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1 INTRODUCTION

1 Introduction

In financial markets traders deal in stocks and options, such as the well-known call and put options. An
option is a contract between a buyer and a seller that gives the buyer the right to buy or sell a partic-
ular stock under prescribed conditions. In this turbulent trading world, questions about a ‘fair’ option
price and the hedging of risks arise. In the recent decades financial mathematics has developed fast to
contribute to this theory and to improve the pricing methods.

In economical, but also in personal or societal contexts, one may face options in the sense of real ‘choices’.
For example, should one build a new factory now or later. These options are called real options and can
be related to the financial options. An introduction to real options is given in Section Also the
contingent claims approach and the dynamic programming approach are introduced there.

A (real) option problem can often be formulated as a stochastic optimisation problem. We start with a
general model for these problems in Sectionl This section is mainly based on the literature report ([34]),
which is also a part of the Master Thesis. Concepts, such as control, the dynamic programming principle,
the Hamilton-Jacobi-Bellman equation and impulse control problems are introduced. At the end of the
section three examples of stochastic optimisation problems are discussed. The first two examples are
financial problems, the optimal utility of wealth and put option prices are derived. The other example
does not originate from the financial world but is a real option problem where optimal choices are made
about when to harvest a forest.

Section B presents the dike height problem, where one has to choose when to increase the dike level and
by which amount. The model includes a deterministic average water level and a stochastic economic
value of endangered goods. This problem is the application of interest in this work. The relation and
the differences between the harvesting and dike height problems are discussed in Section After this,
improved models for the dike height problem are proposed in Section

Subsequently, a numerical method to solve the dike height problem is developed in Section Bl First
the COS method, which is based on Fourier-cosine series expansions, is presented. This option pricing
method has been used for pricing European, Bermudan, barrier and swing options. We adapt the method
to the impulse control problem in order to estimate the costs of flooding and dike reinforcements. Then
the resulting algorithm, the dike-COS method, comes up in Section and an extensive error analysis
is given in Section Bl

Numerical experiments to investigate the error of the COS method are performed in Section [l The tests
are based on the COS formula for pricing European options and they give insight into possible difficulties
we may face using the more involved dike-COS method. We show how errors at the boundaries of the
computational domain arise and how roundoff errors may spoil the error convergence.

The dike-COS method is applied to a model of an island in Section [ We obtain a control law, which
describes when it is optimal to increase the dikes and by which amount, depending on the economic value
of endangered goods and the current dike level. Various model parameters are varied to investigate their
influence.

Then in Section B we introduce an extended model for the dike height problem. The water level is stochas-
tic in this model in order to be prepared for an uncertain rise in the future water level. The dike-COS
method is extended using a quadrature rule for the additional dimension and the corresponding algorithm
is developed thereafter. The error analysis can be found in Section At the end we apply the method
to a model of an island with stochastic water level. The results are presented in Section
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Finally, a summary is made and the main results are presented in Section [

Some notations are used two times through the different sections of this report. For example, € denotes
an arbitrary positive constant in Theorem [Z2 whereas it represents an error in sections thereafter. We
suppose that the meaning of all notations becomes clear by its context.

In some experiments the results are shown with many decimal digits, because we investigate the perfor-
mance of numerical solution methods and their convergence. For engineering purposes a lower accuracy
is often sufficient.

1.1 Research questions

In this Master Thesis we focus on the numerical treatment of stochastic impulse control problems, in
particular to determine the optimal height and reinforcement times for dikes. We adapt a financial option
pricing method, based on Fourier-cosine series expansions, to pricing real options. The main research
questions we work on are:

e Can we adapt the COS pricing method for Bermudan or swing options to solve the dike height
impulse control problem?

e How can we efficiently calculate the optimal dike increase level?

e What can we tell about the error convergence of the numerical method and the errors close to the
boundaries of the computational domain?

e [s it possible to extend the pricing method to using it with more than one stochastic process, such
as both stochastic water level and stochastic economic value?

e How do the real option prices change when it is possible to hedge the risks of, for example, floods?

1.2 Real options approach

In this section we explain the idea of real options. A detailed introduction to real options theory can be

found in |38 and [§].

In the financial world many different options exist, the most well-known are the European call and put
options. More involved options are path-dependent and exotic options, such as barrier options, Asian
options, swing options and rainbow options. In recent times the financial options theory for pricing
options has been well developed. We refer to [I4] for an introduction to financial option valuation and
to [B6] for a financial mathematical background.

A real option is not a financial derivative, but an actual option in the sense of a ‘choice’ that, for instance,
a company or government may have by undertaking investments. For example, by investing in a partic-
ular project (e.g., a new factory), a company may have the real option of delaying, expanding, deferring
or abandoning the project in the future. Such real options have a certain value which can greatly affect
the valuation of investments and may not be neglected. Most investment decisions share three important
characteristics: (partially or completely) irreversibility, uncertainty over the future rewards of the invest-
ment and some leeway regarding the timing of the investment.

The opportunity to invest can be modelled by means of a financial option. The company has the option,
but not the obligation, to spend investment costs and to receive a project. Frequently the investment
opportunity remains only for a certain time interval. The expiration time can be the time from a patent’s
right or the anticipated entry time of a competitor. The investment opportunity can be seen as a call




1 INTRODUCTION

option, the investment costs represent the exercise price and the project is modelled as the stock received
by exercising the option. The value of the implanted project, after investment, fluctuates stochastically
like the value of stocks. There is a value of waiting before investment in order to gain more information,
and the option is only exercised if the project is sufficiently profitable.

In classical valuation methods one often uses the net-present value (NPV) of a project to determine the
profitability, which does not include the benefits of real options. In these methods one invests when the
present value of the expected stream of profits is larger than the costs required, i.e., when the NPV is
greater than zero. However, this ignores the opportunity of delaying an investment. Delaying can create
costs, but it may also give rise to large benefits as uncertainty is resolved. If an option is exercised the
opportunity costs of the lost option must be included as part of the total cost.

The real options theory can be applied when we have irreversibility, ongoing uncertainty and some lee-
way in timing. Some techniques developed for valuing financial options appear to be useful in the real
option context. A clarifying example of two valuation methods is given in [§], page 27-33. The valuation
approach of constructing a risk-free portfolio, consisting of the investment option and hedge instruments,
is called the contingent claims approach. With this approach it is assumed that markets are complete
in order to hedge the risk of an investment. The assumption of the absence of arbitrage opportunities
allows the derivation of the fair value using the risk-free discount rate. For example, the well-known
Black-Scholes equation can be derived using this approach.

The limitations attached to the use of financial option pricing techniques for real option values are due to
the differences between real options and the financial options. Two important differences that can arise
are:

e The underlying asset is not tradeable (e.g., the factory cannot easily be sold).

e The real option itself is not tradeable (e.g., the option to built the factory cannot usually be sold
to another investor).

If there are no assets to trade or other assets that cover the price risk we can employ the dynamic pro-
gramming or expected value approach. Here we calculate the NPV for each investment strategy, invest
now or wait, under a risk adjusted discount rate, which is usually higher than the risk-free rate. The
risk adjusted discount rate reflects the return the investor would require for holding the risky option. We
choose the strategy that yields the highest NPV. This approach has the disadvantage that it is necessary
to choose a future discount rate for the risky investment. The basic principle behind this approach is
Bellman’s Principle of Optimality ([3]):

“Principle of Optimality. An optimal policy has the property that whatever the initial state and initial
decision are, the remaining decisions must constitute an optimal policy with regard to the state resulting
from the first decision.”

In the next sections we will deal with the dynamic programming approach, and later on with the contin-
gent claims approach, for continuous time models.
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2 BASICS OF STOCHASTIC OPTIMISATION

2 Basics of stochastic optimisation

This section provides the mathematical background of stochastic optimisation problems. In these prob-
lems we can apply a certain control to optimise an objective function which is subject to stochastic
processes. In Section Bl we introduce the notation for stochastic optimisation problems. Then the
dynamic programming principle in Section helps in deriving the Hamilton-Jacobi-Bellman equation
in Section Finally, three concrete examples of stochastic optimisation problems are discussed. A
comprehensive introduction to stochastic control and optimisation can be found in [B1] and [30], from
which we employ the notation system and moreover most theorems.

2.1 Stochastic optimisation problems

We can subdivide the problem class into finite and infinite horizon problems, where we optimise the
objective either over a given finite or over an infinite domain. We start with the notation of both types
of control problems.

Let (2, F, P) be a probability space, F = (F;)¢>0 a filtration satisfying the usual conditions and W a d-
dimensional Brownian motion on the filtered probability space (£, F,F, P). The controlled state process
X is valued in R™ and satisfies the stochastic differential equation

dXs = b(Xs, as)ds + o(Xs, ag ) dWs, (2.1)
or componentwise
dX () = bi(X,, 05)ds + Y 03;(Xs,0)dWP), 1<i<n. (2.2)
j=1

The control process o = () is progressively measurable with respect to F and is valued in the control
set A, a subset of R™. The state process is typically influenced by this control process o whose value is
determined at any time ¢ based on the available information.

The measurable functions b : R” x A — R™ and o : R” x A — R"*? satisfy a uniform Lipschitz condition
in A, in other words, 3K > 0,Vz,y € R",Va € A we have

bz, a) - by, )| + |o(z,a) — o(y,a)] < Kz — yl. (2.3)

In the case of finite horizon problems we can consider coefficients b(t, z,a) and o(t, z,a) depending also
on time ¢t. However, in the case of infinite horizon problems the coefficients cannot be time-dependent
in order to get the stationarity of the problem, that is the solution is independent on the initial time at
which the optimisation problem is considered.

In the next two sections the finite and infinite horizon problems are formulated.

2.1.1 Finite horizon problems

For the finite horizon problem, with terminal time 7" € (0, 00), A denotes the set of control processes «,
which satisfy

T
E/ 16(0, ) |? + |00, )t | < oo, (2.4)
0

With conditions (Z3) and @) on b, ¢ we have that for all @« € A and for any initial condition
(t,x) € [0,T] x R™ a unique strong solution to equation Il starting from = at s = ¢ exists, which
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is denoted by {X1% ¢t < s < T}.

Take f:[0,7] x R" x A — R and ¢ : R" — R two measurable functions with:

(i) g has a lower bound, or

(ii) g satisfies a quadratic growth condition: |g(z)| < C(1 + |z|?), Vo € R", for some constant C
independent of x.

For (t,z) € [0, 7] x R™ the subset A(t,x) C A contains controls « such that

T
E / If(s, X% a)|ds| < oo (2.5)
t

and we assume that this set is not empty for all (¢,x) € [0,T] x R™.

The gain function on the finite domain is defined as

J(t,z,a) == F

T
/ f(s, X507 ag)ds +g(X;@)1 , (2.6)

for all (t,z) € [0,7] x R™ and « € A(t,z). The function f is a so-called running profit function and g is
a terminal reward function. The objective of the finite horizon problem is to maximise the gain function
over all admissible controls A(¢, z). We introduce the so-called value function:

v(t,x) == 6%411(5) )J(t,;aa). (2.7)

For an initial state (¢,z) € [0,T) x R™ we say that & € A(¢, x) is an optimal control if v(t, z) = J(¢, x, &).
A control process « is called a Markovian control if it has the form a; = a(s, X%?®) for some measurable
function a : [0, 7] x R™ — A.

2.1.2 Infinite horizon problems

In this section the previous conditions are adjusted to the infinite horizon case. Ay denotes the set of
control processes «, which satisfy

E

T
/ 16(0, ) |* + |U(O,o<t)|2dt] <00, VT >0. (2.8)
0

For any initial condition x € R™ at ¢ = 0 and for all & € Ap a unique strong solution to equation (EII)
exists, which is denoted by {X¥, s > 0}.

Let f: R™ x A — R be a measurable function and p > 0 be a discount factor. For x € R™ the subset
A(x) C Ag contains controls « such that

E {/ e”s|f(Xf,aS)|ds} < o0 (2.9)
0
and we assume that this set is not empty for all x € R™. Again we define a gain function:
J(z,a) == F [/ epsf(Xf,as)ds] (2.10)
0
for all x € R™ and o € A(z). In this case the value function is defined by:
v(x) = sup J(z,q). (2.11)
acA(x)

The above equation formulates the infinite horizon problem. Given an initial state x € R", we say that
& € A(x) is an optimal control if v(z) = J(z,&). Here it is important to assume that the function f(x,a)
does not depend on time in order to get the stationarity of the problem.
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2.2 Dynamic programming principle

A fundamental principle in the theory of stochastic control is Bellman’s optimality principle, also called
the dynamic programming principle and already mentioned in Section It means that if one has taken
an optimal control decision path until some arbitrary observation time 6, then, given this information, it
remains optimal to use it after that observation time. With this principle we derive the Hamilton-Jacobi-
Bellman equation in Section 23l but first we give a formal definition.

For t € [0,T], T < oo, we denote by 7; 1 the set of stopping times valued in [¢,7]. When ¢ = 0 and
T = oo we use the notation 7 = 7j . In the context of controlled diffusion processes described in the
previous section, but valid more generally for controlled Markov processes, the dynamic programming
principle is stated as follows:

Theorem 2.1. (Dynamic programming principle (DPP))
Finite horizon: Let (t,z) € [0,T] x R™. Then we have

o(t,z) = sup sup E
a€A(t,x) 0€T T

6
/ f(SaX?waO‘S)dS+’U(05X;’r)‘|
t

= sup inf FE
aCA(t,x) 0T, T

0
/ f(s, X5 ag)ds + U(H,X;’I)] . (2.12)
t
Infinite horizon: Let x € R™. Then we have

v(r) = sup supE
a€A(z) 0ET

0
/ e P F(XT, ag)ds + e"%(X;%]
0

sup inf F
acA(x) oeT

0
/ e (XY as)ds + e”ev(Xg)l , (2.13)
0

with the convention that exp(—pf) = 0 when 6 = co.

The dynamic programming principle splits the optimisation problem in two parts. For the finite domain
problem an optimal control may be obtained by first searching for an optimal control from a time 8 given

the state value X" in other words, compute v(6, Xp'*). Then the quantity E Ute f(s, X7, ag)ds + v(8, Xé’gp)}

is maximised over all controls on [t, 6] .

For some derivations in the sequel we will use a stronger version of the dynamic programming principle:

Theorem 2.2. (Stronger version DPP (finite horizon))
For all a € A(t,x) and 0 € Ty

v(t,z) > E

9
/ f(s, XE" ag)ds + U(G,X;’gp)] : (2.14)
t
For all € > 0, there exists o € A(t,x) such that for all 0 € Ty

v(t,z) —e< E

0
/ f(s,X?g”,as)ds+U(9,X§’$)] . (2.15)
t

The DPP has a clear intuitive meaning, but its rigorous proof is technical and has been studied by
several authors and by different methods. The proof in [31] uses, among other things, the tower property
of conditional expectations:
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Theorem 2.3. (Tower property of conditional expectations)[30]
Let (Q, F, P) be a probability space and G a sub-o-algebra of F. If H is a sub-c-algebra of G (H contains
less information than G) and X is an integrable random variable, then

E[E[X|G]|H] = E[X|H]. (2.16)

By this theorem of iterated conditional expectation we have for a given admissible control a € A(¢, x)
and for any stopping time 6 in [¢, T':

0
J(t,z,0) =F / f(s, X5% ag)ds + J(0, X" a) | . (2.17)
t

This forms the beginning of the proof of the DPP.

2.3 Hamilton-Jacobi-Bellman equation

With the dynamic programming principle we can derive the Hamilton-Jacobi-Bellman (HJB) equation,
see [31]. This second order, nonlinear partial differential equation is the infinitesimal version of the dy-
namic programming principle. In short, the HJB equation is derived by assuming that the value function
is smooth enough, by applying It6’s formula to v(s, X%) between s =t and s = t + h and then taking h
to zero in the dynamic programming principle.

We start with the finite horizon problem and use the relation of the dynamic programming principle
EId) with 6 =t + h and a constant control as = a, for some arbitrary a in A:

t+h
v(t,z) > E / f(s, X5", a)ds +v(t + h, X[)5,) (2.18)
t

Assume that the value function v is sufficiently smooth, v € C12([0,T] x R™). It&’s formula ([36]) then
reads

t+h

v(t + h,Xffh) =(t,x) +/ (5_1; + E“v) (s, X:")ds + (local) martingale, (2.19)
t
with differential operator of second order

1
LY%(t,z) = b(x,a).Dyo(t,x) + itr(aa’(x, a)D2uv(t, x))
- v 1< , 0%
- ; bi(z,a) 5~ (t:2) + 5 ”2:1(00 )ij (=, a)m(t, z), (2.20)

where oo’(z, a) is an n X n matrix with components (o0’);;(x, a) = ZZZI oir(z,a)o,,(z,a). L is called
the infinitesimal generator associated to the diffusion X; with constant control a. The vector D, denotes
the gradient of a function and matrix D? consists of its the second derivatives. Substituting equation

&) into equation ZIF) gives

t+h 7 9
v(t,) > E f(s, X5 a)ds + v(t, ) +/ (E + Eav) (s, X5")ds
t t
t+h 7
= o(t,z)+ FE / f(s, X" a)ds +/ (E + Eav) (5, X")ds (2.21)
t ¢
and we get
t+h t+h 87}
0>F f(s, X5 a)ds —|—/ <E + Eav) (5, X0")ds | . (2.22)
t t
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Dividing by h, taking the limit h — 0 and interchanging limit and expectation results, according to the
mean-value theory, in

0> %(f, x)+ L%(t, x) + f(t,x,a). (2.23)

Since a € A was arbitrary we obtain the inequality:

—@(t,x) —sup[L%(t,z) + f(t,x,a)] > 0. (2.24)
ot acA

Now suppose that o* is an optimal control with X;* the associated state solution to equation () starting
from x at time ¢t. Using this control we have equality signs instead of the preceding inequality signs and
we find by similar arguments

—%(t,x) —L%v(t,x) + f(t,z,0f) = 0. (2.25)

The equations (Z2Z4)) and ZZ3) result, if the above supremum in « is finite, in the regular case

—@(t,x) —sup[L%(t,z) + f(t,x,a)] =0, V(tx)€[0,T)xR". (2.26)
ot acA

This is often written as:

—a(t,x) — H(t,x,Dyv(t,x), D2v(t,z)) =0, Y(t,x) € [0,T) x R", (2.27)

where for (t,z,p, M) € [0,T] x R" x R" x §,, (S, is the set of symmetric n x n matrices)

H(t,x,p, M) = igg[b(x, a).p+ %tr(aa’(x, a)M) + f(t,z,a)]. (2.28)

The function H is called the Hamiltonian of the associated control problem. Equation Z27) is the
Hamilton-Jacobi-Bellman (HJB) equation, also called the dynamic programming equation. The a priori
regular terminal condition reads v(T, ) = g(x), Y& € R, resulting from the definition of the value func-
tion.

In the examples described at the end of Section B the running profit function f and a terminal reward
function g are often multiplied by a discount factor and the gain function .J has the general form

(2.29)

T
J@ﬂma)ZIEL/ T(t,8)f (5, X7, g)ds + T(t, T)g(X57)

with T'(t,s) = exp <—/ p(u,Xf/g”,au)du) , t<s<T,
t

where p is a measurable function on [0, 7] x R™ x A. Then the Hamiltonian associated to the stochastic
control problem is

H(t,,0,p, M) = supl~p(t, 7, a)o + b(z, a)p + 3 (00 (2, ))M) + £ (¢, )] (2.30)
acA

Control space unbounded

The Hamiltonian H (¢, z,p, M) is typically finite when the control set A is bounded. When the control
space A is unbounded the Hamiltonian H (¢, z, p, M) may take the value co in some domain of (¢, x, p, M).
Assume there exists a continuous function G(¢,z,p, M) on [0,T] x R™ x R™ x §,, such that

H(t,z,p, M) < 0o <= G(t,x,p, M) > 0. (2.31)
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From the derivation of HIB equation (Z27) we must have

G(t,x, Dyv(t,x), D2v(t, x))

Y
=

(2.32)

and — %(t,x) — H(t,z, Dyv(t,x), D>v(t, x))

\Y
o

(2.33)

If the first inequality, 33), is strict at some (¢, 2) € [0,T) x R™, we should have equality in the second
equation. We thus obtain a variational inequality for the Hamilton-Jacobi-Bellman equation (HJB-VI):

min —%(t,x) — H(t,z, Dyv(t,x), D2v(t,z)), G(t,z, Dyv(t,z), D3v(t,z))| = 0. (2.34)

In this case we say that the control problem is singular. The value function is generally discontinuous at
T, so that v(T,x) = g(x) is not the relevant terminal condition. In [B1] the HJB equation is discussed in
the weak viscosity sense where we do not need a priory regularity of the value function. There also the
correct terminal condition is derived.

Minimisation problem
The HJB equation to the minimisation problem on the finite horizon,

v(t,z) = inf FE

T
JXDT ) ds + g(XET)] 2.35
Lt B[ e Xt s + () (233)

can be derived by looking at the maximisation problem of the value function —v. We arrive at the
equation
v

—E(t,x) — H(t,r,Dyv(t,x), D2v(t,z)) =0, Y(t,x) € [0,T) x R", (2.36)

with Hamiltonian function

H(t,z,p, M) = glelg[b(x, a).p+ %tr(aa’(x, a)M) + f(t,z,a)]. (2.37)

Infinite horizon problem
The Hamilton-Jacobi-Bellman equation for value function (I1) on the infinite domain is derived using
similar arguments:

pv(z) — H(z, Dyv(z), D2v(z)) =0, Vz € R", (2.38)
with for (z,p, M) e R" x R" x S,

H(t,x,p, M) = itelg[b(x, a).p+ %tr(co’(x, a)M) + f(x,a)]. (2.39)

The classical approach to solving optimal control problems starts by showing the existence of a smooth so-
lution to the Hamilton-Jacobi-Bellman equation by partial differential equation (PDE) techniques. Then
the Verification Theorem shows that the smooth solution is indeed the value function. This approach,
and the viscosity solutions approach, are briefly discussed in the next section.

2.3.1 Verification Theorem and viscosity approach

The classical verification approach consists of finding a smooth solution to the HJB equation and to check
by means of the Verification Theorem that this candidate, under suitable sufficient conditions, coincides
with the value function v(t,x). As a byproduct, we obtain an optimal Markovian control. The following
Verification Theorem on the finite domain can be found in [3], with v(¢, x) as in equation Z1):

10



2 BASICS OF STOCHASTIC OPTIMISATION

Theorem 2.4. (Verification Theorem (finite horizon))
Let w be a function in CH2([0,T) x R*) N C°([0,T] x R™) satisfying a quadratic growth condition, i.e.,
there exists a constant C such that

lw(t,z)| < C(1+|z|?), V(t,z) € [0,T] x R™ (2.40)
(i) Suppose that
- %(t,x) —sup[LW(t,x) + f(t,z,a)] > 0, (t,xz)€[0,T)xR", (2.41)
acA
w(T,z) > g(z), =z=eR" (2.42)

Then w > v on [0,T] x R™.
(ii) Suppose further that w(T,.) = g(.) and there exists a measurable function &(t,z), (t,x) € [0,T) xR",
valued in A such that

- a—w(t,m) —sup[Lfw(t,x) + f(t,z,a)] = —8—w(t,x) - [Ed(t’w)w(t,x) + f(t, z, a(t, x)))
ot aEA ot

= 0, (2.43)

and the SDE
dXs = b(Xs, a(s, Xs))ds + o(Xs, a(s, Xg))dWy (2.44)

admits a unique solution, denoted by X;I, given an initial condition Xy = x, and the process {&(s, )A(Q“”),t <
s < T} lies in A(t,x). Then w=wv on [0,T] x R™ and & is an optimal Markovian control.

The proof of this theorem relies mainly on Itd’s formula. The Verification Theorem for the infinite case
is defined likewise. The classical Verification Theorem allows us to solve control problems where one
can find, or at least there exists, a smooth solution to the associated HJB equation. The first and most
famous application in finance of this Verification Theorem for stochastic control problems is Merton’s
portfolio allocation problem, which we will discuss in Section 228

Before this we derived the Hamilton-Jacobi-Bellman equation using the dynamic programming principle
and we just discussed the classical verification approach, which has its limitations. The main drawback
of this method is the assumption of an a priori existence of a smooth solution to the HJB equation. This
is not necessarily true, not even in very simple cases. Then, the classical verification approach does not
work and we need to relax the notion of solution to the HJB equation. A suitable class of weak solu-
tions is the one of viscosity solutions. The notion of viscosity solutions was introduced by P.L. Lions (|24]).

For a general introduction to viscosity solutions and some general uniqueness and existence results we
refer to [6]. Reference [B1] explains that we do not need a priory the continuity of the value function in
the viscosity approach, since we work with the lower and upper semi-continuous envelopes. They prove
that the value function from the stochastic optimisation problems satisfies the associated HJB equation
in the viscosity sense and determine the relevant terminal condition. It is not always easy to know a
priori details about the continuity of the value function. Therefore one often works with the notion of
viscosity solutions.

We will not pay attention to the verification and viscosity solutions approaches in the other sections
(except for Section ZZ0l), because later on we will consider another method, based on the dynamic pro-
gramming principle.

2.4 Optimal stopping and impulse control problems

In this section we extend the notion of stochastic optimisation problems with the concepts of optimal
stopping and impulse control problems. Now the controller does not only have the disposal of control «

11
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to optimise his objective, but he can also determine the terminal time or can add extra impulses to the
state process. We discuss only the finite horizon cases, but similar theory holds for the infinite horizon
problems.

2.4.1 Optimal stopping problems

We define the optimal stopping problem, where the controller may also decide directly the terminal time
of his objective (J31]). This field of stochastic control received renewed interest due to its application in
finance and economy, from asset pricing (e.g., American options, Section 7)) to firm investment and also
to real options.

We start with the case where there is no control o and the controller only has control over his terminal
time. Consider the diffusion process on R" given by

dX, = b(Xy)dt + o(X;)dWs, (2.45)

with W a d-dimensional Brownian motion on the filtered probability space (2, F,F = (Fi)¢>0, P). The
coefficients b and o satisfy the same Lipschitz conditions as before. For ¢ € [0,T] we denote by 7; 1 the
set of stopping times valued in [¢t, T']. The finite horizon optimal stopping problem is then formulated as

v(t,x) = sup F [/ e P (s, X0 ds + e P g(XE) | (t,2) € [0,T] x R™. (2.46)
t

7€l

Note that we incorporate a discount factor p > 0. The value function v is related to the HJB variational
inequality (HIJB-VI):
min[—v; + pv — Lo — f,v—g] =0, (2.47)

with Lv = b(z).D,v + itr(oo’(z)D2v). This means that —v; + pv — Lo — f = 0 holds in the domain
C ={(t,x) € [0,T] x R™ : v(t,x) > g(z)} with v = g on the boundary of C. The problem is called
a free boundary problem, since the boundary is unknown. C is called the continuation region, since it
coincides with the state values for which it is optimal to let the process continue. The complement set
S={t,z) €[0,T] xR" : v(t,z) = g(x)} is called the stopping, or exercise region. This region matches
with the state values for which it is optimal to stop the process and receive the reward g.

Consider now the case in which the controller also has the disposal of a control o and the state process
dX; depends on « as in [ZI]). The value function of the mixed control, composed of the pair control and
stopping time («, 7), may be written as

olta)=  sp B [ / e f(s, X17, g )ds + e TN g(XET) | () € [0,T] x R,
T€T, 7, 0€A(t,T) t
(2.48)
Then the associated HIJB-VI equation reads
min|[—v; + pv — sup[L% + f(t,x,a)], v —g] = 0. (2.49)

acA

2.4.2 Stochastic impulse control problems

In the previous sections the state process changes continuously in time in response to the control effort.
However, in practice this may be discontinuous. For example, an investor cannot invest continuously in
assets or stocks, but only at discrete times. In the stochastic impulse control problem we can act on the
state process X; by choosing stopping times ¢,, at which the current state is immediately modified by an
additive impulse &,,,. Information about impulse control problems can be found in 2] and [2].

12
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At every stopping time t,, € [0,7), m € N, there is an impulse &, and the state process reads

dX; = b(Xt, Oét)dt + O'(Xt, O[t)th, for t € (tm, tm+1),
Xt = Xt;l +€'m; m € N.

m

(2.50)

Here X,- is the value of the process as it approaches t from the left. The stochastic process is cadlag, that
is right continuous with left limits. This is different from the stochastic control problem in the previous
sections, where the controller could only influence the drift and/or diffusion terms of the state process
and the resulting controlled diffusion remains a continuous process. Here the controlled process has a
jump of size &, at control time ¢,,, but the drift and diffusion terms remain unchanged by the impulses.
The impulse control strategy is given by the triplet 5 = (o, {tm}, {&n}) and B is the set of all § such
that a € A(t,x) and

tm €10,T), tmi1 > tm, Em € R™. (2.51)

The sequence (§,)m>1 consists of F;, -measurable random variables and ¢,, is a stopping time with re-
spect to the filtration F. Often there are practical restrictions on the size of impulses and &, € B C R™.
Performing an impulse involves certain costs ¢. The term ‘costs’ can be confusing, because it can
also represent revenues. The impulse costs ¢ : R™ x R” — R are assumed to satisfy the inequality
clx, & +&5) > c(x, &) + c(x,§5),Y6,& € R™. This states that it is more profitable to perform directly
two impulses rather than execute them in two steps.

The objective function is represented by

T
J(t,x,8) = B / e P f(s, Xy an)ds + > o Xym, Gn)e im0 4 e T 0g(Xp) |, (2.52)
t t<tm <T

V(t,z) € [0,T] x R™. For ease of notation we use the form E**[X,] instead of F[X!*]. The objective is
to maximise this gain function over all controls 5 € B and the value function is

v(t,x) = sup J(t,z, 5). (2.53)
BeB

We define the intervention operator M via:

Mo(t,x) = sgp(v(t,x—i—é) + c(x,§)). (2.54)

This represents the value of the strategy that consists of performing the best immediate action and
behaving optimally afterwards. There could be states = for which it is not optimal to have an immediate
action, this yields v(t,z) > Muw(t,z). At the first time after ¢ when it is optimal to execute an impulse,
v and Mwv must coincide and the optimal action is equal to the optimal immediate action. We get the
following variant of the dynamic programming principle:

v(t,x) = sup Eb" {/ e P (s, X, ag)ds + e P77 Mu(r, XT)] . (2.55)
TE[t,T),a€A(t,z) t

We see that the impulse control problem is reduced to an optimal stopping problem, but this is not very
helpful since the reward function Mu(r, Xi’f ) is still unknown. However, this version of the dynamic
programming principle helps us to derive a HJB equation heuristically. We find that the impulse control
problem is associated to a Hamilton-Jacobi-Bellman quasi-variational inequality (HIB-QVI):

min | —ve(t, z) + ro(t,x) — Sgg[ﬁav(t,x) + f(t,x,a)], v(t, z) — Mv(t,x)} =0, (t,z) €[0,7) x R™,
(2.56)

with terminal condition
o(T,z) = g(x), VxeR". (2.57)

13



2 BASICS OF STOCHASTIC OPTIMISATION

Verification theorems for the impulse control problem can be found in [39]. Under certain conditions for
o, b and f the value function v is a viscosity solution to the HIB-QVT (see [21]).

The minimisation problem with v(¢,z) = infgep J(t, z, 5) is quite similar. Then we assume c(x,&; +
&) <c(x, &) +ce(x,&5),¥¢,& € R™ and get maximum and infimum statements instead of minimum and
supremum, respectively.

2.4.3 Impulse control problems under jump diffusions

In the previous sections we used the diffusion process dX; from equation (ZII). Here we extend the
impulse control theory to jump diffusion processes with one jump process, without control «:

t t t
X = Xo —|—/ b(s, Xs)ds —|—/ o(s, Xs)dWs —|—/ z(s, Xs-, Ts)dgs, (2.58)
0 0 0

or in differential notation
dXt = b(t, Xt)dt + O'(t, Xt)th + Z(t, Xt— s Tt)dqt, (259)

where ¢; is an independent Poisson process with intensity rate A and measures the number of jumps that
took place before time ¢. z(¢, X;—, T;) is the magnitude of a jump realisation, which is a function depend-
ing on t, X;- and random variable T; that can have some arbitrarily specified distribution independent
of both dW; and dg;. The integrals are assumed to exist. The first integral is interpreted as a Riemann
integral, the second is an It6 integral, and the last one in (58) is notation for:

qt

/Ot (8, Xy, Ts)dgs = Z 2(r, X, -, s, (2.60)

where 7; for j =1, ..., ¢; are the times when a jump takes place and T,, are i.i.d. variables. Itd’s formula
reads

Theorem 2.5. (Itd’s formula for jump diffusion processes)[30]
Let X be a diffusion process with jumps,

t t t
X =Xp +/ b(s, Xs)ds +/ o(s, Xs)dWs +/ 2(s, Xo—, YTs)dgs, (2.61)
0 0 0

where b and o are continuous non-anticipating processes with

T
/ U(t,Xt)th] < oo.
0

Then, for any CY2 function f:[0,T] x R — R, the process f(t, X;) can be represented as:

E

F(t, X)) = f(O,X0)+/O (58{ +£f) (s, )ds+/ ga (s, X)dWst+ S [f (s, X,-)], (2.62)

0<s<t

with f(s, Xs) = f(s,Xsf + z(s,Xsf,TS)dqs). In differential notation:

af (t, X)) = 8—{@ Xy)dt + %b(t,Xt)dt
+ %y 2(t,Xt)dt + %a(t,Xt)th + [f(t, X;) — f(t, X,-)]dgs. (2.63)

14
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We consider the value function of the impulse control problem as before, but now without control «,

T
v(t, ) = sup EH* / e P f(s, X )ds + Z c(Xt;L,ﬁm)e_p(t’"_t) + e PTNg(Xp)|, (2.64)
peB t t<tm <T

where B is the set of admissible control times and impulses {t,,, &m}-

In the derivation of the Hamilton-Jacobi-Bellman equation in Section 1t6’s formula for diffusion
processes was used to calculate E[v(t + h, Xffh)] Now we use Itd formula for jump diffusion processes
and get:

t+h
Elv(t + h, Xffh)] =o(t,x)+ FE / (ve + Lv) (s, X2")ds + Z [v(s, Xs) —v(s, Xs-)]| . (2.65)
t t<s<t+h

The theorem about the mean of stochastic jump integrals in [I3] gives

t+h t+h
E / (v(s, X.) — v, XS))qu] - )\/ E [u(s, X,) — v(s, X, )] ds. (2.66)
t t
Dividing by h and sending h to zero gives:
}llirrb %E[v(t + h, Xffh)] =uv(t,x) — %(f, x) + Lo(t,z) + AEw(t, z + z(t, 2z, 1)) — v(t, z)], (2.67)

where the expectation is taken with respect to stochastic variable Y. The associated HJB equation is
min [— ve(t, ) + pu(t,x) — Lo(t,z) — AE[w(t,x + z(t, 2, T)) — v(t,x)] — f(t, ),

v(t,x) — Mo(t,x)| =0, (t,x) €[0,T) x R™, (2.68)

with terminal condition
o(T,z) = g(x), VreR". (2.69)

The above can easily be extended with a control process «. In [28] and [35] a broader class of stochastic
optimisation problems under the more general jump diffusion processes is discussed. An impulse control
problem under jump diffusion with a delayed reaction is studied in [29]. This means that there is a delay
between the time when a decision for intervention is taken and the time when the intervention is actually
carried out.

2.4.4 Impulse control problems including ‘extreme events’

Suppose that instead of the running profit function f in gain function ([Z6) we have so-called extreme
events at times 7;, modelled by a Poisson process with intensity rate A, at which a certain amount is
added to the gain function. Examples of extreme events in Section and Section B are forest fires and
floods. The value function is written as

v(t,z) = sup B Z e*p(nft)n(Ti,XT‘_,Qn) + Z c(XtT—n,gm)e*p(tmft) e TNg(Xp)|,
BeB e[t T) ' {<tn <T
(2.70)
where 7(t, X;-,6}) is a function depending on ¢, X,~ and random variable ©;. The values @, are i.i.d.
and represent the costs of an extreme event. B is the set of all § = ({t,,}, {{m}) without control process
«, which can easily be added to the results. In the derivation of the HJB equation we get the term

BT Z eip(nit)n(Tiﬂ X-r.— ) 97’1) = Eb"

t+h
/ e PEn(s, Xy-, 04)dgs | - (2.71)
TiE[t,t+h] t
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Dividing this by &, sending h to zero and interchanging limit and expectation gives (by [13]):

1 1 t+h
}lLirn ﬁEm Z e*”(”*t)n(ri,Xf,@ﬂ) = }1lim E/\ e P BT (s, X, , O4)]ds
—0 €[t ith] @ —0 t
= AE[n(t,z,0)]. (2.72)

We end this section with the HIJB equation associated to value function Z0):
min [—Ut(t,x)—l—pv(t, x)—Lo(t,x) = AE[n(t, z,0)], v(t,z) —Muv(t,z)| =0, (t,z) €[0,T)xR". (2.73)

with terminal condition
o(T,z) = g(x), VxeR". (2.74)

2.5 Examples of stochastic optimisation problems

In the next sections we discuss three examples of stochastic optimisation problems. The first example
is the well-known portfolio allocation problem of Merton, where the Verification Theorem is applied to
verify a candidate solution. The second example is also a financial problem. There the price of European
options is derived, whereby the holder tries to maximise his expected payoff. The third example does
not stem from the financial world but there are obvious similarities. Namely, in the harvesting problem
optimal forest harvesting decisions have to be made. This problem can be viewed in the context of the
real options approach, where we try to calculate the real option value by representing it as a value func-
tion. In Section Bl we will consider a similar problem, the dike height problem, where the costs of land
protection against floods are minimised.

For the derivation of partial differential equations for the option values in the last two examples we discuss
two different methods. In the first method the option price is formulated as a stochastic optimisation
problem. With the theory from the previous sections the associated HJB equations can be derived. This
is called the dynamic programming approach, referring to the dynamic programming principle which is
used to derive the HJB equations. The second method is called the contingent claims approach. For this
we assume that the asset markets are rich enough to hedge the risks and that the market will not reward
the investor for holding his risky asset. This approach, together with the complete market assumption,
is sometimes preferred to the dynamic programming approach, because no risk adjusted discount rate
needs to be determined.

2.6 Example 1: Merton’s portfolio allocation problem

The portfolio allocation problem is originally formulated and studied by Merton ([27]) and we solve it
by using the classical verification method. Merton considered a portfolio consisting of riskless bonds and
risky stocks. The value of the wealth at time ¢ is denoted by X;. At any time ¢ the agent invests a
proportion ay € A, with A a closed convex subset of R, of his wealth in risky stocks of price Sy and 1 — ay
in bonds of price SY with riskless interest rate 7. The stock price follows a geometric Brownian motion
dSy = pSydt + 0S;dWy. The dynamics of his wealth are given by

Xtat Xt(l — at) 0
dX; = d ———=d
t St St + S? St
X Xi(1—
= St t o5y + Xl
St St

= Xi(agp+ (1 — ay)r)dt + XiopodWy. (2.75)

rS?dt

The agent wants to maximise his expected utility from terminal wealth X at terminal time 7" < oo.
The utility function U(.) is nondecreasing and concave on Ry. This formulates the risk aversion of the
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agent. The objective is given by the value function

o(t,r) = sup J(t,x,a) = sup E[UXZY)], (t,2) €[0,T] x R. (2.76)
acA(t,z) acA(t,z)

The problem is equivalent to an optimal control problem with gain function ), with f = 0 and
g(X5") = U(XE™). The associated HJB equation for this stochastic control problem is

—— —sup[L*w(t,z)] =0 with terminal condition w(T,z)=U(z), x€R. (2.77)
1,2 22

The diffusion generator reads Lw(t,z) = (ap + (1 — a)r)rw, + 52°0°a*w,,. We switched to a notation
with w to stay in line with the Verification Theorem BZl Next we will show that w = v.

Merton considered power utility functions of constant relative risk aversion (CRRA) type:

U@)==—- #20,p<1p#0 (2.78)

For this utility function one can find explicitly a smooth solution to problem (ZZd). To find this so-
lution we start with a candidate solution of the form w(t,x) = ¢(t)U(z), for some positive function ¢.
Substituting this into equation () we derive the following ordinary differential equation for ¢

¢'(t) +qo(t) =0, &(T) =1, (2.79)

with ¢ = psupla(p —r) +r — la2(1 —p)o?] := psup y(a).
acA 2 acA

We obtain ¢(t) = exp(q(T" —t)). The value function w(t,z) = exp(q(T — t))U(x) is a smooth solution
to equation (Z74) and it is strictly increasing and concave in z. The function a € A — y(a) is strictly
concave on the closed convex set A and thus attains its maximum at some constant a. It follows that
a attains the supremum of sup,c 4 [L%w(t,z)]. The wealth processes X, associated with this constant
control @ admits a unique solution given an initial condition. The Verification Theorem 24 tells us that
the value function to the portfolio allocation maximisation problem (T0) is equal to w(t,z) and a is
an optimal Markovian control. In other words, the optimal proportion of wealth to invest in stock is
constant given by a. Finally, when A = R we can find explicitly the optimal control:

&= %. (2.80)

2.7 Example 2: European call and put options

In the financial markets, traders buy and sell stocks and options. An option is a contract between a
buyer and a seller that gives the buyer the right, but not the obligation, to buy or to sell a particular
asset on or before the option’s expiration date, at an agreed price. Many different options exist, the most
well-known options being the European call and put options.

Definition 2.1. (European call (put) option)
A European call (put) option gives its holder the right, bul not the obligation, to buy from (sell to) the
writer a prescribed asset for a prescribed price at a prescribed time in the future.

The prescribed asset is called the underlying asset with value X; at time ¢, the agreed price is the strike
price K and the prescribed time is the expiration time 7. The price of an option at time ¢ is denoted
by value function v(¢, ). We consider the price of a European put option with payoff at expiration time
T equal to g(X7) = (K — X7)T. A similar analysis holds for call options for which the payoff reads
g(Xr1) = (X7 — K)T. The asset price is as usually described by a geometric Brownian motion:

dXt = /LXtdt + UXtth. (281)

We use the dynamic programming approach and the contingent claims approach to price the option.
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2.7.1 Dynamic programming approach

The first way to derive the European put option price is by using the dynamic programming, or the
expected value approach. This approach can be used if the market is not complete and it is not possible
to hedge the option. The option price is then calculated as the discounted expected payoff with respect
to the true state process [ZXII), that is under the true world measure P. The value function is denoted
by:

o(t,x) = EX[e P T=0(K — X594, (t,2) € [0,T] x R. (2.82)

The risk adjusted discount rate p reflects the return required by the holder to hold the risky option. The
control space A is reduced to a singleton {ap}, since there is no control on the asset price X;. There are
no decisions to be made by the holder of the option, he just has to wait to expiration time 7. Compared
with gain function @ZJ) we find that for f = 0, g(X5") = (K — X5")* and T'(t,s) = e 51 the HIB
equation is reduced to the linear Cauchy problem:

‘%(tx) + pot,x) — L%(t, z) = 0, (2.83)
o v 0 0?
Ov 1 52070
5 + pv — Pl = 500 g = 0, V(t,x)e€l[0,T)xR, (2.84)

with terminal condition v(T,z) = g(x).

Unlike the European options an American put option gives the holder the right, but not the obligation,
to sell a prescribed asset for a prescribed price at any time between the starting date and a prescribed
expiration time. The price of an American put option can be expressed by an optimal stopping problem:

v(t,z) = sup E[e P (K — Xb*)*],  (t,z) € [0,T] x R. (2.85)
T€T, T
This is analogous to optimal stopping problem Z0) with f = 0 and g(X%*) = (K — Xb*)*. The
following partial differential equation is found

ov 1 2231}
mm[———i—pv—,ux———a x

=0 V(t 0,7) x R. 2.86
= o =gl =0, ¥(t2) € 0.7) x (2.56)
In the continuation region C it is optimal to hold the option and the left-hand side equals zero. The
payoff in the stopping region § is g(x).

2.7.2 Contingent claims approach

Now assume that the market is complete and there is a risk-free interest rate r. In such a case we can use
the contingent claims approach to calculate the put option price. With a portfolio consisting of the option
vand A = % underlying assets we can derive the risk-neutral price which satisfies the Black-Scholes

equation (see [33]):
22 -0, VY(taz)el0,T)xR, (2.87)

with terminal condition v(T,z) = g(x). This equation has an analytical solution, called the Black-
Scholes price. If we compare this equation with equation X)) the term —puv is replaced by —rv and ux
is replaced by ra. According to the Feynman-Kac formula (J31]) we have

o(t,z) = EQe " T(K — XE)F), (t,2) €[0,T] x R. (2.88)

This formulation looks like equation ([Z82) from the dynamic programming approach. However, now the
expectation is taken with respect to the risk-neutral measure Q under which dX; = rX;dt + o X;dW4.
Note that the drift term p is reduced to r. Furthermore, discounting is done using the risk-free interest
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rate instead of the risk adjusted discount rate.

The option prices can be calculated by solving equation ([Z87) with PDE methods or by means of equa-
tion (ZBJ). The last one is employed in Fourier pricing methods such as the CONV method ([25]) and
the COS method ([I0]), which we will discuss in Section

In [I4] the following equation is found for the risk-neutral price of American put options using the non-
arbitrage principle:

. Ov o 2y
mln[—g —l—rv—mc% — 50 T v—g]=0. (2.89)

2.8 Example 3: Harvesting forest problem

In [T7) and [16] the valuation of forest land is studied. This topic has been a concern in academic lit-
erature for over 150 years. Uncertainty concerning land valuation is for example due to volatile prices
for timber and production risks. Another aspect is the problem of optimal harvesting under the risk of
a forest fire. We describe the real options approach to investigate the value of the forest land. First the
tree harvesting model, including fire risk, is defined. This model can be adjusted to other agricultural
harvesting problems, such as cereal harvests, and the risk of fire might be replaced by the risk of, for
example, pests. After this, equations for the value of land are derived using both the dynamic program-
ming and the contingent claims approach, as in [I7].

The harvesting model describes the optimal harvesting problem and it accounts for the risk of fire. The
stand of trees is assumed to be even-aged and will be used for commercial forestry. The aim is to find
the value of a stand of trees depending on P;, the price of timber at time ¢, and the age of the stand (;.
The stand value under optimal harvesting is denoted by v = v(t, Py, () = v(t, X¢), with X; = [P, G|’

(" represents the transpose of a matrix or vector).

The price of timber follows a stochastic diffusion process:
dPt = a(t,Pt)dt—Fb(t,Pt)th (290)

We assume that an accurate description of this process is a mean reverting process with a(t, ;) =
n(P — P;) and b(t, P;) = oP;. The price level tends to revert to the long run mean P. The volume of
timber on the stand is given by the deterministic function @ = Q(¢;) depending on the stand age.

The return of harvesting and selling the timber will give a profit of (P, — Cj,)Q((;), where constant C},
includes the harvesting costs per cubic meter and the value of the bare land v(t, P;,0). If harvesting is
delayed there is a capital gain or loss due to the change in timber volume, price change and the possible
occurrence of fire. Contrary to [I7 we do not incorporate management costs to maintain the stand,
because this may make the problem formulation more involved, but not necessarily more difficult.

The age of the stand (; is a stochastic variable which depends on the time of the last harvest ¢;, and the
occurrence of fire. If no fire has occurred we have (; =t — 5, but if a fire occurs the stand age will jump
to zero. The occurrence of fire is modelled by a Poisson process ¢; with intensity rate A. By this the
stand age is modelled as a simplified jump diffusion process.

In short, the uncontrolled state process reads

dPt o Cl(t, Pt)dt + b(t, Pt)th (2 91)
d dt — Gdq: '

It is assumed that a fire consumes the entire stand, although some timber may be salvaged. Let S be the
value of salvaged timber net of harvesting costs per hectare and assume this value to be a constant propor-

dXt:|:
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tion v of the value of the stand if it was harvested immediately before the fire: S(X;-) = (P —Ch)Q((i- )7-
The loss in the case of a fire is v(t, P;,0) — v(t, X;- ) + S(X;-).

The problem of optimal harvesting is defined on a finite horizon [0,T]. At each time the land owner has
to decide whether or not to harvest and he will weigh up the profit from harvesting immediately versus
delaying until the next period. Clearly there is a trade-off between the returns of harvesting immediately
and waiting, which bears the risk of a fire. In the next sections partial differential equations for the value
of land are derived under different assumptions about hedging the risk of price changes and the fire risk.

2.8.1 Dynamic programming approach

For the derivation of the first equation we assume that neither the risks from price changes nor from
fire can be hedged. Then the value of the land must be estimated as an expected value with respect to
the true price process and the risk of fire. It is assumed that the holder of the asset makes the optimal
choice between harvesting the stand or waiting, in other words holding the option or not, which is the
control. In order to hold the option the investor would require a constant risk adjusted discount rate p.
We can formulate the harvesting problem as an optimal stopping problem or an impulse control problem
(without control process «). Both are discussed below.

Optimal stopping problem

The owner of the forest land wants to value his stand of trees under the assumption that he makes an
optimal decision about the harvesting time 7. The land is valued as the expected losses from fire plus
the revenues from harvesting at time 7:

o(t,x) = zgp J(t,x,T)
T t, T

= sup BV | ) e PTIS(X )+ e PTg(X,) |, (2) = (p,¢) €[0,T] x R?,
7€l T ‘
E i €[t,T]

(2.92)

with reward on the harvesting time ¢(X;) = (Pr — C»)Q((r) + v(7, Pr,0). The times 7; denote the
fire times and these extreme events give a deterministic revenue S(X_-). The problem is similar to the
optimal stopping problem (ZZf) with f = 0, but now under a jump diffusion process (Section EZZ3)) and
including extreme events (Section EZZ). If we compare this we arrive at the associated Hamilton-Jacobi-

Bellman equation variational inequality:
min [— ve + pv — Ly — A[o(t,p,0) —v] = AS, v — g} =0, (2.93)

or
1
min [— v+ (p+ A)v — a(t,p)v, —ve — §b2(t,p)vpp — Alv(t,p,0) + 5],

b= (p=CQO) —olt,p,0)] =0, V(ta) = (tp,O) ED.T) xR (294)

Impulse control problem

The harvesting problem can also be formulated by an impulse control problem on the finite domain [0, T,
with harvesting times ¢,,, m € N. At the harvesting times an impulse &, = [0, —(,-]" is added to the
state process. To be precise, the price of timber remains the same, but the age of the stand jumps to zero.
The ‘costs’ of an impulse are ¢(X,—,&n) = (P, — Cp)Q((,- ). At each time there is only one possible
impulse, namely harvesting everything, so the intervention operator is

Mo(t, Xi) = v(t, Xy + &) + (X, &) = v(t, P, 0) + (P — Cr)Q(G-)- (2.95)
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The following dynamics hold:

AP, = al(t, P)dt +b(t, B)dW,,  for t € (ty,tmit),
d¢; = dt — (dqy, for t € (tm, tm+1), (2.96)
Ctre = Ct;l - Ct;ﬁ m € N.

Denote by B the set of possible harvesting times. The value of the stand can be expressed by the value
function

v(t,x) sup J(t, z, )

BeB

_ SupEt,r Z e—p(n—t)S(XTi)_F Z €_p(tm_t)(Ptm—Ch)Q(Ct;) ,

peB Ti€[t,T] ' t<tm<T
(t,x) = (t,p,¢) € [0,T] x R, (2.97)

This is comparable with the impulse control problem under jump diffusion (64) combined with the case
of extreme events (Section EZZA). If a fire occurs, that means a jump in the Poisson process ¢, the value
function v changes to v(s, Ps,0). The associated Hamilton-Jacobi-Bellman variational inequality reads:

min [— ve + pv — Ly — A[o(t,p,0) —v] = AS, v — Mv} =0, (2.98)
or

1
min [ —ve+ (p+ ANv—alt,p)vy —ve — §b2(t,p)vpp — Ao(t, p,0) + 5],

0= (=R — v(t.p,0)| =0, (t,2) = (t.p,() € [0,T) x B2, (2.99)
with terminal condition v(7',z) = 0.

Not surprisingly, the optimal stopping time and the impulse control formulations lead to the same HJB-
VI equation. Equality to zero of the first equation in the minimisation operator (2Z399) describes the value
of the forested land when it is optimal not to harvest. Equality to zero of the second equation represents
the value at an optimal harvesting time. Due to the possibility of fire a risk premium A is added to the
risk adjusted discount rate p. The drawback of this dynamic programming approach is the fact that it
is difficult to determine the appropriate discount rate p. Besides, it is generally not correct to assume a
constant discount rate. Because of that we recommend to use, if possible, the contingent claims approach
from the next section.

2.8.2 Contingent claims approach

In this section we use the contingent claims or risk-neutral valuation approach to derive two other partial
differential equations for the optimal harvesting problem, following the analysis in [I7]. For the first
one we assume that the asset markets are sufficiently rich to be able to hedge the risks of price changes
and fire and the market will not reward the investor for holding his risky asset. The advantage is that
it is not necessary to choose a risk adjusted discount rate and it is consistent with financial options theory.

Denote the value of the stand of trees from the previous section by v1. We construct a portfolio 7
consisting of this value v; and two other assets vo and vs. Asset v = v2(t, Py, () depends only on timber
price and not on fire and asset vs = v3(t, P;, (;) depends on the risk of fire alone. Using Ito’s formula the
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dynamics of vy are derived as

doi (t,X;) = 3;1 (t, X;)dt + %—;(t X))[a(t, P)dt + b(t, P)dWy] + ‘952} (t, X, )dt
+ ;8;“; (t, X1)b2(t, Py)dt + [v1(t, Py, 0) — vy (t, X, )] dgy
= ({0 POy + () + 3P0y )
+  b(t, P)(v1)pdWy + [v1(t, Py, 0) — 1 (¢, X¢-)]dagy, (2.100)

and likewise we find in shorthand notation:

dvi(t, X)) = pvidt+ syv1dWi + [v1(t, P, 0) — v1 (¢, X )]dgy,
duva(t, Xt) = povedt + sovadWy, (2.101)
dvs(t, X)) = pavsdt+ [vs(t, P, 0) — vs(t, X4-)]dgs,
with
pio= (e +alt, P)(v)p + (vj)¢ + 50%(t P)(vi)pp) 555 5 =1,2,
sj = (), i=1,2, (2.102)
ps = ((v3)e + (v3)¢) %

In the hedging portfolio we take, at time ¢, ny, ny and n3 numbers of vy, v and vs, respectively. So,
w(t, X¢) = njv1(t, Xp) + nava(t, X¢) + ngvs(t, Xy). (2.103)

Assume it is optimal not to harvest and we consider the value of the portfolio a small time dt later. Over
the hedging interval dt the amounts ni, ne and ng are held constant. A time dt later we have n; times
the value of forest land at time ¢ 4 dt and likewise for assets v and v3. Also the cashflow of the salvage
value of timber n;Sdg;, due to a possible fire in the small time interval, has entered the portfolio. For
simplicity we assume that the salvage value for asset v3 equals zero. The change in the portfolio value is:

dr(t, Xi) = nidvi(t, Xy) + n1S(Xy- )dge + nodva(t, Xi) + nadus (t, Xy). (2.104)

The risk of the hedging portfolio is reflected by changes dW; and dg;. To eliminate these risks we choose
n1, no and ng so that

n18101+n282v2 =0 and  nqfvi (¢, P, 0)—vy (¢, Xy- )+ S(X;- )] +nglvs(t, Pr,0)—vs(t, X;—)] = 0. (2.105)

Because of this, the dW; and dg; terms are eliminated, which results in

dm = nypyvrdt + napsvadt + ngpugvsdt. (2.106)

There is no risk, to first order, and thus this portfolio must earn the risk-free rate r, in other words we
set dm = rmwdt. With this we get a system of 3 equations with 3 unknowns:

S101 SoU2 0 ni 0
Ul(t,Pt,O) —Ul(t,Xt—)-FS(Xt—) 0 ’U3(t,Pt,0) —’U3(f,Xt—) no = 0 . (2107)
vy (pr — ) vap2 — 1) wva(pz — 1) n3 0

In order to have a nontrivial solution the determinant of this matrix must equal zero. This will happen
if the rows of the matrix are linearly dependent. So there must be two parameters Ap and A\p such that
(multiply the first row by Ap and the second row by Ap):

(Ml —T)Ul = )\pSl’Ul —)\F[Ul(t,Pt,O) —Ul(t,Xt—)+S(Xt—)],
(po —r)va = ApSavg, (2.108)
(,u3 - T)UB’ = _)‘F[U3(ta Ptv 0) — U3 (tv Xt* )]
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Working out the first row gives:

— v + (1 + Ar)v — [a(t,p) — Apb(t,p)]vp — v¢ — %bQ(t,p)vpp = Ar[v(t, p,0) + 5] =0,
(t,x) = (t,p,¢) € [0,T) x R?, (2.109)

with

Ap =277 and Ap = fs 7

52 [U3(tap7 0) - U3]/U3'

(2.110)

The above equation holds while it is optimal to refrain from harvesting. Parameter Ap is called the mar-
ket price of timber price risk and Ar the market price of fire risk. They reflect the extra return over the
risk-free rate r per unit of variability. The variability of price is measured by the instantaneous standard
deviation for va(t, P, (¢): s2. The variability for fire is measured by —[vs(t, P;,0) — v3]/vs, which is the
proportional loss in asset value if a fire occurs. In theory A\p and Ap could be estimated using historical
data on prices and timberland sales, as discussed in [I7].

Equation Z3J) was derived assuming that the risks could not be hedged, but the asset v would earn a
risk adjusted return p. Comparing equations ([Z99) and ZI09) we see that in the second equation the
risk adjusted discount rate p is replaced by the risk-free interest rate r and the true probability of fire A
is replaced by market price of fire Ap. Furthermore, the term a(t, p)v, is replaced by [a(t, p) — Apb(t, p)|v.

Contingent claims approach under imperfect hedging
For the derivation of the final partial differential equation we will assume that it is possible to hedge price
risk but not fire risk, so the investor will not be rewarded with extra return for taking on price risk. The
hedging portfolio consists of n; assets v; and no assets v, as defined before. The price risk is hedged by
choosing n; and ns so that

N1S1V1 + NaSavg = 0. (2.111)

There remains:

dm = nypvrdt + ny[vi(t, P, 0) — v (¢, Xo- ) + S(X;-)]dgs + nopavadt. (2.112)

Now it is not possible to perform a perfect hedge with dm = rwdt, but we require E[dr] = rwdt. This
is called imperfect hedging, since no perfect replicate of the real option value can be made. In other words

E[nipividt +nifvi(t, P, 0) — o1 (¢, Xy— ) + S(Xi-)]dqe + napavadt]
= njuvdt + )\[’Ul (t, P, 0) — U1 (t, Xt—) + S(Xt—)]dt + nopovadt
= rrdt. (2.113)

This results in the following system of 2 equations with 2 unknowns:

18)11()/111 —7) + AMui(t, P, 0) — v (¢, Xo- ) + S(X,-)] Zzz(jzg —7r) ] { Z; } = [ 8 ] . (2.114)

For a nontrivial solution there must be a parameter Ap such that:

(1 —r)vr + Ao (¢, P, 0) —vi (8, X- ) + S(X¢-)] = Apsiv, (2.115)
(Mg — T)Ug = )\pSg’Ug. .
Now we arrive at
1
— v (o Ao+ [alt, p) = Apb(E, )] vy — v — 5E(E D)y — Mo(t,,0) + 5] = 0,
(L) = (Lp,Q) €[0,T) xR, (2.116)
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with
\p = H2 T
52
Here Ap in equation IO is replaced by the true probability of fire A\. In equation [Z99) A was added
as a risk premium to the risk adjusted discount rate p. In equation [ZIIH) the fire probability X is added
to the risk-free rate r, due to the assumption that it is possible to hedge the price risk, but not the fire risk.

(2.117)

In [I7] an interesting discussion takes place about the risk-neutral price and the estimation of the market
price of risk. It is noticed that the risk-neutral price is given by its expected discounted value, where
discounting is done at the risk-free rate r and the expectation is taken with respect to a risk adjusted
process. This is achieved by reducing the expect growth rate a(t,p) by the risk premium Apb(¢,p). The
term [a(t,p) — Apb(t,p)] is often referred to as the risk-neutral drift rate. This is comparable with the
option price XY, where the risk-neutral price is calculated with a risk-free discount rate and under a
process with reduced drift r.
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3 The dike height stochastic optimisation problem

Another example of stochastic optimisation problems considers the dike height problem. A significant
part of the Netherlands lies below the sea level and flood prevention has always been a major concern
for this country. The water level is predicted to rise so it may be necessary to increase the dike height in
the future. A pioneer in investigating the economic-decision problem of optimal dike height is Prof. D.
van Dantzig, after the flood disaster in the southwestern part of the Netherlands in 1953. Van Dantzig
([) suggested a strategy where each dike is increased if the probability of the water level exceeding the
dike level is above a certain threshold. A recent alternative strategy is based on the expected loss due
to flooding instead of the exceedance probability (see [9]). With this the construction costs are balanced
against the expected flooding costs.

In Section Bl a basic model is explained, for which we will develop a numerical solution method in Section
Al The relation and the differences between the harvesting and dike height problems are discussed in
Section After this, improved models for the dike height problem are proposed in Section We
end this section with a discussion about the models.

3.1 First model for the dike height problem

The problem posed is when to increase the dikes and also by which amount. The goal is to minimise the
future expected costs, consisting of the investment costs of dike level increases, losses due to flooding and
the terminal costs. We put this in the form of a stochastic impulse control problem, which leads up to a
second order Hamilton-Jacobi-Bellman equation. We start by defining the model, in accordance to [32].
Later on this model will be extended.

Process Xt(l) represents the dike level. We have the possibility to control this value. Yt(z) =w(t) is a

deterministic average water level. In [22] and [32] a piecewise linear process of the form dY;@) = 14 (t)dt
was used.

Remark 3.1. We use Yt(2) instead of the obvious Xt(z) for ease of notation in Section[d, where a surplus

water level Xt(Q) is defined. The superscript (2) denotes the second process instead of a square root.

The economic value of endangered goods is modelled by a geometric Brownian motion,
aY,? = 1Y, Pat + o3V, P aw ¥, (3.1)

where p3 is the predicted economic growth factor and o3 the economic volatility. The mean of this process
reads Et’y[Ys(g)] = yers(5=t) We consider the log-process of the economic value:

X = log(v,?)), (3.2)
where log denotes the natural logarithm. We use It6 calculus to find

1

t
1 -1
¥® _ x® / ay® 4 L Ay )2
t 0 + 0 Y'S(g) s +2(Y8(3))2( s )
(3) t 1 t
= X +/0 (Ms—gag)ds—k/o o3dW ). (3.3)
So, we have
1 1
X = x4 (s — LA osdW ) ~ N(X + (us — 5030t 931), (3.4)

where A (u, 0%) represents a normally distributed random variable with mean p and standard deviation
0. From now on we use this stochastic log-economic value of endangered goods. This Brownian motion
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is a Lévy process and its characteristic function reads

ix (3 1 1
Py (u) = i Xo’ Y exp <i(u3 - §a§)tu - iagtu2> . (3.5)

The state variable of the first model is X; = [Xt(l), Xt(?’)]’. Note that the process Yt(z) = w(t) is omitted,
because it is a deterministic function of time ¢. In the model the dikes can be increased at stopping
times t,,, m € N, by an amount u,, € U. The set U can either be continuous or discrete, for example,
U ={0,5,10,...} cm as in [ZZ. The other state variables remain the same, so the impulse on the state
process i8 &, = [tm, 0]’. There is no control a on the drift and diffusion terms of the process. Denote
by u = ({tm}, um) the impulse control strategy and by U the set of all u such that,

tm €10,T), tmi1 > tm, Um € U. (3.6)

The dynamics of the state process X; is summarised by

dXt(l) — O7 fOI' t e (tm;tm+l)7
dx{¥ = (us— Lod)dt + oz, for t € (tm,tm+1), (37)
Xtm = Xt;l + [U/ma 0]/5 m e N.

Note that Y,;(Q) is an average water level. Occurrences of extreme water level are added to this level,
modelled by a Poisson process ¢; with intensity rate A. If a jump in the Poisson process occurs the
average water level jumps instantaneously by an amount J;, which is a random variable with probability
density function

f7(y) = by amy=ent (3:8)

The extreme water level size J is Gumbel distributed with scale parameter 1/k; > 0 and location pa-
rameter ko € R ([26]). The mean is ks + ygar/k1, with vy & 0.58 the Euler-Mascheroni constant, and
the variance (7/k1)?/6.

The total water level is a summation of the average water level w(t) and a possible jump:
w(t) + Jidgy. (3.9)

After an occurence of extreme water level, the total water level returns to w(t). The fraction of the
economic value that is lost if the total water level exceeds the dike height by an amount y is given by the
function I, (y), where

I,(y) = max(1 — e~ **Y,0), (3.10)

with A, > 0 a rate parameter. The losses at time ¢ due to flooding are proportional to the economic
value of endangered goods and are given by

exp(X )l (w(t) + T — XV)dgs. (3.11)

3.1.1 Dynamic programming approach

For the dynamic programming approach we assume that it is not possible to hedge the risks from flooding
and from changes in the state process X;. We use a discount factor p to measure the expected discounted
costs.

Let 7; denote the times of extreme water levels with sizes J;, i.i.d. variables. The discounted future flood
losses at time t are given by

T
/ e P exp(X D)y (w(s) + Te = XM dgs = D e T exp(XEN, (w(m) + Tr, — XP)(3.12)
t T E[t,T)
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The terminal costs at time T are called by and they express the total discounted expected costs after the
terminal time 7'. For this it is assumed that the dike and water level remain constant beyond this time
and we have:

by(z1,x3) = BT Z e~ P(mi=T) exp(XS’))lp(w(T) + T —x1) | - (3.13)
T €[T,00)

The construction costs of a dike increase at time ¢,, by an amount u,, are denoted by b(X ,), Uy ), With

0, for u =0,
bl u) = { b (xq1,u), foru >0, (3.14)

where bT(x1,u) is a smooth function, increasing in 1 and u, and b+ (z1,0) # 0.

At any time ¢ one has to decide whether to increase the dike height, and if so by which amount, or to do
nothing and wait until the next time. There is a trade-off between increasing the dike level immediately
at certain costs and waiting, which bears the risk of flooding. The total discounted expected flooding
and construction costs, which are called the flood protection costs, for a control u are given by the gain
function:

Htonanw = B[ Y e ep(XO)l, () + T, - X))
Tie[t,T]

+ Z e*p(tm’t)b(Xt(;),um)+e*p(T*t)bT(X:(p1),X:(p3)) ,
t<tpy<T

(t,x) = (t,x1,73) € [0,T] x R?. (3.15)

The average water level is not included as variable in the function J since it is a deterministic function
of time t. The aim is to minimise these costs of flood protection. For this we define the value function,
representing the minimum costs, by

v(t,x1,x3) = lirelzf/lJ(t,;zcl,xg,u). (3.16)

This stochastic impulse control problem, about when and by which amount to increase the dike height,
represents a trade-off between investment costs of the heightenings and the expected costs due to floods.

It coincides with impulse control problem @Z0) with c¢(X,-, &) = b(Xt(}),um) and n(1;, X_-,0;,) =
exp(XS’))lp(w(Ti) +Jr - 9 )). This results in the associated HJB quasi-variational inequality:
max [ —wy(t,z) + pu(t,z) — Lot, ) — AEJexp(@s)ly(w(t) + T — z1)], v(t,z) — Mu(t, x)] —0,
(t,x) = (t,x1,23) € [0,T) x R*, (3.17)

with terminal condition
o(T,x) = br(x), x€R% (3.18)

The intervention operator is Muv(t,x) = inf,cp v(t, z + (u,0)) + b(z1,u) and
Elexp(zs)lp(w(t) + T —x1)] = exp(x3)E[l,(w(t) + T — x1)]
| = - w) d )y
— explas)B(e1 — (D). (3.19)

where §(h) is a function that is decreasing in h.

(
)
= exp(z3)
)
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3 THE DIKE HEIGHT STOCHASTIC OPTIMISATION PROBLEM

We can rewrite the HIB-QVI as

max | — ve(t, x) + pv(t, z) — Lo(t,x) — Nexp(x3)B(x1 —w(t)),v(t, z) — glelg[v(t,x + (u,0)) + b(x1,u)]

=0, (t,x) = (t,21,23) € [0,T) x R2. (3.20)

The left-hand side in the maximum statement is equal to zero when it is not optimal to increase the dike
height and the right-hand side is equal to zero in case it is optimal to increase dike height. Under the

first model we have
1 4, Ov 1 ,0%

Lo(t,z) = (g — 503)8—%@,96) + gagﬁ(t,x). (3.21)
3

3.1.2 Contingent claims approach

Assume that it is possible to hedge the flood risk and risks from changes in the economic value with,
for example, an asset of a company that is included in the economic value of endangered goods or an
asset that is related to a company which delivers barricade sandbags or rebuilds destructed houses. Then
repeating the arguments in the contingent claims approach as done for the harvesting problem in Section
results in another partial differential equation. Since no information about possible hedge instru-
ments is available, we omit this analysis and refer to [34] for a detailed derivation.

In the derivation of the last partial differential equation in Section it was assumed that it was
possible to hedge price risk but not fire risk. Analogous in the case of the dike height problem, we may
consider societal risks which cannot be hedged, for example, the risk that people who live in the flooded
area cannot move back to their destructed houses.

3.2 The relation between the harvesting and dike height problems

In the previous sections we studied the harvesting and dike height problems. First we defined the
stochastic models. Then two methods have been discussed to derive partial differential equations for
the problems, the dynamic programming and the contingent claims approach. In this section we discuss
the similarities and differences between both models, under the dynamic programming approach, and in
Section we construct some alternatives to the first basic model of the dike height problem. First we
summarise both stochastic impulse control problems:

Harvesting problem
State dynamics

dPt = a(t, Pt)dt + b(t, Pt)th, for t € (tm, tm+1),
d¢; = dt — (dqy, for t € (tm, tm+1), (3.22)
X, = X +00,-¢. T, m € N.

Value function
o(t,z) = sup EY® Z e*p(rﬁt)S(XTi) + Z e P(tm—1) (P, — Ch)Q(Ct;n) . (3.23)
peB mElt,T) L t<tm<T
Associated Hamilton-Jacobi-Bellman variational inequality
min [ — v+ p’U(t, {E) - Ev(t,x) - )‘[U(tvpa 0) — v+ S]?“ - [’U(f,p, 0) + (p - Ch)Q(C)]:| = 07
(t,2) = (t,p,¢) € [0,T) x R?,  (3.24)

with terminal condition v(7',z) = 0.
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3 THE DIKE HEIGHT STOCHASTIC OPTIMISATION PROBLEM

Dike height problem
State dynamics

dXt(l) — O7 fOI' t e (tm7tm+1)7
dXt(B) = (,Ltg — %O’%)dt + Ugth(B), for t € (tmatm+1)v (325)
Xtm = Xt',_n + [um7 0]/7 m e N
Value function
o t,x —p(Ti—t) (3) ) _x@
U(tv .73) - &Iel{{E Z € eXp(XTi )Z;D(w(TZ) + jTi X‘ri )
Trie[t,T]
+ > e (XY ) e T Db (X, X | (3.26)
t<t,, <T

Associated Hamilton-Jacobi-Bellman quasi-variational inequality

max | — ve(t, z) + pv(t,x) — Lo(t,x) — Nexp(x3)B(x1 — w(t)),v(t, z) — inf [ (t,z + (u,0)) + b(xl,u)]}

uclU

=0, (t,z) = (t,x1,23) € [0,T) x R?. (3.27)

with terminal condition v(T, ) = bp(z1, z3).

In both problems the occurrence of disasters is modelled, in the first problem there is a risk of fire and
in the second problem the risk of floods. We called the times of a disaster 7; and there are obvious
differences between both models concerning the occurrence and times of a disaster. A disaster in the
harvesting problem has a direct effect on the revenues, that are changed by an amount S(X_-). Besides

the state dynamics are changed, to be precise, (; is send to zero and so is v to v(¢, P, 0). So the total
loss due to fire is v(t, P;,0) — v + S. However, there is also an indirect effect because a disaster in the
harvesting model also affects the possible revenues (P, — Cr)Q((,;- ), by means of the function Q. The
longer the time that has past after a disaster, the higher Q((;), hence the faster a harvest would be
profitable. On the other hand the occurrence of a flood has only a direct effect on the change of the costs
of flood protection by an amount exp(Xﬁ?))lp(w(Ti) + T — (1)) This is comparable with the salvage
revenues S in the harvesting problem. The flood does also not affect the state dynamics X; because
they are independent of a disaster. Because of that, a disaster does not influence the construction costs

b(Xt(E), Um). Consequently the occurrence and time of a disaster do not influence the choice whether to

increase the dike level now or later. However, the expectation of the flood losses influences the control
and higher expected flood losses advance the heightening.

Harvesting the forest as well as increasing the dikes, that is carrying out an impulse &,,, causes a change
in the value function and in the state process. It influences v since it is changed to v(t,, P, ,0) with

revenues (P, — Cr)Q((,-) and to v(tm, Xf}n) + U, Xfi)) with costs b(Xt(p, Um ), respectively. The state

processes are changed by an amount &, = [0, —¢; |" and &, = [um, 0]’, respectively. So in the harvesting
problem an impulse affects only the stand age (;, in other words the time of last impulse or disaster.
There is only one possible impulse, namely harvesting everything. In the dike height problem a minimi-
sation problem must be performed to decide the best immediate dike increase level. This results in a
quasi-variational inequality instead of a variational inequality.

Finally we compare the effects of timber volume growth Q((;) and timber price increase on harvesting
and the growth of the economic value of endangered goods and the relative dike height Xt(l) —w(t) on
heightening. The volume of timber depends only on the stand age (; and the price P; is exogenous. An
increase in the timber volume, as well as a price increase, increases the revenues of harvesting, which
thus delays the harvesting. However, also the possible losses of a disaster are increased by them, which
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3 THE DIKE HEIGHT STOCHASTIC OPTIMISATION PROBLEM

advances harvesting. There is a trade-off between the returns of harvesting immediately and waiting,
which bears the risk of a fire. In the dike height problem a similar trade-off exists. An increase in
economic value does not affect the decision of raising the dikes now or later by means of the construction
costs which are independent of X,Si). However, these costs are affected positively by dike level Xt(l) and
the increase level u,,, which can delay a certain heightening. A higher economic value leads to higher
costs of possible disasters and a lower difference between the dike level and average water level as well.
In this way a higher log-economic value Xt(g)7 as well as a lower relative dike height Xt(l) —w(t), shortens
the time before increasing the dikes.

Another clear difference between both models is the presence of a terminal reward function in the dike
height problem. In the harvesting problem in [I7] they assume that v(7T,2) = 0 and the terminal time T'
is made large enough such that this assumption has a negligible effect on the actual value function. In
the dike height problem we set v(T,z) = bp(z). However, the addition of a terminal condition not equal
to zero has no interesting effects on the model or the associated HJB equation.

3.3 Alternative dike height models

In the previous sections we studied a dike height model, which is mainly based on [32]. In the next sections
we develop alternative models for the dike height problem. These models incorporate concepts such as
stochastic water level, the dike age, a recovery rate or a soil compression and deterioration function. The
additional state dynamics are coloured in blue.

3.3.1 Stochastic water level
Due to global warming, the water level is expected to rise considerably in the next centuries. The future

water level rise is uncertain and scientific predictions distinct from each other. Different models for a
stochastic average water level, instead of a deterministic one, may be used.

In general the state dynamics may be modelled by:

ax® = o, for t € (tm, tms),
Y = by (t, X)dt + 0w (t, X )dW, D, for t € (tm, tms1), (328)
dXt(B) = (us — %ag)dt + Ugth(B), for t € (tm, tm+t1),

X, = X+ [um,0,0], m e N.

by is the drift term of the average water level and o, the volatility. Now the value function depends also
on an average water level variable:

o(t,z1,y2,23) = &relzf,{Em Z e D exp(XI, (VD + Tr, = X1D)
Tie[t,T]
—p(t— 1 —p(T— 1) (2 3
+ Z e~ P(tm t)b(Xt(:n),um)—f'@ o(T t)bT(X:(F)7Y7E),X;)) . (3.29)
t<tm<T

The associated Hamilton-Jacobi-Bellman quasi-variational inequality reads

max | —v; + pv(t,x) — Lo(t, z) — Aesf(x1 — y2), v(t,x) — igg[v(t,x + (4,0,0)) + b(x1,u)]| =0,

(t,l‘) = (ta$1,y2,$3) S [OvT) X Rga (330)
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with terminal condition v(7T,x) = br(x) and
v 1 5 Ov 1 0?%v 1 ,0%
Lo(t,x) = bw(t,x)a—y?(t,x) + (13 — 503)8—x3(t x) + 2aw(t T)=—> 0 5 (t, o) + 03 o2 (t,x). (3.31)

In Section B we will use the following model for the stochastic average water level process
v = w(t) + oW 2, (3.32)

with o, > 0 a constant. In other words, a scaled Wiener process is added to the deterministic function
w(t).

3.3.2 The dike age

In an attempt to take concepts from the harvesting problem and include them in the dike height model,
we incorporate the dike age (;. This variable is comparable with the stand age and depends on the time
of the last dike increase t4; and the occurence of floods. If no flooding has occurred we have (; =t — ty;
and a flood lets ¢; jump to zero. The new dynamics of the state process X; = [Xt(l), Xt(a)7 ¢t) read:

dXt(l) — O7 fOI' t e (tm7tm+1)7
dXt(B’) = (us— %a%)dt + ggth(g), for t € (tm, tm+1), (3.33)
G, = dt — Gdgs, for t € (tm,tm+1),
Xt,, = Xio +[um:0,-¢,- T, m € N.

In this case we have a jump diffusion state process and a disaster changes the state process by an Fi-
measurable value (;. An important difference between the harvesting and dike height problem is the
positive influence of the stand age on the revenues in the harvesting problem and the independence of the
dike age on the construction costs in the dike height problem. We might wonder whether it is realistic
to postpone an increase of the dike level when (; is small. Construction costs that are increasing in the
dike age may model the effect of dike deterioration, since this advances the dike reinforcements for a
longer time that has past after the last dike increase or disaster. We propose to use the construction
costs b(x1, (,u), which are increasing in . The value function reads:

— inf phe —p(ri—t) (3) @
v(t, ) uirelzf/tE »%T]e exp(X2)lp(w(m) + Tr, — X57,7)
+ 30 ety ¢ ) + e T b (X, X)) (3.34)
t<tm,<T

The Hamilton-Jacobi-Bellman equation associated to this value function is:
max | — v, + ru(t, ) — Lo(t,x) — Av(t, x1,23,0) — v] — Nexp(z3)B(z1 — w(t)),

’U(tvx) - ing[v(tv'xl + u7x350) + b(x17<5u)] = 0)

ue

(t,z) = (t,21,23,¢) € [0,T) x R?, (3.35)

with terminal condition v(7T,z) = br(x). Remark that the operator Lv(t, ) now includes the derivative
v¢-

Now a disaster affects the state dynamics by sending (; to zero. This also affects the new construction
costs b(xz,(,u). A higher dike age, to be precise a longer time that has past after a disaster or dike
increase, will advance the next heightening. Although this may reasonably model the deterioration of
dikes, it seems not realistic that the construction costs are really increasing in the dike age. Besides, it
might be difficult to find an appropriate model for the construction costs depending on the dike age. The
modelling of dike deterioration is also discussed in Section
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3.3.3 Soil compression and deterioration

In the harvesting problem the longer time that has past after a disaster or a harvest, the higher the
revenues from harvesting and the earlier a harvest is profitable. We ask ourselves again whether it is
realistic to add something similar to the dike height problem. In the previous model the dike age, which
is determined by the last dike increase or disaster, positively affects the construction costs b and models
dike deterioration by that. It is realistic to assume that the longer the time that has past after a dike
increase, the earlier a next dike increase is necessary. In this section we want to adapt the state dynamics
to account for this.

This new model is based on the discrete dike height model in [22] where soil compression factors affect
the dike height in the following way:

XDt +1) = XDO) + ult) — yult — 1) — you(t — 2) — yu(t — 3). (3.36)

{...,t=3,t—2t—1,t t+1,...} are the discrete times, X (1) (¢) is the dike height at time ¢, u(t) is the
dike increase at time t and 71,72, 73 € [0, 1) are the soil compression factors in the first, second and third
year after a dike increase. In an example for an island the factors v; = 0.05, 72 = 0.03 and 3 = 0.01 are
used. With this a dike increase is assumed to reduce by 9% after three years.

We suggest to incorporate a rate of soil compression and deterioration of the dikes by a function . We
assume that only the time of last raising and not the time of the last disaster affects this rate. For this
we introduce ¢; as the time of the last dike increase, which is independent of floods. The proposed state
dynamics are:

dxit =yt ) x;dt, for ¢ € (tm, tm+1),
dXt(B’) = (s — %a?’)dt + UBth(g), for t € (tm, tm+1)s (3.37)
dg, = dt, fort € (tm, tm—i—l)a
Xtm = Xt;z —+ [U/m, 0, _gt;]/’ m e N’

where v(t,¢) € [0,1) models the soil compression and deterioration of the dikes and depends on ¢;. We
use the same value function as in equation ([B28) including an additional state variable ¢. The associated
HJB equation for this model is

max [ — v +1o(t,z) — Lo(t, x) — Aexp(zs)B(z1 —w(t)), v(t,x) —

irelfU[U(t,xl +u,z3,0) + b(xl,u)]} =0, (t,x)=(t,x1,23,5) € [0,T) x R3, (3.38)

where
B v 1 5 0v ov 1 ,0%
Lo(t,z) = —(t,¢)x1 o (t,x) + (us 203)8m3 (t,x) + e (t,x) + 593 o3 (t,x). (3.39)

3.3.4 A recovery rate

In the dike height problems discussed so far we assumed that the economic value is recovered immediately
in case of a flood. However, it seems more realistic to assume an immediate loss of economic value if a
flood occurs, but a certain recovery time with a recovery rate before all losses are recovered. We wish
to remember the flood losses made, but still maintain a Markovian state process. For this we intro-
duce a new process Xt(4) which keeps track of the flood losses that are not yet recovered. These losses
are recovered with a positive recovery rate R(t, X;), which is zero if there are no flooding costs remaining.

We model the economic value of endangered goods by:

aY,® = 53V Pat + o5, aw D v B 1 wt) + 5 — XP)dg + YO R(t, Xy )t (3.40)
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The first two terms are the same as in equation ([BI). The third term represents the flood losses and the
last term denotes the recovery of the economic value in time. Then the dynamics of the flood losses that
are not yet recovered read

dX{Y = YO R(t. X)dt + V,O 1, (w(t) + 7, — XV ). (3.41)

We use It6 calculus to find

t 1 t
1og(Yt(3)) = 1og(YO(3)) +/ H3 — 505 +R(s,Xs)ds+/ o3dW )
0 0
+ Z [log (Ys(,g) - Ys(f)lp(w(s) +Js — Xs(l))) - log(YS(,g))]dqs
0<s<t

t 1 t
= 1og(Y0<3))+/ i — 5a§+1~2(s,Xs)ds+/ o3dW®
0 0

+ 0> log (1 — Iy (w(s) + Tu — XS(U))qu. (3.42)

0<s<t

So, for the log-economic value of endangered goods we have

1
dXx® = dlog(Y,?)) = (ug — 505 + R(t, Xt)) dt + o5dW P +1og (1 —Ly(w(t) + J; — Xt(l)))dqt. (3.43)

The state dynamics can be expressed by

dXt(l) = 0, t e (tmathrl)a
dX? = (us— Lo + R(t, X)) dt + o3dW, > +log (1 — L (w(t) + T — Xt(l)))dqt, £ (s i),
ax® = —exp(XP)R(t, X;)dt + exp(X ), (w(t) + T, — XM )dgy, £ (s tmst),
Xtm = Xt;l + [um7 07 0]/7 m € N,
(3.44)

Using the stochastic control theory from Section EZl we obtain the HJB equation associated to value
function ([B20), with additional state variable x4:

max [— ve +ro(t,x) — Lo(t,x) — AE[v(t, 21,23 + O1,24 + O2) — v] — Ax3f(x1 — w(t)),
u(t,z) — irelfU[v(t,a: + (1,0,0)) + b(x1,u)]| =0, (t,x) = (t,21,23,74) € [0,T) x R®, (3.45)

where the expectation is taken with respect to the size of the extreme water level 7, with the jumps
©1 = log (1 —lp(w(t) + T — xl)) and Oy = exp(z3)lp(w(t) + J — x1). The operator £ is given by

ﬂ ov 1 ,0%

_ _ l 2 _ T3 - o2l
Lo(t,z) = (ps o3 + R(t, zzc))8m3 (t,x) —e™R(t,x) P (t,x) + 503 22 (t,x). (3.46)

2

The recovery rate R(t, X;) depends on the time ¢ and state process X; and must be equal to zero if all
losses are recovered. We can model for example the case where the recovery rate is higher when the flood
losses that are not recovered yet are high, for example

05X 102, for X >0,

R(t, X;) = 3.47
(&, X2) {o for X <o. (3.47)

3

The recovery rate model shows some interesting similarities with the harvesting problem. If a fire in the
forest happens the stand age jumps to zero and recovers in time. The stand age affects the harvesting
revenues and the possible losses from a fire. In the above model a flood causes a sudden decrease in the
economic value, which recovers hereafter at a certain rate. The economic value of endangered goods does
not affect the construction costs, but it influences the possible losses from a next flood and in this way
the dike increase time is delayed.
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3.4 Discussion

The model extensions we proposed in the previous sections make the dimension of the state dynamics
higher and thus also the dimension of the HJB equation. In this discussion we wonder whether these
extensions are really useful and which model is best to use in the sequel.

A model we did not discuss until now is a model with deterministic log-economic value of endangered
goods: Xt(?’) = Xé?’) + pst. This model is used in [32] and in discrete form in [22] and reduces the
space dimension of the HJB equation to one. Although this model is not very realistic and there are no
stochastic processes, it represents a basic model and is easy to start with. However, this model is not
interesting with respect to the stochastic solution method that we will develop in Section El

Instead of one stochastic process, the economic value of endangered goods, we can consider the average
water level as a stochastic process too. As there is a lot of discussion about the future water level rise,
this seems a relevant extension.

In the third dike model, Section B3 we aimed to resemble concepts from the harvesting problem by
introducing the dike age (;, similar to the forest stand age. If the dike age does not influence the con-
struction costs or the losses from flooding this addition does not seem very useful. On the other hand,
construction costs which are increasing in the dike age may model the dike deterioration. However, it
might be difficult to find an appropriate model for the construction costs depending on the dike age and
it does not seem realistic that the construction costs are increasing in the dike age.

We think that the use of a soil compression and deterioration rate is realistic, because the quality of dikes
gets worse over time. The longer the time that has past after the last dike increase, the earlier the next
increase may become necessary. However, if this rate is almost zero it will not affect the problem greatly.

Also incorporating a recovery rate for the economy in the dike model is realistic. Now the losses from
flooding are not recovered immediately and economic recovery happens at a certain recovery rate, which
can depend on, for example, the losses that are not yet recovered or the economic value remaining. This
is comparable with the stand age in the harvesting problem, which becomes zero if a fire takes place and
increases over time afterwards. Most easy is the case of a constant recovery rate until there are no flood
losses left.

A disadvantage of the models with stochastic water level, dike age, soil compression and deterioration
rate and recovery rate, is the dimensionality that we get, since this results in three-space-dimensional
partial differential equations.

In the remainder of the Master Thesis we firstly focus on the basic model from Section Bl Secondly, the
extended version with stochastic average water level comes up in Section B We discuss computational
difficulties of the models with recovery rate and with a soil compression and deterioration rate in Section
We will not use the model with the dike age.
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4 THE DIKE-COS METHOD

4 The dike-COS method: A Fourier-cosine valuation method
for one-factor Lévy processes

In [I0] an option pricing method for European options based on Fourier-cosine series was developed. This
method was called the COS method and was extended in [I1] to pricing Bermudan, barrier and American
options. In this section we explain the generalisation to the dike-COS method to solve the dike height
problem for the first model (Section BIl) with only one stochastic process, namely the economic value of
endangered goods. This problem is a stochastic impulse control problem, as we explained in Section B-T Il

We start discussing the dynamic programming principle for a discrete time lattice. Then the COS for-
mula, which can help with the approximation of expectations, is explained in Section EEJl In Section
a recursive algorithm is developed.

Let ty denote the initial time and ¢); = T the terminal time. At these times no dike increase is pre-
scribed. We take a finite number of fixed control times {t1,t2, ..., tm,...,tar—1} With At := ¢, — tym_1
and tg < t; < ... < tp;. At the control times one can increase the dike level. The set of possible dike
level increases is U = {u®, u*,u?, ... v}, with K a finite number, «° = 0 and v° < u! <u? < ... < u¥.
For example, U = {0, 40, 60, 80} cm. At each control time one has to decide whether or not to increase
the dike level and by which amount.

Value function v(t,x) = v(t,z1,23) denotes the expected costs of flood protection at time ¢, with dike
level 1 and log-economic value of endangered goods x3, under optimal heightenings. Note that the
process Y;? = w(t) is omitted as variable as before, because it is a deterministic function of time ¢. The
following impulse control problem to formulate the dike height problem is obtained as in Section BTk

o(t,z) = ﬁnelz{{lEtr Z e P exp(XN 1 (w(r) + Tr — X))
Tie[t,T]
(s — 1 —p(T— 1 3
+ Z e—P(tm t)b(Xt(;L)aum)‘f'@ p(T t)bT(X:(r)aX:(r)) ) (4.1)
t<tm<T

This value can be seen as a real option value. The set u = ({¢;,}, um) denotes the impulse control and

U is the set of all u such that u,, € U = {u° u!,u?, ... uf}. In this notation a subscript indicates the
control time and a superscript the size of the dike increase. Note that the dike level remains constant
within the intervals [t,,—1,t,,]. The dynamic programming principle gives, for m =1,..., M:
O(tm—1,21,23) = E'm? Z et exp(X D), (w(r) + Tr, — 1)
Ti€[tm—1,tm]
+ B (e At (i, o, X)) (4.2)
followed by
U(tr_namlvy) = Mv(tmvxlay)
= mixl} [0(tm, z1 +u',y) + b(z1,u’)], (m#0,M). (4.3)
ute

After terminal time 7' the dike height and average water level are assumed to remain constant and the
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terminal costs are given by the expected flooding costs hereafter:

v(T,z1,23) = by(z1,x3)

= ET= Z e P(ri=T) exp(XT(?))lp(w(T) + T — 1)
7 €[T,00)

— / - e PN ET [exp(X )] B2y — w(T))ds
T

= A3(x1 —w(T)) exp(w3) /OO e(3=p)(s=T) g

T
= —/\ﬂ(xpl __:;(T)) exp(xg). (4.4)

The terminal costs are decreasing in x; and increasing in 3.

The first part of equation ([E2) is the expected running costs from flooding in [t;,—1, tm):

Elm-® Z e~ Pmimtm=1) exp(X BN, (w(mi) + Ty — 1)

Ti€[tm—1,tm]

tm
- A/ e Pls=tm=) im—12 exp(X () Bt =171, (w(s) + T — 21)]ds

tm—1

tm
= eploa)d [ el g, —w(s))ds

tm—1

= exp(w3)d(tm—1,tm, 1) (4.5)

Function d is called the proportional damage function. Function § admits an analytical solution for the
Gumbel distributed extreme water level sizes, as shown in Section The above time integral is ap-
proximated by applying the Composite Trapezoidal rule with N; integration steps. The approximated
value is denoted by d(tm,—1, tm, 1)

The second part of equation ([ZZ) represents the expected costs of flood protection at the next time
step, t,,,, denoted as the continuation value c(t;,—1,x1,xs). The expectation is taken with respect to the
stochastic log-economic value of endangered goods. In Section EZJl we explain a method to estimate this
value. With the above notation, the real option value can be written as

U(tm—la T, mB) = eXP(l’B)d(tm—la tm; 1‘1) + C(tm—la x1, .733). (46)

4.1 COS formula for the continuation value

The expectation ¢(t,,—1,x1,23) can be approximated by the COS method. The COS method is based
on the Fourier-cosine series expansion of the density function of the stochastic process. It relies on the
insight that the characteristic function is closely related to the series coefficients of this expansion. We
assume that the reader is familiar with these concepts. The following theory is derived from [I0] and [I1].

From now on function f denotes a density function instead of a running profit function as we saw in, for
example, equation [ZH). We start with

lm-1,21,03) = e B [u(ty, o, X(D) | = e Pt / Ot w1, y)f(Wlas)dy. (A7)
R

The conditional density function f(y|xs) decays to zero rapidly as y — +o0o. Because of that we can
truncate the infinite integration range of the expectation to some interval [a,b] C R without loosing
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significant accuracy. We obtain the approximation

b
ci(tm—1,21,23) = e_pAt/ v(t,, 71, y) f(yles)dy
a

b feo _
- eprt/ U(t;n,xl,y)Z/Gk(m)cos (kwg Z) dy. (4.8)

k=0 o

In the second line of equation ) the conditional density is replaced by its Fourier-cosine expansion in
y on [a,b], with series coefficients {Gy(x3)}/ 2] defined by

Gt = 2o [ oimcos (k=Y ay (1.9

The notation ¢; is used for the different approximations of ¢ and keeps track of the numerical errors that
set in from each step. We interchange summation and integration and insert the definition

2 b —a
Vit 1) = b—a/a O(t,,, T1,y) cos <kﬂz——a> dy, (4.10)

which are the Fourier-cosine series coefficients of v(t,,, z1,y) on [a,b]. This results in

+oo
e DS G(a) Vit 21). (4.11)
k=0

b—a

c1(tm—1,1,03) =

Note that the product of f(y|zs) and v(t,,, x1,y) is transformed to a product of their Fourier-cosine series
coeflicients. Truncation of the series summation gives the approximation

N—-1
b—a /

Cg(tmfl,xl,xgg) = Teprt E Gk(x3)Vk(t;1,x1). (412)
k=0

The coefficients Gy (z3) can be approximated as follows

Q

2 _
Gr(x3) — /Rf(y|x3) cos <kw%) dy
_ 2 ik = —ikm 5t
= 2r | [ sleaeteemagen ez

- 2 ke e
= = {(p (b_a‘xg) e } = Fy (). (4.13)

©(.|xz3) is the conditional characteristic function of Xt(i), given that Xt(i)f1 = x3. The density function
of a stochastic process is usually not known, whereas the characteristic function is known. Inserting the

above gives the COS formula for approximation of ¢(t,,—1,z1,z3):

N-1

. _ / km
e(tm-1,21,23) = e pAtZ%[‘P (b—a
k=
N—

/! kﬂ' . xrz3—a
e Ay 3%[@% (b_ >elk” }Vk(t;,ml), (4.14)

a
k=0

‘x3> e“’”baa] Vie(t,,, 1)

— o

where the last equality holds for Lévy processes, with e,y (u) := ¢(u|0). The process used for the
log-economic value of endangered goods is indeed a Lévy process. Finally, we end up with
N—1
3—a

~ i k P
O(tym—1, 21, 23) = exp(23)d(tm—1,tm, x1) + e P2 Z %[gplevy (ﬁ) ehT I }Vk(tm, x1).  (4.15)
k=0
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Since the terms Vj(¢,,,z1) are independent of 3, we can calculate the real option value for many log-
economic values x3 simultaneously. It is even possible to calculate the option value for many different
dike levels simultaneously:

N—1
~ / k . xg—a
O(tm—1,%1,X3) = exp(x3)d(tyn—1, tm,X1) + e PAL Z %[g@levy (%) P = ]Vk(t;ﬂxl). (4.16)

b
k=0

4.2 Recursion formula for coefficients V),

In this section a recursive algorithm for the dike height problem is explained. First we choose a grid for
the dike level a1, for example z1 € [425, 505, 585, 665, 745] cm. It is important for the algorithm that this
grid coincides with the grid points of x1 + u’, Vi, except for the first and last entries. Let D denote the
number of dike level grid points.

Coeflicients at time ¢,
For approximating the option prices at time tp;_; we need the coefficients Vi (t,,,x1). Their exact
representation reads:

2 [P —~
Vltinm) = gy [ o cos (k=2 ) ay
b J— —
= 2 / AB(@r — w(T)) exp(y) cos P dy
b—a a P — K3 b—a

_ /\ﬁ(xpl_—:;(T)) . E —xk(a,), (4.17)

where the analytical solution of xx (21, 22) can be found in Appendix [Al

Next we consider the coefficients that are used to estimate the real option values at times tq,...,ta—o.
In the terms Vi (¢, z1) the option value appears:

U(t'r_n) 331, y) = I{lé% [U(tm; T + ui) y) + b(xlv ul)} ° (418)

The construction costs are given by

0, for u =0,

bl u) = { b (xq,u), for u>0, (4.19)

where b (21, u) is a smooth function, increasing in z; and u, and b* (x1,0) # 0.

We suppose that, for a fixed dike level, a higher economic value of endangered goods leads to a higher, or
equal, optimal reinforcement level (see results in [32]). Assume that we can find intervals A%, (x1) C [a, ],
such that for a log-economic value y € A’ (1) it is optimal to increase the dike level x; at control time
t,m by an amount u’. These intervals are named the construction domains. We will explain an algorithm
to determine these domains in Section X1l For x; + u! higher than the largest dike level grid point we
take A! (r1) empty, implying that the dike heightening involved is not allowed anymore.

With the construction domains we can split the integral in the definition of Vj into parts, independent
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of k:

2 [ a
Vi(t,, = t= k d
k(s 1) b—a/a v(t,, x1,y )cos( T a) Y
2 /b min [v(tm, 1 + u',y) + b(z1,u’)] cos | k I g
= my ) 9 ™
b—a a uielU ! y 1 b_a Yy
2 EK/ V(tm, 21 +u',y)cos ( k g7 g
= ms ) ™
b—a = Jai (@) ' Y b—a)

b(z1,u’) cos (lmH) dy

K

K
=Y C(Al(21) tm, 21 + ') + Y Bi(AL (x1), 21, u'),  (m#0,M).  (4.20)

i=0 i=1

Next, the backward recursion of the coefficients Vj will be explained.

Coeflicients at time ¢, ,

For approximation of the option prices at time ty,_2 we need the exact coefficients Vi, (t;,_;,x1). We will
use the approximated option value ¥(tp—1,y1,y) to approximate the terms Cy(21, 22, tapr—1,¥1), where
the variables z; and zo denote the boundaries of the construction domain. This approximation is denoted
by C’k(zl, zo,trpi—1,%y1). This results in the approximated coefficient:

K

K
V tM 1,{E1 ZC AM 1 xl) tar— 1,x1+u +ZBk AM 1({E1) r1,U ) (421)
i=0 =1

Note that the terms By are time-independent and known analytically:

Bk(zl,zg,xl,ui) = bfa/ b(xl,ui)cos <k7rz:2) dy
_ ib( i)/mcos k") g
= b—a T1,U . 7Tb_a Yy
2 .
= mb(xl,ul)z/}k(zl,zﬁ, (422)

with 95 (21, 22) as defined in Appendix[Al On the integrants of terms C}, we can apply again the Fourier-

39



4 THE DIKE-COS METHOD

cosine expansion by inserting equation (EIH). This reads

2 = y—a
Cr(z1,22,tp-1, 1) = O(tar—1,Y1,y) cos kﬂb—a dy

b—a /,

2 2
= / exp(y)d(ta— 1,tM,Z/1)COS(
z1

d d

b—a ) Y

4 e pAt 2 /zz NX_:l/% jﬂ eIt |V, (t3, cos [ knl—%) 4
b—ua/, : Plevy it ) b—a)

=)
N-1

/ ] 2 —
+ e PAIR Z Plevy <b]——7ra) Vi(tary1) b_ a/ = cos (kwi_Z) dy

=0

2 . =
= et [ el )(

b—a o

= de(tM 1t y1) Xk (21, 22)

N—1 _
_ ' jm _
+ AR jZ:O Plevy (m) Viltar,y1) - Mij(z1,22) ¢, (4.23)

where the coefficients My, (21, z2) are given by:

2 = ijm L= y—a
My, (21, 22) ::b—a/zl €9 8=3 cos <k7rb_a)dy. (4.24)

Finally we end up with the vector form

K
Vitnyo) = Zb_ e RN RTIED S A RTINY
2
+ Zrb w1, u (Al (21)), (4.25)
where
i g i yN-1 ) Jm - LAY 1 - i
whi={w;};5,  with w =3 Vi(ty,x1 +u'), wy = 5 e(0)Vo(ty, x1 +u'). (4.26)

The inputs of the functions y, ¥ and M represent the boundary values of their integration range.

Coefficients at time ¢,,, 1 <m <M —1
For the other coefficients the approximations #(t,,,y1,y) and Vi (t;, +1,y1) will be used to approximate
the terms C(21, 22, t;m, y1). The same arguments as before give the following numerical approximation
of the Fourier-cosine coeflicients at time ¢,

K K
Vltpe) = D0 ol e, 21+ (Al (1)) + 3 e PRIV (AL (1))
=0 =0
-3 el ), (m=1,...,M-2), (427)
=1

where

i ~i\N— : i ) 9 W - i
W= {w] §v201 with @} = ¢ (b]— a) Vit o+ u'), = zo(0)Vol(ty, g, 21 +u’).  (4.28)
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An extra error is introduced because the real option values are approximated by using Vi,. We will discuss
this propagating error in Section

Fast Fourier Transform K
The matrix-vector product Mw in the terms C' can be computed by an Fourier-based algorithm, as stated
in the following theorem.

Theorem 4.1. (Efficient computation of C(z1, za, tm,y1) )1
The matriz-vector product M (z1,z2)w in equations ({23) and [Z7) can be computed in O(N logy N)
operations with the help of the Fast Fourier Transform (FFT) algorithm.

The key insight of this efficient computation is the equality
)
My, (21, 22) = - (M;g,j(zz, z2) + My ; (21, 22)) ) (4.29)

and the fact that the matrix M¢ is a Hankel matrix and M? is a Toeplitz matrlx (Mf; = M 4 ;41 and

M;; = M7, ;4q). The matrices My ; and M ; can be found in Appendix [ These Spe(:1al structures
make the calculation of the matrix-vector products efficient using FFT algorithms, as described in [T1]

and [B].

Algorithm .
We can recover the terms Vi (¢, x1) recursively, starting at Vj,(t;,,1). The algorithm to solve the dike
height problem backwards in time reads:

Algorithm 1. (Dike-COS method)

Initialisation:
Calculate coefficients Vi, (ty,,x1) for k=0,1,...,N —1 and all possible dike levels x.

Main loop to recover V(t,,x1):
Form =DM —1 to 1:

e Determine the construction domains A%, (x1) with the Bisection method (see Section [[-Z-1)).
e Compute f/(t;ﬂxl) for all possible dike levels (with the help of the FFT algorithm,).

Final step: .
Compute 0(tg, x1,23) by inserting Vi (t] ,x1) into equation [{.13).

Computational complexity
The computational complexity of the dike-COS method depends on the following six parameters:

M — 1, the number of control times,

N, the number of coefficients in the series expansion,

K, the number of possible dike increase levels unequal to zero,

D, the number of dike level grid points,

Ny, the number of integration steps for the Trapezoidal rule,

Npis, the number of iterations of the Bisection method to locate A%, (z1) (see Section EEZTI).

(4.30)

The initialisation of the above algorithm takes O(N D) operations. Location of all domains A7, (1) at each
time lattice has complexity O(DK Np;s). The computation of a vector C(z1, 22, tm,y1) has complexity
O(N: + Nlogy, N) with the help of the Trapezoidal rule and the FFT algorithm. This dominates the
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computation of B(z1, 22, 1,u’), which is linear in N. So, the work needed to compute V(tfn, x7) for all
possible dike levels is O(DK (N; + N logy N)). Then the total work required for the main loop is

O((M ~ 1)DK (Npis + N; + N log, N)). (4.31)

The computation complexity of the final step is O(Ny + N).

Comparison with financial options and authors contribution

We discuss some similarities between our real option problem and the Bermudan and the swing options,
which are financial options. The holder of a Bermudan option can exercise his option at a finite number of
fixed exercise dates, comparable with the finite number of fixed control times in the dike height problem.
However, a Bermudan option can be exercised only once, whereas the real option here remains valid after
a dike heightening and the dikes can be increased more than once. A swing option gives the right to
order extra units of a commodity. The amount of commodity at each swing action can be chosen from a
certain set, for example {—2, —1,0, 1,2}, where a negative amount implies back delivery and a positive
amount means ordering. Similarly, the dike increase levels are in the set U = {u® u!,... u®}.

The main difference between these two financial options and the real option here is the possible change
in the state dynamics by an impulse at the control times in the dike height problem. That is, the dike
height jumps to a higher level if a reinforcement is performed. Because of that we need to keep track of
the dike level. Besides there is a kind of cashflow from flooding costs in the dike height problem, which is
represented by the proportional damage function d. In practice, a terminal time of the order T' ~ 0.1 — 10
is used for pricing financial options. However, in our numerical example of the dike height problem in
Section [ there is a much larger terminal time, 7' = 300. This results in a much larger computational
domain, which may give difficulties as we will show in Section and Section [l

The dike-COS method is mainly based on the COS pricing method for Bermudan and swing options
(1] and [EII). Since we need to keep track of the dike level in our stochastic impulse control, the
problem dimension is increased. Furthermore the estimation of the additional proportional damage
function can take much computation time if not implemented efficiently. However, we found an analytical
representation of the function 3(h), see Section B3 which appears to by useful and efficient. We propose
an algorithm for determination of the construction domains in Section EEZJl Uniqueness results to justify
this algorithm are assumed on the basis of the results in [37].

4.2.1 Construction domains A’ (1)

The determination of the domains A’ (z1) needs to be done carefully. It may be possible that, for ex-
ample, the domain Al (x1) is an empty set, whereas AY (z1) and A2 (x1) are not. Then there exists a
value y* for which it is not optimal to heighten the dike if the log-economic value is less than y* and it
is optimal to increase the dike level by an amount u? if the log-economic value is higher than y*. This is
due to the fact that the function b(z1,u) is discontinuous in v = 0, see [82]. We explain an algorithm to
determine the domains A? (7).

Suppose we are on time lattice m # 0, M. Keep in mind that A’ (z1) is empty for z; + u’ higher
than the largest dike level grid point. First we only consider the set of strictly positive dike increments
U™ :=U\{u"} and the corresponding option value

vt y) = I_nié1+ [0(tm, z1 +u',y) + b(z1,u')] . (4.32)
u'e

We determine the values y! (1) such that:
Oty 1+ U,y (21)) + b(@1, 0') = v(tm, 21+ ™ gy, (1)) + bz, u). (4.33)

In other words, y’ (x1) represents the log-economic value at which the optimal dike increase level changes
from u’ to Tt if only the set U™ is taken into account. We assume that the values y?, (x1) are unique
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and increasing in ¢, in accordance with the results of [32.

It follows that

v(t,,,r1,y) = min [v(tm,xl,y), v*(tm,xl,y)} . (4.34)
We proceed by finding the value 32, (x1), which is supposed to be unique, such that
Ot 1, Y (€1)) = 07 (s 21, Yy (1)) (4.35)

This value represents the change from the case of no dike increase to the case where dike reinforcement
is optimal. Now the construction domains can be found as follows:

[ 0, Y ( )] for i =0,

i _ [—00, Y7, (21)] N [yp (1), 00] for i =1,
Anea) = o010 [yin Y ym (@0)] N[0, (21),00]  for 1 <i<K, (4.36)

[y~ o] N [y, (1), o0 for i = K.

The preceding procedure is repeated for all p0851b1e dike levels x1. Uniqueness of the points 32, (x1) and
y!. (1) needs to be proved formally, but we accept unicity based on the results in [32].

Examples
The previous algorithm is illustrated by two examples with U = {u® u!,u?}, u* = 30 cm, u? = 60 cm
and [a,b] = [—1.03, 30.15]. The parameter values used are the same as introduced for the experiments

with an island in Section [
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v(tm,xl,y)
v(tm.x1+u1.y)+b(x1,u1)

85|

V(t,, X, Fu” ) +D(x, )

o
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I I I I I I I

55
20.4 20.6 20.8 21 21.2 21.4 21.6 21.8 22
y

Figure 4.1: Overview of construction domains A? (1) for example 1 (¢, = 200,21 = 545).

Ezxample 1: Figure Bl shows the option values for ¢, = 200 years and z; = 545 cm. The intersection
of the red and green line gives y! (1) ~ 21.39. Then from the blue and dotted line, which represents
vt (t,, x1,y), it follows that y9 (z1) &~ 20.70. We deduce that

A% (z1) = [~1.03, 20.70], Al (1) =[20.70, 21.39], A2 (z1) = [21.39, 30.15]. (4.37)

Example 2: The second example considers the construction domains for ¢, = 100 years and z; = 455
cm. Figure 2 shows that y!, (z1) &~ 19.86 and y9, (21) ~ 20.06. We find

AP (11) = [~1.03, 20.06], Al (z1) =2, A2 (r1)=[20.06, 30.15]. (4.38)
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Figure 4.2: Overview of construction domains A?, (1) for example 2 (¢, = 100, z; = 455).

Bisection method

We may use Newton’s method to determine the points y¢, (1) and y2,(z1). However, Newton’s method
requires a ‘good’ initial value. Since the derivative of the curve concerned can change rapidly this method
does not always show a proper convergence in our test cases. Because of that we use the robust Bisection
method, with Ny, iterations, to find the construction domains.

4.3 Expected loss fraction function

In [82] the integral in the function B(h), see equation [ZAA) below, is approximated by the Composite
Trapezoidal rule with integration interval [—500,500] and NN, = 1000 integration steps. There the pa-
rameter values k; = 8.16299 - 10~ ! and ko = 1.88452- 102 are used. We will show that we can evaluate
this function also analytically.

The extreme water level size J is Gumbel distributed with density function
Fr(y) = kyekrthay—e 270 (4.39)
with scale parameter 1/k; > 0 and location parameter ks € R. Its distribution function reads

Fr(y)=e

_ek1(k2—y)

(4.40)

The fraction of economic value lost, if the difference between the dike height and the average water level
is h and the extreme water level size is y, is

0 fory < h
- _ _ o= (y—h)+ ) Y )
Ly—h)=(1-e ) { L M), fory > b (4.41)
The expectation of this loss fraction if an extreme water level occurs reads:
B(h) = E[l,(T —h)]
= [ b misdy
= [ pstt= [ e gy, (1.42)
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4 THE DIKE-COS METHOD

We calculate these two integrals separately. First of all,

%) h
/h frwdy = 1- / Fatu)dy
)

= 1—-Fq(h
= 1l—exp (—ekl(k2—h)) (4.43)
and secondly
/h e*/\p(y*h)fj(y)dy _ e,\phkl/h ef,\pyekl(kry)e,ekl<k2—y>dy

oo
h—ko

_ e)\p(h_kg)kl e (e_klm))\p/kjl-’—le_(e*klz)dm

h—ks
0
— _eAp(hfkiQ) / Z)\p/k1+171€7zdz
exp(—ki(h—k2))
M =k2) oy (exp(—ky (h — k2)), Ap/k1+1). (4.44)
Adding up the two parts yields the analytical representation:

B(h) =1 = exp (—eRF2=)) — A=)y (oxp(—a (h = k2)), Ap/kr +1). (4.45)

10° ; ‘

Exact value

Approximated with Trapezoidal rule?

Function 4(h)
.
o

n n n n .
250 300 350 400 450 500

Figure 4.3: Function 8(h) on logarithmic scale.

v is the lower incomplete gamma function, v(z,s) = fow 25"t e #dz. This function can be evaluated by
using the Matlab functions gammainc(x,s) and gamma(s). However, using Matlab results in a negative
value 3(h) for large values h (e.g., h > 646), due to inaccuracy. This is undesirable, since it points to
negative costs. It is important to be aware of this inaccuracy and to correct for it. In Figure the exact
values and the approximated values using the Trapezoidal rule are shown. The latter ones take more
computation time. The values received by the Composite Trapezoidal rule are too low for h close to 500,
because then the integration interval [—500, 500] is too small. The absolute error is at most 3.00 - 10>
on the grid [0 : 0.01 : 800]. The function G(h) is decreasing in h and convex for h > 200. We will use the
exact representation of function 5(h) and set this value equal to zero if the obtained value is negative, so
no significant errors are introduced by its computation.
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5 Error analysis

In this section we analyse the error of the dike-COS-method, based on the error analysis in [I0]] and
[I1]. Errors are introduced by using the Composite Trapezoidal rule, the COS formula and by evolution
through time via the coefficients Vi,. In Section Bl we start with the local error where no control and no
backward recursion of the terms Vj, are taken into account. This corresponds to the case of a European
option. After that the error propagation in the backward recursion is studied in Section and Section

5.1 Local error dike-COS method

We consider the error of the Composite Trapezoidal integration rule and the error in the derivation of
the COS formula. The local error reads:

€roc(tm—1,21,23|N, [a,b], N¢) = v(tm—1,21,23) — 0(tm, 1, 23N, [a,b], N¢)
= exp(z3)(d(tm—1,tm,x1) — d(tm—1,tm, 21| N¢))
+ c(tmflaxlaxB) _é(tmflax17x3|N7 [a7b]) (51)

The above notation includes the method parameters used for the approximations, namely N, [a, b] and Ny.

The time integral in the function d(t,,—1, tm, z1) is approximated by applying the Composite Trapezoidal
rule with NV; integration steps. The error is given by

6T’r‘ap(tm—1)tmaml|Nt) = d(tm—latmaml) _d(tm—lvtmv'x”Nt)
(tm — tmfl)g 11 1%
oz ¢ W)
= O(1/N}), (5.2)

with analytical function G(s) = A~ tm=1)Ws=P) 321 — w(s)) € C?([tm—1,tm]) and t* € [ty _1,tm).

We define the local error of the COS formula as

€cos(tm—1,z1,23|N, [a,b]) == c(tm—1,21,23) — E(tm—1, 21, 23| N, [a,b]). (5.3)

Let assume that the terms Vi (¢, ,x1) are exact. Errors are introduced in three steps: the truncation
of the integration range, the substitution of the density by its cosine series expansion on the truncated
range and the substitution of the series coefficients by the characteristic function approximation. An up-
per bound for the error of the European pricing option COS method with respect to the truncation range
and the convergence rate in dependence of N have been derived in [I0]. The key to bound the error lies in
the decay rate of the Fourier-cosine series coefficients. We will discuss the three errors one after the other:

1. The integration range truncation error:

€1(tm—1, 21, 23|[a, b)) == c(tm—1,21,23) — c1(tm—1, 21, 23|[a,b]) = eprt/ V(s r1,y) f(ylrs)dy > 0.
R\ [a,b]

(5.4)
If v(t,,, z1,y) f(y|xs) is very small outside the interval [a, b], then the error €; can be ignored.
2. The series truncation error on [a, b]:
62(tm_1,331,333|N, [a’ab]) = Cl(tm—lvxlam:i”a;b])_CQ(tm—17x1;m3|N7 [a’ab])
b— =
= L AN Grlas) Vit ). (5.5)
2 k=N
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The convergence rate of Fourier-cosine series depends on the properties of the approximated functions in
the expansion interval. The following definitions and propositions can be found in [B]. These definitions
are all asymptotic definitions based on the behaviour of the series coefficients for large k. They may be
misleading if applied for small or moderate values of k. We start with classifying the rate of convergence:

Definition 5.1. (Algebraic Index of Convergence)
The algebraic index of convergence n is the largest number for which

klim lag| k" < o0, Kk >>1, (5.6)

where the ay are the coefficients of the series.
Alternative definition: If the coefficients of a series are ai and if

ag ~ O(L/E™),  k>>1, (5.7)

(decay asymptotically) then n is the algebraic index of convergence.

Definition 5.2. (Ezponential Index of Convergence)
If the algebraic index of convergence m is unbounded - in other words, if the coefficients ay decrease
faster than 1/k™ for any finite n - then the series is said to have the property of “infinite order”, or
“exponential” convergence.
Alternative definition: If

ar ~ O(exp(—qk?)), k>>1, (5.8)

with q a constant for some o > 0, then the series has “infinite order” or “exponential” convergence. The
exponent o is the exponential index of convergence.

We can distinguish three rates of exponential convergence by the following definition.

Definition 5.3. (Rates of Exponential Convergence)
A series whose coefficients are ay, is said to have the property of “supergeometric”, “geometric” or “sub-
geometric” convergence depending upon whether

—00 supergeometric,
lim log(|ax|)/k =< constant geometric, (5.9)
hoo 0 subgeometric.

Alternative definitions:

1. If ai, ~ O([]exp(—(k/j)log(k))) (for some j > 0), convergence is supergeometric.

2. If ar, ~ O([] exp(—qk)) (0 =1), convergence is geometric.

3. If the exponential index of convergence o < 1, then the convergence is subgeometric.
(The empty brackets [] denote factors that vary more slowly with k than the exponentials.)

The convergence concepts become clear with Figure Il On the left log-linear plot, with the logarithm
of the absolute value of aj versus k, the coeflicients of a geometrically converging series will asymptoti-
cally resemble a straight line. Supergeometric convergence can be defined as coefficients whose curve has
an increasingly negative slope. Similarly, subgeometric and algebraic convergence rates produce curves
which bend upward away from the straight line of geometric convergence. On the right log-log plot in
Figure Bl the curve of coefficients with algebraic convergence, with algebraic index of convergence n,
resembles asymptotically a straight line with slope —n. Exponential convergence results in an unbounded
negative slope.

The normal density function is a typical function that has a supergeometrically converging cosine series
expansion (see right side plot of Figure in Section B1). The convergence type can be derived from
the following proposition.
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Figure 5.1: Convergence rates coefficients ([f]) (ar = 1/k? (algebraic index of convergence n = 1),
by = exp(—1.5k%/3)  (log(|bx|)/k = 0),

cr = exp(0.75k) (log(|ek])/k = 0.75),

dr = exp(—klogk))  (log(|dk|)/k = —o0).

Proposition 5.1. (Convergence of Fourier-cosine series)[L]

If h(z) € C*°(Ja,b] C R), then its Fourier-cosine series expansion on [a,b] has (at least) geometric con-
vergence. The constant q in equation [Z8) is determined by the location in the complex plane of the
singularities nearest to the expansion interval. Exzponent o is determined by the type and strength of the
singularity.

If a function h(zx), or any of its derivatives, is discontinuous, its Fourier-cosine series coefficients show
algebraic convergence. Integration-by-parts shows that the algebraic index of convergence, n, is at least
as large as n’, with the n'-th derivative of h(x) integrable.

The absolute error of truncation of the expansion after N terms is denoted by Ep,(N). The following
proposition allows to bound the series truncation error of an algebraically and geometrically converging
series.

Proposition 5.2. (Last coefficient error estimate)

The truncation error is the same order of magnitude as the last coefficient retained in the truncation
for a series with (at least) geometric convergence. Since the truncation error is a quantity we can only
estimate anyway (in the absence of a known, exact solution), we can loosely speak of the last retained
coefficient as being the truncation error, that is:

Er,(N) ~ O(lax|) = O ([ Jexp(~Nv)) (5.10)

Here, constant v > 0 is called the asymptotic rate of geometric convergence of the series, which satisfies

L —log(la))

V= klilr()lo — (5.11)
and [ | denotes a factor which varies less than exponentially with N.
Eztension: if the series has algebraic convergence index n, i.e., if a ~ O(1/k™) for large k, then

Er.(N) ~O(|Nan])- (5.12)
(Note that an algebraically converging series behaves like ([4f)

io Loo(— 1 Noo(nvLt), Nss1) (5.13)
kn (n—1)Nn=1) Nn )’ ' '
k=N+1
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Now we return to the series truncation error eo. For N so large that |Vi (¢, 21)| < 1 for k > N, the error
can be bounded by

b—a R
lea(tm_1,21, 23N, [a,b])] = |—=—e P2 Gr(x3)Vi(t,,, z1)
2
E=N
b—a —pAt =
< —5e > [Grlas)]- (5.14)
k=N

The error is dominated by the series truncation error of the coefficients Gj,. We can also bound the error
with a summation over the coefficients Vi (¢, 21). However, we assume that the coefficients Gy decay
faster than Vj as the density function is typically smoother than the ‘payoff’ function, which makes the
above bound tighter.

With Proposition we find that the error converges exponentially for density functions in the class
C*([a,b]):
lea(tm—1, 21, 23| N, [a,b])| < P(xzs, N)exp(—(N — 1)v(xs)), (5.15)

where v(z3) > 0 is a constant and P is a factor that varies less than exponentially with N. A density
function with discontinuity in one of its derivatives results in an algebraic convergence of the Fourier-
cosine expansion:

P(x3)

_ 1
(N = 1)n(ea)17 (5.16)

|62(tm717 x17x3|N7 [a’7 b])' <

where P is a function depending on z3 and n(x3) the algebraic index of convergence of the series coeffi-
cients Gy (x3).

3. The error related to approximating Gy (x3) by Fi(z3) (equation ([EI3)):

63(tm—17x17x3|Na [aab]) = 02(t7n—1;m17x3|N7 [avb]) —é(tm_1,$1,$3|N, [a’b])
b N—l/
—a
= Te_pAt kE:O (Gk (333) — Fk($3))Vk (t;w 331)

N-1
= —eprt/ /cos <k7rz — a) Vie(t,,,z1) | flylzs)dy
R\[a,b] | 1= —a

—+oo

- —eprt/ vt r1,y) — cos (kwy a
R\[a,8] [ Z b—a

k=N

) vkosm,xl)] F(ylzs)dy
= —€i(tm-1,21,23|[a,b])

+oo
4 erAt /R\[mb] [Z cos <k7rz - ") Vk(tm,xl)] F(ylzs)dy. (5.17)

—a
k=N

We define

—+oo
€s(tm—1,21,23|N, [a,0]) = e‘pAt/ lz cos (kwy a) Vk(t,_n,xl)] f(ylzs)dy
R\[a,b] | p—pn b—a

= ei(tm—1,71,23|[a,b]) + e3(tm—1, 21, 23N, [a,b]). (5.18)

Error €5 is the integral over the domain R\ [a, b] of the density function f(y|zs) times the error resulting
from approximation of the discounted payoff function

e P2 o(t 1, y) (5.19)
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by

N—-1
R i AT 5.20
e kzzo cos( [ k(t, x1). (5.20)

The function f(y|zs) is large for y close to 3. Besides, the Fourier-cosine expansion of v(t,,, x1,y) is less
accurate close to b compared to boundary a for call-like payoff functions. Together they can result in a
significant error for x3 in the vicinity of b. In Section we investigate a case where €5 is estimated
using a numerical integration rule. It also shows how the local error may be reduced by error es compared
to error €;.

Now we can write the local error of the COS method as

ecos(tm—1,x1, 23N, [a,b]) = ei(tm1,21,23|[a,b]) + €2(tm—1, 21, 23| N, [a,b]) + €3(tm—1, 1, 23| N, [a, b])
= eg(tm,l,xl,x3|N,[a,b])+e5(tm,1,x1,x3|N,[a,b]). (521)

We end up with

|6Loc(tm—1; T, x3|N7 [Cl, b], Nt)| S e” |€Trap(tm—1; tm; €1 |Nt)| + |6COS(tm—17 X1, $3|N, [CL, b])| (522)

If the integration interval [a, b] is chosen sufficiently wide and N; sufficiently large, then the series trun-
cation error eo dominates the overall local error. This implies that for smooth density functions the
error €r,. converges exponentially, otherwise it goes algebraically. However, roundoff errors may give
difficulties in the convergence of Fourier-cosine series expansions as we will show in Section B

Remark 5.1. In [I0)] another bound for the local error has been obtained as follows. The function
v(t,,x1,y) has an integrable derivative and according to Proposition Ll the Fourier-cosine coefficients
show at least algebraic convergence. This gives the following estimate

+oo =
e PAL Z cos (]Wzlj— Z) Vit z1)| < e P2 Z Vi (£, 21)]
= k=N
-
< % < Qlma),  forN>>1nz1,  (523)

for some positive constant QQ independent of N. This allows to bound the error related to approximating
Gi(x3) by Fi(xs) by

les(tm—1,z1, 23N, [a,b]))] < le1(tm—1,21,23][a, b)) + Q(t,,, x1)

J
R\[a,b]
= |er(tm—1, 21, z3][a, b])| + Q(t,,, x1)ea(x3]|[a, b)), (5.24)

with 0 < e4(x3|[a,b]) < 1. Then we get

lecos(tm—1, 71, 23|N, [a,b])] < 2|e1(tm—1, 21, 23][a, b])[+lea(tm—1, 21, 23| N, [a, 0])|[+Q(t,,, x1)|ea(x3][a, b])|.
(5.25)

This contains an error €4, which includes the density function f. In [I0] it has been proposed to let the

characteristics of the stochastic process prescribe the integration interval [a,b] such that, for example,

es(|[a,b]) < 1075, (5.26)

We will show in Section and Section B3 that this is not always accurate and that in some cases
it is better to take the properties of the payoff function into account too when choosing the integration
interval.
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5.2 Error propagation in the backward recursion

The coefficients Vi (t,,, 1) are recovered recursively, backwards in time. The local error €y,. may prop-
agate through time. In this section we study the error in the Fourier coefficients,

ety x1) = Vi(ty, x1) — Vilt;, 21) (5.27)

and
et = max |en(t5,, 21)]. (5.28)
Ll
For ease of notation we consider the case of only two possible dike increase levels, u° and u'. The results
can easily be extended to the case of more possible dike increase levels.

We introduce the construction points y,(x1), which represent the log-economic value for which the
optimal dike increase level changes from zero to the positive amount u'. In other words, they represent
the right side boundary of the intervals AY (r1). We assume that the construction points y, (r1) are
exact, in other words, the error resulting from applying the Bisection method is not significant. The
error propagation caused by an incorrect construction point is discussed in Section and examples are
given in Section [l

Theorem 5.1. With N; sufficiently large, [a,b] C R sufficiently wide and a probability density function
fin C>([a, b)), the error ey (t,,, x1) converges exponentially in N for all 1 <m < M — 1.

Proof by induction:

A similar proof for the problem of pricing Bermudan options can be found in [[1]. However, here we
explicitly discuss the error of the COS formula close the boundaries of the domain. It can also be proved
that if the local error converges algebraically, then so does .

Step 1: Base case
The terms By, are exact, see equation ([EE22). So, on time lattice M — 1 we have

Cra, Y1 (1), tar—1,21) — Cr(a, yir—q (1), tar—1, 1)

klthr_1.21)

+ Ce(yh—1 (1), b, tar—1, 21 +ut) — Cr(yh_i (1), b, tar—1, 21 + ub)
= Ek(aay}kwfl(xl)vtM—lvxl)+5k(y3/[71(x1)7bat1\/1—17x1 +u1)7 (529)
where
2 2 R y—a
ep(z1, 22, tm—1,41) = 5 / (w(trm—1,91,y) — 0(tvr—1,91,y)) cos | km dy
—a/, b—a
2 N
= g (-1, tar, 1) = d(tar—1, tar, 1| Ne)x (21, 22)
2 #2 R y—a
g [ty — ) eos (brd—2 ) dy. (530)
—a/, b—a

Coefficients Vj(t,,,y1) are exact, see equation (EEID), so the only error introduced by the COS formula
is the local error ecos(tar—1,y1,y|N, [a,b]). Assuming that Ny is set sufficiently large, so that the error
resulting from the Trapezoidal rule can be neglected, we obtain:

2 (= C
er(z1, 22, tv—1,01) = " a ecos(ty—1,y1,y|N,[a,b]) cos (kwy ) dy. (5.31)
—a zZ1 b —a
The absolute error can be bounded by
2 [ y—a
lex (21, 22, tr—1,91)] < 2 ecos(tar—1,y1,y|N,[a,b]) cos | kr=—— || dy
—a Z1 b —a
2 #2
S 374 lecos(tam—1,y1,y|N, [a, b])|dy. (5.32)
z1
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This is less than two times the average of |ecos(tar—1, 41, y|N, [a,b])| over the interval [a,b]. The error
ecos may be large close to the boundaries ¢ and b. However, assuming that the integration range [a, b]
is chosen sufficiently wide the series truncation error e; will dominate the average. The series truncation
error ez converges exponentially with respect to N according to Proposition BIl This allows to bound
the error:

2

G 21)P(N)e~(N=Dv, (5.33)

lek(z1, 22, tm—1,91)] <

where we use the notation P(NN) := max,c(q,5 P(y, V) and v := minyepq 4 v(y), where P(y, N) > 0 is a
function which varies less than exponentially in NV and v(y) > 0 is a function not depending on N.

Adding up the terms results in

2

ler(thr—1,21)] " a

le(ty oo < 2P(N)e~N-Dr, (5.34)

IN

(Wir 1 (1) — Q)P(N)em N 4 (b — i,y (a0)) P(N)e N7

It follows that the convergence of ex(t;,;_,,21) is exponential in N, like the series truncation error e;.

Step 2: Inductive step
If
le(tmi1)loo < R(N)e~V=bv, (Induction Hypothesis) (5.35)

where R(NV) varies less than exponentially in /N, then

[E(tm)loe ~ O (7 ND7). (5.36)

Proof: Take m € {1,...,M — 2} fixed. For the estimation of v(t,,,x1,23) the COS formula with
approximations Vj(t,,,1,¥1) is used. The estimated value is denoted by ¥(t,,,z1,23). The use of the

approximations Vi (t,,, 1, ¥1) introduces an additional error to Vi (t,,,z1):

ekt r1) = Crla,yp,(x1),tm, 21) — ék(aay;m(xl)vtmﬂxl)
+ Ck(y:n(xl)a b; tm; 1 + ul) - Ok(y:n(xl)a ba Z‘:maxl + Ufl)
= erla, yp (1), tm, 1) + ek (U (1), b, b, 71 + u'), (5.37)
where
en(21, 22, tms 1) 2 /zz(v(t ) —B(t ) cos [ krl—2) a
ms = ms ) - ms ) ™
k\Z1, 22, lm; Y1 b—a /., Y,y Y,y b—a Y
2 .
= 5o st 1) = (s tnrr, 91| Ne))X (21, 22)
b 2 /zz(c(t ) — &t ) cos (krl—2) d (5.38)
ms 9 - ms ) a ) .
b—al, Y,y Y,y b—a Y
with ¢ obtained by inserting Vi (t,, +1,¥1) in the COS formula:
N-1 .
— _ g iimiza | _
C(t’maylvy) = € PAt; §R|:<)Ol€’vy (m) ej b_a:|‘/j(t'm+17yl)
N-1 .
— JT ijm =g - —
= e S Rty (525 ) I | 0t ) = 4ltnim)
§=0
N-1 )
~ _ ™ iimy¥=a _
= C(tm,yhy) —€ pat %{Wevy <bj_ a) € / b_a:|€j(tm+17y1)' (539)
§=0
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Assuming that N, is sufficiently large, the error ecog resulting from the Trapezoidal rule can be neglected.
Next e (21, 22, tm, y1) can be separated into two parts:

2 2 . . _ a
Ek(zla'Z?at’mayl) = b—a/ (c(t’maylay) _c(tm7ylay)+c(tmayl7y) _c(tmaylay)) Cos <kﬂ-b?) dy
Z1
2 2 o y—a
- m (GCOS(tmaylamN? [a’vb]) + e(thrlaylay)) Ccos kﬂ—b_ a dya (540)
Z1
where
N-1 in -
E(t;1+17 ylay) = e_pAt Z §R|:Q0le'uy (m) e”ﬂ“ba:|€j (t:n+17y1)' (541)

Jj=0

The first part is related to the local error ecos and the second part is related to the terms €;(t,, 1, y1).
Assuming that [a, b] is chosen sufficiently wide, the first part can be bounded as before:

2 #2 —a 2
—a /Z1 €cos(tm,y1,y|N, [a,b]) cos </€7T—Z_ a) dy' <p(a2- 21)P(N)e~(N=Dv, (5.42)

For the second part we start with

2 /22‘(t’ ) el =2 gyl < 2 / [e(t;, )| d (5.43)
€ ,Y1,y)cos | km < €t 1, Y1, . .
b—a /., m+1 Y1, Y b—a Y b—al, +12 YL, Y)|ay
Next we find
N— 1/
—(1— — ]ﬂ— ijm = —
‘e(thrla Y1, y)| = pat R |:30lem/ ) J :| €j (tm+1a yl)
7=0
N— 1/
— ]ﬂ- 7 7T
S PAt |:(plevy b ) J :| |5j m+1vy1)|
N-1 ]
< |:‘Plevy < —ﬂ-a) €ij7r E_Z:| ‘ . (544)

—pAtR —(N 1)VZ
=0

For the last step we used the Induction Hypothesis. With the definition of Gy, equation ), follows
that

N—

\>—-

N-1

Jjm ipu=a "b—a . Z—a
§R[<plev ( )e””b—a” = Gy +/ f(z]y) cos (_jﬂ' )dz
3 oo (525 X e [, s (=
g Nl
a
< SOES A (F20)
2 = Z E\[a, b]
N-1
b—a <~
< - |G;(y)| + N. (5.45)
7=0
We define
b oV} N-1
W(N) == max ——237(G(y)| = O | max Y (e7@)7 |, (5.46)
y€lab] 2 = velad] =

which represents the sum of a geometric series and convergences in N. We end up with

€(tmar,y1,y)| < e PAR(N)e” VDY (W(N) + N) (5.47)
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and
2 22_ — y—a 2 _ —pAt —(N-1)v
T €(ty1s Y1, Y) COS k‘ﬂ'—b — dy| < 5o a(ZQ z1)e R(N)e (W(N)+ N). (5.48)

Z1

Adding up the parts gives
len(tn, )| < [2P(N) +2e PALR(N)Y(W(N) + N)|e= V=D, (5.49)

This completes the proof. O

5.3 Error propagation with incorrect construction points

In Section we made the assumption of exactly determined construction points v, (z1). However, the
function o(t,,, x1,x3) is not always accurate, especially not in the vicinity of the boundaries of the com-
putational domain. This may result in finding incorrect construction points, which may have a significant
impact on the error propagation.

Suppose that construction point y} (z1) is estimated by the incorrect value ¢, (x1). This introduces an
additional error in the estimation of Vi (¢, z1):

Vk(t;w xl)
) I (21) _
= / O(tym, X1,Y) COS <kw%) dy

b—a

9 b ‘ _ ) b ,
+ / O(tm, x1 + u',y) cos Jy—a dy + / b(x1,u") cos prd "¢ dy
b=a Jg, @) b—a b=a Jg, @) b—a

2 Y (1) ) T (1) y—a
= 0 tm, Y 0 tm, » Y k d
b—a/ O(tm, 1 )cos< a) Yy b_a/y:n(wl) O(tm, 1 )cos<7rb o)y
2 : — 2 [° : —
+ / (tm,x1 +u',y) cos <k7ru> dy + —— O(tm, 1 + u',y) cos <k7ry a) dy
—a T, $1) b—CL b— Ufn(wl) b—a
2 yr (z1) ; _ ) b ] _
+ / b(x1,u") cos <k7ry a) dy + / b(x1,u’) cos (kﬂ'y a) dy
—a y:‘n(rl) b—a b—a y,*n(rl) b—CL

N 2 I (21) , ) y—a
= Vi(t,,,x1)+ / [0(tm,x1,y) — O(tm, x1 +u',y) — b(z1,u’)] cos (k‘ﬂ'—) dy. (5.50)
b=a Jy; (@) b—a

We get the error
Exltm,x1) = Vit #1) — Vi(t,, 71)

2 ynr(rl) . . y—a
= ety 1) — / [0(tm,z1,y) — 0(tm, z1 +u',y) — b(z1,u’)] cos (kﬁb a) dy.
Y (T1) -

(5.51)

The error depends on value %, (z1) and the difference between ©(t,,, z1, y) and ©(t,, 1 +u’, y) +b(z1, u’)
over the integration range. It is clear that the effect of this error can be disastrous in the backward re-
cursion, starting by the calculation of ©(¢,,—1,21,23). However, the difference between o(t,,,z1,y) and
O(tm, 1 + u',y) + b(z1,u’) is usually small for y close to 7, (x1) and because of that the error will be
bounded in practice. Moreover, if the interval [a, b] is sufficiently wide, then the incorrect construction
domains at the boundaries will not significantly affect the real option prices in the middle of the com-
putational domain. We will demonstrate examples where the incorrect construction points are found in

Section [l
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6 Numerical experiments error

In this section we perform numerical tests to confirm the error analysis of the COS method by means of
the COS formula for pricing European options, for which a similar error analysis as in Section Bl holds.
In that section an exponential error convergence for density functions that belong to C*°([a, b]) was found.
However, the tests will show that the error convergence can be spoilt by roundoff errors, especially for
large values of T' as we have them with real options. We start with the COS density recovery and the
Fourier-cosine series expansion of the European call and put payoff functions. Thereafter the COS formula
for pricing European call and put options is tested. Finally methods using Fourier-sine or modified Fourier
series expansions are discussed. In this section we use the abbreviations call and put options to denote
European call and European put options.

6.1 COS density recovery

In [I0] the first step to explain the COS method for pricing call and put options consists of showing how
a density function f(y) can be recovered from its characteristic function, starting by

+oo
fly) = Z/Gk cos (IWTZ:Z) , (6.1)
k=0

with
G =

= " f(y) cos (’“”’Z:Z> ay. 62

The COS density recovery gives the approximation

N—-1
f) =3 Ficos <k7r‘z — Z) : (6.3)
k=0

Fi. = 2 R |:<p( b )e_ikﬂb—a“] ~ G}. (64)

where

b—a

We investigate the error of the density recovery for the standard normal density function

(6.5)

with characteristic function (u) = ¢~2%". We take [a,b] = [~10,10] and N = 25. The results are shown
in Figure Bl An absolute error lower than 10~° is achieved, which is highly satisfactorily.

Next, the dependence of N and the size of the interval [a, b] are analysed. We take interval [a, b] = [—L, L],
with L =10, 100 and 1000, and calculate the maximal absolute errors for y on the integer grid [—6 : 6].
The error introduced by the approximation of G by F) can be neglected for these intervals. The left side
plot of Figure B2 indicates that it takes significant larger values of N to reach the same level of accuracy
for larger values L. Besides, the minimal error obtained is somewhat larger for larger L, probably because
the series expansion over a larger interval hinders the recovery, although the density function is close to
zero in the additional domain. The part where the minimal error is reached, is the so-called roundoff
plateau. In [B] the following is stated:

Let amax denote the mazimum absolute value of the spectral coefficients ay, for all k. Let e denote a con-
stant proportional to the roundoff error or ‘machine epsilon’, typically around 10716 on most computers,
but somewhat larger, perhaps by a factor of 100 or more. Then when the exact coefficients fall below
€amax, spectral algorithms including interpolation will compute roundoff-corrupted coefficients that will
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Figure 6.1: Left: COS density recovery, right: the error ([a,b] = [-10,10] and N = 25).
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Figure 6.2: Left: max. error on integer grid [—6 : 6], right: coefficients Fy.

flatten out at roughly ax ~ eamax for all sufficiently large k. (“Roughly” means that coefficients in the
“Roundoff Plateau” fluctuate randomly about the indicated magnitude.).

The right plot in Figure shows the values of the coeflicients Fj,. The more detailed left plot in Figure
B3 shows that, for L = 10, the roundoff plateau is reached around N = 50. The coefficients Fj, are shown
in the right plot and we have Fia.x = F» ~ 9.52-1072. The odd coefficients are much lower than the even
coefficients, because the density function is even (G = 0 for k odd). We have: Fso/Fpax ~ 4.23 - 10714,
When all coefficients fall below eFy,ax the plateau is reached. From this we can conduct that e ~ 1074,
which is indeed about a factor 100 times the ‘machine epsilon’.

For L = 1000 the roundoff plateau is reached at N a 4800. The corresponding coeflicients thus decrease
much slower. We have Fygoo/Finax ~ 4.52 - 10713,

The limit limg_, o log(|F%|)/k goes to minus infinity and the convergence of the coefficients is superge-
ometric in k (see Definition B3)). The error has the same supergeometric convergence rate in N, until
the roundoff plateau is attained. The decreasing coefficients F}, have a big impact on when the roundoff
plateau with pricing options is reached as we will demonstrate in Section 31
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Figure 6.3: Left: max. error on integer grid [—6 : 6], right: coefficients F, (L = 10).

Multiple Precision

The awareness of the fact that loss of significance can occur is useful. Sometimes the solution to roundoff
errors consists of changing the order of operations (H0]). However, as long as the large coefficients are
not sufficiently accurate, we will not reach a better accuracy. An obvious solution seems to be the use
of higher precision calculations. For that reason we use the Multiple Precision Toolbox for Matlab to
investigate the influence of precision on the error of the density recovery.

Numbers are in general represented approximately as a fixed number and scaled using an exponent:
+do.dydy ... dy—1 x B, (6.6)

where dy.dids . ..dp—1 is the value of the significand, § is the base, usually 2, 10 or 16, and E is the
exponent ([A0]). The number of digits in the significand is as usually called the precision p.

Single precision is a binary format that is 32 bits long and its significand has a precision of p = 24
bits (about 7 decimal digits). Double precision occupies 64 bits and its significand has a precision of
p = 53 bits (about 16 decimal digits). Matlab’s default precision is double precision. In the tests with
the Multiple Precision Toolbox we use the significand precision p with p = 24,53 and 100 bits.

We take [a,b] = [—10,10] and repeat the preceding error analysis. The results are shown in Figure
B4 The upper plot shows the values of the coefficients Fy (black) and the lines indicate the values
27PFhax. FError convergence for the various precisions is shown in the lower plot. The figure shows
that single precision is indeed less accurate than double precision. With single precision, p = 24 bits,
the roundoff plateau is reached when roughly all coefficients are below 2724 F, . ~ 1078F, .« times a
factor about 100. With higher precision, for example p = 100 bits, the results are the same for low N
compared to double precision, but this higher precision gives smaller errors for large values N, where
double precision has already reached the roundoff plateau. So, the roundoff plateau is ‘delayed’ by higher
precision calculations and the minimal attainable error is lower. The computation time is linear in N
and besides the use of the Multiple Precision Toolbox for Matlab takes much more time (more than a
factor 100 in our computations). Because of that, we advise to use higher precision calculations only if
results using double precision are not sufficiently accurate.

6.2 Fourier-cosine series expansion of payoff function

In this section we discuss the Fourier-cosine series expansion of the option payoff function, which is an
important approximation in the COS method for pricing option. Both call and put payoff functions are
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Figure 6.4: Higher precision calculations, max. error on integer grid [—6 : 6] for p = 24,53, 100.

studied. The definitions of call and put options are given in Theorem Bl The asset price at time ¢ is
denoted by S;, the agreed price is the strike price K and the prescribed time is the expiration time 7.

Call option
The payoff of a call option at the terminal time, with scaled log-asset price y = log(St/K), is given by
the function

g U(y) =K’ —1)". (6.7)

Fourier-cosine series expansion gives the approximation:

N-1
Aca —a

o Vi cos ( z_ a) , (6.8)

k=0

where
2 ’ call —a 2
Vi = 9°"(y) cos /W dy = K(x(0,6) =¢(0,0)), (a<0<b).  (6.9)
b—a /, —a b—a

We take strike price K = 100, interval [a,b] = [-2,2] and N = 2°. The results are shown in Figure B3

We see a peak in the error around y = 0, probably due to the discontinuous derivative at that point. For
larger intervals [a, b], the error around b dominates. In the next test we measure the error at y = 0 for
different values of N and different intervals [a,b]. From the results in Figure it follows that a larger
interval [a, b] gives rise to a larger error. The coefficients Vj, decrease algebraically (right side plot). The
slope on the log-log graph is -2, so the algebraic index of convergence is 2. The error decreases with
order O(|NVy]) in accordance with Proposition The call payoff function is unbounded for y — oo,
which gives much larger coeflicients for larger intervals and with that also larger errors. The roundoff
plateau is not yet reached and the results will thus not be improved by using higher precision calculations.

Put option
The payoff of a put option reads

g"" (y) == K(1 —e¥)™, (6.10)
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Figure 6.5: Left: Fourier-cosine expansion g (y), right: the error (K = 100, [a,b] = [-2,2] and N = 2°).
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Figure 6.6: Left: convergence error of §°*(0), right: coefficients Vj,, (K = 100).

with Fourier-cosine series expansion

N—-1
. / —a
GPut(y) = Z Vi cos (sz_a> , (6.11)
k=0
where
A /b 2ot () cos (krl—2 ) dy = —2— K (—x(a,0) + $(a,0)), (a<0<b).  (6.12)
b= | o ) cos (kg0 ) dy = = K(—x(a. a,0)), (a<0<b). :

The put payoff function is bounded by strike price K. Because of that the Fourier coefficients do not
become as large as their sister call payoff coefficients for larger intervals [a, b], which has a positive effect
on the error especially for low values N. Error results for different values of N and different intervals
[a, b] are shown in Figure

Comparison of the error results for the call and put payoff functions shows that about the same error is
achieved for high N (N ~ 10%). If one has only dispose of hundred coefficients for the approximation,
then the call payoff series expansion performs less satisfactorily. Because of this the COS pricing method
may give better results for pricing put options compared to call options, as we will discuss in the next
section.
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Figure 6.7: Left: convergence error details of §P“*(0), right: coefficients Vj, (K = 100).

6.3 COS method for call and put option prices

In [I0] numerical experiments were performed to test the COS method and European call and put prices
were calculated. We perform here extensive tests to further analyse the error of this method.

The underlying asset has value S; at time ¢ and the strike price is K. We switch to the scaled log-asset

price process:

The asset price is modelled by a geometric Brownian motion. In accordance with Section there
holds
u(t,z) = Et’I[efr(Tft)g(XT)], (6.14)

with expectation taken with respect to the risk-neutral measure under which dX; = (r — $02)dt + odW;.
We study the results for the parameters

r=0.1,0=0.25,1t =0, Sy = 100. (6.15)

Next we define At := T — tg. The exact solutions for the call and put prices are given by their Black-
Scholes prices (see Appendix [El):

UBScall(th x) = KeIN(dQ) — Ke_TAtN(dl),

vpsput(to,x) = Ke ™8 — Ke® + vBSeall(to, T), (6.16)

where N(.) denotes the standard normal distribution function and with

x+ (r—L10?)At e
dl — % and d2 = dl + o At (617)

The approximation by the COS method is a combination of the Fourier-cosine series coefficients of the
payoff function and the estimated coefficients of the density function:

N-1
N _ahb—a /
b(to, ) = e AtT > Fu(z)Vi, (6.18)
k=0
where b ; aFk(x) =R [gplevy (bk——wa> etk i:] , (6.19)
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and with Fourier coefficients Vj of the corresponding payoff function g(y). We obtain:

chall _ %K(X}C(O,b) — wk(ovb))ﬂ

v K (~xx(a,0) + i (a, 0)). (6.20)

b—a

In Section EJl we found that the error of the COS method consists of three parts. Two of them are related
to the integration domain [a, b]. Using the same error notation for the COS option pricing formula as in
Section 1], there holds

alet) = e [ oTy) Sy (6.21)
R\[a,b]
b g N-1
e3(z|N,[a,b]) = ?e_rm Z (G () — F(x)Vy, (6.22)
k=0
e5(x|N,[a,b]) = ei(x|]a,b]) + es(z|N,[a,b]). (6.23)

The series truncation error, which converges exponentially in N for the underlying Brownian motion,
reads

b—a ™=
ea(z|N, [a, b)) = Te*w > Gr(@)V. (6.24)
k=N
It consists of a combination of both Fourier-cosine coefficients G, and Vj. This error dominates if the

integration range is sufficiently wide for given x. This error, for its part, is dominated by roundoff errors
for N sufficiently large.

The integration range truncation error can be calculated exactly, see Appendix [l We find for a call
option (a <0 < b)

e1(z][a,b]) = e" K (1 — N(b)) — Ke "Y1 — N(b1)), (6.25)
where b—a—(r—3o0?)At
by = . \/E2 and by = by — VAL, (6.26)
For a put option we obtain (a < 0 < b):
e1(z][a, b)) = —e"K N(ag) + Ke "'N(ay), (6.27)
where a—x—(r—ic?)At
a) = . \/th and  ay = a; — oVAL (6.28)
In Section Bl we defined
alellet) = [ Flala)dy (6.20)
R\[a,}]

This error is used in equation (2H) to bound the error of the COS method. The error €4 for both
financial options reads
es(z|[a,b]) = N(a1) + (1 — N(b1)). (6.30)

Integration range [a, )]
The following integration range was proposed in [T0]:

[a,b] := {cl — Ly/ca + +/ca, C1+L\/C2+\/a:| , L =10, (6.31)

where c¢1, co and ¢4 are the first, second and fourth cumulant of X, given that Xy = xg. For the
underlying Brownian motion we have ¢; = zg + (r — 3062)T, ¢z = 02T and ¢4 = 0. We will make critical
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comments on this integration range, which in only based on the characteristics of the stochastic process
and not on the payoff function. According to [I0] the above range, with L = 10, is accurate in the range
T =0.1 to T = 10. We investigate whether something goes wrong for 7" = 100.

In the next sections we perform various numerical tests to analyse the convergence of the series truncation
error (Section B3] and the integration range truncation error (Section E32).

6.3.1 Convergence and the roundoff plateau

In this section we take K = 100 (2o = 0) and integration interval ([@E31]) with L equal to or larger than
10. For these values of L the errors €; and €3 are not relevant. This gives the opportunity to investigate
the convergence of the series truncation error es. We calculate the error of the option prices, compared
to the exact Black-Scholes prices. Besides the error of the COS density recovery

~ I —a
fly) =" Frcos (kw‘z — a) , (6.32)
k=0
and the error of the payoff approximation
N-1
9(y) = ) Vkcos (sz — 2) , (6.33)
k=0

in the point y = 0, are determined.

Terminal time 7 = 0.1

The exact Black-Scholes prices for K = 100 and terminal time 7" = 0.1 are 3.66 for the call option and
2.67 for the put option. Results of the calculations are shown in Figure B8 on a logarithmic scale. The
left side plots correspond to the call option and the right plots to the put option. The option prices
are converging in N, but the error of the approximated option prices reaches a roundoff plateau (upper
plots). This happens just before the error of the density recovery reaches its roundoff plateau (middle
plots). At that moment the Fourier-cosine series approximation of payoff function has not yet reached
its roundoff plateau and the call payoff expansion is less accurate compared to the put payoff (lowest plots).

It takes more terms NV to reach the same level of accuracy for the option prices for larger integration
intervals, because the series expansions of the functions are worse for larger integration intervals. By that
also the value of the roundoff plateau for the error of call options prices is higher. Since a Fourier-cosine
expansion of the payoff function works out better for the put option payoff, especially for larger intervals
[a, b], the error results for large L are better for put option prices.

In the Figure B the Fourier-cosine coefficients Vi, Fj(z¢) and the product
—rAt b—a
ar ‘= € TFk(xo)Vk, (6.34)

associated to the call option, for L = 10, are shown. When the coefficients a; are below their maximal
absolute value agay times e ~ 10~!* the roundoff plateau is reached. Mainly the fast decreasing coef-
ficients Fj determine how fast the plateau is reached. They decrease a little bit slower than the terms
ay, therefore the roundoff plateau for the error of the option prices is reached somewhat earlier than the
roundoff plateau of the COS density recovery. The option price error has the same convergence rate as
the coefficients F}, namely supergeometric. The roundoff plateau has a value around 10~

Terminal time 7" = 100
Next we examine whether the COS pricing method is also accurate for a very large terminal time 7" = 100.

64



6 NUMERICAL EXPERIMENTS ERROR

Error option price v(to,xo) Error option price v(to,xo)

Iog10|err0r|

g s N\ g
% N %
o' -10 \ =
8 \ 8

Iogm|err0r|

(a) Call option. (b) Put option.

Figure 6.8: Errors of Fourier-cosine expansions, T = 0.1 (xo = 0).

Although this is not very realistic in the case of pricing financial options, the analysis will give insight
into possible difficulties using the COS method in the real options context, by which large terminal times
may be used. The exact Black-Scholes prices for K = 100 and 7" = 100 are about 99.996 for the call
option and 5.92 - 10~ for the put option.

According to equation (GE31), a larger terminal time leads to a larger integration interval [a, b], because
then the stochastic value X7 can cover a wider range. So, the interval for the call payoff expansion gets
larger, which worsens the error of its series expansion. Because of that, the error of the call option prices
is less accurate for terminal time 7' = 100, see the left plots in Figure The put payoff recovery
works well for large intervals [a, b], as the function is bounded by value K. Because of that, the error of
the put option prices does not suffer significantly from a larger terminal 7' (right plots). Note that the
absolute errors, instead of the relative errors, are measured. The roundoff plateaus are reached for the
same values of N as for terminal time 7" = 0.1.

Remark 6.1. Reference [Il)] has priced call options using the corresponding European put option prices
and the put-call parity, which leads to the same accuracy of the puts, namely of order 10~'° for terminal
time T = 100. However, in the real options context for control problems a likewise parity does not (yet)
exist and therefore we do mot use it here.

We examine the call option price error further. Again the coefficients Vi, Fi(xo) and their product ay,
for L = 10, are explored, see Figure BIT(a). When the coefficients a; are below their maximal absolute
value apax times e the roundoff plateau is reached. Increasing the number of coefficients IV in the series
expansion gives an error which is at most a factor 10'° smaller, but at least only of order 1075,
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0).

In order to make more clear how the first, large coefficients influence the option price, we show the de-
velopment of the approximated call option prices in the number of terms N by an example for L = 10.
The first coefficients a; are very large, of order 10'°, and positive coefficients alternates with negative
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ones, see upper plot in Figure B&TT(b). The lower plot illustrates how the summation over the coefficients
aj develops in N. There holds amax ~ 10'°, which is, using double precision, accurate up to about six
decimals places. This affects the attainable accuracy. Indeed this corresponds closely to the roundoff
plateau with value 107°. This shows how the first, large coefficients affect the accuracy that can be
reached.

We demonstrated how the large coefficients affect the attainable accuracy. Suppose that the maximum
absolute value of the coefficients, ayax, has accuracy 109 for some value q. We set the following rule-of-

thumb:
N-1

The summation g ai can reach an accuracy of at most 109.
k=0

Multiple Precision

Again we use the Multiple Precision Toolbox for Matlab to investigate the error convergence with higher
precision calculations. This enables us to use more accurate coefficients aj, so that the roundoff plateau
can be lowered, as illustrated in Figure The value ayax has an accuracy of thirteen decimals using
precision p = 75 and the corresponding roundoff plateau has value 10~'2. However, using the Multiple
Precision Toolbox takes much more computation time (more than a factor 100 in our computations).
Again we recommend the use of higher precision calculations only if the results of double precision are
not accurate enough.
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Figure 6.12: Higher precision calculations call option price for p = 24,53,75, T" = 100.

6.3.2 Error close to the boundaries of the domain

The COS method can be used to calculate the European option prices for many different values x simul-
taneously. However, the integration range (G321 is defined based on only one of their values, xo. We
investigate the error for different values € [a, b]. The truncation error €; and e3 may be large close to the
boundary values a and b. These errors may give difficulties when determining the construction domains
in the more involved dike-height problem, or the early-exercise points for pricing Bermudan options, if
they are located in the vicinity of the boundaries. In this section we first investigate the influence of a
low value L, for which the errors ¢; and €3 dominate even for xg.

The integration range [a,b] suggested by equation (B3] is based on the cumulants of the normally
distributed log-asset price Xp. We may require, for example, ¢4 < TOL for some given tolerance TOL.
The probability that a normally distributed random variable is within L standard deviations of its mean,
to be precise in the interval [c; — Ly/c2, ¢1 + L\/c3], is given by

N(e1 + L) — N(ey — Ly/G3) = exf (L/\/ﬁ) . (6.35)

For example, erf(4/+/2) ~ 0.999937 and erf(6/v/2) ~ 0.999999998. So, for L = 4 we have
ea(|[a,b]) = 1 —erf (L/v/2) ~ 6.33 - 107°.

Reference [0] proposed to take value L = 10. A slightly smaller value L will not cause a very large error
€4. However, the error
atallat) =72 [ glu)f(glardy > 0 (6.36)
R\[a,b]
which also takes into account the characteristics of the payoff function, may become too large, especially
for call options.

Figure B3 demonstrates the effects of a small value L = 4 for zp = 0 and terminal times 7" = 0.1 (upper
plots) and T' = 100 (lower plots). The density functions are given in the left side plots and the func-
tions e "Atg(y) f(y|zo) in the middle (call options) and right plot (put options). The error ¢4 has value
6.33-107° in both cases. The integration range truncation error ¢; is represented by the red coloured areas
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Figure 6.13: Functions f(y|zo) (left) and e "*tg(y)f(y|zo) for call (middle) and put options (right),
xo = 0. The red area represents €;.

and has value 1.27-1072 and 6.68 for the call options for T = 0.1 and T = 100, respectively. The put pay-
off function is bounded and therefore the truncation error €; for put options is much lower, 8.75-10~* and
1.40-10~* for T = 0.1 and T = 100, respectively. Especially the errors for the large terminal time 7' = 100
are unacceptable. Multiplying the density function by the payoff shifts the mass. This shows that an
integration range that is defined only based on the density function is not always accurate, which we will
also illustrate by an example in Section 53l We will show that the error €; may be partly reduced by e3.

Next we measure the error on the whole domain = € [a,b]. Again two terminal times are considered,
T =0.1 and T'= 100. We start with the call option prices for terminal time 7" = 0.1. Figure shows
the total error €, the integration range truncation error €1, the error €3 related to approximating Gy (x)
by Fj(z), and the sum of both errors:

65((E|N, [CL, b]) = 61($|[a’7 b]) + 63($|N7 [a7 b])
“+o0
= At cos w—y —a T
- /R\[a’b] L;V (k U= a) V| £(ylz)dy
= e fgl) = ) i)y, (6.37)
R\[a,]

The exact Black-Scholes prices are used to calculate the total error €. The integration range truncation
error is given by equation [EZH) and the error €3 is estimated using a numerical integration rule. We
set N = 2'2) 50 that the roundoff plateau is reached. The overview confirms that the series truncation
error e can be neglect since the total error equals error €5 nearly. The error is large in the vicinity of
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boundary value b.
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Figure 6.14: Errors approximated call option price for different values z and L, T'= 0.1 (xo = 0).

For L = 10, there holds for = = b:
€1 ~ 73.00, €3~ —57.54, €5 ~ 15.46. (6.38)

The error €3 is negative at the b-side and compensates for the large truncation error €¢;. This is illustrated
by Figure I8 where we take L = 10 ([a, b] = [—0.78,0.80]). The upper plot shows the discounted payoff
function and its Fourier-cosine series expansion, which is symmetric in a and b. The error is large outside
the interval [a,b]. The density function f(y|z = b) is given in the middle plot. The product of both
functions, this is the integrand of

olto, = = b) = / e B () f (yla = b)dy, (6.39)

appears in the third plot. The integration range truncation error €¢; enters by truncation of the above
integration interval R to [a, b], which is represented by the sum of the pink and light green area. Note that
the error €5 equals the light green area, so the pink part only represents the error —e3. This demonstrates
how the first error is compensated by the third error for x close to b. Computing the areas gives:

€ = + ~ 73.00,
—€3 = ~ 57.54, (6.40)
€5 = ~ 15.46,
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which corresponds to the results in Figure We remark that the integration range truncation error
is close to zero for x in the vicinity of a. Then the error €3 and the series truncation error e; remain.
The error reaches a roundoff plateau in the middle of the computational domain. Although not visible
from the figure, this plateau is a little bit higher for larger integration domains [a,b]. Results for the
put options prices are quite similar, except that the error is large at the left-hand side instead of the
right-hand side of the computational domain. Moreover, the put option errors are smaller compared to
the call errors, because their payoff function is bounded by K.

Cosine expansion discounted payoff function
I I I I T T T
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Figure 6.15: Truncation range error €;(z|[a, b]) compensated by es(z|N, [a,b]) for x = b.

The error results for the large terminal time 7' = 100 are shown in Figure 16 Only the total errors e
for call (upper plot) and put options (lower plot) are given, on a logarithmic scale.

Firstly we discuss the error results for the call prices. The roundoff plateau is represented by the horizon-
tal parts. Outside this plateau the error €5, which is the sum of the integration range truncation error €;
and €3, dominates. The value of the roundoff plateau is higher for larger values of L as the Fourier-cosine
series expansion of the call payoff is less accurate for larger intervals. For = 0 the value L = 10 is just
large enough in order to stay outside the part where the error e5 dominates. By varying the value L we
see a trade-off between a smaller error €5 and smaller roundoff errors. The optimal value L for z = 0
is L = 8. However, if the density function and the exact solution are not known, it is more difficult to
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determine the optimal interval [a, b].

Secondly we take a look at the errors of the put option prices. They do not suffer from a larger value
L in the middle of the computational domain. This follows from the fact that the value of the roundoff
plateau, where the roundoff errors dominate, does not depend on L. Surprisingly, the plateau shows a
‘bump’ in the middle of the computational domain. Possibly this is due to the Gibbs phenomenon, which
is illustrated by Figure There the Fourier-cosine series expansion of the put payoff function, for

[a,b] = [-10,10] and N = 25, is shown. The error is highest for y = 0. The derivative of the function
g(y) increases if y approaches zero from the left side and there holds
. dgP(y)
lim ——== = K. 6.41
yto  dy (6.41)

The derivative is not continuous in y = 0, which may cause the so-called Gibbs phenomenon.

Ioglo|total error g| (call option)

1 1 1 1
20

10

-10}

ST
‘W”ﬁ WM"”’WM

-25 Il Il Il Il Il Il Il Il

Figure 6.16: Errors approximated option prices for different values = and L, T' = 100 (zo = 0).

Remark 6.2. At last we change the proposed interval ([EZZ1) by

[a,b] = |:C1—Ll\/02+\/0—4, Cl+Lr\/C2+\/a:| . (6.42)

With this we will confirm that one of the boundary of interval () is more significant. Repeating the
previous tests with L; = %L and L, = L does not show different errors for the call option prices. The
coefficients are of the same order and the same accuracy is reached. However, the coefficients Fy, decrease
faster on the smaller interval, so that the roundoff plateau is reached earlier. The results for put options
are less satisfactorily since most part of the mass in the integral represented by equation ([6.14) is located
at the left side of the integration domain. This leads up to a larger error 5. The results for Ly = L and
L, = %L give a higher roundoff plateau for call option because the coefficients are lowered by this, but the
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Figure 6.17: Possible explanation ‘bump’ error put prices (K = 100, [a, b] = [-10, 10], N = 2°).

error €5 is much higher. The put option price errors remain the same in the middle of the computational
domain. This establishes that multiplying the density function by the payoff shifts the mass and that an
integration range which only based on the density function is not always accurate.

6.3.3 SIN method

One might wonder why we use the COS method instead of a similar SIN method. Indeed a function can
also be represented by its Fourier-sine series expansion. The error results of a SIN density recovery and
the COS density recovery are similar for sufficiently large domains [a, b]. However, the Fourier-sine series
expansion of the call payoff function shows less satisfactorily results, as we present in this section.

We start with a moral principle cited from [5:

“MORAL PRINCIPLE 1

(i) When in doubt, use Chebyshev polynomials unless the solution is spatially periodic, in which case an
ordinary Fourier series is better.

(ii) Unless you’'re sure another set of basis functions is better, use Chebyshev polynomials.

(iii) Unless you're really, really sure that another set of basis functions is better, use Chebyshev polyno-
mials.”

For a finite interval, which can always be rescaled and translated to [—1,1], Chebyshev or Legendre
polynomials are optimal. The complete Fourier series expansion is better if a function is periodic. An
important feature of Chebyshev series is that their convergence properties are not affected by the values
of the approximated function or its derivatives at the boundaries.

The Chebyshev series expansion of a function H () supported on the finite interval [—1, 1] reads

—+o0
HO) = 3 axTi(6), where Ti(6) = cos(kcos ' (6)), (6.43)
k=0
and with coefficients
ap = 3/1 L HO)T0)d0 (6.44)
T r Vi R '
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There holds T (cosx) = cos(kz) and the transformation 6 = cos(z) gives
2 [0 s
ap = sin(e) H(cosz) cos(kx)dx

) 1o cos?(x)

%/Oﬂ H (cos z) cos(kx)dx. (6.45)

The coefficients of H () of a Chebyshev series are identical with the Fourier-cosine coefficients of H (cos x)
on the interval [0, 7] and so both series expansions are equivalent under transformation. For functions
supported on any other finite interval [a, b] the Fourier-cosine series expansion can easily by obtained via
a change of variables.

Although the insistent advice in [B] to use the Chebyshev, or the equivalent Fourier-cosine series, we test

the Fourier-sine series expansion. The Fourier-sine series expansion for the call payoff function g°!(y)
reads
N-1 - a
~call .
= 2 Wesin(k : 6.46
9sin(y) kZ:l ksm( Wb—a) (6.46)
where \
Wy = 2 / gcall(y) sin kwy —a dy = 2 K(XSIN(OJ’) _ ,fIN(O,b)), (6.47)
b—a a b—a b—a

with x37V (21, 20) and 12TV (21, 22) as defined in Appendix [B

The Fourier-sine expansion always has value zero at the boundaries of the expansion interval, which may
affect the convergence rate. Results for [a,b] = [-2,2], K = 100 and N = 23 are shown in Figure
The errors are worse for the Fourier-sine series expansion, compared to the Fourier-cosine expansion.
Furthermore, the errors of the Fourier-cosine expansion decrease at a faster rate than the errors of the
sine expansion.

—a(y) Error cosine expansion
600 Cosine expansion g(y) A 25F - Error sine expansion
Sine expansion g(y)
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400 =
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300t 2 .
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y
Figure 6.18: Fourier-cosine and Fourier-sine expansion ¢g°®!(y) and the error (K = 100, [a,b] = [~2,2)]

and N = 23).

The sine functions sin(km¥=>) are equal to zero for y = a and y = b, and so is the series expansion at
the boundary points. Because of that, the error of the sine expansion at boundary point b = 2 remains
equal to g°®(b) ~ 639. Difficulties of the Fourier-sine expansion arise from their boundary values.

The COS formula for pricing options, equation [EIH), is a combination of the estimated density recovery
coefficients and the payoff coefficients. A similar SIN formula does not work satisfactorily, because it is
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hampered by the Fourier-sine expansion of the call payoff function. Valuation of put options using a SIN
formula faces the same problems.

6.3.4 Modified Fourier method

Recently modifications of the classical Fourier series expansions are developed. In [I9] the sin(k76) func-
tions (on [—1, 1]) are replaced by sin((k — §)w#), whereas the cosine terms remain the same. They showed
that this modified Fourier expansion converges pointwise at a faster rate than the Fourier expansion for
nonperiodic functions. The modified Fourier series expansion can by used to approximate the density
and payoff functions. In this section we explain a method to pricing option using this series expansion
and we perform tests to analyse the error.

The modified Fourier series expansion of a function H () supported on the finite interval [—1,1] reads

()

Z ¢, cos (kmh) + Z spsin ((k— 3)m0), 0 €[-1,1], (6.48)

with
o — /_ CH@)cos(krd)dd and s = /_ H(B)sin ((k — §)r0) db. (6.49)

For a function h supported on the finite interval [a, b] € R the modified series expansion can be obtained
via a change of variables:

a+b b—a
T=— + 5 0. (6.50)
We get
+oo —+00
2z — (b 2¢ — (b
h(zx) ~ ZI Cl COS <kﬂ%> + Z sk sin ((k — %)WW) ,  x € [a,b], (6.51)
k=0 —a k=1 ¢
with
b B b B
cr = / h(z) cos <kﬂ#> dr and s, = / h(z)sin ((k - %)WW) dx. (6.52)
a —a a —a

In Section EETl the Fourier-cosine series expansion of the density function and the payoff function are used
to estimate an expected value. In [I0] a similar COS method for pricing call and put options was derived,
see equation [EIX). Now we use the modified Fourier series expansion to develop the so-called Mod-4
method. The option price approximation reads

oty z) = e A / o) F (yl2)dy
b
~ e / 9(9) (3] dy
R~ e_TAt/ Z Gj.(x) cos (k w) ZGS s1n( %)wW) dy.

(6.53)

The conditional density is replaced by its modified Fourier expansion in y on [a, b], with series coefficients
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(G (@)}25 and {G3 ()} defined by
Gi(z) = / f(y|z) cos (kw#) dy,
a

< ~ 2 - (_b; a)) dy. (6.54)

We interchange summation and integratlon and insert the definitions

. 2 b b+a
Ve = b—a/ g(y) cos <kﬂ'%) dy,

. 2 [P . 20— (b+a
R e UL (R

which are the modified Fourier series coefficients of the payoff function. Truncation of the series results
in

Gi(z) =

N— N—1
b
v(to, z) ~ e AL Z x)Vi& + Z GS(x)Vig | . (6.55)
k=0 k=1

The coeflicients Gf, and G, can be approximated in a similar way as in equation ([EI3):

- bfa% /f ylz)e aydye‘“”(bﬂ)}
- bfa% | Plevy <b2f—ﬁa) et H)] = Ff(x).
. biag_%’y <%) ei(k_%)ﬂw] = Fi(2). (6.56)

We end up with the Mod-4 formula:

N-—
2km o2z (bta)
~ —rA ik c
o(to, ) = e t(Z [Splevu (—a> € bma :| Vi
N—-1

2(k — —)71' . 2.E (b+a)
S VT pitkmg)m T | s ) 6.57
" go[go( 2T ) et ) (6.57)

The modified Fourier coefficients of a call payoff function read

2

Ve = = =K (0. 0) = U (0,0)).

Vi = b— K( (Oab)—iﬁi(oab))a
(6.58)

where the analytical solution of functions x§(z1,22), X5(%1,22), ¥5(21,22), ¥;(21,22) can be found in
Appendix [

The error convergence of the Mod-4 method is analysed for a call option with terminal time 7" = 100.
Figure BT shows the results, for which the same parameter values as for Figure GITla) are used. The
roundoff plateau is reached about two times faster in N, compared to the COS method. However, two
summations need to be calculated which doubles the computation time. Possibly the implementation can
be done efficiently in order to reduce the computation time, which is important in financial applications.
The largest modified Fourier coefficients and cosine-Fourier coefficients are of the same order of magnitude
and have the same accuracy. Because of that, the minimal error reached by the mod-FOUR method is
about the same as by the COS method.
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Figure 6.19: Convergence error call option price by Mod-4 method, 7' = 100 (zg = 0, L = 10).

6.4 Conclusion and discussion

We started in Section with the COS density recovery of the standard normal distribution function.
The estimated Fourier-cosine coeflicients and the error of the recovery converge supergeometrically. How-
ever, the errors have a minimal attainable value, represented by the roundoff plateau. Higher precision
calculations enable us to decrease the attainable error, but this takes much more time.

After that the payoff function of the call and put options were considered in Section The series
expansion with a small number of coefficients IV is less accurate for the call payoff function compared to
the put payoff, because the call payoff function is unbounded whereas the put payoff is bounded by K.
Besides, a larger integration interval [a, b], which results in larger coefficients for the call payoff function,
has a negative effect on the error.

The estimated Fourier-cosine coefficients of the density function and the coefficients of the payoff expan-
sion were combined in the COS option pricing formula in Section First the series truncation error ey
was studied. The error convergence is supergeometric, until a roundoff plateau is reached. The attainable
error is determined by the accuracy of the largest coefficient apay. Since a larger interval [a,b] results
in larger coefficients for the call payoff series expansion, the call options error is not accurate for large
terminal time 7" = 100.

After this the integration range truncation error €; and e3 were explored. We showed that an interval [a, D]
which is defined only based on the density function, the error €4, or the characteristics of the stochastic
process may be inaccurate. A larger integration interval lowers the error €5 for given x. However, by
this also the roundoff plateau for the call option error is higher. There is a trade-off between a smaller
truncation error and smaller roundoff errors. Put option do not suffer from this as their payoff function
is bounded, which results in smaller payoff series coefficients.

For the choice of the integration interval [a, b] we recommend, if possible, to take into account the char-
acteristics of the payoff function too. A smaller interval gives rise to a larger error €5. However, a larger
interval has two drawbacks. Firstly, convergence takes longer for larger intervals since the series expansion
is hampered by this. Secondly, the minimal attainable error may be higher if the coefficients are larger.
Since the value of the coefficients is known, we are able to estimate this accuracy. We advice to carefully
consider the pros and cons of possible integration intervals.
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Higher precision calculations have a positive effect on the error if the number of coefficients N is suffi-
ciently large, because the computed coefficients are more accurate. The main disadvantage is the longer
computation time this takes. Possibly the Mod-4 method, which we developed in Section 34 may
reduce the computation time. However, this method did not result in a lower call option price error
because the coefficients have the same order of accuracy.

The tests gave insight into possible difficulties we may face using the more involved dike-COS method,
which we will discuss in the next section.
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7 Numerical experiments with dike-COS method

The dike-COS method is tested on a model for a small island from [82]. This model is simplified and
not yet for practical use. However, this model will show that the method can be applied to a stochastic

impulse control problem. The numerical computations are done using Matlab 7.7.0. The computer used
has a Core2Duo 2.33 GHz CPU with 2 GB RAM.

For the numerical experiments the following parameters are used:

e Time lattice details:
to=0yr, T =300 yr, M =300 (At =1 yr). (7.1)

e Process parameters:

pis = 0.025, o3 = 0.15, p = 0.05, X = 425 ecm, X{¥ = mIn€log(3.4 - 10%). (7.2)

e Extreme water level occurrences:

A=1yr ! by =8.16299- 10 tem ™!, ko = 1.88452- 10%cm, A\, = 1.2- 10 %cm ™. (7.3)

We use an average water level process of the form dYt(g) = 1y (t)dt. Reference [22] has based this model
on the predicted increase of water level over all climate scenarios proposed by the KNMI ([23]). The drift
Iy 18 time-dependent and is given by

0.5 for t € [0,50),
0.7 for t € [50,100),

[

for £ < (100,150

0.9 for ¢ € [100, 150),
Pe( =93 07 for t € [150.200), (7.4)

0.5 for t € [200,250),

0.3 for t € [250, 300].

Further we use the following model for the construction costs

bt (w1, u) = ki + ky (u2 tan(¢) + u(2x tan(¢) + z — Htan(¢))), (7.5)

with constants ky = mIn€22.975, k, = 1.921-10~*mIn€/cm?, ¢ = 1.25, H = 0 cm and 2z = 500 cm. The
costs b (z1,u) are increasing in x; and u, as can be seen in Figure [l

A justification of the parameter values and the functions f7(y), I,(y), w(t) and b*(z1,u) can be found
in [22] and [32]. For more information about the discount rate for climate change analysis we refer to [20].

Integration range [a, )]

In Section and 4] we concluded that we need to choose the integration interval [a, b] carefully. An
interval defined only based on the density function is not always accurate and it is advised to consider
the characteristics of the payoff function too. The payoff at terminal time 7', v(T, z1,x3), is known and
is a call-like function in x3. However, we do not have much information about the ‘payoff functions’
v(t,,,x1,x3) at the other time levels, except that these functions are call-like too. Furthermore, the
behaviour of the option values in the recursive algorithm is involved and it is difficult to determine a
priori a correct interval [a,b]. [B2] based his computational domain on the expectation of the economic
value and we partly adopt this. Although the awareness that an interval based only on the characteristics
of the density function is not necessarily accurate, we start with

[a,b]:|:01_L\/02+\/a, 01+L\/02+\/a:|, (7.6)
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Figure 7.1: Construction costs b (1, u).

where ¢1, ¢ and cy4 are the first, second and fourth cumulant of Xj(?), conditioned on Xég), respectively.

For the underlying Brownian motion we have ¢; = Xé?’) + (us — %a%)T, c2 = 03T and ¢4 = 0. We will
vary the value L in Section [[2 and determine a good estimate for interval [a,b]. The interval for L = 2
is like the interval used in [32], which was found sufficiently large. However, we will use at least value
L = 3 in Section since we think that our method suffers more from boundary errors.

An advantage of the proposed interval is the ability to determine the portion of the possible log-economic

value paths Xt(g) that is covered. As we saw before, the probability that the normally distributed random

variable X:(FB) is in the interval [c; — Ly/c2, ¢1 + Ly/c2], is 1 — erf(L/\/2).

The contents of the remainder of this section are as follows. Firstly, the approximated real option prices
and construction domains are compared to their exact solution at time ¢j;_1. Then we discuss the
results for the dike height problem with six possible dike increase levels. Finally a discussion, including
the validation of the method, is presented in Section

7.1 Exact solution at time ¢;;_;

We can find the continuation value at time ¢3;_; analytically. This gives, assuming that the error resulting
from the Trapezoidal rule can be neglected, exact option values v(tp—1, 1, x3) and exact construction
domains A%, _;(x1). So, we have the possibility to compare the solution from the dike-COS-method with
the exact solution at that time lattice.

There holds

1
Xtm+1|Xtm ~N <Xtm + (/1'3 - §U§)At70§At> ) (7'7)
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and with equation () the continuation value at time tp;_1 reads:

s = e / v(tar, 21, y) f (ylas)dy
R
—xz3—(n _1,2yA 2
SN ERSS L
P — K3 \/%US\/A_Z‘: R
- e(urp)AtergM. .
P H3
The COS method gives the approximation
N-1
: —paryY K \ iknzaze _
C(tM—la Ty, .’,133) = € Z R Plevy b—a e b—a Vk (tMv xl)- (79)
k=0

Similar as in Section the truncation error can be found analytically:

A —w(T
61(tM_1,$1,x3|[a,b]) = e(ugp)AtersW {N(al — UgVAt) + (1 — N(b1 — 03V At)) , (710)
- M3
ith
b a—x3— (uz — 2o2)At b—x3— (uz — o2)At
8\ 5% and by = 0 W8 T 593 (7.11)
(Y At a3V At ' '

In Figure the errors obtained for x1 = 425 cm and various values of L, are shown. The upper plot in
the figure shows the logarithmic absolute value of the exact continuation value and the approximated so-
lutions é(tar—1,x1,x3). The inaccuracies at the left side of the computational domain are due to roundoff
errors in the terms Vi (t;,z1). The second plot represents the error compared to the exact solution. We
set N = 2'2 and the roundoff plateau is reached, so no further improvement is found for higher values
of N. The integration range truncation errors e; are shown in the third plot. This error is largest close
to the boundary b, but the total error is reduced by error €3 in the same way as we explained in Section
B3 The roundoff errors dominate in the middle of the computational domain. The roundoff plateau
is lower for smaller sized integration intervals, because then the Fourier-cosine series expansion of the
call-like function v(tpr,x1,y) is more accurate (as discussed in Section [E2). The continuation value is
lower for a higher dike level and a smaller error will be obtained, since the expansion of a lower function
v(tar, z1,y) is more accurate.

a] =

The expected value of the economic value at time 3,1 is about mln€e'®. For the log-economic value
x3 = 18 the error is of order 1073, It is difficult to tell in advance whether this is accurate enough for the
remainder of the dike-COS method. However, the tests of this algorithm in Section show convergence
up to eight decimals, which is accurate enough for practical use.

Multiple Precision

In Figure we see that the roundoff plateau for L = 6 and z; = 425 cm has value about 10732, The
exact continuation value for a log-economic value x3 = 18 is c(tp;_1,425,18) ~ 3.24 - 105. Also here
higher precision calculations can lower the roundoff plateau and improve the attainable error, see Figure
1%

The upper plot shows the coefficients

by := e PAL b ; L Fr(ws)Vi(tyy, 1) (7.12)

and the lines indicate the values 27 Pb,.x. Error convergence for various precisions is shown in the lower
plot. The roundoff plateau is reached when all coefficients are below ebyax, with e a constant propor-
tional to the ‘machine epsilon’ 277, by a factor about 100. For the last time in this thesis we showed

81



7 NUMERICAL EXPERIMENTS WITH DIKE-COS METHOD
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Figure 7.2: Error approximated continuation value é(tar—1,71,%), 11 = 425 (N = 2'2).
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Figure 7.3: Higher precision calculations ¢(¢tas—1, 21, 23), ©1 = 425, 23

18 for p = 24,53,75 (L = 6).
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how higher precision calculations can ‘delay’ the roundoff plateau and lower the minimal attainable error.

Exact construction points

Next we will analyse the estimated construction domains at time lattice M — 1. We consider the case
of only two possible dike increase levels, u° = 0 cm and u! = 40 cm. In Section the corresponding
construction points ¥, (x1) were introduced. They represent the log-economic values for which the optimal
dike increase changes from u° to u*. The construction points at time ;1 can be determined analytically.
Solving the root of

k(y) :=v(tp—1,21,y) —v(tp—1,21 + ul,y) — b(xl,ul) (7.13)
results in:
Yr—1(z1) =
o bz, ub)
s d(ta—1,tam, 1) — d(tar—1, tar, T + ul) + elms—p)At p_)‘% (B(z1 —w(T)) — Blzy +ut —w(T))) )
(7.14)

In the dike-COS method we determine the root of

k(y) = ﬁ(thhxlay) - ﬁ(thlaxl + ulay) - b(ﬁlaul)' (715)

In test cases we saw that the algorithm from Section EEZT] did not always converge to the correct con-
struction points. This may be due to the inaccuracy of the COS formula around the boundaries a and b
or due to the roundoff errors. Both will be illustrated by an example below.

In Table [Tl the exact construction points are shown. The approximated construction points, which are
found using the approximated real option prices, are also calculated. The incorrect values are coloured in
red. The error resulting from the Trapezoidal rule can be neglected, because N; was set to 2000. Besides
we used N = 2'2, for which the roundoff plateau is reached, and the results are the same as for a higher
number of coefficients in the series expansion.

N 1 425 465 505 665 705 745
yMﬂ(xl)
exact 6.8823 | 10.1832 | 13.4851 | 26.6812 | 29.9774 | 33.2661
approx. (L =6, b=30.1476) || 6.8823 | 10.1832 | 13.4851 | 26.6812 | 30.0208 | 30.1476
approx. (L = 10) 6.5956 | 10.1826 | 13.4854 | 26.6812 | 29.9774 | 33.2661

Table 7.1: Exact and approximated construction points.

First we discuss the construction points found using L = 6. Note that y};,_,(745) is set equal to boundary
point b. The approximated construction point yas—1(705) is too high, because the functional lAe(y) is lower
than the exact solution close to boundary b, see Figure [[4l This can be explained as follows. Assume
that N; and N are chosen sufficiently large, so that the errors er,qp and e; are not relevant and that the
roundoff error is not significant. The error €5 is positive in the vicinity of boundary b. Then the error
resulting from approximation of k(y) by k(y) is dominated by

k(y) — ff(y) ~ es(ty—1,71,y) — es(tayr—1, 21 +u,y)

+oo
= e_pAt/ [Z cos <k7r; a) (Vk(tjw,xl) — Vi(ty x1 + u)) f(zly)dz > 0.
R\[a,b] | p_nv —a

(7.16)
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Since the function v(tas, x1,2) is larger than v(tyr, 1 + u, z), the above error is positive for y close to
b. It follows that the estimated function k is lower than the true function for values y close to b. From
that we can deduce that the use of function & can result in a larger construction point. Since the area
where the integration range truncation error occurs is small, the difference between the estimated and
exact construction point is at most as large as the size of that area. Besides, the function k(y) is small
for y close to the construction point, which will reduce the propagating error from using the incorrect
construction point.

20

— Exact k(y)
Approximated k(y)

10}

29.2 29.4 29.6 29.8 30

Figure 7.4: Incorrect construction point y3i, ,(705), L = 6, due to truncation errors.

Incorrect construction points yj,_,(425), y3,_1(465) and y3,_,(505), which are found with L = 10, have
another origin. These errors are caused by the roundoff errors in the COS formula. From Figure
we can deduce that the roundoff plateau is of order 10 for dike level 1 = 425 ¢cm and L = 10. This
error results in a completely incorrect construction point, as shown in Figure [ The use of higher
precision calculations would improve the approximation of the option values and by that also help to
find the correct construction points. Since the roundoff plateau is lower for the higher dike levels, the
corresponding estimated construction points are more accurate.

The dike-COS method results in incorrect construction points if they are located in the vicinity of the
boundary points, no matter what the size of the interval is. However, in Section we concluded that
the error propagation due to an incorrect construction point is not necessarily large. Since the area
where integration range truncation errors occur is small, the difference between the estimated and true
construction domains is at most as large as the size of that area. A larger integration interval resembles
the original domain beter, but results in a higher roundoff plateau and so the construction points are less
accurate for higher values of L. Besides, error convergence takes longer for larger values of L.

We try to find a compromise between those inaccuracies. Based on the results we recommend to choose
an interval [a, b] as small as possible, but the integration interval should not become too small. Then the
remaining question is: “When is the integration interval too small?” If the real option value increases
significantly with larger interval, then the interval is too small since this indicates that the truncation
error is still large. However, be aware of the fact that also larger roundoff errors, introduced by a larger
interval, may give rise to a larger option value. In Section we will carefully choose the interval [a, b].
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50 T

Exact k(y)
Approximated k(y)
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Figure 7.5: Incorrect construction point v}, ;(425), L = 10, due to roundoff errors.

7.2 Tests dike-COS method for an island

Tests for six possible dike increase levels are performed in this section. We take U = {0, 20, 40, 60, 80,100}

cm. The selection of this set is relevant according to the corresponding results of [32] and [22]. In our

tests we calculate the costs of flood protection at time ¢y = 0 with initial dike level Xél) = 425 cm

and initial log-economic value of endangered goods Xég) = log(3.4 - 10%), that is the real option value

ﬁ(to,Xél),XSB)). We also calculate the control for an economic value of endangered goods equal to its

expected value:

)

B exp(X()] = X0 et (7.17)

The corresponding optimal dike re-informcement times are named the construction times.

Dike level grid z;

The initial dike level is Xél) = 425 cm and for efficiency reasons we take x; € [425,445,465,485, .. ]
cm. In the formulation of the stochastic impulse control problem an infinite number of dike increases is
in principle possible. In our discrete problem 299 dike heightenings would be possible, which suggests a
number of dike level grid points D > 300. However, in the computations a much smaller grid size D is
sufficiently in order to receive the same results as for a larger grid size, which takes more computation
time. On the other hand, too few grid points restricts the number of possible dike reinforcements and
affects the real option price. So, there is a kind of convergence of the real option value in D, which ends
for a sufficiently large value D. We set the following requirement:

Requirement 1. (Number of dike level grid points D)
The number of dike level grid points, D, is chosen so that a larger grid size than D does not change the
real option price anymore.

For a larger interval [a,b] for the stochastic log-economic process, a larger number of dike level grid
points is found to be necessary. In the computations with L = 10 the smallest grid size that satisfies
Requirement M is D = 22.

Different values N and L
For the first test we take D = 22, N; = 2000 and Np;s = 80 and we vary the values L and dd, with
N = 2% Table shows the real option values, which are converging in N. It takes longer to reach
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a certain level of accuracy for larger L, because a larger integration domain [a, b] is considered and this
hampers the Fourier-cosine series expansion. The roundoff plateau is reached for a value dd = 9 or higher.
Then the approximated real option values are determined up to order 1072, We find that it is optimal
to increase the dikes by amount u! = 40 cm at times 146, 185, 232 and 293 year if the economic value

follows its expected value. A star behind the option values denotes incorrect construction times.

L
dd 3 4 5 6
7 0.054641240657122 | 0.054639775446674 | 0.054692112772278 | 0.054792918686524
8 0.054641228170803 | 0.054639394656118 | 0.054639397409261 | 0.054640233884875
9 0.054641228170836 | 0.054639394656626 | 0.054639393884868 | 0.054639393888552
10 0.054641228170837 | 0.054639394656630 | 0.054639393884868 | 0.054639393888602
11 0.054641228170845 | 0.054639394656578 | 0.054639393884862 | 0.054639393888611
12 0.054641228170843 | 0.054639394656622 | 0.054639393884867 | 0.054639393888628
L
dd 7 8 9 10
7 0.05881685976427* | 0.15771593001764* | 0.26737494457923* | -7.27116764048778*
8 0.054642533152485 | 0.05522974047843* | 0.08394024278452* | 0.08594733953757*
9 0.054639393888217 | 0.054639393597885 | 0.054639854708965 | 0.054671755101117
10 0.054639393888749 | 0.054639393888550 | 0.054639394116050 | 0.054639393902084
11 0.054639393888760 | 0.054639393888599 | 0.054639394115560 | 0.054639393869343
12 0.054639393888802 | 0.054639393888803 | 0.054639394115929 | 0.054639393883667

Table 7.2: Real option values (o, X", X\*), effect of dd and L (D = 22, N; = 2000, Ny;s = 80).

L
dd 3 4 ) 6 7 8 9 10
7 49 | 56 | 64 | T2 80 90 98 104
8 65 | 75 | 87 | 98 | 111 124 | 137 | 147
9 96 | 113 | 132 | 152 | 173 | 196 | 216 | 231
10 159 | 190 | 223 | 258 | 295 | 339 | 373 | 402
11 302 | 371 | 411 | 477 | 551 | 626 | 697 | 752
12 563 | 691 | 822 | 968 | 1131 | 1301 | 1470 | 1453

Table 7.3: CPU times (s), effect of dd and L (D = 22, N; = 2000, Ny;s = 80).

A higher value L implies a larger integration interval [a, b] and this resembles the original domain better.
Therefore, we would expect a kind of convergence in L. However, the method is affected by the roundoff
errors especially for higher values L, see Section [l This may lead up to incorrect construction domains.
So, there is a trade-off between a smaller truncation error and smaller roundoff errors. The results in the
table are satisfactorily, but we suppose that for higher values L the roundoff errors have an increasing
influence. An accuracy about eight decimals is obtained, which is sufficiently accurate in practice. We
decide to use L = 6 ([a,b] = [—1.03, 30.15]) in the sequel of Section Then a dike level grid size
D = 16 suffices to fulfil Requirement [ We did not find that one of the boundaries affects the option
value more significantly, which we did in the case of pricing European options in the end of Section B3
Because of that we hold on to the proposed interval (ZH).

Computation time has order O(N log, N), which fits in with the computation times in Table 3 We will
use dd = 10 hereafter. The method takes longer for larger L, because then there are fewer construction
domains outside the interval [a,b]. The Bisection method is not used if the root is not in the interval
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considered.

Number of Bisection iterations

Next the influence of the number of iterations of the Bisection method is analysed. The Bisection method
gives only a domain in which the root of an equation is present. Without using any other information,
the optimal estimate for the location of the root is the midpoint of the smallest range found. In that
case, the absolute error of the values 3’ (1) and y2 (x1) from Section B2l after Ny, iterations, is at

most
b—a

€Bis = 5N, T1 (7.18)

assuming that the approximated real option values are accurate enough.

The option prices converge in Np;s and only fifteen Bisection iterations already give an accuracy of eight
decimals, see second column of Table [[4l Also the maximal absolute error of the construction domains
Afn (z1) is calculated, with the construction domains for Ny;s = 80 as reference values. The error is de-
creasing in Ny;s and matches to ep;s for small values Np;s. The computation time is linear in the number
of Bisection iterations. To save computation time we take Ny;s = 30 in the computations to follow.

‘ Npis ‘ 0(to, Xél), XéB)) ‘ max. |error| A%, (z1) ‘ €Bis CPU time (s) ‘
10 0.054639898069154 1.540-1072 1.522-1072 80
15 0.054639394346814 4.756 - 10~4 4.757-107% 93
20 0.054639393889160 1.486 - 10° 1.487-107° 106
30 0.054639393888593 3.566 - 1078 1.451-1078 132
40 0.054639393888570 1.366- 107 1.417-10~4 158
50 0.054639393888573 9.191-1078 1.385- 1014 183
60 0.054639393888602 0 1.352-10717 202
80 0.054639393888602 ref. values 1.289-10% 236

Table 7.4: Effect number of Bisection iterations Ny;s, reference value Ny;s = 80 (D = 16, N; = 2000, L =
6,dd = 10).

Damage function

While solving the dike height problem, the proportional damage function d(tm_l, tm, x1|Ny) is invoked
(M —1)D + 1 times. For the estimation of the time integral in equation XI), NNV; integration steps are
used. According to Table [ the option values are decreasing in N;, due to the convexity of the inte-
grand G(s) = \e(s=tm-1)(13=P) B(3; —w(s)) for many parameter values. Then the expected flooding costs
are overestimated for low N;. This is confirmed by the value exp(XéB))cZ(O, 140, 425), which represents
the expected flooding costs, at time ¢t = 0, until time ¢ = 140 for a constant dike level of 425 cm. We
take 140 time N, integration steps for the estimation. This value is also decreasing in Ny, see the third
column in the table. The computational complexity is linear in V¢, but this is not clearly visible from the
computation times since the computations of the proportional damage function do not take much time.
We use N; = 500 in the sequel of this section.

Control law

Figure [CA shows the optimal control law at different time levels. Note that the y-axis represents the
economic value of endangered goods instead of its logarithmic value. The combination of a dike level and
economic value prescribes the optimal dike increase level. This control law resembles the results in [32]
and validates the dike-COS method by that.

Computational issues
The Matlab function to determine the construction domains took most time. In every Bisection iteration
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| N atte, X3V, X)) | exp(X87)d(0,140,425]140.N,) | CPU time (s) |

1

)

10
25
50
100
250
500
1000
2000

0.054643980565217
0.054639577366423
0.054639439756035
0.054639401227439
0.054639395721874
0.054639394345947
0.054639393960807
0.054639393905492
0.054639393891919
0.054639393888593

0.030464763124572
0.030459784657939
0.030459629074051
0.030459585512857
0.030459579288269
0.030459577732698
0.030459577297203
0.030459577234736
0.030459577219379
0.030459577215585

125
125
125
126
126
126
127
128
129
131

Table 7.5: Effect integration steps Ny (D = 16, L = 6,dd = 10, Ny;s = 30).
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Figure 7.6: Dike height control law (N; = 500, Ny;s = 30,dd = 10, L = 6).
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two option values 0(t,,x1,y) need to be evaluated. Perhaps the algorithm can be speed up by imple-
mentation of a faster method to determine the construction domains. As we remarked before, Newton’s
method is faster, but less robust, compared to the Bisection method. Also a combination of these two
methods, by which the Bisection method is used to determine a ‘good’ initial value for Newton’s method,
did not work satisfactorily, because it needed ‘trial and error’ to discover how accurate the initial value
had to be. Moreover, calculation of the matrix-vector products Mw, although done efficiently by the
FFT algorithm, takes a significant part of the computation time.

7.2.1 Variation of parameters

So far, we only varied the method parameters L, dd, Np;s and N;. Next we study the variation in
the model parameters. Firstly the time lattice parameters are changed. Then the effect of the process
parameters, and finally the effect of the water level parameters, is studied. The following fixed parameters
are used:

L =6, dd = 10, Ny;, = 30, N; = 500. (7.19)

The dike level grid size is changed during the parameter variation in order to satisfy Requirement[ll Since
parameter variation investigates the effect on the real option values and not longer the convergence is
studied, we round off the real option values to six decimal places. Also the construction times, which are
the optimal dike reinforcement times corresponding to an economic value of endangered goods equal to its
expected value, are calculated. The values between brackets after the construction times denote the cor-
responding optimal dike increase levels. When this is omitted, a heightening by amount 40 cm is optimal.

Number of control times M — 1

In practice not a fixed discrete time grid at which the dikes can be increased is prescribed. However, de-
creasing the number of control times makes the problem not very unrealistic as the true decision making
process is not continuous. Since the computational complexity is linear in M, a lower value M will reduce
the computation time significantly, as appears from Table [l The real option values are decreasing in
M, because an increasing number of control times gives more flexibility, which is profitable and lowers
the expected costs in this model.

‘ M H dt ‘ Construction times 0(to, Xél),Xég)) ‘ CPU time (s) ‘

300 || 1 | 146 185 232 293 0.054639 127
250 || 1.2 | 145.2 184.8 231.6 292.8 0.054653 106
200 || 1.5 | 145.5 184.5 231 292.5 0.054674 84
150 2 | 146 184 232 292 0.054712 63
100 3 | 144 186 231 291 0.054795 42
50 6 | 144 186 234 294 0.055101 21
30 || 10 | 150 180 230 290 0.055637 13
10 || 30 | 150 180 240 270 0.060753 4

Table 7.6: Effect number of control times M (D = 16).

Terminal time T

The dike height problem is modelled on a finite horizon. It is assumed that the dike and water level
remain constant after the terminal time. In [22] these assumptions are justified because all arctic and
mountain ice is predicted to melt in the foreseeable future and the sea level will stay constant once all ice
has melted. A lowered terminal time does not effect the solution greatly, see Table [T, and we deduce
that the terminal time 7" = 300 was chosen large enough so that the terminal condition has a negligible
effect on the present value function. Then the discount factor is e =*7" ~ 3.06-10~7, which almost neglects
the costs at the end of the time horizon.
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‘ T H Construction times ‘ ﬁ(to,Xél),XSB)) ‘

300 || 146 185 232 293 0.054639
275 || 146 185 232 0.054638
250 || 146 185 232 0.054633
225 || 146 185 0.054570
200 || 146 185 0.054355

Table 7.7: Effect terminal time 7', At =1 (M =T).

Different discount rates p

If the economic value follows its expected value it is optimal to increase the dikes in 146, 185, 232 and
293 years. This is in line with the dike reinforcement times in [32]. In that research a continuous set of
possible dike increase levels was used and construction times 148, 190, 239 and 296 year were found with
dike increase levels varying from 33.89 to 42.80 cm.

At first sight, performing the first dike reinforcement after 146 years seems very late. The construction
costs of the first reinforcement are mIn€47.40. However, the discount factor e #"146 ~ 6.76 - 10~* highly
diminishes the discounted costs at the present and delays heightening. It is clear that discounting has a
huge impact on the costs. Because of that we investigate the effect of the risk adjusted discount factor.

‘ p H Construction times ‘@(to,Xél)aXég)) ‘

0.03 || 142(60) 199 250 299 0.991676
0.04 || 143 182 229 289 0.223078
0.05 || 146 185 232 293 0.054639
0.06 || 147 187 235 297 0.014958
0.08 || 150 191 239 298 0.001890
0.10 || 153 193 242 299 0.000597

Table 7.8: Effect risk adjusted discount factor p.

The risk adjusted discount factor has a significant influence on the expected flood protection costs and the
construction times, see Table[L8 The real option values are affected significantly if p is only changed from
0.05 to 0.04 or 0.06. A lower discount rate values the discounted future flooding costs higher and gives,
although the discounted construction costs are higher, rise to earlier dike construction times. Contrary, a
higher discount rate values the discounted future costs lower and delays the heightenings. Choosing the
risk adjusted discount factor p is often difficult and not objective, which is a main drawback of using the
dynamic programming approach when risks cannot be hedged.

‘ 143 H Construction times ‘ O(to, Xél), Xég)) ‘
0.015 || 165 215 285 0.024604
0.020 || 154 197 253 0.037313
0.025 || 146 185 232 293 0.054639
0.030 || 138 174 215 266 0.077522
0.035 || 132 165 201 245 298 0.106959

Table 7.9: Effect expected economic growth rate us.

Economic value of endangered goods
Next we change the expected economic growth rate us and economic volatility 3. The results are shown
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7 NUMERICAL EXPERIMENTS WITH DIKE-COS METHOD

in Table [C9 and Table [T Not surprisingly, the costs of flood protection are increasing in u3 and this
advances the heightenings. The real option values are decreasing in o3, because less volatility reduces
the change on a realisation with very high costs. This is apparently more significant than the reduced
probability on a realisation with low costs. The expected economic value is independent of the economic
volatility, therefore the volatility does not significantly affect the construction times.

‘ o3 H Construction times ‘ ﬁ(to,Xél),XéB)) ‘

0.05 || 145 184 231 291 0.080049
0.10 || 145 185 231 292 0.069289
0.15 || 146 185 232 293 0.054639
0.20 || 146 186 233 294 0.039675
0.30 || 148 168 237 296 0.017664

Table 7.10: Effect economic volatility os.

Worst-case scenario

The average water level process w(t) we used in the previous tests, was based on the predicted increase
of water level over all climate scenarios proposed by the KNMI ([23]). [22] states that the drift ., (¢) in
equation (L) is around 25% higher for all ¢ in the worst-case scenario. This worst-case scenario water
level is denoted by

W (t) = /Ot 1.25p4(8)ds = 1.25w(t). (7.20)

We define a third scenario, with lower water level, by w!°¥(¢) := 0.75w(t). Figure [0 shows the three
piecewise linear average water levels and Table [[LT]] gives the construction times and real option values
for the three different scenarios. The worst-case scenario rises flood protection costs by a factor 2.3.
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Figure 7.7: Deterministic average water level scenarios w'®(t), w(t) and w' (t).

Extreme water level parameters

91



7 NUMERICAL EXPERIMENTS WITH DIKE-COS METHOD

‘ Scenario H Construction times ‘ ﬁ(to,Xél),Xég')) ‘

whow (t) || 176 230 299 0.017674
wl(t) 146 185 232 293 0.054639
wertr(t) || 128 157 192 233 287 0.130315

Table 7.11: Effect average water level w(t).

The extreme water levels occurrences are modelled by four parameters:

A,  the intensity rate of the extreme water level process g,

k1, reciprocal of scale parameter of the Gumbel distribution for extreme water level sizes,
ko, location parameter of the Gumbel distribution for extreme water level sizes,

Ap, rate parameter in fraction lost function .

(7.21)

We vary these parameters one after the other. Firstly, the intensity rate A, in which the real option value
is increasing according to the results in Table

‘ A H Construction times ‘ @(to,Xél)aXég)) ‘

0.5 || 153 194 243 299 0.036494
1 146 185 232 293 0.054639
1.5 || 141 180 226 285 0.069113
2 138 177 221 279 0.081640
3 134 172 215 271 0.103264

Table 7.12: Effect intensity rate A.

Variables k1 and ko are the parameters of the Gumbel distribution. The mean of the extreme water level
sizes is ko +vpar /K1, with ygar ~ 0.58 the Euler-Mascheroni constant. Not surprisingly, the flood protec-
tion costs are increasing in ko, see Table The variance of the extreme water level sizes, (7/k1)?/6,
is decreasing in kq, like the mean. Both cut down the costs of flood protection if ky is raised, see Table [ T4l

ko H Construction times ‘ E[TJ] | 9(to, Xél), Xég)) ‘
1.68452 - 102 || 165 207 260 175.52 0.020966
1.78452 - 102 || 155 195 244 299(20) | 185.52 0.033955
1.88452- 102 || 146 185 232 293 195.52 0.054639
1.98452-10% || 137 175 220 277 205.52 0.087676
2.08452 - 10% || 129 165 207 260 215.52 0.140872

Table 7.13: Effect Gumbel distribution parameter k.

At last we consider the effect of rate parameter A,. The function [, is chosen to match the geographical
distribution of the economic goods on the island and the flow patterns of water on the island due to
differences in altitude (see [22]). This is difficult and requires large amounts of data. The lives of the
inhabitants of the island are modelled as part of the economic value. Since people’s lives can nowadays
often be rescued during a flood, [, was chosen to approach one only slowly:

Ip(y) = max(1 — e~ **¥,0). (7.22)

A larger rate parameter ), implies higher flood losses and a higher real option value (Table [ZTH).
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k1 H Construction times ‘ E[TJ] ‘ Var(J) | o(to, Xél), Xé?’)) ‘
7.16299 - 1072 || 130 164 204 253 299 | 196.51 | 320.60 0.163881
7.66299 - 1072 || 138 175 219 274 195.98 | 280.13 0.091717
8.16299- 1072 || 146 185 232 293 195.52 | 246.86 0.054639
8.66299 - 102 || 153 194 244 299 195.12 | 219.19 0.034222
9.16299 - 1072 || 161 203 258 194.75 | 195.92 0.022285

Table 7.14: Effect Gumbel distribution parameter k.

Ap H Construction times ‘ 0(to, Xél),Xég')) ‘
0.6-1072 || 152 193 242 299 0.037935
1.2-1072 || 146 185 232 293 0.054639
2.4-1072 140 178 223 282 0.076134
4.8-1072 || 135 172 216 272 0.101033
9.6-1072 131 168 210 264 0.125851
12.0-1072 || 130 166 209 262 0.133119

Table 7.15: Effect rate parameter A,,.

Initial dike level

Finally, we investigate the effect of the initial dike level. Not surprisingly, Table [ T8 shows that that the
construction times are advanced when the initial dike level is lower. The value function for an initial dike
level of 575 cm matches to exp(XéB))d(O, 300, 575) ~ 0.0000114, which represents the expected flooding
costs, at time t = 0, over the whole time horizon when the dike level remains equal to 575 cm.

‘ Xél) (cm) H Construction times ﬁ(toaXél)vX(SB)) ‘

300 24 69 108 141 180 226 285 27.31634
325 54 94 129 165 207 260 7.988053
375 104 137 175 219 277 0.599131
425 146 285 232 293 0.054639
475 195 245 0.004717
525 260 0.000288
975 - 0.000011

Table 7.16: Effect initial dike level X{".

7.3 Discussion

This discussion consists of two parts, the first part is about the validation of the dike-COS method and
the second part about the contingent claims approach.

Validation

Tests of the dike-COS method are worked out one after the other. We started with a comparison between
the approximated real options values and their exact solution at time ¢p;_1. After that we made some
critical notes on the estimation of the construction domains. However, we suppose that the possible in-
correct construction domains in the vicinity of the boundaries a and b do not significantly affect the real
options values in the middle of the computational domain. The results in Tables [ [C4 and [CA show
satisfactory convergence in the method parameters N, [a,b], Np;s and N;. Validation of the dike-COS
method is mainly based on the control law in [32], on page 31, Figure 7. Our Figure [ resembles these
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results closely. Validation has also taken place for the COS formula for pricing call and put options.

The processes are modelled on a large time horizon, T' = 300, but it is difficult to predict, for example, the
water level rise after the next century. Besides, we may doubt whether the geometric Brownian motion
used to model the economic value of endangered goods is realistic, especially on the long term. However,
the real option value is not significantly affected by the characteristics of the processes in the distant
future.

Hedging risk, contingent claims approach

As we discussed before it is better to use the contingent claims approach (CCA) than the dynamic pro-
gramming principle approach (DPPA) if information about possible hedge instruments is available. The
partial differential equation resulting from the CCA can be converted back to a value function. Then a
risk-free interest rate is used for discounting and the expectation is taken under a risk-neutral measure,
see, for example, Section B

In our example with the island no information about possible hedge instruments was available and a risk
adjusted discount rate was used. Suppose that hedge instruments exist to hedge the risks of floods or
the economic uncertainty and discounting is done with the risk-free interest rate. The risk-free rate is
usually lower than the risk adjusted discount rate and the results in Table show that this leads to a
higher real option value. However, the drift of the stochastic process is reduced under the risk-neutral
measure, which reduces the option value (Table [[3d)). We wonder when the option values resulting from
the dynamic programming approach and the contingent claims approach are similar. The same question
can be asked for the real option values in the harvesting problem, Section EZ&J] and Section In
18] necessary and sufficient conditions for the DPPA price equal to the CCA price are derived. If there
exist hedge instruments to hedge the risks of floods or the economic uncertainty, then probably a same
analysis applies for the dike height problem. Then all costs of risk factors like societal risk should be
carefully taken into account.
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8 THE DIKE-Q-COS METHOD

8 The dike-Q-COS method: A Fourier-cosine valuation method
for two-factor Lévy processes

In this part the dike height model with two stochastic processes is considered. The economic value
of endangered goods is stochastic. Furthermore, we use a stochastic average water level, instead of a
deterministic one. The dike-COS method from Section Hl is extended to handle this problem. We start
in Section with the formulation of the model. Then we explain the COS convolution formula and
the Quadrature-COS formula, in order to develop the dike-Q-COS method in Section Tests of this
recursive algorithm for an island are performed in Section

8.1 Second model for the dike height problem

The future climate change and temperature rise, which depend mainly on the concentration green house
gasses, are uncertain. Because of that there is a highly uncertain future water level, contrary to the model
with deterministic water level w(t) in Section ll In an attempt to match this uncertainty, we proposed
the following stochastic model for the average water level in Section B3

Vv = w(t) + o, W2, (8.1)

where o, > 0 is the constant water level volatility. We define the surplus water level process by
X = 0, W ~ N(0,021). (8.2)
The deterministic function w(t) is known and the process Xt(z) is a zero mean Brownian motion with

variance o2t. In Figure simulated paths for o,, = 1 are shown.
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Figure 8.1: Simulated paths stochastic average water level Yt@) =w(t) + Xt(z)7 ow = 1.

Let X; = [Xt(l), Xt(Q), Xt(B)]’ denote the state process. The second model is summarised by:

dXt(l) - 0, for t € (tm,tm+1),
dXt(z) _ deWt(2)7 for t € (tm,tm+1), (8.3)
dX® = (g — o)t +o5dW P, for t € (b, tmin),

Xi,, = X, +[um,0,0], m € N.
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Remark 8.1. Under this model the water level may become negative. This is not a problem since the

initial water level Yo(z) = w(0) is just a reference value, whereas, in the financial world, models for asset
prices do often not allow negative values.

Again at any time ¢ one has to decide whether to increase the dike height, and if so by which amount,
or to do nothing and wait until the next time. Let v(¢,z) = v(t, x1, x2,x3) denote the expected costs of
flood protection at time ¢, with dike level x1, surplus water level 2o and log-economic value of endangered
goods x3, under optimal heightenings. This value function is represented by:

o(t,an,a0,05) = dnf BN 0 e exp(X ) (w(n) + XD + T, - XIY)
T €[t, T
+ Z tmft)b X(l) )+efp(Tft)bT(Xé})’Xj(_‘Q)’Xj(_?)) ,
t<t, <T
(t,x) = (t,x1, 22, 73) € [0,T] x R?, (8.4)

where 7; denote the times at which an extreme water level occurs. After terminal time 7" the dike height
and surplus water level are assumed to remain constant and the terminal costs are given by the expected
flooding costs hereafter:

v(T,x1,20,23) = br(z1,22,23)

= BT N et D exp(X ) (w(T) + 29 + Tr, — 1)
7 €[T,00)
AB(xy —w(T) — x2)

= P exp(zs3). (8.5)

The associated HIB-QVI reads

max | — v (t, x) + pv(t, z) — Lo(t,x) — Nexp(z3)B(x1 — x2),

v(t,x) — 7irelfU[v(L‘,zzc + (4,0,0)) + b(zy,uw)]| =0, (t,x) = (t,z1,22,23) €[0,T) x R? (8.6)

with
1 5 0Ov 1, 0% 1 ,0%
Lo(t,x) = (us — —03)6 o (t,x) + ana—x%(t,x) + iaga—xg(t, x). (8.7)
For the extended dike-COS method we use the same discrete time grid as before, tq,...,tm,...,ty, and
the same finite set of dike increase levels U = {u°, ..., u®}. The dynamic programming principle gives,
form=M,...,1
O(tm—1,21,22,73) = E'"™0T > ettt exp(X ), (w(ﬂ‘) +XP+ 7, - x1)
Ti€[tm—1,tm]
+ B [t o, X2 X)) (8:8)

The first part, the running costs from flooding, is discussed in Section and the continuation part
comes up in Section At the control times it holds that:

v(t:naxlax27y) = MU(tm,xl,xQ,y)

= I?GHI} [’U(tmaxl +ui7x27y)+b(xlaui)] ) (m# OaM) (89)
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8.2 COS convolution formula for the expected flood losses

In this section we use the convolution of density functions to develop the COS convolution for estimation
of the flood losses during the time interval [t,,_1,t]. They depend on the total water level,

w(s) + X + Jodgs, (8.10)

and the expected discounted flood losses read:

Efm-nt > errtriTinexp(x ), (w(n) + X3P+ 7, - 331)

Ti€[tm—1,tm]

tm
- / Ne~P(s=tm=1) ftm=1: [exep (X 3))1, (w(s) +X® 47— xl)]ds

tm—1

tm
= / Ae~P=tn=1) Btn-1:2[exp (X O Bt [ (w(s) + X + T — 1)]ds

tm—1

tm
= exp(xg)/ Aes=tm=1)s=p) Gtm-1.2[] (4(s) + X2 4+ T — x1)]ds

tm—1

= exp(z3)d(tm—1,tm,T1,22)- (8.11)

First we approximate the time integral in the proportional damage functzon d by an integration rule.
Then the expectation is approximated by a COS formula for the sum X + J.

The time integral is approximated by applying the equidistant Composite Trapezoidal rule, with Ny
integration steps:

dl(tm 1, maxlax2 Zyp tm— laxlvx%ﬁp)v (8'12)

where
H (1,21, 29,1, = AePr =t 0=0) plosa [l () + X + T — 1)), (8.13)

and y, denote the weights of the quadrature node ¥, € [tm—1,tm] with p = 0,1,2,..., N;. We remark
that the function H does not represent the Hamiltonian in this section. Note that the expectation can

be represented by a double integral since there are two random variables, X 5(2) and J. However, the
convolution of both density functions enables us to reduce it to a single integral:

H(tmor,21,32,0p) = Aellr=tm=00s=n) Bl ((9,) + X2 + 7 — 21)]
— Ae(ﬂ —tm—1)(u3— P)//l +;1;—|—y 1)fo92)|Xt(2) (x|x2)dxfg(y)dy
— Ae(ﬂp—tm—l)(l’ﬁ_p)/ZP(W(ﬁp)+Z—$1)/fXé2)‘X(2) (z — ylx2) f7(y)dydz

R R P tm—1

= /\e(ﬂp—tm_l)(#s—P)/lp(w(ﬁp)—I—Z—ﬂjl)fzﬂ \X(2) (Z|3}2)d2’, (814)
R Pl tm 1

where the function fZS‘Xt(fyi—l (z|x2) is the convolution of fX§2>|X,§fn>_1 and fg:

Fzix® (2lz2) := /fo‘?nxf[1 (z = ylz2) f7 (y)dy. (8.15)

Since the process X 5(2) and the extreme water level size J are independent, the characteristic function of
Js = XS(Q) + J is the product of both individual characteristic functions:
Prix® (ulz2) = @y x@ 1 (ulz2)pg (u)

= wwz(px(z) X(2) (u)pg(u). (8.16)
-1
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In the next step the expectation in the function H is approximated by a COS formula. The COS method,
for an integration domain [az,bz] C R, Nz terms in the series expansion, and the above relation give
the following formula:

H(tmflaxla x2, 19;0)

Nz—-1

— Yp—tom— - ! ke —ikm g
= e kZ:O ! |:SOZI9P|X§7211)—1 (bz —ag |$2) ‘ ” Z} Vilor = w(9p))
= )\e(ﬂptml)(mp)Ni} R |0 e 2 _ ® hn etk by =g Vi(z1 — w(dp))
— X5 X0 \bg —az ) T \by —ay S m
(8.17)
with (for ay < x <by)
2 bz zZ—ayz
Vi(xz) = r— /az l,(z — x) cos <k7rbz_az>dz (k#£0)
2 bz

= max(1 — e =) () cos <kwﬂ> dz
bz —az J,, ( ) bz —az

) bz _
= / (1 —e =2 cos (kﬂ'bz 4z ) dz

by —ay z —az
bz _ bz _
= 2 / cos | km Az dz — e™v® 2 / e % cos | kr Az dz
bz—az z bz—az bz—az " bz—az
2 . . xr—azg 2e—Ap(bz—x) N B
= = k) — k : — bz)Aetr(bz—)
o <sm( ) — sin ( 7rbZ — CLZ)) + om)? + A%(bz “ a2 [(CLZ Z)Ape
T —ag Ap(bz—2) o Tr—az .
-cos | km + Ap(bz — az) cos(km) + kme™® sin | km — kmsin(km) |,
by —az bz —az
by —x 1 — e Pelbz—2)
V = 2 -2 . 8.18
O(x) bz—az )\p(bz—az) ( )

We name this the COS convolution formula. Other density functions than the Gumbel distribution can
easily be incorporated as long as the characteristic function is known. A COS formula can also be derived
to estimate the function B(h) for the model with deterministic water level (Section E3)) if the density
function of J is unknown whereas the characteristic function is known.

We end up with

Ny
d(tm—la tm; Z‘) = Z ypH(t’m.—lv xl) mQa 19;0)
p=0

N, Nz—1

= (Op=tm—1)(ns=p) ! km km ikm £2702 _
e pgoyp ];) R [(PXé?_Xfol <bZ —ay T by — az e z—az Vk(ffl w(,&p))'
(8.19)
Remark 8.2. We can rewrite the function H as
H(tmfl, xr1,22, 191,) = )\e(ﬂpftm—1)(“37P)Etmfl7a717$2 [5($1 _ w(ﬁp) _ Xl(?i))]

_ Ae(ﬂrth)(us—p)/5(x1—w(q9p)—x)fx<2>‘x<2) (2)zz)dz.  (8.20)
R Op 1Nt

This is a one-dimensional integral. One might wonder why we do not apply the COS method to this
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expectation. However, no analytical solution for the corresponding Fourier-cosine coefficients,

/ B(a1 — w(6,) — x) cos (zm — A ) da, (8.21)

22 — 21

was found.

8.3 Quadrature-COS formula for the continuation value

In [T2] a method for pricing Bermudan and discretely monitored barrier options under the Heston stochas-
tic volatility model has been developed. Under this two-dimensional model the variance of the logarithm
of the stock price is modelled by a square-root process. The method is a combination of a Fourier-cosine
series expansion and a high-order quadrature rule in the other dimension. We follow a similar way to
estimate the two-factor expectation in the continuation part of the real option value in equation ([E3).

We consider the continuation value

(tm1, 21,22, 23) = EfnbT {e P2t X(Z) X(B))
= e [t ) (yixdy. (5.22)
R

The processes Xt(2) and Xt(B) are independent, so the conditional density function is f(y|x) = fa(yz2|x2) f3(ys|xs),
where fy and f3 are the density functions of the surplus water level process and the log-economic value,
respectively. Truncation of the outer-integral yields

b
ci(tm—1,21,22,23) = e_pm/ /v(t;,xl,yg,y3)f3(y3|x3)dy3f2(y2|x2)dy2
R
ba
= Gty 21, Y2, T3) f2(y2|22)dy2, (8.23)
as
with
G(ty,,r1,y2,23) == e pAt/U(tfm$1,y27y3)f3(y3|333)dy3- (8.24)
R

The outer-integral is approximated by applying a J-point equidistant Composite Trapezoidal rule:

Co(tm—1,21, 02, 23) = Y _ wefa(0]x2)G (b, 71,00, 23), (8.25)

where w, denote the weights of the quadrature node 6, with ¢ =0,1,2,...,J —1.. In the last step the
conditional expectation that is represented by function G is replaced by a COS formula, resulting in

J—1 N-1
R _ / km
C(t7n—17x17x2am3) =€ pat Z w4f2(04|x2) Z §R|:‘P3levy <m) :|qu( ot ) (826)
=0 k=0
with
2 b
V(b 20) = 5= [ olt,1,00, 1) cos <k7r — )d s (3.27)

and Y3ievy (1) = @3(u|0) the characteristic function of the log-economic process. Finally, we interchange
the summations:

(N—-1 51
- _ 4 km B . _z3—a
c(tm71;$1;$2,$3) = € ”Atﬂ? Z qu 9 |{E2)g03lem/ <m) qu(tm7xl)elkﬂ' b—a
k:O q=0
[N— 1/
= e PAtR Qi (tym— 1,;162,961)6“” i , (8.28)
k:O
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where
km _
Qu(tm1,2,71) qufg Oalv2)P3icry (m) Vig (tm> 21). (8:29)
q=0
We call this equation the Q(uadrature)-COS formula. Let @ denote the J x J x N matrix with entries
[wqu (Oglz2)@3ievy (b’i—”a o This matrix is time-independent.
s4,p

Addition of the expected flood losses and the continuation value yields

~ / . rg3—a
@(tm717x17x27x3) = eXP(xB)d( m—1, ’maxth) —|—eipAt§R Z Qk(tmflax27x1)elkﬂ' b37a . (830)

Remark 8.3. The average water level process Yt(z) (equation [81)) can cover a wider range than the

surplus water level process Xt(2) (equation [8A)), see Figure Bl Using the surplus water level instead
allows to narrow the truncation of the outer integral in [8Z3) more and therefore less integration points
are required. This is the reason why we use the surplus water level. Other processes for the water level can
easily be used, as long as the density function is known. In order to have a time-independent matriz @,
a stationary process is preferred. If the density function is unknown, whereas the characteristic function
is known, then the COS density recovery can be used to estimate the density function.

8.4 Recursion formula for coefficients Vj,

Similar to the backward recursion of the coefficients in Section L2 we can find a recursive algorithm for
the terms Viq(t;,, z1).

Coeflicients at time ¢,
The coefficients Viq(t,,,y1) have an analytical representation:

_ 2 [t a
Vig(tyy, 1) = m/a (T, x1,04,y) cos (kwb a) dy
2 [ —w(T) —
/ A1 = w(T) = 6q) exp(y) cos <k7ry a) dy
b—a p— 3 b—a
o AB(r —w(T) —0,) 2
= p— 5o axk(a, b). (8.31)
Coefficients at time t_, 1 <m <M -1

ms )
Assume that we can find the so-called construction domains AL, (x1,04) C [a,b], which represent the

intervals with log-economic values for which it is optimal to perform a heightening by amount u’ at
time t,,, for dike level z;, if the surplus water level has value 6,. We can split the integral into parts,
independent of &, but in dependence of ¢:

2 b
qu(t;wml) = / U(tr_nvxlvoqu3) COS <kﬂ-
2 b ; ; Yz —a
- / min [ (tm,x1 +u',0q,y3) + b(xl,ul)] cos <k7r - > dys

b—a
—a uteU

/ (tm, 1 + ui,ﬁq,yg) cos <k7ry3 — a) dys
—a A ($1, q) b—a

b(x1,u') cos (kwy?’ — a) dys
—a (1'19 ) b—a

K
Crg(Aby (21,04), tms x1) + > Br(Al (1,05),w1,u’)  (m #0,M). (8.32)
i=1

2
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The approximation of the first parts reads

CAvlcq(zla 22,tm, yl)

2 22 —
= / ’O(tmvylaaqay:)’) COS (kﬂ-ybg ;) dy3

b—a /., —
2 22 R —
= . /Z1 exp(ys)d(tm, tm+1, Y1, 0q) cos <k7ryb3_ ;) dys
2 2 piy 23 —a
+ / e PALR Qj(b‘m,@q,xl)e””ffa cos (kwyB )dy3
b—a /., — b—a
7=0
N-1
2 5 —pAt ! A
= md(tmathrlaylaeq)Xk(Zlaz2)+e PER Z My j (21, 22)Qj(tm, 0g,y1) | - (8.33)
3=0
The terms By are known analytically, see equation [E22). We end up with a matrix-vector product
representation:
Lo, L
- 5 i i —pA i - i
Fullmn) = 3 gt 1 0 B Al 04) 3RO o1, 0))
A
b(zy, u)(AL (21,0,)), =1,...,M—2), 8.34
3 M A a1, 0) (m ) (334)
with .
W= {0} with @) o= Qj(tm, a1 +u',0,), W) = §Q0(tm,x1 +ut,6,). (8.35)
At time ty,_, we use the exact vector:
i i\ N— . i i i1 i
W1 = {w; ;VZOI with wj = Qj(thl,xl +u ,eq), Wy = iQQ(thl,xl +u ,Hq). (836)

Algorithm
The algorithm the solve the dike height problem under the model with a stochastic water level now reads

Algorithm 2. (Dike-Q-COS method)

Initialisation:

o Calculate coefficients Vig(ty,, x1) fork=0,1,...,N—1,¢=0,1,...,J — 1 and all possible
dike levels x1.

e Prepare the matriz ®.

Main loop to recover V(t,,x1):
Form =M —1 to 1:

e Determine the construction domains A% (z1,0,).

e Compute \A/q(t;l,xl) for all possible dike levels and ¢ = 0,1,...,J — 1 (with the help of the
FFT algorithm).

e Compute Q(tm_l, x1,0q) for all possible dike levels and ¢ =0,1,...,J — 1.

Final step: .
Compute 0(tg, x1, 2, x3) by inserting Viy(t], 1) into equation (830).
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Construction domains

In [I2] Newton’s method is used to find the early-exercise points for pricing Bermudan options. This
algorithm is applied for all 6, simultaneously. However, here the construction domains A?, (x1,6,) are
determined for each 6, separately, using the Bisection method and by the same algorithm as in Section
EZT We did not discover a way to speed up the determination of the construction domains. Parallel
computing may be used to perform the calculations for all 8, simultaneously.

Computational complexity
Two extra complexity dimensions are added to the overview in ([E30):

J, number of integration points 6,

Nz, the number of coefficients in the series expansion in equation (BIT). (8.37)

Calculation of the first coefficients Viq(t,,, 1) is of order O(NJD). However, the computational effort in
the initialisation step is dominated in J by preparation of the matrix @, which takes O(N.J?) operations.
Determination of the construction domains and calculation of the new coefficients V(t:n,xl) are both
linear in J. Computation of the new terms Q has order O(NJ?D) complexity. The computational
complexity of the proportional damage function is linear in Nz. The complexity of the main loop is
therefore

O((M — 1) [DK.J(Nyis + NeNz + Nlog, N) + N.J2D] ) (8.38)

The computational complexity of the final step has order O(N;Nz + N).

Authors contribution

The dike-Q-COS method is mainly based on the COS method for pricing financial options under the
two-dimensional Heston model ([I2]) and the dike-COS method. As we discussed before we need to keep
track of the dike level and a kind of cashflow from flooding costs is added, which expands the algorithm.
We used the convolution of density functions to develop the COS convolution for estimation of the two-
dimensional expectation in the proportional damage function d. We noticed that is useful to consider
the so-called surplus water level in order to narrow the range of the process that is used to model the
stochastic average water level.

8.4.1 Extensions to alternative models

In Section we proposed some extensions of the first dike height model. A model with stochastic
average water level has been employed before. Here we discuss how the dike-Q-COS method may be
adapted to apply it to the models with recovery rate and soil compression and deterioration rate.

In general, these extensions add an extra space-dimension to the value function. The calculation of the
expected flood losses and the continuation value gets more involved by that. The expectations with re-
spect to the additional random variable can be estimated by using a quadrature rule, as we did in Section
However, this will significantly increase the computational complexity.

Soil compression and deterioration rate

In Section we discussed the model with a soil compression and deterioration rate. The process ¢
was assigned to recall the time of the last heightening. By this an extra space dimension was added to
the value function. A rate of soil compression and deterioration was added by function . If this function
is deterministic, depending on ¢, then the dike level process between the control times is known and the
expectations do not depend on this variable. Probably much more dike level grid points are required in
order to work with compressed levels, which increases the computation time significantly. Besides, the
calculation of the proportional damage function is more involved when the dike level changes.
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Recovery rate
A model including a recovery rate for the flood losses was proposed in Section B3 The flood losses

that are not yet recovered are remembered by the additional process Xt(4)7 which adds an extra space

dimension to the problem. The jumps in the processes Xt(g) and Xt(4) are time-dependent, so they do not
satisfy the requirements of a Lévy process as they do not have stationary increments. The processes can
be approximated by Lévy processes on the time interval [t,,,tm1] by considering a time-independent
recovery rate and a constant average water level during that period. The most difficult part by adapting
the dike-Q-COS method to this problem is finding the appropriate characteristic functions and density
functions. Maybe a PDE method to solving the associated Hamilton-Jacobi-Bellman equation will be
easier to apply in this case.

8.5 Error Analysis

In this section we analyse the error of the dike-Q-COS method. There are similarities to the error analysis
of the dike-COS method with deterministic water level (SectionH). We focus on the additional elements.

8.5.1 Local error dike-Q-COS method

We start with analysing the local error of the Composite Trapezoidal integration rule plus the COS con-
volution formula and the error in the derivation of the Quadrature-COS formula.

The error introduced by approximation of the proportional damage function with the Composite Trape-
zoidal rule, with V; integration steps, is denoted by

€dl(tm—1,tm, 1, 22|Nt) = d(tm—1,tm, 21, T2) — di(Em—1,tm, 1, 2| N¢). (8.39)

The function H is approximated by the COS convolution formula and we define

ECOSCOTL’U(NZ7[aZ)bZ]) = Sup |H(t’m.—1)m17x27ll9p) _H(t7n—17x17x2)19p|NZ)[a‘Z7bZ])|' (840)

m,x1,T2,Y%p

The rate of convergence depends on the convolution of density functions fz., according to the analysis
in Section BJl The error introduced by the COS convolution formula results in

€d2(tm_1,tm,x1,$2|Nt,NZ,[CLZ,bZ]) = dl(t7n_1,tm,x1,m2|Nt)—d(tm_l,t7n,$1,m2|NZ,[aZ,bZ],Nt)

Ny
= Zyp (H(tmflaxlax%ﬁp) _H(tmflaxlax%ﬁp))
p=0

IN

Ny
€COSconvap- (841)
p=0

The total local error introduced by approximation of the proportional damage function is

€d(t7n_1,tm,x1,x2|NZ,[CLZ,bZ],Nt” = d(t’ln—lvtmv'xlv'xQ)_d(tm—lat’m.)mlvx2|NZ)[aZ)bZ]th)
S edl(t’ln—la t’m.) m17x2|Nt) + €d2(t7n_1,tm,x1,x2|NZ, [CLZ, bZ]) Nt)
(8.42)

The local error of the Quadrature-COS formula is defined by

EQCOS(tm—la X1,T2, $3|N, [a7 b]7 J7 [ClQ, bQ]) = C(tm—lvxla T2, 333) - é(t7n—17x17x27x3|N7 [CL, b]; J; [CLQ, b2])
(8.43)

Errors in approximation of ¢ are introduced in three steps: the truncation of the integration range over
the surplus water level, discretization of the surplus water level dimension and approximation of the
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integral with the Composite Trapezoidal rule, and the error introduced by the COS formula. We will
discuss the three errors one after the other:

1. Surplus water level integration range truncation error:

€c1(tm—1, 1,2, x3|[a2,b2]) = c(tm—1,21,22,23) — c1(tm—1, 1, T2, x3|[az, b))

= efpm/ /v(t;,xl,yg,yg)fg(yg|x3)dy3f2(y2|x2)dy2
R\[a27b2] R

= efpm/ G(t,, 1,2, x3) f2(y2|22)dya. (8.44)
R\[a2,bz]

This error depends on the speed of decay to zero of the function G, which is increasing in the surplus
water level, times the surplus water level density.

2. Discretization error induced by approximating the surplus water level integral with the Composite
Trapezoidal rule:

€c2(tm—1, 21, 2, x3|J, [az, b2]) := c1(tm—1, 21, T2, x3|[az, b2]) — ca(tm—1, 1, T2, 23], [a2,b2]).  (8.45)

The quadrature error converges with order O(J~2) if G(t,,,, z1, x, 23) f2(z|z2) € C*(az, ba]) ([I).

3. The error introduced by using the COS method: The function G is approximated by

N-1

A k . r3—a
Gt x1,04,13) = e P2 Z'%[@glwy <—”) = ]qu(t,_n,xl). (8.46)
Pt b—a
The error
ecos(tm—1,x3|N,[a,b]) = sug |G (t, 1,04, x3) — C:'(t:n,xl,ﬁq,xﬂN, [a,b])] (8.47)
T1,Uq

converges exponentially in N for smooth densities if the integration range [a,b] is sufficiently wide, as
discussed in Section B2ll The summation over the terms G results in the error:

€cg(tm_1,$1,$2,$3|N, [Q,b],J, [a27b2]) = CQ(t7n—1ax1;m2;m3|J; [a27b2])_é(tm—laxlax27x3|Na [Q,b],J, [a27b2])

J—1
= Y waf Olez) (Glt 1,04, 35) = Gty 1,04, 33)
q=0

J—1
< €COS(tm—17x3|N7 [avb])zwqu(ofI|m2)
q=0
ba
~  €cos(tm-1,x3|N,[a,b]) J2(y2|x2)dyo

< ecos(tm—1,73|N, [a,b]).
The local error of the Q-COS method can be bounded by

leocos(tm—1, 21,22, 23| N, [a,b])] < |ec1(tm—1, 21, T2, x3][az, b2])| + |€c2(tm—1, %1, T2, 23] J, [az, b))
+ lecos(tm—1,23|N, [a,b])|. (8.49)

The local error of the dike-Q-COS-method reads

€roc(tm—1,%1,%2,23) = U(tm—1,21,%2,23) — V(tm—1,T1, T2, T3)

= exp(x3)ea(tm—1,tm,x1,%2) + €gcos(tm—1,x1, T2, T3). (8.50)
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Following the arguments in Section Bl shows that for integration intervals [az,bz|, [az,bs] and [a,b]
chosen sufficiently wide and N;, J and Nz sufficiently large, the series truncation error es of the COS
method dominates the overall local error. The error convergence is exponentially in N dimension if
f3(yslxs) € C*([a,b]), and quadratic in J dimension if G(t,,, z1, ¥, z3) f2(z|z2) € C?([az, ba)).

Remark 8.4. The dike-Q-COS method is inaccurate in the vicinity of boundary values a and b, like
the dike-COS method. Besides, errors occur for xo close to the boundaries as and by, because then the

summation Z;;Ol wq f(0q]22) is not accurate.

8.5.2 Error propagation in the backward recursion

Again the coefficients Vi, (¢,,,, x1) are recovered recursively, backwards in time, as in the dike-COS method.
The error € may propagate through time. In this section we study the error in the Fourier coefficients,

Ek(I(tr_n) T1) = qu(t;w r1) — qu(t;wxl) (8.51)
and
le(t)loo == max |ekq (tms 21)]- (8.52)
»q,21

Again the case of only two possible dike increase levels is considered, u° and «! and the results can easily
be extended to the case of more dike increase levels. The construction points y., (x1, 6,) denote the change
from no dike increase to an optimal reinforcement by amount u'. We assume that the construction points
are exact, in other words the error resulting from applying the Bisection method is not significant. Errors
may be introduced if incorrect points are found, then a similar analysis as in Section applies. The
theory in this section resembles the dike-COS method error analysis in Section

Theorem 8.1. With [a,b] C R sufficiently large the error (t.,,) converges as the local error €poc for all
1<m<M-—1.

Proof by induction:
Step 1: Base case
The terms By, are exact, see equation E22), so at time t;, ; we have

ergltar_1,21) = Crgla,yy_1(1,04) tar—1,71) — Crgla, vy (21,04) tar—1, 1)
+ qu(yz/[—l($17 eq)a ba tM*la T + ul) - ékq(yz/[—l(ﬁla eq)a ba tM*la T + ul)
= g, Yar 1 (@1, 0q), tar—1, 1) + erg(Yhs 1 (21,6), b, tar—1, w1 + u'), (8.53)
where

2 [= ) W
5kq(217227tM717y1) = m/ (U(thlaylaeqay) - U(thlayheqay)) Ccos (kﬂ—z_ CL) dy (854)
21

The coefficients Vi, (t,,,y1) are exact, see equation (E3I), so the only error caused by the Q-COS formula
is the local error e€7,.. We obtain:

2 =2 —a
Ekq(ZhZ%tMil’yl) = / eLoc(tM—l,yl,eq,y|N, [CL,b],,L [a27b2]7N27[aZ7bZ]aNt)COS (kﬂ'zg >dy

b—a /., —a

(8.55)
We can bound the error by:

2 z2
|€kq(21,227tM—1,y1)| S b—a/ |6Loc(tM717y179qay|N7 [a7b]7J7 [a27b2]7NZ7[a27bZ]7Nt)|dy
21
~ O(ero). (8.56)
Adding up the two terms results in

|5(t]T/[71)|oo ~ 0 (€Loc) . (8.57)
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Step 2: Inductive step
If

le(tmi1)]oo ~ O(€Loc) (Induction Hypothesis) (8.58)

then
|5(t;1)|oo ~ O (eLOC) . (859)

Proof: Take m € {1,..., M — 2} fixed. For the estimation of v(t;,, 1,72, 73) the Q-COS formula with
approximations Vig(t,,,1,%1) is used. This estimated real option value is denoted by U(t,, 1, x2,3).

The use of the approximations Vi, (t,,, 1, y1) introduces an extra error to Viy(t,,,1):

Ekq(t;“xl) = qu(aay;ﬂn(ﬁlaeq)atmaxl) - ékq(aay;(xlaaq)atmaxl)
+ qu(y;kn(xl79q)7batmaxl + ul) - Cvkq(y:n(xlaeq)ab7 tmaxl + ul)
= engla,yl (1,04), tm, 1) + g (s (21, 04), b, Ly w1 + ub), (8.60)
where
2 2 _ y—a
5kq(Z172'2atmaZ/1) = b—a (U(t7nay179qay)_’U(t’m?ylagqay)cos kﬂ-b—a dy
21
2 /Zz(d(t t 0,) — d(tm.t 0,))e cos [ kn?—2) d
= mytm ) 9 - mytm ) 9 ’ ™
b—al, +1,Y1,Uq +1,Y1,Uq b—a Y
+ 2 /22(0(75 Oq,y) — ¢(t 04,y)cos | k I70) g
ms ’ 9 - ms 9 ) a
b—a . Y1,0q, Y Y1,Vq,Y b—a Yy
2 2 _ y—a
+ (C(tmv Y1, an y) - C(tma Y1, 0(15 y)) cos | km dya (861)
b—a/,, b—a

with € obtained by inserting qu (tyni1>v1) in the Q-COS formula:

xr3—

N—-1 -1 .
_ _ / 7T i @ " —
C(tmaylvofby) = € pat Z Z % |:wpf(020|04)(p3le’uy (bj_—a> & IT = :| ‘/jp(tmaml)
j=0 p=0

N—-1 71 .
_ / T Z..71_137(1 _ _
= e Z Z s {wpf(epwq)%levy (bj_—a> eVn e } (Vip (g1, 91) — €p(trny1s 41))

j=0 p=0
N-LJ-1 .
¢ - JT i t3—e _
= &(tm,y1,0q,y) — e pAtz Z R [wpf(epwz;)@i%levy <b — a) eV ] €jp(tmi1,Y1)-
j=0 p=0

(8.62)

€rq(#1, 22, tm, y1) consist of three parts, one related to error eq4, one related to the local error of the Q-COS
formula, and one related to the terms €, (t,,,1,y1). The first part equals:

2 N
b—a (d(tma tm+1, Y1, aq) - d(tma b1, Y1, aq))X(zh 22) ~ O(Gd). (863)

The second part can be bounded as before by:

2 “2
b_a/ c0cos U100, yIN, [a,B], 7, [az, ba]) cos <k7rz

21

Z) dy ~ O (eqcos) (8.64)

The third part is equal to:

€rq(21, 22, tm, Y1) =

2 [ y—
b—a / (6(tm+1ay179qu)) COS <kﬂ'b —

z1

Z) dy, (8.65)
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where

N— — .
— JT ijm o3
) = 5 S [0 07 (525)

=0 p=0

} Ejp(tma1sY1)- (8.66)

For this part we start with applying the Cauchy-Schwartz inequality to error €:

2

N— .
o jm P ) _
(P2t 1,y1,00,9)))% = prf (0,10,) Z [gogzevy <Ta) el v ] Ejp(Ly1541)
=0
J-1 N-1 ) 2
S Z (U)pf 0 |0 Z §R QOBIevy <Ta) €J b-a :| Ejp(thrlvyl)
p=0 j=0
(8.67)
Using the same arguments as in Section we obtain
N-1 . 2
! JT I — — —(N—-1)v 2
SR |pate (7 ) €I | epltnm) p < (R(N)e (W(N)+N))
j=0
~ 0(d), (8.68)

where the Induction Hypothesis is used for the inequality. R(NN) varies less than exponentially in N.
Assume Z;:_é (wp f(6,]0,))? has an upper bound for all §,. Adding up the parts gives

6kq(t;15 1‘1) ~ O(ed) + O(eQCOS) +0 (eLOC) =0 (6L0c) . (869)

This completes the proof. 0

8.5.3 Numerical experiments COS convolution formula

In this section we go more deeply into the error of the COS convolution formula. Errors of the COS
convolution formula are introduced in three steps: the truncation of the integration range, truncation
of the series expansion and the substitution of the series coefficients of the convolution function by the
characteristic functions approximation. Comparable to the errors in Section 0] we define

e (tm—1, 21,2, Oy |[az, bz]) 1= Ae(Pr~tm=1)a=p) / p(w(p) +2 =) f,, yo (2l22)dz (8.70)
R\[az,bz] P tm—1
and
Gf(tm,hxg,ﬁp) ::/ fZﬂ |X(2) ( |x2)dz (871)
R\[az,bz] Pty 1

Also €2 (ty—1,21,79,9p| Nz, laz,bz]) is defined in the same way as the errors in Section Bl

Integration range [az,bz]
Similar to the truncation range [a, b] in Section B3, we start with the suggestion

[az,bz]z |:01—Lzy/02+\/a, 01+LZ\/C2+\/a:| , Ly =10, (8.72)

with cumulants given by

ca = E'"™7[Zy | = @3+ ko +yEM/k1,
co = Var'mv¥(Zy) = 02y —tm_1)+ (7/k1)?/6, (8.73)
ca = v2(Zy,)c3 = L,
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where 9 is the (excess) kurtosis. The kurtosis is a measure of the heaviness of the tails of a distribution.
vg(Xlgi ) =0 and y2(J) = 12/5. The kurtosis satisfies the following linearity property: If X and Y are
two independent random variables, it holds that ([I5])

Y2((X +Y) =7(X) +72(Y). (8.74)

This interval would result in a small error €. However, the error €Z might be large, even for larger values
Lz. This is illustrated by Figure B3, where we take

tm—1 =0,21 =425, 29 =0, ¥, = 10 and o, = 1. (8.75)

Equation [8ZA) gives [az,bz] = [-60.37, 451.41]. The figure illustrates that the truncation range error
€7 is larger, notwithstanding the fact that the total error will be reduced by €Z in the same way as we
discussed in Section We find the truncation range should not be based only on the density func-
tion, because then it does not include the properties of function /,. We have found this by an numerical
experiment below.

Convolution fZ|Xz(y|x2:O)

0.03 T T T
0.02 B
0.01F B
O 1 L L Il Il Il
150 200 250 300 350 400 450 500 550
y
Function Ip(w(10)+y—x1)
T T
0.6 B
0.4 B
021 4
0 Il Il L L L 1 1
150 200 250 300 350 400 450 500 550
y
+y— =
c1o Integrant Ip(w(lO) y X1))fz|x2(ylxz 0)
3 T T T
oL 4
1k 4
0 1
200 250 300 350 400 450 500 550
y

oy

Figure 8.2: Functions f, X2 (z|ze) and 1, (w(Yy,) + 2z — xl)fZ9 X® (z]x2).
| Up T tm 1

The characteristic function of the Gumbel distributed extreme water levels reads (see Appendix [E):

o7(u)=T (1 — zki) etha (8.76)
1
and the characteristic function of the normally distributed surplus water level is (see Appendix [H)
Py _x (1) = e 3mltmon, (8.77)
- tm—1

We estimate the proportional damage function d(t,,—1,tm, 1, x2) for

tm_1 =0, tm = 150, 21 = 425, 25 = 0, 0 = 0 and N; = 2000. (8.78)
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In other words, the average water level Yt(2) is modelled as deterministic and equal to w(t). The approx-
imated proportional damage function converges in Nz and Ly (see Table Bl to

ci(O, 150, 425|N;) ~ 0.141418867757724- 1077, (8.79)
which is the proportional damage function with deterministic average water level w(t) from Section
B The roundoff plateaus are reached for Ny = 29 so no further improvement is realised by using a
higher value Nz. The proportional damage function is increasing in Lz, because this corresponds to a
larger integration interval [az,bz]. The results for Lz = 10 are not very satisfactorily, although this
corresponds to a very small error €. The expected flood losses are underestimated, primarily because of
the integration range truncation error €. The same convergence results are obtained for o, # 0. The
value 21 —w(?¥,) denotes where function I, becomes positive and varies from about 245 to 800 cm in our

experiments in Section In order to have a small error ¢Z we propose

[az, bz] = [0, 900]. (8.80)
This interval performs satisfactorily according to the results in Table With this we showed that it
is useful to take the characteristics of the function I, into account too when choosing the integration
interval [az,bz]. We take [az,bz] = [0,900] fixed in the sequel. Computation time is saved by this, since
the interval is not computed for every separate set of variables anymore.

Nz 7 8 9
Ly 2 2 2
10 0.140806205630514 - 10~° | 0.140925657279090- 1075 | 0.140925657289235- 10~°
12 0.142558812124158 - 10~° | 0.141414083553131- 1075 | 0.141414082290749- 10>
14 0.135325884579892- 10~° | 0.141418807923046- 10~5 | 0.141418823563926- 10>

| [az,b2] = [0,900] || 0.100515090473518- 105 | 0.141419199899692 - 10~° | 0.141418868748732- 107

Table 8.1: Prop. damage d(0, 150,425, 0| N; = 2000) for o, = 0 (d(0, 150, 425|N; = 2000) ~ 0.141-1075).

Next the influence of the surplus water level parameter o, is studied. Again we calculate the proportional
damage function d(0, 150,425, 0|N; = 2000). The approximations are converging in Nz and again the
roundoff plateau was reached for Ny = 29, so the results are the same as for a higher value N;. Not
surprisingly, the results in Table show a higher expected proportional loss for a higher water level
volatility. This is due to the convexity of the function (k). The proportional damage function can also
be approximated by application of two times a Composite Trapezoidal rule. We have validated that this
method does result in similar values. We prefer to use the COS convolution formula to stay in line with
the rest of the dike-Q-COS method.

| d(0,150,425,0) |
0 0.141418868 - 1075

0.0001 || 0.141418869-10~°
0.5 0.157083287 - 10~°
1 0.215856522 - 10~°
2 0.794441701 - 10~°
3 6.758277069 - 10~°

Table 8.2: Prop. damage function cZ(O, 150,425, 0| N; = 2000), effect oy, ([az,bz] = [0,900], Nz = 29).
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8.6 Tests dike-Q-COS method for an island

In this section the dike-Q-COS method is tested with the model for an island. We use the same model
parameters as is Section [ except for M = 60 in order to save computation time. Besides, only two
possible dike increase levels, u® = 0 and u' = 40 cm, are used. More possible dike increase levels may be
used, but this takes more computation time. Further we take

L =6, Ny, = 20, N; = 200 and X\? =0 cm. (8.81)

The corresponding option values resulting from the dike-COS method in Section Hl are given in Table
For this method the average water level was modelled by a deterministic process. The real option values
are somewhat higher than the results in Section [ because we use lower values M and Ny and only one
positive dike increase level is at one’s disposal. The optimal dike reinforcements times are 145, 185, 230
and 290 years if the economic value follows its expected value.

| dd || o(to, X3V, XY) | CPU time (s) |

7 || 0.055030149963327 3
8 || 0.055009861122490 4
9 || 0.055009861122647 7
10 || 0.055009861122485 12

Table 8.3: Real option values o (%o, Xél), Xé?’)), dike-COS method (Algorithm [I).

We start in Section with a low average water level volatility o,, = 0.0001. This models a deter-
ministic water level and enables us to validate the dike-Q-COS method. In Section true water
level volatility values o,, = 1 and 2 are used. The standard deviation of the surplus water level at the
terminal time is o, v/T cm. So, the probability that the terminal water level is between 162.7 and 197.3
cm is about 68% in the case of the model with oy, = 1. Then with the same probability Yl(gg € [50, 70] cm.

We calculate the real option values and the optimal control for an economic value of endangered goods

) (3) . .
and surplus water level equal to their expected values, namely X" emst and zero, respectively. Besides,
the optimal impulse control strategies for surplus water levels equal to —o,,v/f and +0,,v/t are calculated.

Integration range [as, bo)

In Section we will discuss scenarios of various deterministic average water levels and we apply the
dike-COS method to them. They show that both a lower and a higher average water level affect the costs
of flood protection. Because of that we propose to take

a2, b2] = | — Lay/ca, sz/g}, (8.82)

where ¢y is the second cumulant of X:(FZ), given Xéz).

Coy = O'%UT

For the zero mean Brownian process we have

8.6.1 Low water level volatility, o, ~ 0

For the first tests we take a very low value o, = 0.0001, representing an almost deterministic average
water level equal to w(t). The proportional damage function d(t,,—1,tm,x1) from Section Bl equation
[ET), is used since this resembles with cf(tm,l,tm, x1,x2) for low value o,. The approximated option
values are denoted by:

'[)(tm—l, r1,To, xg) = exp(arg)d(tm_l, tm,T1 — 332) + é(fm_l, T1,To, xg). (883)
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8 THE DIKE-Q-COS METHOD

Different values Lo, corresponding to different interval [ag, bo|, are used. Besides, the number of integra-
tion points J and dd, with N = 29¢, are varied. The results are shown in Table B4l The real option
values converge in J and Lo to the corresponding real option prices of the model without stochastic water
level (Table B3), but they are a little bit higher since the volatility is not exactly equal to zero. Besides,
the same dike construction times 145, 185, 230 and 290 years are found for an economic value and surplus
water level that follow their expected value.

A larger value Ly represents a larger integration interval [ag, b2]. A too low value Lo excludes plausible
surplus water level processes, which might underestimate the real option value. However, the convergence
in J takes longer for higher values Lo, since a larger integration interval is subdivided in J sub-intervals.

A compromise is obtained by Lo = 6.

The computational complexity is almost linear in both N log, N and J, as follows from Table

Lo dd 51 101 151 201
7 0.055037881292403 | 0.055030137064325 | 0.055030137326402 | 0.055030137422127
4 8 0.055017592527721 | 0.055009848247368 | 0.055009848508300 | 0.055009848601505
9 0.055017592527941 | 0.055009848247561 | 0.055009848508464 | 0.055009848601682
10 0.055017592527903 | 0.055009848247445 | 0.055009848508396 | 0.055009848601586
7 0.055827112226863 | 0.055030149989055 | 0.055030149992631 | 0.055030149991798
5 8 0.055806827547545 | 0.055009861146289 | 0.055009861147282 | 0.055009861148044
9 0.055806827547646 | 0.055009861146469 | 0.055009861147398 | 0.055009861148211
10 0.055806827547512 | 0.055009861146357 | 0.055009861147332 | 0.055009861148098
7 0.065741110812577 | 0.055030150382392 | 0.055030150029351 | 0.055030150029974
6 8 0.065720751781606 | 0.055009861537914 | 0.055009861184444 | 0.055009861184390
9 0.065720751781811 | 0.055009861538100 | 0.055009861184608 | 0.055009861184555
10 0.065720751781684 | 0.055009861537961 | 0.055009861184493 | 0.055009861184484
7 0.124304206466018 | 0.055030301561679 | 0.055030150027933 | 0.055030150029507
7 8 0.124285534058618 | 0.055010012718394 | 0.055009861184737 | 0.055009861184199
9 0.124285534059254 | 0.055010012718554 | 0.055009861184953 | 0.055009861184332
10 0.124285534059025 | 0.055010012718448 | 0.055009861184820 | 0.055009861184264
7 0.497631249069457 | 0.055037895545429 | 0.055030150029898 | 0.055030150029328
8 8 0.497602903800888 | 0.055017606748362 | 0.055009861185167 | 0.055009861184529
9 0.497602903802333 | 0.055017606748577 | 0.055009861185374 | 0.055009861184653
10 0.497602903801567 | 0.055017606748379 | 0.055009861185309 | 0.055009861184532

Table 8.4: Real option values 9(to, X", X%, Xx$*) for ¢, = 0.0001.

J
dd 51 | 101 | 151 | 201
7 o6 | 114 | 175 | 238
8 78 | 162 | 249 | 342
9 123 | 256 | 398 | 552
10 215 | 452 | 707 | 992

Table 8.5: CPU times (s), o, = 0.0001, Ly = 6.

COS-convolution formula
Now we study the convergence in Nz using the true ‘two-dimensional’ proportional damage function from
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8 THE DIKE-Q-COS METHOD

Section So, we calculate the option values

O(tm—1, 21, T2, x3) = exp(3)d(tm—1, tm, 1, T2) + E(tm—1, 1, T2, T3). (8.84)

In order to save computation time we set N; = 10. The convergence in dd, J and Ly is the same as we saw
before and we take dd =9, J = 151 and Ly = 6 fixed. We use interval [az, bz] = [0,900], as we proposed
in Section B53 and vary the number of coefficients Nz in the series expansion of the COS convolution
formula. The results in Table demonstrate that the approximated option values are converging in
value Nz. The option value ¥ equals ¥ closely for large Nz, which justifies the use of the proportional
damage function from Section Hl for low value oy, .

(to, X§V, X XY | CPU time (s)
0.055011014354350 465

a(to, X5V, X XY | CPU time (s)

27 0.045328118714308 675
Ny 28 0.055011129736715 869
29 0.055011014657749 1168
210 0.055011014657715 1810

Table 8.6: Real option values 9 (to, X\, X, X{V) for o,, = 0.0001.

8.6.2 Stochastic average water level

Next we use a true stochastic average water level, with both o, = 1 and o, = 2. Again we save com-
putation time by using the proportional damage function from Section Hl and consider the approximated
option values 0(t,,—1,x1, T2, T3).

The results for o, = 1, see Appendix [Gl show once more the convergence in the parameters Lo, J and
dd and we obtain the real option value 9(to, Xél), éz), Xég)) ~ 0.061499. Not surprisingly, the costs of
flood protection increase if we use a stochastic water level. The computation times are comparable to the

ones in Table A volatility of value o,, = 2 leads to similar convergence results and then an option
value about 0.083085 is found.

The optimal heightening times are 145, 185, 230 and 290 years if the economic value and surplus water
level follow their expected value. If instead the surplus water level follows the process —o,V/t or +0u V1,
then construction times 160, 205 and 255 years, and 130, 165, 210 and 265 years are found, respectively.
This indicates that dike reinforcements are advanced if the surplus water level is positive, which corre-
sponds to a higher water level. The construction times for the three different water level volatilities are
summarised in Table

Ow
0.0001 1 2
x>
—ouVi 145 185 230 290 | 160 205 255 180 225 285
0 145 185 230 290 | 145 185 230 290 | 145 185 230 200
+owVi 145 185 230 290 | 130 165 210 265 | 115 150 190 240 295

Table 8.7: Construction times for various surplus water level realisations.

COS-convolution formula
Again we study the convergence in the number of coefficients Nz in the series expansion of the COS
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8 THE DIKE-Q-COS METHOD

convolution formula. In order to save computation time we set N; = 10, dd = 9 and J = 151 and we
use Lo = 6. The results in Table show that the approximated option values converge in V. Besides,
this demonstrates that the option value v is a little bit higher than v, because the proportional damage
is higher for o,, = 1 than for o, = 0 (see Table B2). Since it takes significantly longer to calculate ©
compared to 0, we prefer the latter.

(to, X3V, X, x{P) | CPU time (s)
0.061500334602229 466

a(to, X3V, X XY | CPU time (s)

27 0.055197115592179 712
Ny, 28 0.061801857554217 909
29 0.061801837891613 1223
210 0.061801837891611 1850

Table 8.8: Real option values @(to,Xél), Xéz), Xég)) for o, = 1.

Deterministic water level scenarios

Many policymakers use scenarios to weigh up their decisions. For example, the Royal Netherlands Mete-
orological Institute (KNMI) uses four different scenarios to predict the future sea level rise. We wonder
whether the use of a model with stochastic water level adds additional insight and relevance to the dike
height analysis. Table shows the real option values and construction times for different deterministic
water level scenarios. In other words, we take the deterministic water level w(t) in Section H equal to
each of these scenarios and apply the dike-COS method, Algorithm [ It is clear that a higher water level
results in higher flood protection costs and advances the heightenings.

Average water level H Construction times ﬁ(to,Xél),Xég')) ‘

w(t) — 4/t 200 265 0.0046716
w(t) — 2v/t 120 220 280 0.0176809
w(t) — 13/t 155 200 250 0.0319046
w(t) 145 185 230 290 0.0550099
w(t) + 13/t 135 170 215 265 0.0911208
w(t) + 2/t 125 160 195 245 295 0.1458113
w(t) + 4/t 110 140 170 210 255 295 0.3427038

Table 8.9: Real option values for scenarios of deterministic water level (Algorithm [).

We propose the following rule-of-thumb to estimate the real option value under a model with stochastic
water level using various deterministic water level scenarios:

0(to, T1, T3

( )
(to,1,%3) 10,

(to,21,23)00,, | > (8.85)
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0(to, T1, T3)+20.,

where N(.) is the standard normal distribution function and o(to,x1,23)ns, denotes the option value
under the average water level scenario w(t) + no,+/t. The above equation represents a weighted average
over five different water level scenarios. We obtain the following option values:

(1) x(3) :{ 0.060577, for o, =1,

O(to, Xo 0.080261, for oy — 2. (8.86)
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8 THE DIKE-Q-COS METHOD

They correspond closely to the option values we found using the dike-Q-COS method. We can argue
whether it is better to use the scenarios and the dike-COS method with option value ¥(tg, x1,x3) or the
dike-Q-COS method with stochastic average water level. The former is less time-consuming and the real
options prices of both do not differ much. However, the latter ones can give a more complete picture of
the effects of various water level realisations. Besides, we did not know beforehand whether the scenarios
method would lead up to a similar real option value as the dike-Q-COS method. This is only established
afterwards when both were implemented.
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9 Summary and conclusion

This section presents a summary of the report and the main results that are obtained in this thesis. Also
suggestions for further research are made.

9.1 Summary

Financial options are contracts which define rights on stocks in a financial market. Real options arise
in for example economical, personal or societal context. The holder has a real option in the sense of a
real ‘choice’. Real options appear in for example the dike height problem, where one has to make opti-
mal choices about when to increase the dike level and by which amount. Another example is the forest
harvesting problem, where one can determine the harvesting time.

(Real) option prices can often be formulated as a stochastic optimisation problem. The impulse control
problem represents a problem class which incorporates jumps on the state process, like an instantaneous
jump in the dike level, with general form:

T
o(t,z) = sup EYT / e*p(s’t)f(s, X,)ds + Z c(Xt;n,ﬁm)e*p(tm’t) + efp(T*t)g(XT) . (9.1)
{tm,&m} t t<t, <T

The dynamic programming principle can be derived from the above representation. The infinitesimal
version results in the Hamilton-Jacobi-Bellman (HJB) equation. Two pricing methods for financial and
real options have been discussed. The first method is called the dynamic programming approach. In this
case we assume that risks cannot be hedged and the holder asks a risk adjusted discount rate for holding
the option. In the second approach it is assumed that the asset markets are rich enough to be able to
hedge risks and the market will not reward the holder for holding his risky option. This method is called
the contingent claims approach.

We focused on the dike height problem based on [22] and [32]. The state dynamics of a basic model
consisted of the dike height and the stochastic economic value of endangered goods, which is exposed to
possible floods. The average water level was supposed to follow a deterministic function. Occurrences of
extreme water level may cause flooding and they were added to the model. The controller can perform
dike heightenings at certain construction costs. A recursive algorithm based on Fourier-cosine series
expansions, called the dike-COS method, enabled us to solve the dike height problem. With this we
obtained a control law, which describes when it is optimal to increase the dikes and by which amount,
depending on the economic value of endangered goods and the current dike level in comparison with the
water level. Parameter variation showed that the real option value, in other words the expected costs of
flood protection under optimal heightenings, increases in the expected economic growth and the intensity
rate of extreme water level and decreases in the risk adjusted discount rate.

An alternative model, incorporating a stochastic average water level, was also considered and we developed
an extended two-dimensional algorithm. The results showed that the expected costs of flood protection
increase if the volatility of the average water level is increased. A method which considers several scenarios
of deterministic water level, instead of a stochastic level, may perform satisfactorily to estimate the real
option value under uncertain water level rise.

9.2 Conclusion

A general conclusion is given in this section, based on the research questions defined in Section [[Jl Each
question is answered below:

e Q(uestion): Can we adapt the COS pricing method for Bermudan or swing options to solve the
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dike height impulse control problem?

A(nswer): Yes. The presented dike-COS method, for solving the dike height problem under the
first basic model, is a combination of the COS method for pricing Bermudan and swing options.
Similar to the Bermudan option we took a finite number of control times. The possibility to make
an optimal decision between some choices is very similar to choices with pricing a swing option. The
main difference between these two financial options and the dike height real option is the possible
jump in the dike level at the control times in the dike height problem. Because of that we need
to keep track of the dike level and an extra dimension was added to the COS method. Besides,
our real option remains valid after a dike heightening and the dikes can be increased more than
once, whereas a Bermudan option can be exercised only once. Also a kind of cashflow from flooding
costs in the dike height problem was added, which is efficiently estimated using the analytical
representation of the function S(h).

Q: How can we efficiently calculate the optimal dike increase level?

A: The so-called construction domains are determined using the algorithm described in Section EE2T1
and the Bisection method. Newton’s method did not perform satisfactorily since it requires a ‘good’
initial value. Uniqueness of results to justify the algorithm for determination of the construction
domains is assumed on the basis of the results in [82]. The determination of the construction
domains takes a significant part of the computation time and an improvement in the future will be
useful.

Q: What can we tell about the error convergence of the numerical method and the errors close to
the boundaries of the computational domain?

A: The error of the dike-COS method converges exponentially in the number of terms N in the
Fourier-cosine series expansions for density functions that belong to C*°([a, b]). However, the tests
showed that the error convergence can be spoilt by roundoff errors. We performed extensive numer-
ical tests to analyse the error by means of the COS formula for pricing European options. The error
is large in the vicinity of the boundaries, which may give rise to incorrect construction domains.
However, if the integration interval [a, b] is sufficiently wide, then the incorrect construction domains
at the boundaries will not significantly affect the option prices in the middle of the computational
domain. Furthermore, a larger truncated integration interval resembles the original domain better.
On the other hand, the roundoff errors are increasing for larger intervals [a,b], which leads to a
higher roundoff plateau, and convergence takes longer. We carefully tried to find a compromise
between both inaccuracies. Besides, we found that it is not always accurate to define the interval
[a,b] only based on the density function or other characteristics of the stochastic process. It is
advisable to take the characteristics of the payoff function into account too. The dike-COS method
showed satisfactory convergence in the method parameters N, N; and Ny;s for an example of an
island. The method is validated by the resulting control law (Figure [[H), which matches to the
results in [32]. The computational complexity is order O(N log, N). Possibly a method based on
modified Fourier series expansion may improve the computation time.

Q: Is it possible to extend the pricing method to using it with more than one stochastic process,
such as both stochastic water level and economic value?

A: Yes, we extended the dike-COS method to the dike-Q-COS method. The continuation value
now also depended on a stochastic average water level. A quadrature rule was used to approximate
the additional dimension. We used the surplus water level in order to reduce the size of the domain
of the second stochastic process. For the expected flooding costs we developed the so-called COS
convolution formula, which relies on the independence of two random variables. The method was
validated using a very low water level volatility, which resembled the model of the island with the
deterministic water level. A higher volatility gives rise to higher real option values. The computa-
tional complexity of the dike-Q-COS method is almost linear in the number of integration points,
J, but the computation time is significantly increased by the second dimension.

In general, extensions such as stochastic water level, soil compression rate and recovery rate add an
extra space-dimension to the value function. The calculation of the expected flood losses and the
continuation value gets more involved by that. The expectations with respect to the additional ran-
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dom variable can be estimated by using a quadrature rule. However, this will significantly increase
the computational complexity. Maybe a PDE method to solving the associated Hamilton-Jacobi-
Bellman equation will be easier to apply in some cases.

e Q: How do the real option prices differ when it is possible to hedge the risks of, for example, floods?
A: The main drawback of the dynamic programming approach (DPPA) is the fact that it is difficult
to determine the risk adjusted discount rate p. This rate, although it is not objective, is of interest
for many policymakers. If the markets are rich enough to be able to hedge risks the holder will not
be rewarded for holding his risky (real) option and we may apply the contingent claims approach
(CCA). The partial differential equation resulting from the CCA can be converted back to a value
function. Then a risk-free interest rate is used for discounting, which results in a higher option
value. Besides, the expectation is taken under a risk-neutral measure, which may lead up to a lower
option value. Unfortunately, there was no information available about possible hedge instruments
for the example of an island. In [I8] necessary and sufficient conditions were derived for the DPPA
price equal to the CCA price in the harvesting problem. If hedge instruments exist to hedge the
risks of floods or the economic uncertainty, then probably a same analysis applies for the dike height
problem.

9.3 Outlook

In this final section we present some recommendations for future research.

Firstly, we would like to validate the dike-COS method using a more realistic model. The method may
also be extended to the case of several dike rings of different heights and dunes, as done in [22] for a
discrete model.

Secondly, we would further investigate the modified Fourier series expansions, which we introduced in
Section 3 This field has received substantial interest and is explored by, for example, [19]. Faster
converging series reduce the computation time. However, if the largest coeflicients remain of the same
order, and by that of the same accuracy, then we do not expect smaller errors.

The COS method for two-factor Lévy processes is extended by using a quadrature rule for the additional
dimension. Fourier-cosine series are also available for more dimensional functions. However, the problem
we face is how to calculate the corresponding coefficients. If the coefficients at the terminal time do not
have an analytical solution this hampers the fast method. Interesting research to a ‘true’ two-dimension
COS method can be performed.

Pricing Bermudan options is an example of an optimal stopping problem. In [IT] the COS method was
applied to this problem. The dike height problem is an example of a stochastic impulse control problem.
On the other hand, in some stochastic control problem one has the possibility to control the drift or dif-
fusion term of the state dynamics in many different ways. Adapting the COS method to such problems
in general would introduce difficulties, because the characteristic function could depend on the control
process. This is another challenge we may take.
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C FUNCTIONS X, %, ¢ AND ¢

Appendix

A Functions y; and

The functions xj and vy, are given by:

Xk(21,22) = / e cos (kﬂ'y — a) dy and  Yp(21,22) = / cos (kﬂ'z:z> dy. (A1)

z21 b_a zZ1

Maple 9.5 provides the following analytically solutions:

1 _ _
Xk(21,22) = ——— [cos (szz a) €*? — cos (szl a) e
14 (k_,,) b—a b—a
b—a
km . zp—a\ km . z1—a\
—|—b_asm<k7rb_a)e b_asm<k7rb_a)e } (A.2)
L3 za—a \ _ zZ1—a b—a
Ve(21, 29) = {mn (kﬂ' - ) sin (lﬂﬂ'—bia )} <, for k #0, (A.3)
Z2 — 21, for k =

B Functions XfIN and @D,fIN

The functions x7/V and ¢!V are given by:

Xk(21,22) = / e sin <k7rz;a> dy —and  Yp(21,22) = / sin (Imrz — a) dy. (B.1)
—a —a

21 21

Maple 9.5 provides the following analytically solutions:

1 k — k —
Xg N (z1,22) = — 3 [ T cos <I€7r22 a) e — " cos <k7r21 a) et
1 ke b—a b—a b—a b—a
+()
—sin <k7rzb2__;) €* +sin (kﬂzbl__;) ezl} . (B.2)
_ zZ2—a _ z1—a u
EIN(ZL ) = [COS (Imr — ) cos (Imr P )} =, for k #0, (B.3)
0, for k£ =0.

C Functions x§, xi, ¥ and ¢}

The functions x§ and vf, are given by:

Z2 _ zZ2 _
X5 (z1,22) = / e¥ cos (lmrw) dy and  Yp(z1,22) = / cos (kﬂ'W) dy.
—a

Z1 b —a Z1
(C.1)
Maple 9.5 provides the following analytically solutions:
1 229 — (b 2z1 — (b
Xi(21,22) = ——— |cos kww €*? — cos kww e
ok b—a b—a
1+ (22)
2k 229 — (b 2k 221 — (b
+— gin kww e — T gy kww e, (C.2)
b—a b—a b—a b—a
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22 — 21, for £k =0.

. 2z0—(bta)\ 221—(b+a)):| b—a
Ve (21, 29) = { [sm (/mrib_a ) sin (/mrib_a s, for k #0, (C.3)
The functions xj and 1} are given by:

X5 (21, 22) = / e¥ sin ((k — %)7_‘_7211;9:(1)) dy —and  p(z1,22) = / sin ((k — %)77727’;(};“)) dy

Z1 Z1

(C.4)
Maple 9.5 provides the following analytically solutions:
229 — (b 221 — (b
Xi(z1,22) = ! 5 |sin kww €*? —sin kww e*t
2(k— L)m b—a b—a
2
2k — 3 221 — 2(k— % 229 — (b
_;_7( 27 cos (kn 2L — VT (b+a) el — 7( 2)m cos [ kn22 — 0T (b+a) e*|(C.5)
b—a b—a b—a b—a

VE(21,22) = { [cos ((k — %)wzzl%bj“)) — cos ((k - %)W%Qb—_(l;m))} b—; Cfor k> 1, (C.6)

D Function M ;

The function Mj, ; is given by

2 = ijmi=g y—a
My j(21, 22) = b—a /. e r=a cos /C?Tb — dy. (D.1)
Using the relation ‘
e = cos(u) + ¢sin(u) (D.2)
gives ’
i
My j(21,22) = - (M (22, 22) + M, j(21, 22))
where ‘
faom)mi for k = j =0,
M]aj(ZZaZ?) = exp(i(jJrk)%)7exp(i(j+k)%) . (DS)
pwe , otherwise,
and _
(221)_722)7”, for k — j7
Mlj;j(zz’ z2) = exp(i(j*k)%)fexpO(jfk) (2}7:‘;)”) (D4)

p , for k #j.

E Black-Scholes price and errors

The value of a European call option, under geometric Brownian motion asset price, reads
u(t,x) = E"[g(X7)], (E.1)

with (At =T— t())
Xr|Xo~N (Xo + (r— %Ug)At, UgAt> . (E.2)
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We find
vmsean(to,z) = 78 [ K(er = 1) fyla)dy
R
2
e AL o0 _1 (L%“QW)
= ——K eV —1e aVat d
oA ( ) Y
—TA
_ tK/ zo\/7+z+(r—702)At 1)6—%z2dz
= e_% FoVAD g, Ke ™1 - N(c1))
Vor
= (c2)) — Ke "™ (1 = N(c1)) (E.3)
where
—x — (r—30%)At
c] = and c¢o =c1 —oVAL E4
1 VAL 2 1 (E.4)
Using similar arguments we find the integration range truncation error (a < 0 < b):
alelod) = e[ KE ) -y
R\[a,b]
= e A / K(e¥ —1)f(y — z)dy
= (b2)) — Ke _Mt(l = N(b1)), (E.5)
where
b—x—(r—10?)At
by = 2 and by = b1 — oV AL E.6
1 VAL 2 =01 (E.6)
The put-call parity ([I4]) yields
vpsput (to, ©) = Ke "™ — Ke” + vpscau(to, T), (E.7)
For a put option we find (a <0 < b):
aelet) = e [ K- oy
R\[a,b]
= K [ - enfy-ady
= —e"KN(ap) + Ke "™ N(ay), (E.8)
where
a—z—(r—30%)At
a; = and  as =a; —oVAL E.9
1 VAL 2 1 (E.9)
The error ¢4 for both options reads
atelet) = [ flody
R\[a,b]
- e y
V2mov At Jr\[a,0]
= N(a1)+ (1 = N(b1)). (E.10)
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F Characteristic functions

Definition F.1. (Characteristic function)
The characteristic function of a random variable X is defined by ([I3])

p(u) = Ele™*]. (F.1)
Gumbel distribution

The characteristic function of a Gumbel distributed random variable J, with scale parameter 1/k; > 0
and location parameter ko € R, reads

or(u) = / € 1 (y)dy

1 _y)—ek1(k2—v)
= kl/eiuyeh(/w y)—e dy
R

kix

_ kleiukg / eiure—klz—e7 dr
R
. _ U 1] (e k1m
_ klezukg /(6 klx) 1k1+ e (e )dx
R

0 d
_ _elqu SRy +1e—z
00 z

e
= e“””/ FEmtiTle—zg,
0

" (1 + z’i) etukr (F.2)
ky

with I' the gamma function I'(s) = [ 25"t e % dz.

0

Normal distribution
The characteristic function of a normally distributed random variable A/, with mean p and standard
deviation o, reads

oar(u) /]R "™ fur(y)dy

1 . 1(y=—pn)\2
= eiwe=3(47) g
V2ro /R Y

X 1 . 1.2
— e’LUN e’LUO’Z e 5 4 dz
V2T Jr

; 12
MUpl— 50" U
et 2

2 1 1 (o i )2
—i(z—iuo)
— e 2 dz
\/27T/]R
2 2

= elunmzo (F.3)

G Results for average water level volatility o, = 1
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J

Lo dd 51 101 151 201
7 0.061528296819761 | 0.061520746952236 | 0.061520787226090 | 0.061520780009096

4 8 0.061506626843016 | 0.061499059910717 | 0.061499060125004 | 0.061499060201963
9 0.061506626843262 | 0.061499059911018 | 0.061499060125160 | 0.061499060202116
10 0.061506626843205 | 0.061499059910837 | 0.061499060125093 | 0.061499060202022
7 0.062331197833475 | 0.061520516504900 | 0.061520475802555 | 0.061520681339659

5 8 0.062309563770279 | 0.061499070851573 | 0.061499070852184 | 0.061499070852947
9 0.062309563770589 | 0.061499070851752 | 0.061499070852377 | 0.061499070853188
10 0.062309563770514 | 0.061499070851625 | 0.061499070852239 | 0.061499070853089
7 0.072611304220836 | 0.061520964137796 | 0.061520766949960 | 0.061520905427958

6 8 0.072589386809512 | 0.061499071200220 | 0.061499070884378 | 0.061499070884533
9 0.072589386809631 | 0.061499071200406 | 0.061499070884673 | 0.061499070884785
10 0.072589386809593 | 0.061499071200247 | 0.061499070884465 | 0.061499070884687
7 0.133315995968833 | 0.061520953969986 | 0.061520942235856 | 0.061520840147851

- 8 0.133293349995292 | 0.061499213849266 | 0.061499070884488 | 0.061499070884377
9 0.133293349995844 | 0.061499213849528 | 0.061499070884684 | 0.061499070884603
10 0.133293349995467 | 0.061499213849410 | 0.061499070884535 | 0.061499070884411
7 0.514188273979021 | 0.061528308901562 | 0.061520720467859 | 0.061520766931375

8 8 0.514132465218316 | 0.061506638874520 | 0.061499070884759 | 0.061499070884489
9 0.514132465220316 | 0.061506638874829 | 0.061499070885044 | 0.061499070884735
10 0.514132465219732 | 0.061506638874664 | 0.061499070884868 | 0.061499070884547

Table G.1: Real option values f)(to,Xél), Xéz), Xég)) for o, = 1.
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