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IMPROVED ADI PARALLEL DIFFERENCE METHOD FOR
QUANTO OPTIONS PRICING MODEL

XIAOZHONG YANG, FAN ZHANG, AND LIFEI WU

Abstract. The quanto options pricing model is a typical two-dimensional Black-Scholes equation
with a mixed derivative term, and it has been increasingly attracting interest over the last decade.
A kind of improved alternating direction implicit methods, which is based on the Douglas-Rachford
(D-R ADI) and Craig-Sneyd (C-S ADI) split forms, is given in this paper for solving the quanto
options pricing model. The improved ADI methods first split the original problem into two
separate one-dimensional problems, and then solve the tri-diagonal matrix equations at each
time-step. There are several advantages in this method such as: parallel property, unconditional
stability, convergency and better accuracy. The numerical experiments show that this kind of
methods is very efficient compared to the existent explicit finite difference method. In addition,
because of the natural parallel property of the improved ADI methods, the parallel computing is
very easy, and about 50% computational cost can been saved. Thus the improved ADI methods
can be used to solve the multi-asset option pricing problems effectively.

Key words. Quanto options pricing model, two-dimensional Black-Scholes equation, improved
ADI method, parallel computing, numerical experiments.

1. Introduction

In today’s financial market, option is one of the most important financial deriva-
tives. With the rapid development of financial market, it is difficult to meet the
needs of the financial traders by only using European, American and other single
asset options. Therefore, the financial institution designs many multi-asset options.

The name “quanto” is, in fact, derived from the variable notional amount, and
is short for “quantity adjusting options”. A quanto is a type of derivative in which
the underlying is denominated in one currency, but the instrument itself is settled
in another currency at some fixed rate. Generally, the value of the quanto options
depends not only on the option’s intrinsic value in the foreign currency, but also
on the foreign currency exchange rate. Therefore, the qunato options pricing is
relatively complex. This paper is mainly devoted to the two-dimensional (2D)
Black-Scholes equation of quanto options pricing model [1, 2, 3]
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Here, V, Sy, Sa, r1, 72, 02, 02, p, ¢ and T are the price of the quanto options,
price of foreign risk asset, exchange rate of foreign currency against domestic one,
domestic risk-free rate, foreign risk-free rate, variance of the rate of return on Sy,
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variance of the rate of return on Ss, correlation coefficient, interest rate and time
to expiration, respectively. The quanto options pricing model has the following
analytic solution (cf. [1, 2, 3])
1 1
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Although the quanto options pricing model has an analytic solution (1), it can-
not satisfy the application requirements due to the computing complexity of the
expression (1). For more general settings, we usually use the numerical method
instead, such as the Monte-Carlo method [4] and Binomial Tree method (cf.[5]),
but because a large amount of numerical simulations are needed for getting a high
accuracy, the calculation efficiency of the above methods are not better than that
of the finite difference method, which consists of replacing the partial derivatives
by numerical differentiation and then solving the resulting discretized problem.

So far, the finite difference methods used for solving the option pricing problems
have got a lot of progresses. M. Gilli et al.(2002) [6] investigated an explicit-implicit
difference scheme for multi-asset option pricing model, but the solution of a large
block triangular linear system was required and the calculation was relatively com-
plex in this method; X.Z. Yang et al.(2007) [7] proposed a general difference scheme
for solving the one-dimensional Black-Scholes equation, but they did not consider
the multi-dimensional ones; A.Q.M. Khaliq et al.(2008) [8] put forward a new finite
difference method for solving the 2D Black-Scholes equation, but it also needed
the using of penalty approach method which was not very convenient to calculate
by computers; X.Z. Yang and G.X. Zhou (2011) [9] used the additive operator
splitting(AOS) method for solving the quanto options pricing model, but because
the approximation to the mixed derivative term was not efficient, the accuracy of
this method was not very well. R.Company et al. (2008)[10] and D.Y.Tangman
(2008) [11] put forward high-order finite difference schemes for solving the nonlinear
Black-Scholes equation, but the computational efficiency was not very well.

In the numerical analysis, the alternating direction implicit(ADI) method is
mostly notable for solving the partial differential equation in two or more dimen-
sion (cf. [12, 13, 14]). I.J.D. Craig and A.D. Sneyd(1988) [15] first put forward an
ADI scheme for N-dimensional parabolic equations with a mixed derivative term,
but the scheme was conditionally stable and less effective; S. McKee et al.(1996)
[16] introduced a new ADI scheme which was capable of solving a general para-
bolic equation in two dimension with mixed derivative and convective terms and
was proved to be unconditionally stable, but the equation they considered did not
include the one degree term; In addition, D. Jeong, J. Kim(2013) [17] used the
ADI difference scheme on multi-dimensional Black-Scholes option pricing models,
however the scheme was not unconditionally convergent. Similar researches also
have been done for solving the parabolic equations and other types of equations(cf.
[22, 23, 24, 25, 32, 33]). For these reasons, this paper gives an improved ADI dif-
ference scheme that is capable of solving the quanto options pricing model with
unconditional stability and good convergency properties.



ADI PARALLEL DIFFERENCE METHOD FOR QUANTO OPTIONS PRICING MODEL 571

2. The 2D Black-Scholes equation of quanto options pricing model

With the usual perfect market and European option assumptions, we consider
that each asset price follows the geometric Brownian motion and there are no
dividends. By the A-hedging principle, we can get the 2D Black-Scholes equation
of quanto options pricing model [1, 2, 3]
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In theory, the equation (2) is defined on the following domain
Q= {(51,5’2,75”0 <S5 <00,0< 8 <oo,te [O,T]}

But in the actual transaction, the price of the underlying asset will not always
appear to be zero or infinity. Therefore, the financial institution provides a small
enough value Sp,in(Smin > 0) as the lower boundary and a large enough value
Smaz(Smaz > 0) as the upper boundary. Then, the pricing problem can be solved
on a finite domain

Q) = {(51, SQ,t)|Slmin < S < Slmax; Somin < Sa < SQmax, te [O,T]}

Assume that the underlying asset is a call option, the initial and boundary
conditions of equation (2) are constructed under this assumption. As the option
pricing is a backward problem, the initial condition is

V(S51,852,T) = Sy max{S; — K, 0},
and the boundary conditions are
V(S1min, S2,t) =0, V(Simaz, S2,t) = S2(S1maz — K),
V(S1, Samin,t) =0, V(S1, Samaz:t) = S2mas max{S1 — K, 0}.
And if the underlying asset is a put option, the initial conditional will be
V(S1,82,T) = Sy max{K — 51,0},
and the boundary conditions will be
V(Simin, S2,t) = So(K — Simin) s  V(Simaz,S2,t) =0,
V(S1, Samin,t) =0 . VI(51, S2mazst) = S2mas max{K — S1,0}.
With the following transforms
x=InS1,y=mnSy, 7=T—1t, U(z,y,7) = V(S1, 52, 1),

equation (2) can be transformed into an initial-boundary value problem of partial
differential equation with constant coefficients as follows
ou

(3) 5~ BeUz,y) = Ga(U,z,y) + 11U =0,



572 X. YANG, F. ZHANG, AND L. WU
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Then the initial condition can be written as
U(z,y,0) = e¥ max{e” — K, 0},

with boundary conditions

U(@min, y,7) =0, U(Tmaz,y,T) = e¥(emes — K),
U(I; Ymin, T) = 0, []($7 Ymazx s 7') — eYmaz max{e;c _ K, O}‘

Similarly, we can get the initial and boundary conditions of the quanto options
pricing model when the underlying asset is a put option.

3. The D-R ADI method for the quanto options pricing model

3.1. Construction of the D-R ADI difference scheme. The ADI method
which proposed by Peaceman and Rachford in 1950’s is a common method for solv-
ing the 2D parabolic equation [18]. Its main idea is that a 1D implicit discretization
at = and y direction is done successively on one time level, then get the numerical
solution of the next time level by solving two tri-diagonal sets of equations. The
U 0’U  0*U F
E = W + 3—y2 or
the quanto options pricing model (3), the improved D-R ADI difference scheme is
constructed as follows.
First, for convenience, equation (3) is written as follows

model they studied was the standard parabolic equation

oUu
4 %1
(4) or v
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where L = a@ +b6x6y +Ca—y2 7u% - ”Ua—y —w, a= 50%’ v = (p0102)2a c=
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503, u=dq+ 50% —ry,v={q2+ —a% —r1, w = r1. For the coefficients v and v, we
can always keep u > 0, v > 0 if we do some linear transforms on variables  and
y. So the coefficients mentioned above satisfy the following equalities:

a>0,b%<4ac,¢c>0,u>0v>0,w>0.

Let us make a mesh partition on the area €, we consider the function U(z,y, )
at the discrete set of points

x; =In Simin + (0 —1)h, i
yj:h’lSQmin—i-(j—l)h, j:1,2,...,m2+1,
Tn = (n— 1)k, n=1,2
where h is the spatial grid step, k is the time step and m; + 1,ma + 1, N + 1 are
the number of grid points in the x, y and 7 direction, respectively.
Then for the parabolic equation (4), we propose the improved ADI difference
scheme given in Douglas-Rachford split form [19]

Yo=U, + k[A;c(Tn7 Un) + Ay(Tn; Un) + Amy(Tn; Un)];

(5) Y=Y+ lk[Ax(Tnayl) - Am(Tn; Un)]7
Yo=Y+ §k[Ay(TnaY2) - Ay(Tna Un)l
Un+1 == Y27

)
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here,
AU = a% — ug—g —wU,
A U—c?jQ —UZ—Z—wU,
AU = bgjg; +wU.

And we make the following difference discretization
2rrn n n
0xUl = Ulya; =200 + Uty 5,
n n n n
0o Ui = Uty ju1 — Ulrjo1 — Uity j + Uy joas
VUi = Uiy = Uit

9

with corresponding definitions for 55 and V,. Then the operators can be substituted
as

1

Al.UiJ‘ = h2 (5925 — UﬁvaUz,] - UJU'L',jv
27 1
AinJ‘ = h26y ’UEVinJ‘ — inJ,

AminJ’ 5szz] + U}U INE

4h2
The scheme (5) can be written as follows

1

1 1 1 1
6) (1-— 5(17’53 + §upVI + Ewk)Uzn;r2

1 1 1
=(1+ §ar(53 + Zbrél.y + créi — §upvx —upVy — wk)

0,50
1 1 1
(1 (- 507’55 +50pVy + §wk)Uz”]+1
11 1 1
= U:j z — (507"55 - §vpVy - §wk)Uij,
n+z

in which U}"; is the approximation of U(x;,y;, ), r = k/h?,p = k/h, and Ui
are the values of the transition layer. The non-split form is

(8)
1 1 1 1 1 1
(1-— §ar(5§ + §upvx + Ewkz)(l - 507“55 + §vpvy + Ewlc)UZ”j"rl =

1 1
—vpVy — 3

1 1
[(1+ 5(17"53. - §ume - 5

1 1 1 ;
5wk)(1 + 507’55 - wk) + Zbréw +wk|U;";
And the scheme (8) is the improved ADI difference scheme given in the Douglas-
Rachford split form (D-R ADI) for the quanto options pricing model (3).
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3.2. Parallel realization of the D-R ADI difference scheme. We first intro-
duce the following symbols for convenience:

1 1 1 1
a1 = —ar + -up, b1 =ar+ -up+ -wk, c = zar,

1

as = 507’ + §vp, by =cr+ §vp + §wk, cy = 507",

1
b3 = by + 2bo — wk, by = Zb?‘,

here, a, b, ¢, u, v, w, r, p and k are the same as mentioned above. Defining the
vectors

A? = (U3, U3, UR ), =1,2, ma+1,
B = (U, Ul -, Ul,) i =1,2,--- ,my + 1,
A" = (AR A%, AT )T,
B" = (By.BY,-- BT,

then scheme (6) and (7) can be written as follows

(9) (I+ H)A™ 2 = (I - V) A" + F,
(10) (I + Hy)B"' = B"*% 4 V3 B" + F,
where
C
C
Hy = )
C
c Ixl
D
D
Hy = ;
D
D Ix1
Cy Oy
C, Gy Cs
V= :
C, Gy Cs
e

Ix1
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and Vo = Ha, | = (ml—l)x(mQ—l),F{l:f{l+2+f1"+g?7gg,F2”: T —
T
f1 = (s g lm,) 5 915 = (baUL; y +aaUL; = baUT 14,0, -+, 0,
- b4U:fz1+1,j—1 + ClU:an,j + b4Uﬁu+1,j+1)m1—1v

f{tj = (alUﬁjaoa' o aoaclUyrryLLlJrl,j)ml*la J = 27" +, M.

T
an = (f;Qaf;Sa"' 7f2n7m1) )
f2n7i - (GQUﬁlaoa te a0762Uﬁm2+1)m2_1a 1= 2; e ,Mmy.

T T\ T T
gg = (95’2;07 T ’O7gg,mg) ) 95,2 = (CI(A?) ) ) gg,mQ = (C3(A%2+1) ) :
And g5 4.3 =3,4,-+-,ma — 1 are m; — 1 dimensional zero vectors.

It is obvious that there are actually mo — 1, m; — 1 independent systems in
scheme (9) and (10) respectively, and they all have tri-diagonal coefficient matrices.
Instead of solving (mq —1) x (mg—1) coupled linear equations with a penta-diagonal
coefficient matrix, we now only need to solve ms — 1, m; — 1 independent systems
[20, 21].

Thus a complete D-R ADI method step can now be given as follows:

Step 1. Solve the mo — 1 independent linear equation systems with tri-diagonal
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1
coefficient matrices in scheme (9) to get AZHQ, 1=2,3,--,ma.
for i=2:mg
for j=1:m;+1

1
n+3

Set f{fiyj, Lig gfiyj and g;m- defined by scheme (9);

end

1 T
Solve (I+C)A]"%) = —Cy(AP )" + (I — Co) (AN — C3(A2 )T + FI;

i
end
Step 2. Reorder the grid points.
for i=1:m3+1
for j=1:mgo+1

n % — n %-
Bi,j = A],Z 3
end

end

Step 3. Solve the m; — 1 independent linear equation systems with tri-diagonal
coefficient matrices in scheme (10) to get Bf“, 1=2,3,--+,mj.

for i=2:my
for j=1:mgo+1
Set f3,; and f;jjl defined by scheme (10);
end

1 T
Solve (I+D)(B*Y)" = (BI""%) + D(B)" + Fy;

end

Similar to (9) and (10), a complete step of the improved D-R ADI difference
scheme needs the solution of two sets of independent equation systems. A straight-
forward implementation of this scheme on parallel computers or multi-core com-
puters would be, assuming the number of processors is smaller than m; — 1 and
ms — 1, to assign different tri-diagonal equation systems to different processors, so
that U; ; can be solved simultaneously [26, 27, 28]. Thus, compared to the serial
difference schemes, the improved ADI difference scheme is easy to realize parallel
computing, and it improves the calculation efficiency and reduces the calculation
time greatly.

4. Existence and uniqueness of the solution of D-R ADI method for
quanto options pricing model

In order to prove the existence and uniqueness of the solution of D-R ADI dif-
ference scheme (8), it is sufficient to show that the solution of scheme (9) or (10) is
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unique. According to the existence and uniqueness theorem for the system of linear
equations, we only need to prove that matrix I + H; and I + Hs are nonsingular.

From the expression of Hy, it is obvious that we now need to prove that I + C
is a nonsingular matrix.

1+0b; —C1
—aq 1+b6; —c
1+c- S 7
—a1 14+b —C1
—aq 1+b6;

(m1—1)x(m1—1)

here, 1 +b; =1+ ar + %uer %wk, —ay = f%ar — %up, and —c; = f%ar . Itis
clear that |1 +b1| > | —a1]| +| — c1], that is T + C' is a master diagonal domination
matrix. Thus, I + C is nonsingular. And from this, we could get the conclusion
that scheme (9) has a unique solution.

In the same way, we could also prove that scheme (10) has a unique solution.
Therefore we could get the following theorem.

Theorem 1 The solution of the improved alternating direction implicit difference
scheme given in the Douglas-Rachford split form (D-R ADI) (8) of quanto options
pricing model (3) is existing and unique.

5. Stability and convergence of the D-R ADI method for quanto options
pricing model

We use the traditional von Neumann method to analyze the stability of the
improved D-R ADI difference scheme (8). The solution to the difference scheme (8)
given by

U;Lj _ Gveoz(n—l)ke\/—_1,(:7(1'—1)}1e\/—_lfy(j—l)h7

where «, 8 and «y are constant wavenumbers [15]. Then the von Neumann condition
requires |e®*| < 1 for all B,~. It is straightforward to show that

82U = 2[cos(Bh) — 1|UT

4,7 4,57

21 n
6,U"; = 2[cos(vyh) — 1]U;

NA
OoyUlly = —4 sin(Bh) sin(’yh)Uij7

V.U = [1 = cos(Bh) + v —1sin(Bh)|U}",

VU = [1 — cos(vh) + v —1sin(vh)|U}";,
which, upon substitution into the scheme (8), yield the amplification factor

2122 + 2o

e = |22
324

)
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here,

20 = 4wk — 4br sin(Bh) sin(+h),

21 = 2 — wk — (2ar + up)[1 — cos(Bh)] — v—lupsin(Bh),
29 = 2 —wk — (2¢r + vp)[1 — cos(yh)] — vV —1upsin(yh),
23 = 2+ wk + (2ar + up)[1 — cos(Bh)] + v —1upsin(Bh),
24 = 2+ wk + (2¢r + vp)[1 — cos(vh)] + vV —Lvpsin(yh).

Clearly, the von Neumann condition for stability may be equivalently written as
F :=|z324|> — |z122 + 20|* > 0 for all 8 and 7. Evaluating F gives

F(a’ b? C’ u7 U? w7 T.7p’ k? 97 90)
1 0 1
= [gwk + (2ar + up) sin? ~Jv?p?sin® p + [iwk + (2¢r + vp) sin® %]u2p2 sin? @
1
+4[wk + (2ar 4 up) sin? 3t (2¢r + vp) sin? g]{l + §wk[(2ar + vp) sin? %

6 1
+(2¢r + vp) sin® %] + (2ar + up)(2cr 4 vp) sin? = sin? 24 —w?k?}

2 2 4

1 0 1
+(brsinfsin ¢ — wk){2[1 — §wk — (2ar + up) sin® 5][1 — Ewk

1
—(2¢r 4 vp) sin® %] - EUUPQ sinfsin ¢ — (brsin @ sin p — wk)},

where we have introduced
0 = Bh, ¢ =vh.
Writing
F(a,b,c,u,v,w,r,p,k,0,0)
= [F(a,b,c,u,v,w,r,p, k,0,0) — F(a,b,c,u,v,0,7,p,k, 0, p)]

+F(a7 b’ c? u’ v’ 07 T.7p’ k? 97 90)
= D(a7 b’ c7u’ v’ w’ r’p7 k’ 9’ SD) J’» F(a" b7 C’ u7v7 0’ T’p7 k’ 9’ 80)7

to demonstrate unconditional stability of the scheme (8), it is sufficient to show
that both terms of the sum in the expression above are non-negative. However,
in the case w = 0, the scheme reduces to the Mckee scheme and this scheme is
demonstrated to be unconditionally stable [16], or equivalently

F(a’b7cﬂu7v70’r’p7k’9’sﬁ) 2 0'
Thus we only need to show that

D(a’)b7 c)u7v7w7 /r?p) k? 97 (p)
= F(a’ﬂb7cﬂu7v7w7r7p’ k797<p) 7F(a’b7c’u7v70’r’p7k’9’¢) 2 0'
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It is straightforward to show that D(a,b,c,u,v,w,r, p,k,0, @) takes the form
D(a7 b’ c? u’ v’ w’ r’p7 k’ 9’ SD)
1 1 1 0
= §wku2p2 sin? 0 + §wkv2p2 sin ¢ 4 2wk {1 + §wkz[(2ar + up) sin? 3

0 1
+(2¢r + vp) sin® g] + (2ar + up)(2¢r 4 vp) sin? 3 sin? % + ZkaQ} + wk{wk

6 1
+2[(2ar + up) sin? = + (2¢r + vp) sin? %] + §uvp2 sin @ sin ¢ + brsin @ sin p}

1 1 0
+4[(2ar + up) sin® 5 + (2¢r + vp) sin® %]{ZkaQ + 5wk[(2ar + up) sin” —

+(2¢r + vp) sin®

+(2¢r + vp) sin? 5]}7

1
1N+ brsin 6 sin p{ —wk + §w2k2 + wk[(2ar + up) sin® 3

In order to demonstrate D(a, b, ¢, u, v, w,r,p, k,0,¢) > 0, we need the following two
inequalities:

Lemma 1 u2p?sin® 0 + v?p? sin® @ + uvp? sin fsin p > 0.
u?p? sin? 6 + v2p? sin? ¢ + uvp? sin fsin ¢
u?p? sin? 0 + v2p? sin?  — 2uvp?| sin f)|| sin ¢
(up|sin ] — upl sin g))?

0.

Vv

0
Lemma 2 4ar sin® 3 + 4er sin? g + brsinfsingp > 0.

0
4arsin® = + der sin® % + brsinfsin @

0
= d4arsin® 3 + 4er sin® hd + 4br sin — cos — sin % cos g

0 0
> 4|(ar|sin5))? - 2v/acr|sin 5 | sing| + (ver| sin §|)2]
= 4(\/ar|sin§|—\/a|sin§|)2

> 0.

As the expression of D(a,b,c,u,v,w,r,p,k, 0, p) may be rearranged as

D(a7 b, c?“, U, w, r,p7 k, 9, (10)
1 1 0
= §wkz(u2p2 sin? 0 + v?p? sin? o + wvp? sin O sin ) + §w2k2 (4ar sin® 3

6
+4ersin® % + brsin @ sin @) + wk[(2ar + up) sin’ 3t (2¢r + vp) sin? g]

0 1 1
(brsin § sin ¢ + 4ar sin® 3 + 4ersin? %) + 2wk{(1 + zwk + Zw2k2)

0
+[(2ar + up) sin® 5t (2cr + vp) sin® %](1 + upsin® 5 b sin? %)

0 0
+(2ar + up)(2¢r 4 vp) sin’ 3 sin? %} + w?k?[(2ar + 2up) sin” 3

+(2¢r + 2vp) sin® %],

which, using the results of Lemmas 1 and 2, is clearly non-negative and hence the
scheme (8) is unconditionally stable. Therefore we can get the following theorem.

Theorem 2 The improved alternating direction implicit difference scheme given
in the Douglas-Rachford split form (D-R ADI) (8) of quanto options pricing model
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(3) is unconditionally stable.
In addition, due to the Lax Theorem [29], we can get:

Corollary 1 The improved alternating direction implicit difference scheme based
on the Douglas-Rachford split form (D-R ADI) (8) of quanto options pricing model
(3) is convergent.

6. Accuracy of the D-R ADI method for quanto options pricing model

Now we will give the error analysis of the scheme (8). In the special case when
u, v, w are identically zero, the scheme (8) is consistent to order O(k + h?). And
more generally when only w = 0, the order is O(k + h) [16]. Now we consider the
case when u, v, w are not identically zero. Using the difference of the two sides of
the scheme (8), we get the principle part of the truncation error as follows:

1 0?U 1 02U 0?U 1 U 1 03U
R = —— hk—— ok 2 k2 uhk s + ~vhk
& 2" o o 88y46 929 +4 o

o3U PU 1 U 1 otU otU

—buk? — buk? ah’k— — — h%— abk?
U 52y D20y 12 Dt oyt T 9oy
+b?k? al + bek? OU Lpn2k 0'u ——bh k o + O(h®kP)
0x20y2 Oxdy3 6 Oxdy3 0x30y ’

here, a + 8 = 3. From the expression of the truncation error, we can see that the
difference scheme (8) has one order accuracy. So we get the following theorem.

Theorem 3 The improved alternating direction implicit difference scheme given
in the Douglas-Rachford split form (D-R ADI) (8) of quanto options pricing model
(3) is consistent to order O(k + h), and it is compatible with the quanto options
pricing model (3) unconditionally.

7. The improved ADI method given in the Craig-Sneyd split form

Similarly, we can give the improved ADI difference scheme given in the Craig-
Rachford split form (C-S ADI) of quanto options pricing model (3). Its construction
is based on the improved D-R ADI difference scheme (8). After achieving the first
set of correction steps, a new starting solution is used to the same procedure again
[14]):

Yo =Un + k[Az (10, Un) + Ay(70, Un) + Azy (Tn, Un)],

Y1 = Yo + 0k[AL (1, Y1) — Au(

}:2 =Y1 4+ 0k[Ay (1, Y2) — Ay(Tn, Un

(11) Yo = Yo + 0k[Aey(Tn, Y2) = Aay(7n, Un)],
Y1 = YO —|— ek'[Al(Tn, Yl) — Ag;(T/n/, Un)],

}72 = }71 i‘ ok[Ay(Tna?Q) - Ay('rna Un)]a

Un+1 - Yé,

here, 0 < 6,0 < 1. We take the difference discretization
VUi = Uit1,j — Ui-1,
VyUij =Uijr1 = Uij-1,
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and
1
A;CUL',]‘ = h2 53 — ’U,ﬁvai,j — ’inJ‘,
AyU; j = h2 5yU 2hV U;,; —wU; 4,
62U; e 5yU i; and Ay, U; ; are defined the same as above. Denote 2o = kAyy, 21 =

k/’A‘L,ZQ =kAy,z =12+ 22, F = (1 —021)(1 — 022), scheme (11) can be written in
the non-split form

1
(12) F Un+1 [F + F(Z() + Z) + 22()(2() + Z)]U

And the scheme (12) is the improved alternating direction implicit difference scheme
given in the Craig-Sneyd split form (C-S ADI) for the quanto options pricing model
(3).

It can be verified, through Taylor expansion, the C-S ADI scheme (12) is con-
sistent to one order. However, the precision can be improved to one order in time
and two order in space if we take § = o = % And it can also be proved that the
C-S ADI scheme is unconditionally stable and convergent. Thus we can get the
following theorem.

Theorem 4 The improved alternating direction implicit difference scheme given
in the Craig-Sneyd split form (C-S ADI) (12) of quanto options pricing model (3)
is consistent to order O(k + h) and unconditionally stable and convergent; it is

consistent to order O(k + h?) if = o = 1.

8. Numerical experiments

Example 1. We consider an American investor buys a Nikkei index put option.
Assuming the current price of Nikkei is 20,000 yen, interest rate is 0.03, volatility
of the Nikkei is 0.2, exchange rate of Japanese yen against dollar is 0.01, volatility
of the exchange rate is 0.1, correlation coefficient is 0.2, risk-free rates of American
and Japan are 0.08 and 0.04, respectively. And the strike price of option is 19,000
yen. Consider the deadline of the option is 3, 6, 9 and 12 months, and the final
exchange rate is the spot exchange rate [3, 30, 31].

Here, we use the 4-core CPU for computing, and do numerical experiments under
the Matlab R2011 environment. The comparison among the Monto-Carlo solution,
which is used to substitute the exact solution similarly, and the numerical solutions,
such as the results of the Crank-Nicolson difference scheme and the improved ADI
difference scheme is shown as follows.

TABLE 1. Comparison of Monto-Carlo solution and numerical solutions.

Time(mon)

. 3 6 9 12 Relative error
Price($)
Monto-Carlo solution 3.6449 | 6.3482 | 8.4081 | 10.0941 0
Crank-Nicolson scheme | 3.0153 | 5.4280 | 7.4140 | 9.1139 0.1366
D-R ADI scheme 3.3645 | 5.9680 | 7.9110 | 9.3906 0.0679
C-S ADI scheme 3.3600 | 5.9771 | 7.9784 | 9.5669 0.0578

Example 2. Similarly, we consider the case that the underlying asset is a call
option, and the values of the variables are the same as that in Example 1. Consider
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F1GURE 1. Comparison of Monto-Carlo solution and numerical solutions.

the deadline of the option is 3, 6, 9 and 12 months, and the final exchange rate is
the spot exchange rate.

First, we give the plots of the option price surface U(S1, S2, T') under the Monto-
Carlo solution, Crank-Nicolson difference scheme and improved ADI difference

scheme. Here S; € [19980, 20040], Sz € [0.010, 0.020], and the deadline T' = 12
months.
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Then we give the comparison among the Monto-Carlo solution and numerical
solutions, and the result is shown as follows.

TABLE 2. Comparison of Monto-Carlo solution and numerical solutions.

Price($) Time(mon) 3 6 9 12 Relative error
Monto-Carlo solution 11.7751 | 14.8058 | 17.2481 | 19.3743 0
Crank-Nicolson scheme | 12.1937 | 15.3263 | 17.8029 | 19.9721 0.0318
D-R ADI scheme 11.8990 | 15.0555 | 17.4871 | 19.4817 0.0118
C-S ADI scheme 11.6622 | 14.7964 | 17.2051 | 19.1790 0.0055
8.

; ; — : = i
Time(mon)

F1GURE 6. Comparison of Monto-Carlo solution and numerical solutions.

From the Table 2 and Figure 6, it is clear to show that the solutions of improved
ADI difference schemes are sufficiently close to the Monto-Carlo solution. And we
can also see that the improved ADI difference schemes have a higher accuracy than
the Crank-Nicolson difference scheme. Thus the schemes given by this paper can
be a kind of unconditionally stable finite difference schemes which approximate
to equation (3). What’s more, as the natural parallel property of improved ADI
difference scheme, the calculation time is reduced greatly. The computing time is
shown as follows.

TABLE 3. Computing time of the C-N and improved ADI schemes.

. ) Points"mumber | 1100 | 1940 | 1360 | 1480 | 1600
Time(min)
Crank-Nicolson scheme 1.7763 | 2.4331 | 3.2297 | 4.0633 | 4.9922
D-R ADI scheme 0.7243 | 0.9761 | 1.2674 | 1.5814 | 1.9834
C-S ADI scheme 1.4439 | 1.9569 | 2.5305 | 3.2055 | 3.9641
D-R ADI time saving 59.22% | 59.88% | 60.76% | 61.08% | 60.27%
C-S ADI time saving 18.71% | 19.57% | 23.25% | 21.11% | 20.59%

From Table 3 and Figure 7, we can see the speed-up obtained by using the 4-
core CPU for computing. And with the amount of calculation data increasing, the
improved ADI parallel difference schemes’s time-saving property is very apparent.
The reason is, for the serial computing, the numerical arrays and the loop bodies are
executed in the same Matlab process, there is no data transmission problem. But
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F1GURE 7. Computing time of the C-N and improved ADI schemes.

for the parallel computing, the numerical arrays are executed in the Matlab client
while the loop bodies are in the Matlab worker. If the calculation data is fewer,
the data transmission will decrease the computing efficiency and thus the parallel
computing’s time-saving property is not very obvious. However, if the calculation
data amount is relatively large, the parallel execution of loop bodies will have much
more influence on the computing efficiency than the data transmission does. When
we use multi-core CPU for computing, Matlab will assign different loop bodies to
different processors and then execute the loops at the same time to get a relatively
fast calculation speed. So we could see from the Table 3 and Figure 7, when the
amount of calculation data is up to 1500, the computing time of the D-R ADI
parallel difference scheme is reduced to almost 40% of the serial scheme’s, and the
computing time of the C-S ADI parallel difference scheme is reduced to almost 80%.
Hence, the improved ADI difference schemes (8) and (12) given by this paper are
more efficient in solving the quanto options pricing problem.

9. Conclusion

Based on the Douglas-Rachford (D-R ADI) (8) and the Craig-Sneyd (C-S ADI)
(12) splitting forms, a kind of improved alternating direction implicit difference
schemes are constructed in this paper for solving the quanto options pricing model.
These schemes have been shown to be unconditionally stable, convergent and have
better computational accuracy than the existing Crank-Nicolson difference scheme.
And it not only avoids the severe restriction for the classical explicit scheme in
choosing the time step for ensuring the stability, but also reduces the computation
complexity of solving a penta-diagonal equation for the classical implicit scheme.

Moreover, the improved ADI difference schemes are easy to realize parallel com-
puting, so they improve the computational efficiency greatly. Thus compared to
the existing explicit, implicit and Crank-Nicolson difference schemes, the improved
ADI difference schemes have obvious advantages in solving the multi-asset option
pricing problems.
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