for
the CGMY model with measure v(y) given by (1):

v
ot
07 L0V oV
—78 Wﬁ-(f—q)S%—TV
+J+Oov(y) [v(Sey,T)—V(s,r)—s(ey—l)g—‘s’ dy,
S e (0,00), T€(0,T],
)
V(S$,0)=f(S), Se(0,00). (3)

Here V (S, 1) is the option price depending on the under-
lying asset S, the time 7 = T' — ¢, o is the volatility parameter,
and r and q are the risk-free interest and the continuous
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dividend paid by the asset, respectively. The payoft function
f(S) for a vanilla call option is given by

f(S) =max(S-E,0), (4)

where E is the strike price.

Like [20, 23] for jump diffusion models we transform the
original PIDE problem in order to remove the convection
term to avoid possible numerical oscillations. With respect
to the singularity of the integral kernel quoted above, the
jump component in the neighborhood of log jump size
zero is approximated by using a Taylor expansion, like
(18, 19].

The selection of the boundary conditions of the numerical
domain, the discretization of the infinite domain of the
integration, and matching the discretization of both the
differential and the integral part are important challenges.
Some authors, like those of [18], assume a particular behavior
of the solution outside of the bounded numerical domain.
In order to weaken these hypotheses we do not truncate the
infinite integral and we use a nonuniform partition of the
complete unbounded domain, allowing a proper matching
of the discretizations of the differential and integral parts
by assuming asymptotic linear behavior of the solution.
This strategy involves a double discretization with two spa-
tial stepsize parameters that will allow a better flexibility
to improve the approximation in different zones of the
domain.

This paper is organized as follows. In Section 2, the
integral part of (2) is approximated in a neighborhood of
y = 0 to obtain a new PIDE integral part extended outside
a neighborhood of y = 0. Then a variable transformation
is developed in order to remove both the convection and
reaction terms of the differential part. Following the idea
developed in [20] for the finite activity case, a double
discretization explicit scheme for solving PIDE problem
(2) is constructed in Section 3 for the infinite activity case
affording the new challenges. Positivity and stability of the
numerical solutions given by the scheme are studied in
Section 4. Consistency of the scheme is treated in Section 5.
In Section 6, some illustrative numerical examples show the
advantages of the new discretization approach showing how
the double discretization allows flexible improvement of the
accuracy in different zones of the domain.

Ifv = (v, ¥y...,v,)" is a vector in R", we denote its
infinite norm [|v||, = max{|v;[; i < j < n}. Vector v is said
to be nonnegative if v; > 0 forall 1 < j < n; then we denote
v > 0. For a matrix A = (;;),x, in R™", we denote | All, =
maxlsism{zgl:l Iaijl}. Matrix A is said to be nonnegative if
@; > 0forall1 <i<m,1< j<n,and we denote A > 0.

The exponential integrals have a major role in evaluating
important class of integrals. Let s and z be continuous (real
or complex) variables; the exponential integral of order s
denoted by E(z) is given by [30]

E (z) = LOO " exp (—zt) dt. (5)
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2. Transformation of the PIDE Problem

We begin this section by removing the singularity of the
kernel of the integral term of PIDE (2). Let ¢ > 0 and let
us split the real line into two regions R, = [—¢,¢] and R, =
(-00,¢€) U (& 00). For the term V(Se”, 1) in R,, taking Taylor
expansion for z = Se” about z = S one gets

V(Se,1) = V(S,7) + S (& — 1)%’

L@ -y ey

5 35 +@(y3), |y|<s.

(6)

Taking into account (1) the integral part of (2) can be written
as

0 (g) 20°V oV
(V)= T"Esza—s2 Y ©S5c ~AOV (ST .
+ J v(y)V(Se’,1)dy + O (sS’Y),
R,
where the integrals
@@= | V) -1)dy,
r@=| 20 -nay, ®

@)= | v()dy

can be evaluated with high accuracy using the exponential
integrals ([30, 31], chapter 7). Let us denote

fla,M,e) = M*'T(1 - ) — €' E, (eM), 9)

where T denotes the gamma function and E is the expone-
ntial integral. Considering the expression (1) and the expo-
nential integral (5) for M > 2, one gets

2 2
o’ (s):cZ(—n"(k)
k=0
X [f(l +Y,G+k,s)+f(1 +Y,M—k,s)].
(10)

Notice that (10) holds for Y € (0,1)U(1,2). For the particular
case where Y = 0, one gets

(G +1)*(M - 1)
G(G+2)M (M -2)

at(e)=C [ln

_Ig(i) (-1)F

x (E [e(G+K)] +E, [e(M-K)]) |,
(11)

while for Y = 1, we have
G+2)(M-1)

2 —
o (s)—ZC[ln G (M-2)

+E, [e(G+2)]-E, [e(G+1)]

B, [e(M-2)] 4 E, [e(M - 1)1]

voo|m8Er2
(G+1)
2
2 k
+ (-1)"E [s(G+k)]]
,;(k> ' (12)
C -Ge( —¢ 2
- e (ef-1)
+CM|:1 M(M_g)
(M-1)
2
+3 (7) VB e - k)]]
k=0
C —Me/ ¢ 2
- e (ef-1)

For the remaining integrals in (8), we have

1
re=ce’y (3) ot

X [Epy (e(G+K) + Eyy (e(M - k)],

(13)
A(e) = Ce ™" (Ey,y (Ge) + E,y (Me)). (14)
Hence, the problem (2) takes the following form:
oV G L0V oV
3 -3 3¢ +(T—q—)’(8))3£
—(r+A(e)V (15)

+ JR v(y)V (Se’,7)dy + @(83_Y),

where 6% = 6%(¢) = 0 + o”(e).

In order to remove the convection and reaction terms
from (15), let us introduce the following transformation of
variables:

x=exp[(r-q-y()1]SU (x,7)
=exp[(r+A(e)r]V (S 1).

(16)

Hence the problem (15) is approximated by the following
form:
oU & ,0U

E—;x W-F]’ xE(0,+OO),TE(0,T], (17)

U(x,0) = f(x),

x € (0,+00),



where

J=T(x,1,¢€) = JR v(y)U (xe’, 1) dy

e (o] (18)
- [ v0)u gy« [ v (U0

—00 €

Finally in order to combine both discretizations of the
differential and integral part, we use ¢ = xe” to change the
integrand J as follows:

J=]+]

- j:e 9(x$) U ($,7)dg (19)

[T opu@nas

X

where g(x, ¢) = v(In(¢p/x))/$. For evaluating the integrals in
all the positive real line, let us introduce a parameter A > 0
that separates [0, co) into [0, A] U [A, 00). The point A can be
chosen according to the criteria used by [18, 32, 33] to truncate
the numerical domain. For instance, in [26] one takes A = 4E
and in [20] one takes A = 3E. To evaluate the integrals related
to x > A, they are transformed to finite integrals by using the
substitution z = A/¢ consequently, obtaining integrals of the
form

B Z A A \dz
> > = A > T > 5
Joeow@nap=a] g(x2)u(Zr) 3
(20)
”5—1 - 2”5 + ”§+1

h? ’
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where ¢, = A/B, ¢; = A/a. In particular if  — oo then
¢, = 0. Hence, the problem (17) takes the form

2 2

aa—gz%ng—g+], x € (0,00), T€(0,T], (21)
X

U(x,0)=f(x), x¢€(0,00). (22)

3. Numerical Scheme Construction

In this section a difference scheme for the problem (21)-(22)
is designed. For the time variable, given 7 € (0,T], let k be
the time-step discretization k = At = 7/Land 7' = Ik, 0 <
I < L, with L integer. With respect to the spatial variable x
and for an arbitrary fixed A > 0, we divide the interval [0, A]
into N equal intervals with a spatial step h = Ax = A/N,
with x; = ih, 0 < i < N. Note that the unbounded domain
[A, 00) is transformed into (0, 1] by the above quoted change
z = A/x. Thus a uniform distributed mesh partition of the
interval (0, 1] of the form z; = i§,6 = 1/M,and 0 < i < M
is mapped into a nonuniform mesh partition of [A, 00), x; =
Alznipi» N <i< N+ M — 1. Hence, we have

ih, 0<i<N,

X; = A (23)

1-(G(-N)&
LetusdenoteU(x,-,Tl)zuﬁ,OsisN+M—1,0slsL,

N<i<N+M-1

ou N
Y (1) -

(24)

where

0<i<N,
(25)

i 1 1
[ u;_, u

_ i + u£+1
by (b +hisy) Rk (b +hy) ’

and h; = x;,, — x; > 0. With respect to the approximation of
(19), note that for each x; we need to evaluate two integrals
corresponding to [0, x;e” ] and [x;e°, 00), denoted by ]f)r =
J(x; 7€), r = 1,2. Let i, (i) be the biggest j with 0 < j <
N + M -1 such that x; < x;e”* and let i, (i) be the first j such
that x;e® < x,. Then the expression (19) for the point (x;, 7
has the following form:

1 I
Ji =Ty + Jins

= | U (o) dg

N<i<N+M-2,

9(x, ) U (¢,7') dg,

o= [ ot (er)ds

sz

X,
+v|/
x,

" 9 (x.9)U (97 dg.

€

(26)

Then we apply the trapezoidal rule for the integrals over
(0, xil] and [xiz,oo) because of (20) and using the first mean
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value theorem for integrals [34, page 1063], the two remaining
integrals are approximated by

—&

[ apv (o)

] xie” |
~I; = (J g (x,¢)de Ui = Gii Ui
X

3t

0 27)
J: 9(x,9)U (97 dg
~H = <sz g (xi ) d¢> = o,y
Let us denote
g, - v(lnxﬂ (28)

J

Depending on the location of x; for each i with 1 < i < N +
M -2, we approximate ] 11 given by (26) in the following form.

Case 1 (x; < Ae™®). Note that in this case x; < A, and thus
]l1 is approximated by hzj | gijk ] + ((h/2)g;; + !71‘,1‘1)”51'
Also one has x; < A in the domain of the integral ]g ) and
is approx1mated by ((h/2)g;;, + ;i 12)” + hz

(Gn/2)(h + ADuy + S/ TN gy
account (20) for x > A Thus

J=iy +1 gl]
P takmg into

Ji -hzgzj ( g,,l+g,,l> u

h _ !
+ Egi,iz * i, | Ui,

+h Z giju J+g’N (h+A<S)uN

j=ir+1

(29)

8N+M—1
+ — Z xzul
A gijXjUj-

j=N+1

Case 2 (Ae™®

. . 1
ximation of J; becomes

< x; < Aef). Asx; < Aand x; > A, the appro-

i-1 I

=~ I ~ I

Ji = hzgijuj + (59:’,1’1 + gi,i1>ui1
=

X; 6
~ )
+ ( 2A A Yii Sy gi,i2> Mi2 (30)

N+M-1

g 2

) gij*ju
Jj=iy+1

1
i

Case 3 (x;
of J; !is given by

> Ae®). Here x; > x; > Aand the approximation

thl]uJ + == g’N (h+ AS) uN

Jj=N+1 (31)
xl2 N ; x28

+ ﬂgi,il-"gi,iz u; + gzzz Gij, | Ui,
NeM-L

+ Z 9ijX jU;
Jj=ip+1

Assuming that U(¢, 1) tends to zero at least linearly as
¢ tends to zero one has g(x,d)u(¢,r) — 0 by (1)
and (28). On the other hand, assuming linear behavior of
the solution for large values of ¢, the integrand of (20)
g(x, A/2)U(A/z, 7)(1/2*) — 0,asz — 0. Thus, both the
terms involving uf) and ulN . do not appear in the expressions
of (29)-(31). Taking into account (25)-(31) the resulting
difference scheme for the PIDE problem (21) takes the form

I+1 1

u; =u;+

ka* 5.0 4 : 2
XA K, 1<i<N+M-2. (32)

In order to obtain a complete difference scheme, we include
the initial and boundary conditions. From (22), we have

u) =max(x;—~E0), 1<i<N+M-1 (33

On the other hand, for a vanilla call option the boundary
condition fori = 0 is
uhb=0, 0<I<lL, (34)

and by assuming the linear behavior of the solution for large
values of the spatial variable, we have BzU/ax2 — 0 and
thus AZN M1 = 0and the null integral term approximation

Inime1 = 0, for all time level I. Thus from (32) for i =
N + M - 1, one gets
U = Uy = U 0SI<SL-1. (35

For the sake of convenience to study the stability, we now
introduce the vector formulation of scheme (32)-(35). Let us
denote the vector in RN*M a5

l " (36)

1o
= [”1 Uy = Unypm-a

and let P = (p;;) be a tridiagonal matrix in RONFM-DX(N+M-1)
related to the differential part, defined by

(o, 2<i<N+M-1, j=i-1,
B 1<i<N+M-1, j=i,

Dij = 1 (37)
VY 1<i<SN+M-=-2, j=i+],

|0, otherwise,



where
k
= -0 N
Y1 2

oanim-1 = 05

ﬁN+M—1 =1,

2 2
Yi=&=-,750 X

e 2<i<N-1,

k
Bi=1-—=&x, 1<i<N-1,

hz
- ke* A?
N h(h+ A8/ (1-06))

By =1- W, (38)

_ ke* A(1-9)
W= S+ A0/ (1-0))

ké* x;
(xi = T T
hiy (hi+hiy)

ko? xi2

=1 ,
Bt

k&' x}
vs h; (h; + hi—l)’

N+1<i<N+M-2.

Let B = (b;) be the matrix in € RWN+HM-DX(N*M-1) pelated to
the integral part whose entries b;; for each fixediin 1 <i <
N + M -2 are defined by

(Kb, 1<i<i (N)-1,
k’%(f)> il (N)<i<i,(N)-1,

b = 1 (39)
kb, i (N)<i<N+M-2,

R

0, i=M+N-1,

where
hg;» 1<j<ip-1,
h _ .
Egi,j + i) J =11
0, h+1<j<i,-1,
b = (40)
Y hg;» h+1<j<N-1,
1
5(h+A8)g,-N, j=N,
6 2 .
~ijgij, N+I1<j<N+M-1,
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gy, 1<j<ip-1,
59i,j+§i,j> j=in
@) 0, h+1<j<i,-1,
b = - ! J=h (41)
2
xi26 N o
Egi,j 9 J=1»
0 , ) .
\ijgij, ib+1<j<N+M-1,
hgij, 1<j<N-1,
1 .
§(h+A5)giN) j=N,
0 , .
ijgij, N+1<j<i -1,
(3) _
bij =1 Sx? ~ o (42)
ﬁgi,]’ 9., J=lply
0, 11+1S]S12_1,
0 , . .
\ijgij’ hL+1<j<N+M-1
Hence scheme (32)-(35) can be written in the form
U =(+B) U =(@+B) U,
0<I<L-1, (43)

U =[f (a) £ () f Cewan )]

4. Positivity and Stability of
the Numerical Solution

The price of contracts modelled by PIDE must be a non-
negative value. Our objective here is to demonstrate that the
solution of scheme (32)-(35) is conditionally nonnegative
and stable.

First we study the positivity of the matrix P. The following
lemma has been proved in [20].

Lemma 1. With previous notation, assume that stepsizes k =
At,h=Axin[0,A]l and0 < 8 < 1/3,8 = Az in (0, 1], satisfy

(C1) k/H* < (1/3%A%);
(C2) k < min{6?/G*(1 - 28), 6h/3* A(1 - 8)}.

Then matrix P given by (37) is nonnegative.

Note that as the matrix B defined by (40)-(39) is always
nonnegative, from Lemma 1 and (43) starting from nonneg-
ative initial vector U?, the following result is established.

Theorem 2. With the hypotheses and notation of Lemma 1, the
solution {uﬁ} of scheme (32)-(35) is nonnegative if the initial
valuesu?20,1§i§N+M—1.
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The next result will be used below to guarantee stability.

Lemma 3. Let matrices P and B be defined by (37)-(39), and
let € > 0; then the following results hold.
(1) Under conditions (Cl) and (C2) of Lemma 1, | Pl o, = 1.
(2) 1Bl < k(A(e) + 1), where A(e) is defined by (14).

By [20, lemma 2], part 1 is proved. Since the norm of B is
given by

N+M-1 N+M-1

1Bl =max Y [b| =max Y b
A = (44)

1<i<N+M-1,

it m denotes the row containing the maximum of (44), one
gets

N+M-1 N+M-1

_ _ (r)
j=1 j=1 (45)

r=1,2, or3,

the elements of the summation in (45) are given by (40)-(39).
To upper bound (45), we apply the change of variables y =
xﬁe“5 in (8), resulting in

—&

A= [ gl |

0 X

(o)

9(md)ds, (0

which coincides with (19) when U(¢,7) = 1. Hence from
(19), (45), and (46), we conclude that Z;\SM_I br(ﬁr]) is an
approximation for A(¢g). Thus, for small enough / and §, one
gets [35]

N+M-1
Y b <Ade)+1. (47)
j=1
Hence
IBlloo < k(A(e) +1), (48)

independently of the value of the size of matrix B.
There are many definitions of stability in the literature; we
recall our concept of stability in the next definition.

Definition 4. Let {uﬁ} be a numerical solution of the PIDE
(21), (22) computed from scheme (32)-(35) with stepsizes
h = Axin [0,A],d = Az in ]0,1], and k = At in [0, 7].
Let {U'} be the corresponding vector form; that is, U =
[ul1 ul2 ué\HM—l]t; of (43). One says that {uﬁ} is strongly
uniformly | - ||, stable if

||U’||OO <W “UOHOO, 0<I<lL, (49)

where W > 0 is independent of [, h, §, and k.

If the property (49) is satisfied for appropriate relation-
ships between the stepsizes h, § and k, then one says that the
strong uniform stability is conditional.

Theorem 5. With the previous notation, the numerical solu-
tion {uﬁ} of scheme (32)-(35) is strongly uniformly || - ||, stable
if one satisfies the condition 0 < & < 1/3 together with

k 1
7= A
50
k < min & Sh Y
- 52(1-28)G2A(1-0) |

Proof. Note that scheme (32)-(35) is equivalent to the vector
form scheme (43). Under condition (50), by Lemma 3 one
gets, after taking norms in (43),

[0, < (1Pl + 1B1) U]
<A+kAE+ 1) |V

Hence, from (51) and that 0 < [ < L, kL =7 < T,

V., <(1+k(A(e)+1))
([Chd (52)

<exp(lk(A(e) +1)) <exp (T (A(e) +1)).

Thus the conditional strong uniform stability is established.

O

5. Consistency

A numerical scheme is consistent with a PIDE if an exact the-
oretical solution of the PIDE approximates well the difference
scheme as the stepsizes discretization tend to zero [36, 37].

After recalling the definition of consistency, let us write
(32) in the form

1+1 1 ~2
W Y 1l
Fll (u) = T - ?X?Ai - ]i =0. (53)

Let us denote U; = U(x;,7') as the value of the theoretical
solution of (21) and let A > 0 such that x; < Ae™, and let us
write the PIDE (21) as

LWU)=JU), (54)
where
U ¢ ,0U
LO=5 -7 % (55)

](U):I:]1 +]2-
The local truncated error TI.I(U) at (x;, ') is defined by

T, (U) = F U) - L(U}) + ] (U}). (56)



In order to prove the consistency, we must show that

Tl-l(U)—>0, ash— 0,8 — 0, k—0. (57)

Assuming that U is twice continuously partially differentiable
with respect to T and four times partially differentiable with
respect to x, and using Taylor’s expansion about (x;,7'), it
follows that

ut-u _au ! I
ng( T)+kEi(l),
E(l) laU(x,C) P <<,
2012
|E; ()| < W(l)
=lmax az_U(x-C)'Tl<C<Tl+l
2 orz VU T T ’
o*U
1 I 2.1
Aizﬁ(x<‘r)+hEi(2),
EZ(Z) 1aU(Cr) x;—h<{<x.+h
i 12 Ox* ' P
1
E@|<=w I
B @] < W/ @)
1 o'U /s n| L <F L
= 5 max @(C,T),xl— <{<x;+hyp.

(58)

In accordance with [36, page 101] let us denote the local
consistency error of ]il’1 (see (29)) by

! ! —
Ci,l = ]zl _Tzl ([O,xie s])>

T;, ([0.x¢77])

_hzgu < g111+9111> ll

(59)

By (26) and (29), the local consistency error for ]  is given
by

Chy =T, — (T}, ([xe5, A]) + T/, ([0,1])),  (60)
where

T}, ([x,€5, A])

h

( g,,z+g,,2>U +h Z 95U,

] ip+1
h (61)
+ EgiNUl ,

l s{1 L N+M-1 .
T (0.1) = 5 | SawiUn+ Y 9,505 |-

j=N+1
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From the first mean value theorem for integrals [34, page
1063], one gets

100 = [ 9 (7)) dg
- <j 9 (5 ¢) d¢) Uerd)

=g, U (c, Tl) ;X <c<xes,
and since
oUu
Ule,©)=U(x,7)+(c-x )= (&7),
() =vl ) x) 26,
x <&<gc
it follows that
|[(x;8) - 5, Up | < G I, () < W (3), (64)
where
A1) = max{ Z;_U (x, ‘rl) 5x; S X< xie_s} ,
* (65)
W (3) = A (1) max {g (%) 5% S x < x,-efs} .
Analogously,
|H (x€) = 3,,Up | < ig, B, (1) < B°W; (4),
H(xe) = [ g(xg)U(6.r)dg,
’ (66)

VVil 4) = (max“aa% (x,‘rl) ;

xe  <x<x })
2

X (max {g (xpx)sxe < x< xiz})_
Let W}(5), W}(6), and W/(7) be defined as

W/ (5) = sup | (x,,x)U T ))(Z)I; 0<x£xie_s},

{
W'il (6) = sup{l g(xl,x)U X, T))(Z) ;
(9

wior=s o 2)0(2) 2)°

where the second derivatives appearing in (67) are taken with
respect to the variable x for I/Vil(S) and V\/il(6), and with respect

to the variable z for Wil(7). From the expression of the error
of the trapezoidal rule, [35, page 54], (59)-(67), one gets

;0<xsl},
(67)

ciy| <1 (W (3)+ 48 W (5)>

AS*
fwi (7).

(68)

|c,2|<h< (4)+—(A X )w,.l(6)>+
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F1GURE 1: The variation of V with S for several values of Y.

Summarizing, one gets
I I W I
T, (U) = KE| (1) - Z°x E, () + Ci, + Ci

W (2 e
Tl )| <1 <—2i LW @)W ) + W)

= (A-xe )W (6) )

12
2
+ %Wi’ (7) + kW, (1).
(69)
Thus,
T, (U) =0 (1) +0(8)+ 06k, (70)

showing the consistency of the scheme with PIDE.

6. Numerical Results

In the following examples the Matlab program has been used.
The first example reveals the effect of Yor parameter on the
option price.

Example 6. Consider the vanilla call option problem (2)-(4)
under CGMY process with parameters T = 1, E = 80, A =
3E,0 = 02,r =001, =0,C =0.08,G = M = 25.04,
€ =0.05, N =100, § = 0.15, and k = 0.002. Figure 1 exhibits
the variation of the option price V' versus the underlying asset
at various values of Yor parameter.

The next example illustrates the importance of positivity
conditions given by Lemma 1.

9
80
60
L 40t P
3 T
a. R
a 20 B
S o
a e
[O2) .
=20 +
_40 -
0 20 40 60 100 120
N
—— Positivity does not hold
Positivity holds
== Payoft

FIGURE 2: The effect of positivity conditions on V.

Example 7. Here in this example the parameters have been
selected as follows: T =1, E = 80, A = 3E,0 = 0.2, = 0.01,
q=0,C=1,G=20,M =30,Y =1.5,e =0.1, N = 100, and
0 = 0.15. Positivity conditions hold for k = 0.002, while for
k = 0.01, the positivity conditions are broken and the values
of the option price become unreliable as shown in Figure 2.

Next example shows that the variation of the absolute
and relative error of the solution in light of the stability and
positivity conditions hold at the strike for two cases: first, for
several values of the stepsize discretization / and second, for
different values of the parameter .

Example 8. Consider the European call option for CGMY
process with the following values: C = 1, G = M = 5,
E =100,T = 1,r = 0.1, g = 0, k = 0.001,§ = 0.1, and
A = 3E, for several values of Yor parameter Y = 0.5, 1.5, and
1.98.

We consider the evaluation of the price option at the
strike and 7 = T. Table 1 reveals the deviation between our
numerical solutions and the reference values used in [15,
tables 8-10] for different stepsizes h and fixed € = 0.12. Notice
that the numerical solution exhibits the expected second-
order convergence rate.

Table 2 shows the deviation for several values of €, while
h =0.5.

In the next example, we consider the Variance Gamma
model as a particular case (Y = 0) of CGMY model for which
the exact solution is known [38].

Example 9. Consider a call option under the Variance
Gamma process with parametersC=1,G=M =25,T =1,
r=001,9g=0,0=0.2,e6=0.12,E =10, A = 3E, k = 0.01,
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TaBLE 1: Errors and convergence rates.
(a)
Y =05 Y=15
h Absolute  Relative N Absolute  Relative o
error error error error
4.38 x 5 7.35 % 1.48 x
0.8 o 22x107° — s “os
1.16 x 5.85 x 5 3.92 x
0.4 1074 106 192 19x10 107 1.952
2.95 x 1.49 x 4.79 x 9.62 %
0.2 oS e 198 e s 1988
(b)
h Y =198
Absolute error Relative error o
0.8 3.87x107° 3.87x 1077 —
0.4 9.76 x 107° 9.76 x 107° 1.9873
0.2 246 x 107 246 x 107 1.9882
TABLE 2: Errors due to the variation of .
(a)
Y =05 Y=15
¢ Absolute Relative Absolute Relative
error error error error
0.8 391x107°  197x10™* 637x10™* 128x107°
0.4 718x107*  3.62x107° 8.54x107° 1.72x107°
0.2 932x10°  47x107  716x10° 1.44x107
(b)
B Y =198
Absolute error Relative error
0.8 419x 107" 419x10°°
0.4 576 x 107° 5.76 x 107
0.2 592x10°° 5.92% 107

and & = 0.15. Figure 3 displays the associated error of the
numerical solution for several values of the stepsize h.

The next example shows that the double discretization
strategy reduces the error near the parameter A by changing
the stepsize d.

Example 10. Consider Example 9 with fixed i = 0.5; Figure 4
shows the variation of the error of the numerical solution for
various values of §. Notice that the error decreases near the
right boundary A of the numerical domain by decreasing the
stepsize §, while the error near the strike E remains stationary.
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