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Abstract — We consider European double barrier basket call options on two underlyings with
an upper and a lower knock-out barrier featuring a finite number of cash settlements at pre-
specified values of the underlyings between the strike and the upper barrier. The bilaterally
constrained cash settlements are considered as controls that have to be chosen such that the
Delta of the option is as close as possible to a predefined constant profit/loss. This leads to a
control constrained optimal control problem for the two-dimensional Black—Scholes equation
with Dirichlet boundary control and finite time control. Based on the variational formulation
of the problem in an appropriate Sobolev space setting, we prove the existence of a unique so-
lution and state the first order necessary optimality conditions. A semi-discretization in space
by conforming P1 finite elements with respect to a simplicial triangulation of the computa-
tional domain gives rise to a semi-discrete control constrained optimal control problem for a
linear system of first order ordinary differential equations. A further discretization in time by
the backward Euler scheme results in a fully discrete optimization problem that is solved nu-
merically by the projected gradient method with Armijo line search. Numerical examples for
some selected test cases illustrate the benefits of hedging with European double barrier basket
options in case of optimally controlled cash settlements.

Keywords: European double barrier basket options, multiple cash settlements, optimal control,
Dirichlet and final time control, Black—Scholes equation, finite element discretization

Options that are different from plain vanilla American or European call or
put options are commonly referred to as exotic options (cf., e.g., [16,24,34]).
Among the exotic options, those of single or double barrier type are of par-
ticular interest. Such options are either activated (knock in options) or expire
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(knock out options) when the value of the underlying reaches some predeter-
mined upper and/or lower bound (barrier). The valuation of a single barrier
option one one underlying has already been dealt with in the seminal paper by
Merton [22] and subsequently studied in [6,9,27,29]. The first contribution
addressing barrier options with more than one underlying is [15]. In particular,
the authors are concerned with barrier options on a single stock with the bar-
rier being determined by another asset, whereas valuation formulas for barrier
options on a basket have been derived later in [18,33]. Hedging techniques for
barrier options have been considered by different approaches including static
hedging based on the equivalence to contingent claims with specifically ad-
justed pay-off functions [7, 8, 26], the partial differential equation (PDE) for-
mulation [2,11,19,23,26,30], and stochastic optimization [14,20,21].

In this paper, we will follow an optimal control approach for hedging bar-
rier options with multiple cash settlements at the option’s expiration [4]. The
paper is organized as follows: In Section 1, we consider hedging with European
double barrier basket call options on two underlyings featuring a finite num-
ber of cash settlements at predetermined values of the underlyings between
the strike and the upper barrier. The cash settlements are treated as bilaterally
constrained control variables that have to be chosen in such a way that a track-
ing type objective functional in terms of the Delta of the option is minimized.
This amounts to the solution of a control constrained optimal control problem
for the Black—Scholes equation in some space-time domain Q := Q x (0,7),
T > 0, where Q is a trapezoidal domain in R? determined by the lower and
upper barriers Ky, and Kpax. The cash settlement at the upper barrier occurs
as a Dirichlet boundary control, whereas the remaining cash settlements enter
as a final time control vector. A particular feature is that the Dirichlet boundary
conditions on the boundaries parallel to the coordinate axes are given by the
solution of associated 1D Black—Scholes equations. In Section 2, we reformu-
late the problem as an initial control/Dirichlet boundary control problem by
means of a simple transformation in time and deal with its weak formulation
in a weighted Sobolev space setting. Section 3 is devoted to the derivation of
the first order necessary optimality conditions involving adjoint states that sat-
isfy backward in time parabolic PDEs as well as a variational inequality due to
the bilateral constraints on the control. In Section 4, we are concerned with a
semi-discretization in space by conforming P1 finite elements with respect to
a simplicial triangulation of the computational domain. The semi-discrete con-
trol problem amounts to the minimization of a semi-discrete objective func-
tional subject to systems of first order ordinary differential equations (ODEs)
obtained by the finite element approximation in space and the constraints im-
posed on the controls. It thus represents a control constrained initial control
problem for the respective systems of first order ODEs in terms of the associ-
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ated mass and stiffness matrices as well as input matrices expressing the input
from the semi-discretized boundary controls at the upper barrier. The corre-
sponding semi-discrete optimality system nicely reflects the intrinsic couplings
between the states, their adjoint counterparts, and the controls. Using a further
discretization in time by the implicit Euler method, the resulting fully discrete
optimality system is studied in Section 5. Its numerical solution is realized by
the projected BFGS method. Finally, Section 6 contains a documentation of
numerical results illustrating the application of the optimal control approach.

1. Hedging with European double barrier basket options

We consider a European double barrier basket call option on a basket consist-
ing of two assets with prices S;, 1 < i< 2. We assume that the option has ma-
turity 7 > 0, strike K > 0, and barriers Kpin, Kmax satisfying Kiin < K < Kpax.
Hence, the spatial domain Q C R for the price y(S,t), S = (51,5,) € Q,
t € 10, T}, of the option is given by the trapezoid

Q:={S=(5,%) € R | Kin < |S| < Kimax } (1.1)
where |S| := S + S,, with boundaries

M= (Kmimeax) X {0}7 M= {0} X (Kmin,Kmax) (1‘2)
M3:={SERL||S|=Kmin}, Ta:={SER:|S|=Kna}.

We denote by » =r(¢), t € [0, T], the risk-free interest rate and by oy = 0y (S, 1),
1<k<2,85€Q,t€][0,T], the volatilities of the assets. Moreover, we refer to
P = (Pue)f =y With o =1, 1 <k <2, and pry = o1 = 2p/(14p%), =1 <
p < +1, as the correlation matrix. We set & = (&,)7 ,_, where & := py 0,0y,
1 <k, £ <2. Then, it is well-known (cf., e.g., [1,74, 31]) that the price yop,
Q:=Qx(0,T), of the option satisfies the following boundary value problem
for the Black—Scholes equation with a final time condition at maturity 7

o

E +Lo(t)yo=0 inQ:=Qx(0,T) (1.3a)
Yo =y, onX;:=[;x(0,T), 1<;<4 (1.3b)
yQ(',T) =Yo,r in Q. (1.30)

Here, Lq(t),t € [0,T], stands for the second order elliptic operator

1 & > 2 0
La(t) == Ek/Z:l EkgSkng +rk; S"éT*k —r (1.4)



116 R. H. W. Hoppe and T. Lipp

The payoft yp r at maturity 7' is given by
yor(8):=(Is|-K)y, SeQ. (1.5)
Moreover, y; =0 and the constant Yz, represents a cash settlement at the upper

barrier 24, whereas y; , 1 < Vv < 2, have to be computed as the solutions of the
one-dimensional Black—Scholes equations

dgv H L (E)yy, =0 in Ty =T, x(0,T) (1.6a)
0 Sy = Kmin
Sy,t) = ’ te(0,T 1.6b
yZV( . ) {y4a Sy = Kmax ’ 6( ’ ) ( )
Vs, (5 T)=yorlr, inly (1.6¢)
where L. (¢), 1 <v <2,t¢€(0,T], are the second order elliptic operators

20 @ 9
L (1) = 20VSV a5 +rSy as, r. (1.7)

However, for hedging with European double barrier basket options, more com-
plicated payoffs are possible. In fact, given a partitioning

K= Ky<K <--- <KM3:Kmax, MeN
of [K, Kiax] With K; := K +i85), 0 <i < M, §g) := (Kmax — K)/M and setting
formally u := (uy,...,up)" € Rﬂf, as well as K | = K, u_1 = up = 0, we
may choose y4 = uys and yr = g(u) where

(gw)(S) = ui18"(S) +uig? (S), |S| € [Kio1,Ki], i=0,...M (1.8)

&'(8) = (Ki=9)/8g, &(8) = (S—Ki1)/8g.
We may consider « as a control vector that has to be chosen such that the

Greek A:= Vy per asset point is as close to a prespecified profit d = (d,d»)"
as possible. The controls are subject to the constraints

U€Usy = {v=(,..,m) €RY |y, e U 1<i<my (1.9
Ué;’) = {vi € IRJr ’ Ui min <vi < ui,max}-
We consider the following optimal control problem for the two-dimensional
Black—Scholes equation: Find (yp,u) such that
. T
inf J(yg,u) := f//|va—d|2dez (1.10)
Yo,u 2
0 Q
subject to (1.3a)—(1.3¢),(1.6a)—(1.6¢), and (1.9).
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2. Variational formulation of the optimal control problem

We use standard notation from Lebesgue and Sobolev space theory. In particu-
lar, given a bounded Lipschitz domain Q € RY,d € N, with boundary I := 9Q,
for D C Q we refer to L”(D), 1 < p < oo, as the Banach spaces of p-th power
integrable functions (p < o0) and essentially bounded functions (p = ) on D
with norm || - [[z»(p). We denote by LP(D), the positive cone in L?(D), i.e.,
LP(D), :={ve LP(D) |v>0a.e. in D}. In case p = 2, the space L>(D) is a
Hilbert space whose inner product and norm will be referred to as (-, ) 2(p)-

For m € Ny and weight functions w = (W) |a|<m With wy € L*(D) 4, o =
(ai,...,aq) €N, |a] := ¥4 | ay, we denote by W,, 7 (D) the weighted Sobolev
spaces with norms

1/p
(3 twaDip) . p<e
IVllwme oy = Mal<m
max || weDVI|z=(p) , p=®

la|<m

and refer to |- |;mr p) as the associated seminorms. In particular, for |af = 1

we use the notation Vwv := (S, 0v/3Sy,...,8;0v/3S4)T. For p < coand s €
Ry, s=m+o0,me Ny, 0 <o <1, we define the weighted Sobolev space
We;” (D) with norm || - [0 ) in analogy to the standard, non-weighted case

and refer to W, (D) as the closure of C°(D) in W;” (D). For s < 0, we denote
by W,,*? (D) the dual space of W, y?(D), p~'+¢~ ' = 1. In case p = 2, the
spaces WS (D) are Hilbert spaces. We will write HS,(D) instead of W35%(D)
and refer to (-, ) s (p) and || - || 75 () as the inner products and associated norms.
In the standard case wy = 1, || < m, we will drop the subindex w.

For a Banach space X and its dual X*, we refer to (-,-)y- x as the dual
pairing between X* and X. For Banach spaces X;, 1 <i<n,ne€N, and a
function v € (L, X;, we refer to ||v||y:_ x; as the norm

n oy = . 2.1
IVl 3 = max il e
Moreover, for 7 > 0 and a Banach space X, we denote by L”((0,7),X), 1 <

p < oo, and C([0,7],X) the Banach spaces of functions v : [0,7] — X with
norms

‘ 1/p
vt pdt , 1 < < o
HVHLP((QT),X) = <0/” ( )HX > p

ess supye(o, 7y [[V()[lx; p= o
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and

= t .
Mo = max VOl
The spaces W*?((0,T),X) and H*((0,7T),X), s € R, are defined likewise.
In particular, for a subspace ¥ C H],(Q) with dual 7"* we will consider the
space
HY((0,7),V")NLA((0,7),7) 2.2)

and note that the following continuous embedding holds true
H'((0,7),V*)NL*((0,7),¥) € C([0,T),L*(Q)). (2.3)

Fory € H'((0,T),V*)NL*((0,T),V), we further denote by y, (y), X' C X :=
[ x (0,T), the trace of y on 2'.

In the sequel, Q C Ri_ will stand for the trapezoidal domain given by (1.1)
and '; € 0, 1 <i < 4, for its boundaries as specified by (1.2). The weight
functions wy will be chosen according to

wa =8 Sa, a=(01,00), |af<2 2.4

with the convention that So, = 1 for oy =0, 1 <i < 2.

We reformulate the boundary and final time problems for the backward
parabolic equations as initial-boundary value problems by means of the trans-
formation ¢ — T —¢. Keeping for notational simplicity the same notation for
Yo and y; ~and the operators L, L; , 1 < V < 2, the initial-boundary value
problems read as follows:

%

WQ —L,(t)yo=0 in Q:=Qx(0,T) (2.5)

yv on ZV::rvx(O,T)7 1<V<2
yo=1< 0 on X3:=[3x(0,T) (2.5b)

uyy on 2g:=104x(0,T)
vo(-,0)=g(u) in Q (2.5¢)
a’;" —L; (t)y;, =0 inXy (2.6a)
_ 0, Sv = Kmin

Vs, (Sv,t) = {MM’ Sy =Ko t€(0,7) (2.6b)

Ve, (50) =g()|r, inTy. (2.6¢)
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As far as the volatilities 0z, 1 < k < 2, and the interest » are concerned, we will
impose the following assumptions:

(A1) The volatilities satisfy g, € C([0,7],C*(Q)), 1 < k < 2, and there

exist constants O,Emin) > 0,Cq, > 0, such that

ol(S,0) = o™, (S,)eQ, 1<k<2 (2.7a)
|S-Vou(S,0)| < Cop, (S,0) €0, 1<k<2. (2.7b)

(A2) The interest rate satisfies » € C([0, T']) such that #(¢) > 0,7 € [0, T].
For the correlation matrix £ = (€ ),%7621, it is an immediate consequence of

assumption (A1) that &, € C([0,T],C?(Q)), 1 < k,¢ < 2, and that there exists
a constant &yin > 0 such that for all n € R? there holds

2 _
; Eo(S,0)Mene = Eminln?, (S,2) € 0. (2.8)
o=

We now study the weak formulations of the initial-boundary value problems
(2.5a)—(2.5¢) and (2.6a)—(2.6¢): A function yg € H' ((0,T),V*)NL*((0,T),V),
where V :={v e H\(Q) | v|,, =;,, 1 <V <2, vz, =0,v;, =upt, is called
a weak solution of (2.5a)—(2.5¢), if for all v € L*((0, T),H(LO(Q)) there holds

T T
/< > dt+/a(t;yQ,v) dt=0 (2.9a)
5 (Q).Hy,(Q) o

yo(,0) =g(u). (2.9b)

Here, the bilinear form a(¢;-,-), ¢t € (0,T), is given by

2
AR SIS
(7y> _/< ; EkéSk SZ dS/ gll”Sk dSkV

_ (;k;_:l (SkSg ddil'j + fkgSk> - r)yv) ds.

Likewise, a function y;, € H'((0,T),V;) NL*((0,T),Vy), where V, := {v €
HY(Zy) | v(Kmin) = 0, v(Kmax) = up}, is said to be a weak solution of (2.6a)—
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(2.6¢), if for all v, € L*((0, T),tho(l'v)) there holds

jis
o
0

Vs, (50) = g()]r,- (2.10b)

Here, the bilinear form ay(¢;-,-), ¢t € (0,T), is given by

e [(Lorg &g O @
ay(t;y,v) —r/< vSv dSvSv as, —rSy—55- dSV
, 00y
2
( 28y +0y82 =2 35, r>yv> dsy.

Theorem 2.1. For arbitrarily chosen but fixed u € RY, the state equations
(2.9a), (2.9b) and (2.10a), (2.10b) admit unique solutions yo € C([0,T],V)N
L*((0,7),V NHL(Q)) and y,, € C([0,T], V) NL*((0,T), ¥y, NHZ(Tv)). 1 <
v < 2. Moreover, for all t € (0,T) there holds

T
vv> dt-l—/av(t;yzv,vv)dt =0 (2.10a)
0

t
exp(~21) [yo(0)|: ) + 263 [ exp(~2ADro(T)}AT< g
0
X p (2.11)
exp(—2Aur) b, (), + 5 (6877 [ exp(=2A 1)l (D, dT
0
<lg@llr,), 1<vVL2

Proof. It follows from assumptions (Aj), (Az) and the Poincaré inequali-
ties (cf., e.g., [1])

HvHiz <2/|S-va (S)|?dS;dS;, veV

I, <2 /

that the bilinear forms a(¢;-,-) and ay(¢;-,-) satisfy Garding-type inequalities
uniformly in ¢, i.e., there exist constants A > 0 and A, > 0, 1 < v < 2, such

dSV, webl, 1<v<2

Sv 5o é'SV “(Sy)
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that for all € (0, 7') there holds

1
alt;v) > 5 & IV = Ay veEV
1 .
a(tny) = 5 (G2 IV, — A, vel, 1<v<2

Consequently, the initial-boundary value problems (2.9a), (2.9b) and (2.10a),
(2.10b) have unique solutions yp € H'((0,7),V*)NL*((0,T),V) and ys, €
H'((0,7),73)NL*((0,T); V), 1 < v < 2, satistying (2.11) (cf, e.g., The-
orem 2.11 and Section 2.6 in [1]). Moreover, standard regularity results for
parabolic partial differential equations (see [1,28]) reveal yo € C([0,T],V)N
L*((0,7),V NHE(Q)) and y,, € C([0,T],%,) NL*((0,T),VyNH(TV)), 1 <
v <2 O

Based on the weak formulation of the state equations, the optimal control
problem from Section 1 reads as follows: Find (y,u), where y = (vo,¥; )5, ),
vo € H'((0,7),V*)NL*((0,T),V),y;, € H'((0,T),¥5) NL*((0,T);Vv),1 <
vV <2, and u € U,; such that

T
infJ(0) == 5 / / Vo —d|dSdr (2.12a)
0 Q
subject to (2.9a), (2.9b) and (2.10a), (2.10b). (2.12b)

Theorem 2.2. The optimal control problem (2.12a), (2.12b) admits a
unique solution (y,u).

Proof. We denote by S: U,y — H'((0,T),V*)NL*((0,T),V) and Sy, :
Usd — H'((0,T),V)NL2((0,T); %), 1 < v < 2, the control-to-state maps
which assign to an admissible control u € U,y the unique solutions yo and y; ,
1 < v <2, of the state equations (2.9a), (2.9b) and (2.10a), (2.10b). Replacing
¥ = (v0:)5,.¥5,) in (2.12a) with (S(u),S1(u),S>(u)), the reduced formulation

of (2.12a), (2.12b) is given by:
T
/ / |VS(u) — | dSds
Q

0

inf Jmd

uelUyg

N\H

such that the triple (S(u),S1(u),S2(u)) satisfies (2.9a), (2.9b) and (2.10a),
(2.10b).
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Let (up)nens Un € Uyg, n € N, be a minimizing sequence. Due to the facts
that (u,),cn is bounded and U,; C RM is closed, there exist a subsequence
N C N and u* € U,y such that u,, — u*(N' 3 n — c0). From the continuity of
the control-to-state maps we deduce

S(un)%S(u*)a Sv(un)%Sv(“*), N 3n— o

Moreover, (S(u*),S(u*),S2(u*)) satisfies (2.9a), (2.9b) and (2.10a), (2.10b).
Taking additionally the continuity of g into account, we find

T (,) — J), N 50— oo

which allows to conclude. O

3. Necessary optimality conditions

The first order necessary optimality conditions can be stated in terms of (y,u),
y=(¥0¥s,¥s, ), and an adjoint state p € Wy (0, T) that is the solution of a final
time problem on Q with homogeneous Dirichlet boundary conditions.

Theorem 3.1. If (y,u) € W(0,T) x U,q is the optimal solution of (2.12a),
(2.12b), there exists pg € Wy(0,T) such that there holds:

(1) po is the weak solution of the parabolic final time problem

opo

_W_A*pQ: —V-(Vyo—d) inQ (3.1a)
po=0 onk (3.1b)
po(,T)=0 inQ; (3.1¢)

(i) the variational inequality

T

< / (Vz4 (n, Ry, (pQ))) dr — g:,(u)pQ(O)) (v—u)=0, velUag (32

0

is satisfied, where R; (p) is given by

R, (po) = (R (po),R? (po))" (3.3)
12 7
®)(po) = Si [ = Po <k<
Ry (po): Sk<2;] EkeSe 25, VPQ), 1<k<2

and gt (u) € L (L*(Q),RM) stands for the adjoint of the Fréchet derivative of
gatu € Uy.
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Proof. We introduce multipliers

p= 0. (pr,)v=1)s 4= ((a5,)0=1> @) v—1+ (@i )o—1>D00> (dor, )v—1)

Knin»

such that
Po €EWo(0,T), py €Wyp(0,T), 1<VL2
—1/2
gz, €L((0.1),Hy (TV), 1<V<4, gu0q, €R 1<V
Goo €L*(Q), gy, €L*(Ty), 1<V

We consider the Lagrangian
L(y,u,p,q) := J(yo,u +/<01Q )yQ7PQ> dr
¥,

(%5 - aorm, ) a

T

[

4 T
+ 3 [, — w00

OT

[

v=1
2
+ (quaxN (MM - )/Kmax‘v (yz\,)) - qum Kinin: (yZV))
v=I
+ (vo(0) —g(u),q,0)12(Q) + Z(sz ) qor, )2(T)

where ;. (vp), 1 <V <2, is the trace of yp on 2, and
V]gv(yz\,) =DVs, (K)'))K € {KminaKmax}7 I<v<2
Denoting by 4} (¢) the adjoint of 4,,(¢), 1 < v < 2, and introducing

apzv

1
RK(pV) = 2SK éSV

(K) _rSszv (K)7 I<v< 27 Kc {KminaKmax}

integration by parts yields in time and an application of Green’s formula results
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in
T
0,
Lap.a) =) + [ (=% 4 poo ) a 64
0
2 T
pzv *
+v_10/< at —A ( )pzv,J’zv> d
T
4
£ [ (04, R, (0)) = 1,0 W, (70) + (g5, 35, ))
v=1 0
T
2
+ / <RKmax (p):v) - quaxﬁv)meax.v (yZV) + quaX,vuM) dt
v=1 0
T
2
= 3 [ (R i) = G Vi 03,)) 1+ (01(0),
v=1 0
—p0(0))2(q) — (&), 900)12) + Wo(T), po(T)) 12 ()
2
+ < )+4905, — P5,(0))12(z,)
v=I1

— ()53, )25,) + 05, (T), 3, (T ))L2(2v>>-

Here, R; (pp)), 1 <V < 3, is defined as in (3.3) with 24 replaced by X,

1<v<3

In view of J,(yg,u) = — V- (Vyp —d), the optimality conditions
Ly(ya“,p»CI):O, Lq()/»“aP,CI):O

reveal that

45, = ¥, (15, Ry (p)), nu<4 (3.52)
Diiw = Rk (PV)s 5 Qi = Ria (Pv), 1<V S2 (3.5b)
0 =Y%aP), 4, =pv(0), 1<Vv<2 (3.5¢)
and
Vz (vo) =ys,,» 1<v<4 (3.6a)
Yoo v5,) =0, Voo 05,) =un, 1<V <2 (3.6b)

yo(-,0) =g(u), yg,(-0) =g, 1<V<2 (3.60)
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Further, p; , 1 <V <2, is the weak solution of

- dg;v —Ay(t)ps, =1, R;, (po)) inky
Rk(p;,) =0, K € {Knin, Kimax }
Ps, (nT)=0.
Since n;, - R; (pp)) =0, 1 < v <2, it follows that p; = 0 and hence p; =

K, (Po), 1 <V <2.
Taking (3.5a)—(3.5¢) and (3.6a)—(3.6¢) into account, the optimality condi-
tion

Lp(y,umﬂ) =0

shows that yp and y; , 1 < V < 2, are the weak solutions of (2.5a)—(2.5¢) and
(2.6a)—(2.6¢). Finally, observing (1.8) and y;, = uy as well as the regularity
results of Theorem 2.1, the optimality condition

(Lu(y7u7p7q))'(v_u)>07 VGUad
gives rise to (3.2). O

4. Semi-discretization of the optimal control problem

The parabolic problems (2.9a), (2.9b) and (2.10a), (2.10b) will be discretized
in space by conforming P1 finite elements. To this end, we consider a shape-
regular simplicial triangulation .7,(Q) of Q which aligns with [';, 1 < j <4,
so that this triangulation generates triangulations .7, (I ;) of [';, 1 < j < 4, as
well. We refer to .47,(D) and &,(D) , D C Q, as the sets of vertices in D C Q.
We denote by A7 and |T| the diameter and area of an element 7' € ﬂh(m)(Q).
For D C Q, we refer to P(D), k € Ny, as the linear spaces of polynomials of
degree < kon D.

We define V), as the finite element space of continuous P1 finite elements
associated with the triangulation .75,(Q), i.e.,

Vi i={vs € C(Q) | vilx € P(K), K € Z(Q)} 4.1

and we set V0 := 1, NCy(Q). Likewise, we define Viv, 1 <V <2, as the
finite element spaces of continuous P1 finite elements associated with the tri-
angulations .7 (I ) attaining the values 0 at Sy = Ky, and uys at Sy = Kpax,
1e.,

Viw = {vi € C(Ty) | vilx € PI(K),K € Ti(Tv),
Vh (Kmin) =0, v (Kmax) = MM} (4.2)
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and we define V}, o in the same way, but replacing ), with 0.

The semi-discrete approximation of (2.9a), (2.9b) amounts to the com-
putation Ofy/@Q € Cl([07T]>V/1) with yh,Q('at)|rv :yh,rv('7t)s 1 <v<2 and
yh,Q(',t)’D =0, yh’Q(',t)||'4 = Uy, such that

( dyno

ar 7Vh>L2(Q) —l—a(l;yhg,vh) =0, v, € Vh,O (4.32)

no(,0),vn) 2 = (&), vi) 2 )y Vi € Vi (4.3b)

On the other hand, for the semi-discrete approximation of (2.10a),(2.10b) we
have to compute y, ;€ C'([0,7],Vjv), 1 <V <2, such that

( dyh,r\,

P ’vh>L2(rv) +at;y,r,,vn) =0, v € Vivo (4.4a)

Wary 500 vi)2ry) = (&), vi)2ryys Vi € Vay.  (4.4b)

The semi-discrete optimal control problems reads: Find (y;,u), where y, =
()/h,vah‘rl ,yhvrz) such that

T
. 1

infJj (v 0) = / ; IV0ho(t) —dlfadt (450)
it o Ke 1(Q)

subject to (4.4a), (4.4b), (4.3a), (4.3b) and (1.9). (4.5b)

The semi-discrete problem (4.5a), (4.5b) will be written in a more compact
form as a control constrained optimal control problem for an initial-value prob-
lem associated with a system of first order linear ordinary differential equa-
tions. To this end, we set

Nq:=card(A;(Q)), N, :=card(A3([v)), 1<v<4
N:=Nq+N; +N,

and denote by (I),(II)Q, 1 <i<No, 4)}:(‘?\/’ 1 <i< N, the nodal basis functions
associated with the nodal points in .47(Q) and 4;(y), v € {1,2,4}. We in-
troduce

Mq Maor, M, Aq(t) Aar, (1) Aar, (1)
M=| 0 M, O , A(t) = 0 Ar () 0
0 0 M, 0 0 Ar,()
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as the block mass matrix M € R¥*¥ and the block stiffness matrix A(¢)
RV*N where 7 € (0, T]. Here, Mg € RNNa, Mar e RN Nty and Mr r 1
V < 2, stand for the matrices

€
<

i)Q)LZ(Q)> 1<i<Ng, 1</j<Nr, 1<v<2
Mr)i = (V) . & Yoy, 1<ij<Nr,, 1<VL2
whereas the matrices Aq(f) € RN>No, 4o (1) e RN My 4r (1) e RNy My
are given by
(40)y = a(t: 0, $ip). 1 <i.j<Na
) @ik). 1<i<No, 1<j<MNp, 1<v<2
r)y =l gl 9. 1<

We further introduce the input matrices

i,j<Nr,, 1<v<2.

B(t) e RVM B(r) = (0 By (1)), 0ecRNV*M-1D
Bu(t) = (Bu(t), Bur, (), Bur,(t)T, t€(0,T]
NI'

5 i i .
Bya(t) eRY, - (Bya(t))i =~ Za(t; ¢7 d'n), 1<i<No
j:
Ny x1 N|(-v) .
Bur,(6) € RN By, ()i = —alt: §irt 410

1<i<M, 1<v<2
whereNFr) =02-V)+(Vv—1)Nr,, 1 <v<2,and

GERVM  G=(Ga,G,G,)", GoeR™M G er¥Y
j i i+1 i
(Galyyi= [ )85+ [ & (S)¢p(s)as
Q Qj
K; Kji1
i i +1 i
G i= [ &S00, sndsv+ [ &S0 (su)as,
Kj-1 K;
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CoeR*™M (Co)y= Y / V) - VL ds
TeZ(Q)
%1
OS,

D e RN (D)), =
TeZ(Q)

$inds

where 1 < v <2, 1<i,j<Nq, 1 <k<2. The semi-discrete optimal control
problem reads as follows: Find y € C'([0, T],RY), y = (Vs s, V5, )s U € Uaas
such that

T

: 1 2 2

infJ(n0) == 5 / (vhCaro—2Y: di Dbyo+ ¥ df Madi)dt  (4.60)
’ 0 k=1 k=1
subject to
dy

M g +A(t)y=Bu, t€]0,T] (4.6b)
My(0) = Gu. (4.6¢)

Theorem 4.1. The semi-discrete optimization problem (4.6a), (4.6b) ad-
mits a unique solution. If y € C' ([0, T|,RN), u € U,q is the optimal solution,
there exists pg € C'([0,T],RY) such that

1
2 k=1
Mopo(T) =0 (4.7b)

dp
0 —2 —A(t) po = —Cayo+

o (DT dy, te(0,T]  (4.7a)

M

holds true and the variational inequality

T

(=G po(0) ~ [ Bal) o dr)- =) 0, vEUa, @70
0

is satisfied, where Bqo(t) = (0 Byra(t)), 0 € RM—1)xNg_
Proof. We introduce multipliers

po €CH([0,T],RY), p, €C'([0,T],RVv, 1<v<2, ¢oeRY
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and consider the Lagrangian

T
d
Ly, p.qo) =)+ [ p- (M 5 +Ay — Bu) de-+ qo- (My(0) — G,
0

Integration by parts reveals

L(y,u,p,q0) =J (y,u +/y +AT dr — /pBudz‘

+ ¥(T) -Mp(T) —»(0)-Mp(0) +y(0) -Mgqo — qo - Gu.

The optimality condition L, (y, u, p,qo) = 0 gives go = pp(0) and shows that pg
satisfies (4.7a), (4.7b). Moreover, the optimality condition Ly, (y,u, p,q0) = 0
yields My(0) = Gu and together with L, (y,u, p,qo) = 0 implies that y satisfies
(4.6a)-(4.6¢). Finally, L, (y,u, p,q0) = 0 results in (4.7¢). O

5. Fully discrete optimal control problem

For the discretization in time of the semi-discrete optimal control problem
(4.6a)—(4.6¢) we consider a partition

O=tp<ty<---<tg:=T/R, ReN

of the time interval [0, 7] with step lengths T, :=¢ —#_1, | <r < R. We
approximate the ODE (4.6b) by the backward Euler scheme, split the in-
tegral in the objective functional (4.6a) into the sum over the subintervals
(t,—1,t,) and use the quadrature formula fé’;l vdt = Tv(t,). Denoting by y' =

o5, ,ygl)T approximations of y = (yo,¥; .5, )T att,, 0 <r <R, and setting
yi=0%...007, y0:= (yg,...,yg)T,yzv = Q/gv,...,y§v)T, 1 <v<2,the

fully discrete optimal control problem reads: Find (y,u) € REFDN 5 U4 such
that

. 1 &
infJ () 1= 3 2‘1 T ((yQ)TCQyQ 2; af D®y,, +/Z dr MQdk) (5.1a)
subject to

My +TA(t)Y = TBu+My™', 1<r<R (5.1b)
MP° = Gu. (5.1¢)
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Theorem 5.1. The fully discrete optimization problem (5.1a)—(5.1¢) ad-
mits a unique solution. If y € RETVUN "y € U, is the optimal solution, there

exists pp = (p%, s ,p’é)T e RE&+DNa gych that

2
_ — k
Maply ' +Tda(t 1) ply" = Maply + w(Cavp+ 3 (DF)di)  (5.2a)
k=1

Maoph =0 (5.2b)
and
R—1
(—Ggp%— z;}‘rrHB(tr)TprQ) (v=—u) =0, veUy. (5.2¢)
r=
Proof. The proof is the discrete analogue of Theorem 4.1. U

6. Projected gradient algorithm

We denote by S : U,g — RE+DN the control-to-state map which assigns to
an admissible control u € U,y the solution y € RETDN of the discrete state
equation (5.1a), (5.1b). Then, the so-called control-reduced form of the fully
discrete optimal control problem (5.1a)—(5.1c) reads

inf Jw),  JYu) = J(S(u),u). (6.1)

uclUyy

It follows from Theorem 5.1 that the gradient of the control-reduced objective
functional is given by

R—1

VI u) = —Ghpy— Y T1Balty) P (6.2)
r=0

Denoting by Py, : RM — U,, the pointwise projection onto the admissible
control set Uy, i.€.,

Uimin, Wi < Uimin
PU,,d (W) =93 Wi Ui min <W;i < Ujmax , 1<is<M (6.3)

Ujmax, WiZ> Uj max

and given an initial control u(®) € U4, we solve (5.1a)—(5.1c) by the projected
gradient method with Armijo line search (cf., e.g., [17,25])

w4 = Py, (4 — oy VI wY)), 00, 64)
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Here, ay is the step length satisfying the Wolfe conditions

T — VI (D)) < (u0) — ¢y o] VI wD)))? (6.52)
VI (N T g4 (4,0 — o, 7 (1)) < || VI (D) |2 (6.5b)

with 0 < ¢; < ¢ < 1. We note that (6.5a) is called the Armijo rule [3], whereas
(6.5b) is referred to as the curvature condition. This leads to the following
algorithm.

Algorithm 6.1 (projected gradient method with Armijo line search).

Step 1. Choose a tolerance TOL > 0 and an initial control u® e Uuq. Set
£:=0.
Step 2. Compute y‘+1) = S(u(¥)) € RE+DN and pg+1) e RE®+DMa 45 the so-
lutions of (5.1b), (5.1c) and (5.2a), (5.2b) (with u in (5.1c) replaced with u().
Update the control by computing u!‘*!) according to (6.4) with steplength oy
chosen by means of (6.5a), (6.5b).

Step 3. If the termination criterion ||V.J™d ()| < TOL is satisfied, stop

the algorithm and accept (y(‘+1), (41, pg+1)) as approximate solution of the
fully discrete optimal control problem. Otherwise, set £ := ¢+ 1 and go to
Step 2.

7. Numerical results

We provide a documentation of computational results for the optimal control
of European double barrier basket call options based on the numerical solu-
tion of the optimal control problem as outlined in Section 4 and Section 5. We
have considered the case of M = 5 controls, i.e., u = (uj,... ,u5)T and various
values of d = (d1,d>)" in the tracking-type objective functional of the optimal
control problem. In the first example, we have used constant volatilities o1, 0,
and interest rate 7, whereas Example 2 deals with the case of variable data.
Finally, in order to illustrate the benefits of the optimal control approach, Ex-
ample 3 deals with a non-optimized European double barrier basket call option
featuring a single cash-settlement at the upper barrier.

Example 1. In our first example we have chosen d = (0.2,0.2)7 in the
objective functional. The complete data are given in Table 1.

For discretization in space, we have chosen a simplicial triangulation of Q
with 4 = 5.0 for both the state and the adjoint state and for discretization in
time we have used a uniform time step of &r = 0.01. The projected gradient
method with Armijo line search has been initialized with an initial control ug =
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Table 1.

Example 1: Data of the optimal control problem.
Parameter Notation Value
d Desired Delta (0.2,02)7
M Number of controls 5
Kmin Lower Barrier 50
Kiax Upper Barrier 150
K Strike 100
T Maturity 1
r Interest Rate 0.05
o] Volatility of asset 1 0.35
lop) Volatility of asset 2 0.20
o] Correlation between assets -0.5
U min Lower bound on the controls 0.0
ui;max Upper bound on the controls 50.0

Option price
Option price

150 150

Figure 1. Example 1: Option price at maturity (left) and at time to maturity # = 0.5 (right).

Table 2.

Example 1 (Convergence history (maturity ¢ = 7)): Number ¢ of projected
gradient iteration, value Jrcd(u@)) of the objective functional, and norm
|| Vpea(ulD))]] of the gradient.

14 Jred(”(e)) HVJred(uw>)|| 14 Jred(”(e)) HVJred(uw>)||

1 2.5175E+03  9.1334E+01 10 3.9161E+01  4.3928E+00
20 2.4413E+00  6.4258E-02 30 2.4400E+00  4.3687E-03
40  2.4400E+00 1.2411E-04 48  2.4400E+00  4.0830E-07
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Table 3.

Example 2: Data of the optimal control problem.
Parameter Notation Value
d Desired Delta (0.5,0.5)7
M Number of controls 5
Kin Lower Barrier 50
Kmax Upper Barrier 150
K Strike 100
T Maturity 1
r Interest Rate r(t)=0.02-14+0.08- (1 —1)
o} Volatility of asset 1 01(S,¢) = 0.75 - ((S1 + S, — 100) /50)?
o) Volatility of asset 2 02(S,¢) = 0.75/2 - ((S1 + S5 — 100)/50)?
o] Correlation between assets -0.5
Ui min Lower bound on the controls 0.0
Uj max Upper bound on the controls 50.0

Table 4.

Example 2 (Convergence history (maturity ¢ = 7')): Number ¢ of the pro-
jected gradient iteration, value Jieq (u“)) of the objective functional, and norm
|| Vipea (ul?))]| of the gradient.

14 Jred(u(é)) HVJred(u(@)” 14 Jred(u(é)) HVJred(u(@)”
1 1.5717E+03  4.1822E+01 10  1.0445E+02  2.2505E+00
20 4.7608E+01 2.2148E-02 30 4.7412E+01 3.2269E-04
40 4.7410E+01 5.9259E-06 46  4.7410E+01 8.3484E-07

(0,50,0,50,0)” and has been stopped when the projected gradient became
smaller than TOL := 1075, The iteration terminated after 48 iterations with
the optimal control u* = (2,4,6,8,10)7.

Table 2 contains a documentation of the convergence history of the pro-
jected gradient algorithm with Armijo line search. Here, ¢ stands for the iter-
ation number, Jred(u(é)) is the corresponding value of the objective functional,
and || Ve (u'?))]| refers to the norm of the gradient. As a termination criterion
for the iteration, we have used || Vieq(u(¥))|| < TOL := 107°.

Example 2. The second example deals with the case of space-varying
volatilities 0, 0, and time-varying interest rate 7. The complete data are given
in Table 3.

We have used the same discretizations and the same initial control as in the
first example. As tolerance for the termination criterion we have used TOL =
10~°. The computed optimal control is u* = (17.5,18.98,25.07,29.4,35.77)".
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Figure 2. Example 2: Option price at maturity (left) and at time to maturity # = 0.5 (right).
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Figure 3. Example 3: Option price at maturity (left) and time to maturity ¢ = 0.5 (right).
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The value of the value of the objective functional at optimality is signif-
icantly higher as in the first example due to the higher values of d; and d>.
On the other hand, the projected gradient method with Armijo line search per-
formed similarly. Indeed, the termination criterion was reached after 46 itera-
tions.

Example 3. In order to illustrate the benefits of optimized versus non-
optimized European double barrier basket call options, we present the numer-
ical results for a non-optimized call option with a single cash settlement of 10
at the upper barrier, but otherwise the same data as in the previous example.

In case the option is still in the money at maturity, its price corresponds
to that of a plain vanilla European call option, as can be seen in Fig. 3 (left).
Otherwise, there are significant differences as displayed in Fig.3 (right). In
fact, in comparison with European double barrier basket call options featuring
optimized cash settlements and aiming at a constant Delta, the Delta is varying
considerably and can even take negative values.
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