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Variational Analysis for Options with Stochastic Volatility and Multiple Factors*

J. Frédéric Bonnans! and Axel Kronert

Abstract. This paper performs a variational analysis for a class of European or American options with stochas-
tic volatility models, including those of Heston and of Achdou and Tchou. Taking into account
partial correlations and the presence of multiple factors, we obtain the well-posedness of the related
partial differential equations, in some weighted Sobolev spaces. This involves a generalization of the
commutator analysis introduced by Achdou and Tchou in [ESAIM Math. Model. Numer. Anal., 36
(2002), pp. 373-395].
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1. Introduction. In this paper we consider variational analysis for the partial differential
equations associated with the pricing of European or American options. For an introduction to
these models, see Fouque, Papanicolaou, and Sircar [11]. We will set up a general framework
of variable volatility models, which is in particular applicable on the following standard models
which are well established in mathematical finance. The well-posedness of PDE formulations
of variable volatility poblems was studied in [2, 3, 1, 18] and in the recent work [9, 10].

Let the W;(t) be Brownian motions on a filtered probability space. The variable s denotes
a financial asset, and the components of y are factors that influence the volatility:

(i) the Achdou—Tchou model [3] (see also Achdou, Franchi, and Tchou [1]),

ds(t) = rs(t)dt + o (y () s()AW (1),

(1.1) dy(t) = 0(pn — y(t))dt + vdWa(t),

with the interest rate r, the volatility coefficient o function of the factor y whose
dynamics involves a parameter v > 0, and positive constants 6 and y;
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(ii) the Heston model [14],

ds(t) = (1) (rdt +\/y(®)dw; (t)) ,
dy(t) = 0(p — y(t))dt + v/y(t)dWa(?)

(iii) the double Heston model (see Christoffersen, Heston, and Jacobs [17] and also Gauthier
and Possamai [12]),

ds(t) = <rdt + VY1 () dWi(t) + v/ yz(t)dWQ(t)) :
(1.3) Ay (t) = 01 (11 — y1(8))dt + v/ 1 (£)dWs(2)
dya(t) = O2(p2 — y2(1))dt + vo/y2(t)dWa(t)

In the last two models we have similar interpretations of the coefficients; in the double Heston
model, denoting by (-,-) the correlation coefficients, we assume that there are correlations
only between W; and W3, and Wy and Wjy.

Consider now the general multiple factor model

(1.2)

ds t)dt + Z Fieyn(£))s™ (H)dWi (2),
(1.4) dyy, = 9k(uk — y(t ))dt -l-gk(yk( NAWnk(t), k=1,...,N.

Here the y; are volatility factors, fi(yx) represents the volatility coefficient due to yi, and
9x(yr) is a volatility coefficient in the dynamics of the kth factor with positive constants 6
and py. Let us denote the correlation between the i¢th and jth Brownian motions by r;;: this
is a measurable function of (s,y,t) with value in [0,1] (here s € (0,00) and y; belongs to
either (0,00) or R); see below. We asssume that we have nonzero correlations only between
the Brownian motions Wy and Wy, for k =1 to N, i.e.,

(1.5) ki =0 ifi#jand|j—i#N.

Note that, in some of the main results, we will assume for the sake of simplicity that the
correlations are constant.

We apply the developed analysis to a subclass of stochastic volatility models, obtained by
assuming that x is constant and

(1.6) | fr(yi)l = el ™5 1ge(ur)| = velyel'™ ™5 Br € (0,1); vg > 0; 4 € (0,00).

This covers in particular a variant of the Achdou—Tchou model with multiple factors (VAT),
when v, = 1, as well as a generalized multiple factor Heston (GMH) model, when ~y; = 1/2,
ie, fork=1to N,

(1.7) VAT:  filuk) = vk, 9k(Uk) = vk,
. GMH:  fi(yr) = V¥i>  9k(Uk) = ve/Yy-

For a general class of stochastic volatility models with correlation we refer to Lions and Musiela
[16].
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The main contribution of this paper is variational analysis for the pricing equation corre-
sponding to the above general class in the sense of the Feynman—Kac theory. This requires
in particular to prove continuity and coercivity properties of the corresponding bilinear form
in weighted Sobolev spaces H and V, resp., which have the Gelfand property and allow the
application of the Lions and Magenes theory [15] recalled in Appendix A and the regularity
theory for parabolic variational inequalities recalled in Appendix B. Special emphasis is given
to the continuity analysis of the rate term in the pricing equation. Two approaches are pre-
sented, the standard one and an extension of the one based on the commutator of first-order
differential operators as in Achdou and Tchou [3], extended to the Heston model setting by
Pironneau and Achdou [18]. Our main result is that the commutator analysis gives stronger
results for the subclass defined by (1.6), generalizing the particular cases of the VAT and
GMH classes; see Remarks 6.2 and 6.4. In particular we extend some of the results by [3].

This paper is organized as follows. In section 2 we give the expression of the bilinear
form associated with the original PDE and check the hypotheses of continuity and semi-
coercivity of this bilinear form. In section 3 we show how to refine this analysis by taking
into account the commutators of the first-order differential operators associated with the
variational formulation. In section 4 we show how to compute the weighting function involved
in the bilinear form. In section 5 we develop the results for a general class introduced in
the next section. In section 6 we specialize the results to stochastic volatility models. The
appendix recalls the main results of the variational theory for parabolic equations, with a
discussion on the characterization of the V' functional spaces in the case of one-dimensional
problems.

Notation. We assume that the domain 2 of the PDESs to be considered in the rest of this
paper has the following structure. Let (I, J) be a partition of {0,..., N}, with 0 € J, and

R when k € I,

N .
(1.8) Q:= 11 Q with Q .—{ (0,00) when k € J.

k=0

Let L°(Q) denote the space of measurable functions over Q. For a given weighting function
p: Q2 — R of class C!, with positive values, we define the weighted space

(1.9) L2P(Q) = {v e L°(Q); /Qv(x)%(g;)dx < oo} :

which is a Hilbert space endowed with the norm

(1.10) o= (| v<x>2p<x>dx)1/2.

By D(£2) we denote the space of C* functions with compact support in 2. By HlQOC(Q) we

denote the space of functions over €2 whose product with an element of D(2) belongs to the
Sobolev space H?(£2).

Besides, let @ be a vector field over 2 (i.e., a mapping 2 — R™). The first-order differential
operator associated with @ is for u :  — R the function over €2 defined by

(1.11) Olu)(z) = Zsz(m)%(x) for all z € Q.
i=0 !
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2. General setting. Here we compute the bilinear form associated with the original PDE,
in the setting of the general multiple factor model (1.4). Then we will check the hypotheses
of continuity and semicoercivity of this bilinear form.

2.1. Variational formulation. We compute the bilinear form of the variational setting,
taking into account a general weight function. We will see how to choose the functional
spaces for a given p and then how to choose the weight itself.

2.1.1. The elliptic operator. In financial models the underlying is a solution of stochastic
differential equations of the form

(2.1) dX(t) = b(t, X (t))dt + nz oi(t, X (£))dW;.
=1

Here X (t) takes values in €2, defined in (1.8). That is, X; corresponds to the s variable, and
Xky1, for k=1 to N, corresponds to y. We have that n, = 2N.

So, b and oy, for i = 1 to n,, are mappings (0,7") x Q2 — R", and the W}, for i =1 to n,,
are standard Brownian processes with correlation x5 : (0,7) x Q@ — R between W; and W;
for i,j € {1,...,ns}. The n, X n, symmetric correlation matriz k(-,-) is nonnegative with
unit diagonal:

(2.2) k(t,z) = 0; ky=1,1i=1,...,n,, foraa. (t,z)e€ (0,7) x Q.

Here, for symmetric matrices B and C' of the same size, by “C' = B” we mean that C' — B is
positive semidefinite. The expression of the second-order differential operator A corresponding
to the dynamics (2.1) is, skipping the time and space arguments, for u: (0,7) x Q — R,

1 &
(2.3) Au:=ru—>b-Vu— 3 Z nijajTumoi,
2,7=1
where
n
z ou?
(2.4) aj—-rumai = Z ki g5 Ot
k,f=1 kO

r(x,t) represents an interest rate, and u,, is the matrix of second derivatives in space of u.
The associated backward PDE for a European option is of the form

{ —u(t,z) + A(t, z)u(t, z)
u(z, T)

flt,x), (t,z)e€ (0,T) x

(2:5) ur(z), =€,

with @ the notation for the time derivative of u, ur(z) payoff at final time (horizon) 7' and
the right-hand side (r.h.s.) f(¢,z) represents dividends (often equal to zero).

In the case of an American option we obtain a variational inequality; for details we refer
to Appendix D.
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2.1.2. The bilinear form. In what follows we assume that
(2.6) b, o, k are C* mappings over [0,T] x €.

Multiplying (2.3) by the test function v € D(2) and the continuously differentiable weight
function p: 2 — R and integrating over the domain we can integrate by parts; since v € D(Q)
there will be no contribution from the boundary. We obtain

3

1
(27) - Q/QO—J—'rusziUK'ijp:Za?j(uvv)
p=0
with
ou Ov 1
(2.8) /Z KT g B P 2/de[u]0z‘[v]/€ijp7
k=1
ou J(ki;p) 1 v
2. 3 J =3 i
(29) -5 le g5 = 5 | oyl 2.

(2.10) =1 [ >’

1 .
ko f=1 8@ &Ckvmjﬁ’: 2/Qo-j[u](dlvo-i)vfiijp’

1 "L (o, ou
(2.11) a?j(uﬂ}) = 2/{2 Z (ax]j)o'ézaxkvﬁwp = / Zaz o'kj UHZJP

Also, for the contributions of the first- and zero-order terms, resp. we get

(2.12) a*(u,v) :——/ blulvp;  a®(u,v) :—/ruvp.
Q Q

Set
No

(2.13) a’:=> d, p=0,..,3
ij=1

The bilinear form associated with the above PDE is
5
(2.14) a(u,v) = Zap(u,v).
p=0

From the previous discussion we deduce as follows.
Lemma 2.1. Let u € HZ () and v € D(Q). Then we have that

(2.15) a(u,v):/QA(t,:L‘)u(a:)v(a:)p(:v)dm.
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2.1.3. The Gelfand triple. We can view a° as the principal term of the bilinear form
a(u,v). Let o denote the n x n, matrix whose o; are the columns. Then

(2.16) a®(u,v) = Z/aj[u]ai[v]/iijp—/VuTaﬁaTva.
ij=17% Q

Since x > 0, the above integrand is nonnegative when u = v; therefore, a®(u,u) > 0. When &
is the identity we have that a®(u,u) is equal to the seminorm a® (u,u), where

(2.17) a0 (u, u) ::/ lo T Vul?p.
Q

In the presence of correlations it is natural to assume that we have a coercivity of the same
order. That is, we assume that

(2.18) for some v € (0,1: oko' =o', forall (t,z) € (0,T) x Q.
Therefore, we have
(2.19) a®(u, 1) > va® (u, u).
Remark 2.2. Condition (2.18) holds in particular if
(2.20) k=l

but may also hold in other situations, e.g., when n = 1, n, = 2, k12 = 1, and 01 = 09 = 1.
Yet when the o; are linearly independent, (2.19) is equivalent to (2.20).

We need to choose a pair (V, H) of Hilbert spaces satisfying the Gelfand conditions for
the variational setting of Appendix A, namely, V' densely and continuously embedded in H,
and a(-,-) continuous and semicoercive over V. Additionally, the r.h.s. and final condition of
(2.5) should belong to L?(0,T;V*) and H, resp. (and for the second parabolic estimate, to
L?(0,T; H) and V, resp. ).

We do as follows: for some measurable function h : 2 — R4 to be specified later we define

H :={ve L%Q); hve L**(Q)},

(2.21) Vi={veH; o;v] € L**(Q), i=1,...,n5},
V := {closure of D(Q) in V},

endowed with the natural norms,

(2.22) lollzr = Ihvllp;  Jlullf = a®(uu) + Jul -

We do not try to characterize the space V since this is problem dependent.
Obviously, a®(u, v) is a bilinear continuous form over V. We next need to choose h so that
a(u,v) is a bilinear and semicoercive continuous form, and up € H.

2.2. Continuity and semicoercivity of the bilinear form over V. We will see that the
analysis of a® to a? is relatively easy. It is less obvious to analyze the term

(2.23) a* (u,v) := a®(u,v) + a*(u,v).
Let g;;(t,z) € R™ be the vector with kth component equal to
(2.24) Tijk = Kijoi[Okj)-
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Set
(2.25) G:= Y Gj» q:=q-0b
ij=1
Then by (2.11)—(2.12), we have that
(2.26) a?*(u,v) = / qu]vp.
Q

We next need to assume that it is possible to choose n in L((0,T) x ), for k = 1 to n,,
such that

(2.27) q= Z NEOk-
k=1

Often the n x n, matrix o(¢,z) has a.e. rank n. Then the above decomposition is possible.
However, the choice for 7 is not necessarily unique. We will see in examples how to do it.
Consider the following hypotheses:

No
(2.28) he < csh, where hy, := Z loi[kijpl/p + kijdivo;|, a.e., for some ¢, > 0,

i,j=1
(2.29) hy < cvh, where h, := |r|'/2, a.c., for some ¢, > 0,
2.30 h, < cyh, where h, := |n|, a.e., for some ¢, > 0.
n = Cn 7 n n

Remark 2.3. Let us set for any differentiable vector field Z: 0 — R"

(2.31) G,(Z) ==divZ + Z/[)p].

Since k4 = 1, (2.28) implies that

(2.32) |Gp(oi)| < coh, i=1;...,n,.
Remark 2.4. Since

(2.33) oilkijp] = oilkis]p + oilplkij,

and |k;j| <1 a.e., a sufficient condition for (2.28) is that there exist a positive constants ¢,
such that

(2:34) My < by Hyi= S ol + Y (ldivail + o)/l
ij=1 i=1

We will see in section 4 how to choose the weight p so that |o;[p]/p| can be easily estimated
as a function of o.

Lemma 2.5. Let (2.28)~(2.30) hold. Then the bilinear form a(u,v) is both (i) continuous
over V and (ii) semicoercive, in the sense of (A.5).

Proof. (i) We have that a'+a? is continuous, since by (2.9)—(2.10), (2.28), and the Cauchy—
Schwarz inequality,
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Uz
ja (u, ) + a*(u,0)| < Y laj;(u,v) + af;(u, v)]

ij=1
No Neo
<Y llojlulll, Y Woilkigl/p + rij dive) o],
j=1 i=1
No
(2.35) < congllvllm Y llojlulll,-

j=1
(ii) Also, a3* is continuous, since by (2.27) and (2.30),
Neo No
(2.36) @ (uw,0)| <D Nlowldlpllmevlly < eqllvlm D llowlulllp-
k=1 k=1

Set ¢ 1= cong + . By (2.35)-(2.36), we have that

(2.37)

ja® (u, 0)| < [l ullz pll 1] v]l2, < Ellullzllolla,
la* (u, v) + a*(u,v) + a**(u, v)| < ca®®(u)2||v|| 5.

Since a° is obviously continuous, the continuity of a(u,v) follows.
(iii) Semicoercivity. Using (2.37) and Young’s inequality, we get that

a(u,u) > ag(u,u) — |at (u, u) + a®(u,u) + @ (u, u)| — |a®(u, v)|
> 7a%(u) — ca® () |lul| i — ex||ull;

2.
. > Syau) — (€ 4, ) ju
—va(u)— [ =— +¢ U
e 2'}/ 2~ r H>
which means that a is semicoercive. [ |

The above consideration allows us to derive well-posedness results for parabolic equations
and parabolic variational inequalities.

Theorem 2.6. (i) Let (V, H) be given by (2.21), with h satisfying (2.28)~(2.30), (f,ur) €
L?(0,T;V*)x H. Then (2.5) has a unique solution u in L*(0,T; V) withw € L*(0,T;V*), and
the mapping (f,ur) — u is nondecreasing. (ii) If in addition the semi-symmetry condition
(A.8) holds, then u in L>(0,T;V) and @ € L*(0,T; H).

Proof. This is a direct consequence of Propositions A.1, A.2, and C.1. [ |

We next consider the case of parabolic variational inequalities associated with the set
(2.39) K:={yeV :¢x)>T(x) ae inQ},

where U € V. The strong and weak formulations of the parabolic variational inequality are
defined in (B.2) and (B.5), resp. The abstract notion of monotonicity is discussed in Appendix
B. We denote by K the closure of K in V.
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Theorem 2.7. (i) Let the assumptions of Theorem 2.6 hold, with up € K. Then the weak
formulation (B.5) has a unique solution u in L*(0,T;K) N C(0,T;H), and the mapping
(f,ur) — u is nondecreasing.

(i) Let in addition the semisymmetry condition (A.8) be satisfied. Then u is the unique so-
lution of the strong formulation (B.2) and belongs to L>(0,T; V), and i belongs to L?(0,T; H).

Proof. This follows from Propositions B.1 and C.2. |

3. Variational analysis using the commutator analysis. In the following a commutator
for first-order differential operators is introduced, and calculus rules are derived.

3.1. Commutators. Let u : Q — R be of class C?. Let ® and ¥ be two vector fields
over (2, both of class C!. Recalling (1.11), we may define the commutator of the first-order
differential operators associated with ® and ¥ as

(3.1) @, W] = B[¥[u]] — VB[]

Note that

n

(3.2) Z <1> ax

oV, 8u 0%u
2@ (Z 0x; axk O:Ek&m-) '

)

So, the expression of the commutator is

R Uy Ou 0Py, Ou
(@, ¥]u] = Z <(I) Ox; Ox) Z 0x; Bxk>

=1
n
G\I/k ‘I)k ou
. = P, -, .
3 =1 <; O 8%) Oy

It is another first-order differential operator associated with a vector field (which happens to
be the Lie bracket of ® and V; see, e.g., [4]).

3.2. Adjoint. Remembering that H was defined in (2.21), given two vector fields ® and
U over (), we define the spaces

(3.4) V(Q,¥):={veH; P, ¥Y[v]ecH},
(3.5) V(®, V) := {closure of D(Q2) in V(®,¥)}.

We define the adjoint @' of ® (view as an operator over, say, C°>°(,R), the latter being
endowed with the scalar product of L*?(Q)) by

(3.6) (@ [u],v), = (u, ®[v]), for all u,v € D(Q),

where (-, -), denotes the scalar product in L*?($2). Thus, there holds the identity

(3.7) /Q@T[u] (x)v(z)p(x)dr = /Qu(xﬂ)[v] (z)p(z)dx for all u,v € D(Q).
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Furthermore,
- ov - 0
/QUZ; @ia—xipdx =— Z; /Q Uaxi (up®;)dx
(3.8) = - 5 5
u_ dp
—_— T (udy) + Lo, 2P pda.
;/Q (0 + i)
Hence,
“ 0 0

(3.9) ' u] = — Z (ud;) — u@ii/p = —udiv® — ®[u] — ud[p]/p.

o0x; ox;

i=1
Remembering the definition of G,(®) in (2.31), we obtain that
(3.10) Ou) + @ [u] + G,(P)u = 0.

3.3. Continuity of the bilinear form associated with the commutator. Setting, for v
and w in V(®,¥),

(3.11) A, v) = /Q 1@, W] [u] ()0(2)p(x)d,
we have

Afu,v) = / (@[P[ulo — V(@ [ul]o)pdz = / W)@ [v] — BT [o]) pelc
(3.12) « @

— [ @le] ~ Wl pds + [ (@G,(V)o0 ~ V)G, (®)0) pi
Q Q

Lemma 3.1. For A(-,+) to be a continuous bilinear form on V(®,W), it suffices that, for
some ca > 0,

(3.13) G(®)] +1G,(T)] < eah ae,

and we have then
(3.19) 1A o)] < 190l (120, + callvly ) + 12, (161, +ca ol ;) -

Proof. Apply the Cauchy—Schwarz inequality to (3.12), and use (3.13) combined with the
definition of the space H. |

We apply the previous results with ® := ¢;, ¥ := ;. Set for v,w in V,

(3.15) Ajj(u,v) := /Q[ai,aj][u](x)v(x)p(a:)dx, ij=1,...,n,.

We recall that V' was defined in (2.21).

Corollary 3.2. Let (2.28) hold. Then the A;j(u,v), i,j = 1,...,nq, are continuous bilinear
forms over V.

Proof. Use Remark 2.3 and conclude with Lemma 3.1. |
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3.4. Redefining the space H. In section 2.2 we have obtained the continuity and semi-
coercivity of a by decomposing ¢, defined in (2.26), as a linear combination (2.27) of the oj.
We now take advantage of the previous computation of commutators and assume that, more
generally, instead of (2.27), we can decompose ¢ in the form

No
(3.16) q=> mor+ Y. ijloios] ae
k=1

1<i<j<ng

We assume that n’ and 7" are measurable functions over [0,T] x €2, that n’ is weakly differen-
tiable, and that for some ¢}, > 0,

N
(3.17) hy < cph, whereh, = |n"| + Z !ai[ngj]’ a.e., n € L®(Q).
ij=1
Lemma 3.3. Let (2.28), (2.29), and (3.17) hold. Then the bilinear form a(u,v) defined in
(2.14) is both (i) continuous and (ii) semicoercive over V.

Proof. (i) We only have to analyze the contribution of a3* (defined in (2.23)), since the
other contributions to a(-,-) do not change. For the terms in the first sum in (3.16) we have,
as was done in (2.36),

(3.18) \ | ovtaon

(ii) Setting w := nj;v and taking here (®, ¥) = (0y,0;), we get that

< lowlulll, [|oxlulnivll, < lorlulll, o]l -

(3.19) [ slowolulon = Aww)

where A(-,-) was defined in (3.11). Combining with Lemma 3.1, we obtain

|Aij(u, )] < log[ull], (H(fi[w]Hp + collmijlloo HUHH>

(3.20) + [loalu]ll, (HUj[w]Hp + collnfjllo HU”H) :

Since

(3.21) oi[niv] = ni;oilv] + oiln;lv,

by (3.17),

(3.22) loilwlll, < llmijlloo loilvlll, + [|oimilo]] , < lnijllee loilvlll, + eyllvla-

Combining these inequalities, point (i) follows.
(ii) Use w = v in (3.21) and (3.12). We find after cancellation in (3.12) that

Ay (s i gus) = /Q w(ailuloslnly] — o5lulai())o

(3.23) " /Q (@3[u] Gy (05) — o3 Ul G () 1 yup.

By (3.17), an upper bound for the absolute value of the first integral is
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(3.24) (lostedll, + oLl ) Whell, < 2 ully el
With (2.28), we get an upper bound for the absolute value of the second integral in the same
way, so, for any ¢ > 0,
(3.25) |Aij (u, migu)| < 4 Jully fJully -
We finally have that for some ¢ > 0
a(u,u) = ao(u, u) — cllully lully,

1 1
> ag(u,u) —  [|ull}y — s lullF
2 2
L2 1 2
(3.26) = & Il — 5(2+ 1) Jully
The conclusion follows. ]

Remark 3.4. The statements analogous to Theorems 2.6 and 2.7 hold, assuming now that
h satisfies (2.28), (2.29), and (3.17) (instead of (2.28)—(2.30)).

4. The weight p. Classes of weighting functions characterized by their growth are intro-
duced. A major result is the independence of the growth order of the function h on the choice
of the weighting function p in the class under consideration.

4.1. Classes of functions with given growth. In financial models we usually have non-
negative variables and the related functions have polynomial growth. Yet, after a logarithmic
transformation, we get real variables whose related functions have exponential growth. This
motivates the following definitions.

We recall that (I, J) is a partition of {0, ..., N} with 0 € J and that 2 was defined in (1.8).

Definition 4.1. Let v and 4" belong to RY ™, with index from 0 to N. Let G(v',~") be the
class of functions ¢ : Q@ — R such that for some ¢ > 0,

(41) ool < e (@i v et (o e a )

kel keJ
We define G as the union of G(v',~") for all nonnegative (v',~"). We call 7, and ~; the
growth order of p, w.r.t. Tk, at —oo and 400 (resp., at zero and +o0).
Observe that the class G is stable by the operations of sum and product and that if f, g

belong to that class, so does h = fg, h having growth orders equal to the sum of the growth
orders of f and g. For a € R, we define

(4.2) ot :=max(0,a); a  :=max(0,—a); N(a):= (a®+1)"2
as well as
(4.3) p = pPIpJ,
where
(4.4) pr(x) = TI e~ N @) o N (),
kel

2
4.5 = k/ 7R
( ) pJ(x) keJ 1 + x:k+ak

for some nonnegative constants o, o/, to be specified later.
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Lemma 4.2. Letp € G(v/,~"). Then o € LY (Q) whenever p is as above, with a satisfying,
for some positive €' and ", for all k =0 to N,

(4.6) =€+, ap ="+, kel
' oA =E+ -1y, of=1+"+7}, kel
In addition we can choose for k =0 (if element of J)
{a6 ="+ =Dy ap :=0 if o(s,y) = 0 when s is far from 0,

4.7
(4.7 ap =0, a :=1+¢"+ 7 if p(s,y) =0 when s is close to 0.

Proof. Tt is enough to prove (4.6); the proof of (4.7) is similar. We know that ¢ satisfy
(4.1) for some ¢ > 0 and ~y. We need to check the finiteness of

(1.9 [ (i et ) (i 7)) plsitenn)
But the above integral is equal to the product prp; with
(4.9) pri= 11 /(e’yl@x’“ + e*%ﬂ/xk)e*a;fN(ﬁ)’agN(x;)dxk,
kel JR
G OR T g O
(4.10) psi=1I / . .
keJ Jry 1 —I—ka “r

Using (4.6) we deduce that py is finite since, for instance,

/ (@7llczk + 6_%;/3;,“)e—a;N(m:)—aL’N(m;)dﬁk
(4.11) R+ / /
<2 Vit e~ (IHM)Th gy — 2/ e kdxy = 2,
R, R,

and py is finite since

5l+ /+ 1 ’_
1‘k Ve TV + xi 1
(412) py= 11 &/ el AT diﬂk < 00.
keJ Jry 14 g5 T T
The conclusion follows. ]

4.2. On the growth order of h. Set for all k&
(4.13) ag = o) + af.
Remember that we take p in the form (4.3)—(4.4).

Lemma 4.3. We have the following:
(i) We have that

Py T

—k ~p
p pot

(ii) Let h satisfying either (2.28)~(2.30) or (2.28)-(2.29), and (3.17). Then the growth
order of h does not depend on the choice of the weighting function p.

<ag, kel

o0

(4.14) ’ <op, kel

o0
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Proof. (i) For k € I this is an easy consequence of the fact that N(-) is nonexpansive. For
k € J, we have that

(4.15) 2 = z e (14 a%) — a%age ! af — afa®
. P Tk p (1 +$ak)2 1 Tz

We easily conclude, discussing the sign of the numerator.
(ii) The dependence of h w.r.t. p is only through the last term in (2.28), namely,
> lailpl/p. By (i) we have that

(4.16) % [p]‘ < ' Prll ok < aglok], kel
p 2 s
k k k
(4.17) UZ['O]‘S SLLCTS| I N o R I T)
p P oo | Tk Tk
In both cases, the choice of a has no influence on the growth order of h. |

4.3. European option. In the case of a European option with payoff up(x), we need to
check that up € H, that is, p must satisfy

(4.18) /Q lur(2)[2h(z)2p(x)de < oo.

In the framework of the semisymmetry hypothesis (A.8), we need to check that up € V', which
gives the additional condition

(4.19) Zz?/g |oi[ur](2))?p(2)dx < oco.

In practice the payoftf depends only on s and this allows us to simplify the analysis.

5. Applications using the commutator analysis. The commutator analysis is applied to
the general multiple factor model and estimates for the function h characterizing the space H
(defined in (2.21)) are derived. The estimates are compared to the case when the commutator
analysis is not applied. The resulting improvement will be established in the next section.

5.1. Commutator and continuity analysis. We analyze the general multiple factor model
(1.4), which belongs to the class of models (2.1) with Q ¢ R*¥ n, = 2N, and for i = 1
to N,

(5.1) oi[v] = fi(y)sPvs;  ontilv] = gi(yi)vi,

with f; and g; of class C! over . We need to compute the commutators of the first-order
differential operators associated with the o;. The correlations will be denoted by

(5.2) I%k = Rk,N+k> k= 1,...,N.
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Remark 5.1. We use many times the following rule. For Q C R", where n = 1 4+ N,
u € HYQ), a,b € LY, and vector fields Z[u] := auy, and Z’'[u] := buy,, we have Z[Z'[u]] =

a(bgy )z, = by Uy, + ably, 4, SO that

(5.3) (2, Z)[u] = aba, thsy — bt i,
We obtain that
(5.4) los, 0ellu] = (Be — B:) fi(yi) Fe(ye)s™ TP us, 1<i <L <N,
(5.5) o, onyillul = =57 fl(y)gi(yi)us, i=1,...,N,
and
(5.6) (03, onel[u] = [oN+is onel[u] = 0, @ # L.
Also,

. g; _ s
divo; + /Ep] = fi(y;)s” (@' + 81;) :

. ON+i )
(5.7) div oy + il _ 9:(yi) +gz(yz)%-

5.1.1. Computation of g. Remember the definitions of ¢, § and ¢ in (2.24) and (2.25),
where 6;; denote the Kronecker operator. We obtain that, for 1 <4,5,k < NV,

dijo =082 (y)s*P 7Y Guk = 0;
qi,N+j =0;

5.8 1 R o

(58) anvigo = Oikif (yi)gi(yi)s"s  antigr = 0;

qN+i N+jk = 0iik9i(Yi) 95 (i)

That means we have for ¢ = Zi]]y:l gij and ¢ = ¢ — b that

do =0, (BifA(yi)s®P = + ki f (v)gi(yi)s™) ;. qo = qo — 75,
(5.9) dx = 9 (Yr) 95, (Ur); @ = G — O (e — Yi),
k=1... N

5.2. Computation of ’ and n”’. The coefficients 1/, ”’ are a solution of (3.16). We can
write n = 1) + 7, where

No
G=> toi+ > ijlonogl, A =0ifi=j.
1=1 1<i,j<nqs

(5.10) .
b= iloi+ > iiloiog], i =0ifi=j.
=1 1<t,5<ns

For k =1 to N, this reduces to

(5.11) {ﬁﬁ’wkgk(yk) = 9k (W) gk (Yr);

TNk 9k (Uk) = =0k (e — Yi)-
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So, we have that

Nk = 9k Wk);
(5.12) - =0k (e — Yr)
Ntk 9k (Yr)

For the 0th component, (5.10) can be expressed as

N
> <_77;c,N+kfllc(yk)gk(yk)sﬁk - /%kf,;(yk)gk(yk)sﬁk>
k= 1

(5.13) + Z (A”fk (yr)s™ — 5kf13(yk)826’“71)

+Z ( e -1 1 (k) 9k (k)™ + 7T fi(y)s 5’“) —rs=0.

We choose to set each term in parentheses in the first two lines above to zero. It follows that
(5.14) Monir = —Fk € L2(Q), 0 = Befulyr)s™ .

If N > 1 we (arbitrarily) choose then to set the last line to zero with

(5.15) = =0 k=2,...,N.

It remains that

(5.16) i fr(y)s™ =iy L (n)gn ()™ = rs.
Here, we can choose to take either 7 = 0 or 7 -, = 0. We obtain then two possibilities:

_rgli—hH

(i) 77/1/ =0 and ﬁi,N-H = T
(5.17) -5 fi(y1)gr(y1)

. ~// r ~/
iil) 7 = ——— and 7 =0.
( ) 1 fl (yl) 1,N+1
5.2.1. Estimate of the h function. We decide to choose case (i) in (5.17). The function h

needs to satisfy (2.28), (2.29), and (3.17) (instead of (2.30)). Instead of (2.28), we will rather
check the stronger condition (2.34). We compute

k

g

% > + gr (yi)| <!(/%k)k| +

N
(5.18) W= S )l (|<&k>s| T
k=1

N

+ 3 (Bulfulw)s™ ! + gkl )
k=1
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where we have

L& O %
(5.21) )= kz_l <ﬁk|fk<yk>\sﬂk—1 + 1k ()| + | feCn) |7 aik‘ o), D ’
N
2 | Ok (e — i) ’ 1-6, 9 { 1 ”
. h, = Fu)ar (v ||
22 ! ; 9 (Yr) fily ( Nk rotun)s Oy1 Lfi(y1)g1(v1)

Remark 5.2. Had we chosen (ii) instead of (i) in (5.17), this would only change the ex-
pression of h;? that would then be

(5.23) Z
k=

5.2.2. Estimate of the h function without the commutator analysis. The only change
in the estimate of h will be the contribution of A}, and hj. We have to satisfy (2.28)-(2.30).
In addition, ignoring the commutator analysis, we would solve (5.13) with 7/ = 0, meaning
that we choose

31_61

f1(y1)

O ( ,Uk — Yk)
gk yk

Fie(ur)gr (i)

Y
Jr(yk)
and take 7] out of (5.16). Then condition (3.17), with here 7/ = 0, would give

(524) ﬁg = ﬁkfk(yk)sﬁk_l + "%k ) k= 1v v 7N7

(5.25) h > cyh,, where h, := hy + hj,
with
al T (k) 9k (yr)
(5.26) =3 (5k|fk<yk>|sﬁk—1 + | TR |g;<yk>|> ,
N
O (e — yi) rs!=h
. he e
(5.27) =2 w0 | RGY

B
Il

1
We will see in applications that this is in general worse.

6. Application to stochastic volatility models. The results of section 5 are specified for
a subclass of the multiple factor model, in particular for the VAT and GMH models. We
show that the commutator analysis allows us to take smaller values for the function h (and
consequently to include a larger class of payoff functions).

6.1. A useful subclass. Here we assume that

(6.1) | fe(ui)l = lyel™: 1ge(ue)| = vielyel ™5 Bk € (0,1]; vp > 0; 75 € (0,00).

Furthermore, we assume x to be constant and

(6.2) | fe(yr) gk (yx)| = const  for all yg, k=1,...,N.
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Set
Cs i = ||5p3/p||005
g lok/plloc if QO =R,
(6.3) b 0 otherwise.
Lo if O = R,
Ck =

llykpr/plloo  otherwise.

We get, assuming that 1 # 0,

N

(6.4) W= 3 (ealyl ™% 4 vyl
. k=1

+ vchlyr] T+ Brlyk s 4 (1 — 'Yk)Vk|yk’7%) ,

N
(6.5) = (Bk!ykl”’“sﬁ’f1 +(1- 'yk)vklyk\”k) :
=1
- N Ol —yel ™
6.6 h, = + .

k=1
Therefore when all y, € R, we can choose h' as

N
W= 13 (™ 5% (= )l ™ )

k=1
(6.7) A gl D gl T

kel keJ

Without the commutator analysis we would get

N

(6.8) by =3 (Bl ™71+ vl | =7 + (1 — i) vl %),
k=1
al |k — Y|

6.9 hy 1= <9k’“ MLrst =Py, 71).

(69) T gyt i

Therefore we can choose

(6.10) ho=h". K .=h+ Tsl—ﬁl/‘yll’ﬂ + Zyk‘,%k”yk‘—w.
k

So, we always have that A’ < h”, meaning that it is advantageous to use the commutator
analysis, due to the term rs'=1 /|y, |7 above in particular. The last term in the above r.h.s.
has as contribution only when 7, # 1 (since otherwise A’ includes a term of the same order).
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6.2. Application to the VAT model. For the VAT model, i.e., when v, = 1, for k =1 to
N, we can take h equal to

N

(6.11) Wpa =1+ lyel(1+ 5%
k=1

when the commutator analysis is used, and when it is not, we take h equal to

N
(6.12) hra = hra+rs' Py 7N velillyel
k=1

Remember that ur(s) = (s— K) for a call option, and ur(s) = (K —s)4 for a put option,
both with strike K > 0.
Lemma 6.1. For the VAT model, using the commutator analysis, in case of a call (resp.,

put) option with strike K > 0, we can take p = pequ, (Tesp., p = pput), with

Peatt(s,y) = (1 + 83+€”)_1HkN:16—5N(yk)’
(6.13) sap

N _—eN
Pput (8, y) = 15 sor )

]._.[k:1€ ,

where ap == (' + 230 (1 — Br) — 1)+

Proof. (i) In the case of a call option, we have that
(6.14) 1> ¢os” 1 for ¢g > 0 small enough over the domain of integration,

so that we can as well take

N

(6.15) h(s,y) =14 Y lyel < TR0 (1 + [ys])-
k=1

So, we need that (s, y) € L1*(Q) with

(6.16) o(5,5) = W3 (s, y)ub(s) = (5 — K)ZTEL (1 -+ yel) 2.

By Lemma 4.2, where here J = {0} and I = {1,..., N}, we may take, resp.,
(6.17) %=27%=0,7%>0, >0, k=1,...,N,

and so we may choose for ¢/ > 0 and ¢’ > 0

(6.18) ap=0,ay=3+¢&", ap,=¢,al=¢", k=1,...,N,

so that setting € := &’ + ¢, we can take p = peay-
(ii) For a put option with strike K > 0, 1 < cgs®~! for big enough ¢y > 0, over the
domain of integration, so that we can as well take

N
(6.19) h(s,y) =1+ lyels™ " S TRD (1 [yels™71)% < TR 820 2(1 4 Jy)?
k=1
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and
(6.20) p(s,y) = (s, y)ui(s) < (K — )1 8™ 72 (1 + |ye])*.

By Lemma 4.2, in the case of a put option and since (K — s)%r is bounded, we can take v,
Yo, o, o as before, for k =1 to N, and

k=1

N
621) =0, 24 =250 - B, a0_<5+221_5k_1) a0
k=1 +

and the result follows. [ |

Remark 6.2. If we do not use the commutator analysis, then we have a greater “h” func-
tion; we can check that our previous choice of p does not apply any more (so we should
consider a smaller weight function, but we do not need to make it explicit). And indeed, we
have then a singularity when, say, y1 is close to zero so that the previous choice of p makes
the p integral undefined.

6.3. Application to the GMH model. For the GMH model, i.e., when v, = 1/2, k =1
to N, we can take h equal to

N
1 — _1
(6.22) = 1Y (B 5770 + 3
k=1

when the commutator analysis is used, and when it is not, we take h equal to
(6.23) hi = hyg +rs Py |72

Lemma 6.3. (i) For the GMH model, using the commutator analysis, in case of a call
option with strike K, meaning that up(s) = (s — K)4, we can take p = peqy, with

(6.24) peatt(s,y) = (145" )L g (1445727

(ii) For a put option with strike K > 0, we can take p = ppyr, with

(6.25) pput(s,y) = TR yE (1 +yE+2) 7!

Proof. (i) For the call option, using (6.14) we see that we can as well take
(6.26) h(s, y) <1+Z( Py ) < - KR (1 4y ).

So, we need that ¢(s,y) € LY*(€), with

2 —1/2
(6.27) o (s,y) = W2 (s, y)ui(s) = (s — KL, (14 g/ + 477,
By Lemma 4.2, where here J = {0, ..., N}, we may take, resp.,

(6.28) %=2,7%=0,v%=1v%=1 k=1,...,N,
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and so we may choose for ¢/ > 0 and €’ > 0
(6.29) ap=0,ay=3+¢", =€, al=6"+2, k=1,...,N,

so that setting e := &’ + ", we can take p = pequ.
(ii) For a put option with strike K > 0, 1 < cgs ! for big enough cg > 0, over the
domain of integration, so that we can as well take

N

(6.30) h(s,y) =14 Y lyels™ 1 ST (14 [yels™ 1) < TR0 82572 (1 + [ye])?
k=1

and

(6.31) p(s,y) = (s, y)ui(s) < (K — )30 %72 (1 + |ye]).

By Lemma 4.2, in the case of a put option and since (K — s)i is bounded, we can take ~;,
Y, O, o as before, for k =1 to N, and

(6.32) % =0, 7% =0, ag =0, ag =0,

and the result follows. [ |

Remark 6.4. If we do not use the commutator analysis, then, again, we have a greater “h”
function; we can check that our previous choice of p does not apply any more (so we should
consider a smaller weight function, but we do not need to make it explicit). And indeed, by
the behavior of the integral for large s the previous choice of p makes the p integral undefined.

Appendix A. Regularity results by Lions and Magenes. Let H be a Hilbert space
identified with its dual and scalar product denoted by (-,-). Let V be a Hilbert space, densely
and continuously embedded in H, with duality product denoted by (-,-)y. Set
(A1) W(0,T) :={u € L*(0,T;V); @€ L*0,T;V*)}.

It is known [15, Chap. 1] that
(A.2) W(0,T) Cc C(0,7; H) with continuous inclusion

and that for any u, v in W(0,7T), and 0 < t < ¢/ < T, the following integration by parts
formula holds:

(A.3) /t ((a(s), v(9))v + (i(s), u(s))v) ds = (u(t'), v(t) g — (u(t), v(t))ar-

Equivalently,

(A4) 2/t (u(s), u(s))vds = |[u(t)]|% — ||lu(t)|/} for all u € W(0,T).
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Let A(t) € L>(0,T; L(V,V*)) satisfy the hypotheses of uniform continuity and semicoercivity,
i.e., for some a > 0, A > 0, and ¢ > 0,

(A5) { (A(t)u,u)y > af|ul|} — Mul|g  for all w € V and a.a. t € [0,T),

A u|lyv+ < c||ul]ly  for all w € V and a.a. t € [0,T].

Given (f,ur) € L?(0,T;V*) x H, we consider the following (backward) parabolic equation:
find w in W(0,T) such

(A.6)

—u(t) + At)u(t) = f in LZ(O,T; V),
w(T) =ur in H,

and recall classical results from [15, Chap. 1].

Proposition A.1 (first parabolic estimate). The parabolic equation (A.6) has a unique so-
lution w € W(0,T), and for some ¢ > 0 not depending on (f,ur),

(A7) HUHH(O,T;V) + ”UHLw(o,T;H) < c(lJur|lg + HfHL?(o,T;V*))-
We next derive a stronger result with the hypothesis of semisymmetry below:

([ A(t) = Ao(t) + AL(t), Ao(t) and A;(t) continuous linear mappings V — V*,
Ap(t) symmetric and continuously differentiable V' — V* w.r.t. t,
A, (t) is measurable with range in H, and for positive numbers g, ¢4,
(1) (Ao(t)u,u)y > agllul|}  for all w € V, and a.a. t € [0,T],
(i)  [JAi(t)ullg < caqllully  for all w € V and a.a. t € [0,T],
| [ € L?(0,T;H) and ur € V.

(A.8)

Proposition A.2 (second parabolic estimate).  Let (A.8) hold. Then the solution u €
W(0,T) of (A.6) belongs to L°°(0,T;V), @ belongs to L*(0,T; H), and for some ¢ > 0 not
depending on (f,ur)

(A.9) lull Lo o,1v) + el 220,71y < ellluzlly + ([ fllz20,7:m))-
Appendix B. Parabolic variational inequalities. Let K C V be a nonempty, closed, and

convex set, IC be the closure of K in H, and ur € K. Let

(B.1) {L2(0,T; K):={uc L*0,T;V); u(t) € K a.e.},

W(0,T;K) :=W(0,T)NL*0,T; K).

We consider parabolic variational inequalities as follows: find uw € W (0,T’; K) such that

(B.2)

(=u(t) + At)u(t) — f(t),v —u(t))y 20 forallve K aa.t,
w(T) =wup in H.

Take v € W(0,T; K). Adding to the previous inequality the integration by parts formula

T
B3) = [ 06 = i), 0(9) = ul)vas = 5[u(0) = o)y = ulT) (D[
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and since u(T") = ur we find that

T
[0+ At ~ 100 = ut)y 2 Ju(0) O ~ () ~ oI
forallv e W(0,T;K), u(T)=urp.

(B.4)

It can be proved that the two formulation (B.2) and (B.4) are equivalent (they have the same
set of solutions) and that they have at most one solution. The weak formulation is as follows:
find u € L?(0,T; K) N C(0,T; H) such that

T 1 )
/0 {(=0(t) + A)u(t) = f(t),v — ut))v 2 —5[[u(T) = v(D)[H

for all v € L?(0,T; K), u(T) = ur.

(B.5)

Clearly a solution of the strong formulation (B.2) is a solution of the weak one.

Proposition B.1 (Brézis [6]). The following holds:
(i) Let ur € K and f € L?(0,T;V*). Then the weak formulation (B.5) has a unique
solution u and, for some ¢ > 0, given vg € K,

(B.6) [ell oo 0.7y + ull 20,y < elllurlla + £l 2,254y + vollv)-

(ii) Let in addition the semisymmetry hypothesis (A.8) hold, and let up belong to K.
Then u € L*(0,T;V), w € L?>(0,T; H), and u is the unique solution of the original
formulation (B.2). Furthermore, for some ¢ > 0,

(B.7) 1wl Lo 0,7y + 1l 20,75y < ellurllv + [ £l L2 0,7:m))-

Appendix C. Monotonicity. Assume that H is an Hilbert lattice, i.e., is endowed with an
order relation > compatible with the vector space structure:

(C.1) 1 = xo implies that yx1 +x = yro + x forally >0 and x € H

such that the maxima and minima denoted by max(x1,z2) and min(xy, z2) are well defined,
the operator max, min be continuous, with min(z1,z2) = — max(—z1, —x3). Setting x4 =
max(z,0) and x_ := —min(z,0) we have that + = z; — z_. Assuming that the maximum
of two elements of V belong to V we see that we have an induced lattice structure on V.
The induced dual order over V* is as follows: for v} and v3 in V*, we say that v} > v3 if
(vj —v3,v)y > 0 whenever v > 0.

Assume that we have the following extension of the integration by parts formula (B.3):
for all u, v in W(0,T) and 0 <t <t <T,

(C.2) Q/t ((s), ur(s))vds = llus ()7 = lur ()17,

(C3) (A, ushy = (Altyuy, ug)y.
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Proposition C.1. Let u; be solution of the parabolic equation (A.6) for (f,ur) = (f' uk),
i=1,2. If f* > f2 and ulT > u2T, then ui > us.

This type of result may be extended to the case of variational inequalities. If K and K’ are
two subsets of V, we say that K dominates K’ if for any u € K and v’ € K', max(u,u’') € K
and min(u,v') € K'.

Proposition C.2. Let u; be solution of the weak formulation (B.5) of the parabolic vari-
ational inequality for (f,ur,K) = (fuf, K%, i = 1,2. If fi > fo, uk > u%, and K!
dominates K2, then up > us.

The monotonicity w.r.t. the convex K is due to Haugazeau [13] (in an elliptic setting, but
the result is easily extended to the parabolic one). See also Brézis [7].

Appendix D. Link with American options. An American option is the right to get a
payoff U(t,z) at any time ¢ < T and ur at time 7. We can motivate as follows the derivation
of the associated variational inequalities. If the option can be exercised only at times t; = hk,
with h = T/M and k = 0 to M (Bermudean option), then the same PDE as for the European
option holds over (t,tx+1), K = 0 to M — 1. Denoting by wy the solution of this PDE, we
have that u(tx) = max(¥,uy). Assuming that A does not depend on time and that there is
a flux f(t,x) of dividends, we compute the approximation wuy, of u(tx) as follows. Discretizing
the PDE with the implicit Euler scheme we obtain the continuation value g solution of
w + Aty = f(tg,"), k=0,...,M —1; wup = max(V,0),

so that ug = ugy1 — hAu, + hf(tg,-), and we find that

(D.1)

(D.Q) Up = max(ﬂk, \I/) = max(ukﬂ — hAuy, + hf(tk, ‘), \I’),

which is equivalent to

(D.3) min (uk — 0, S Ay — £t .)> —0.

This suggest for the continuous time model and general operators A and r.h.s. f the following
formulation:

(D.4) min(u(t, z) — U (z), —u(t,z) + A(t,x)u(t,z) — f(t,z)) =0, (t,z) € (0,T) x Q.

The above equation has a rigorous mathematical sense in the context of a viscosity solution;
see Barles [5]. However, we rather need the variational formulation which can be derived as
follows. Let v(x) satisfy v(z) > ¥(x) a.e. and be smooth enough. Then

—~

; (—u(t,x) + A(t, z)u(t,x) — f(t,x))) (v(z) — u(t, z))dz

D5 = / (=it 2) + Alt,2)u(t, ) — £(t2))) (0(z) — u(t,2))dz
{u(t,x)="(x)}

+ (—u(t,z) + A(t, x)u(t,x) — f(t,x))) (v(x) — u(t, z))dx.
{u(t,z)>w(z)}
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The first integrand is nonnegative, being a product of nonnegative terms, and the second
integrand is equal to 0 since by (D.3), —u(t,z) + A(t,z)u(t,x) — f(t,z)) = 0 a.e. when
u(t,z) > ¥(x). So we have that, for all v > ¥ smooth enough,

(D.6) /Q (—u(t,x) + A(t, z)u(t,x) — f(t,x)) (v(z) — u(t,z))dz > 0.

We see that this is of the same nature as a parabolic variational inequality, where K is the
set of functions greater than or equal to ¥ (in an appropriate Sobolev space).

Appendix E. Some one-dimensional problems. It is not always easy to characterize the
space V. Let us give a detailed analysis in a simple case.

E.1. The Black—Scholes setting. For the Black—Scholes model with zero interest rate
(the extension to a constant nonzero interest rate is easy) and unit volatility coefficient,
we have that Au = —iz%u”(z) with z € (0,00). In the case of a put option up(z) =
(K —z)4 we may take H := L?(R,). For v € D(0,00) and u sufficiently smooth we have that
—L =22y (2)d2 = a(u,v) with

2 Jo )
1 o0 o0
(E.1) a(u,v) := 2/ a:%’(a:)v’(:c)dx%—/ xu' (x)v(r)dz.
0 0
This bilinear form a is continuous and semicoercive over the set

(E.2) V:={ue H; zu'(x) € H}.

It is easily checked that @(z) := z7'/3/(1 + z) belongs to V. So, some elements of V are
unbounded near zero.

We now claim that D(0,00) is a dense subset of V. First, it follows from a standard
truncation argument and the dominated convergence theorem that Vo := V N L*>(0, 00) is
a dense subset of V. Note that elements of V' are continuous over (0,00). Given £ > 0 and
u € Voo, define

0 if z € (0,¢),
(E.3) ue(x) := < u(2e)(z/e —1) if x € [¢,2¢],

u(2e) if x > 2e.
Obviously ue € V. By the dominated convergence theorem, us — u in H. Set for w € V

2¢e
(E.4) O (w) = / 22w (z)?d.
0
Since ®. is quadratic and v — u in H, we have that
1 [ 1
(E.5) 3 [ e~ = S ) < () + . (u).
0

Since u € V, ®.(u) — 0 and
2e
(E.6) D (ue) < HU\@O/ e a?de = O(JJul%e).
0

So, the Lh.s. of (E.5) has limit 0 when ¢ | 0. We have proved that the set V? of functions in
V' equal to zero near zero is a dense subset of V. Now define for N > 0
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1 if 2 € (0, N),
(E.7) on(z) =4 1—log(x/N) ifx € [N,eN],
0 if z > eN.

Given u € Vp, set uy := upy. Then uy € H and, by a dominated convergence argument,
un — win H. The weak derivative of uy is uly = v/¢on + ug/y. By a dominated convergence
argument, xu/oy — zu’ in L*(Ry). It remains to prove that zuy’y — 0 in L*(Ry). But ¢y
is equal to 1/z over its support, so that

eN o0
(E.8) H:L‘ucp'NH%Q(R” = / u?(z)dz < / u?(x)dz — 0
N N
when N 1 co. The claim is proved.

E.2. The Cox—Ingersoll-Ross setting. In the Cox—Ingersoll-Ross model [8] the stochastic
process satisfies

(E.9) ds(t) = 0(p—s(t)dt+oy/sdW(t), t>0.

We assume the coefficients 6, p, and ¢ to be constant and positive. The associated PDE is
given by

1
Au = —0(u — z)u’ — 2CCA2 u” =0, (z,t) € RT x (0,T),
u(z,T) = up(x), =cRT.

(E.10)

Again for the sake of simplicity we will take p(z) = 1, which is well adapted in the case of a
payoff with compact support in (0,00). For v € D(0,00) and u sufficiently smooth we have
that [ Au(z)v(x)dz = a(u,v) with

1 > 1 e
(E.11) a(u,v) := 9/ p—z)u' (z)v(x)de + 20 / xu'(a:)v'(x)dx+262/ o (z)v(z)dz.
0 0
So one should take V of the form
(E.12) V= {uc H; Vou'(z) € L*(R,)}.

We next determine H by requiring that the bilinear form is continuous; by the Cauchy—Schwarz
inequality

/0 " (@)o(@)da

We easily deduce that the bilinear form a is continuous and semicoercive over ¥V when choosing

(E.13) < [lt2u |22 2o] 2.

< "2 ol 0]l \ / 2 (@)o(e)de

(E.14) H:={vel*Ry); (427w e L*(R,)},
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Note that then the integrals below are well defined and finite for any v € V:

(E.15) /0 T (212 (271 2) = /0 T = % /0 Ty,

So w := v? is the primitive of an integrable function and therefore has a limit at zero. Since
v is continuous over (0,00) it follows that v has a limit at zero.

However, if this limit is nonzero we get a contradiction with the condition that =2y €
L3(Ry). So, every element of V has zero value at zero.

We now claim that D(0, c0) is a dense subset of V. First, Vo := VN L>®(0, 00) is a dense
subset of V. Note that elements of V are continuous over (0,00). Given € > 0 and u € Vo,
define u.(x) as in (E.3). Then u. € V5. By the dominated convergence theorem, u, — u in
H. Set for w eV

2e
(E.16) O (w) := / zw' (z)dz.
0
Since ®. is quadratic and u. — u in H, we have that
1 [ 1
(E.17) 2/ 22 (ul — o)z = §<I>E(u5 —u) < D (ue) + Po(u).
0
Since u € V, ®.(u) — 0 and
2e
(E.18) O (ue) < e 2u(2e)? / xdr = 2u(2e)? — 0.
0

So, the Lh.s. of (E.17) has limit 0 when ¢ | 0. We have proved that the set V° of functions in
V> equal to zero near zero is a dense subset of V. Define ¢y as in (E.7)

Given u € Vp, set uy = upy. As before, uy — u in H, and vy = vpn + ugly,
zu'on — zu in L?(R;), and it remains to prove that zug)y, — 0 in L?(R;). But ¢y is equal
to 1/x over its support, so that when N 1 oo,

oo

eN
(E.19) Hxl/zucp’NH%g(RJr) = / z P (x)de < / u?(x)dz — 0.
N N

The claim is proved.
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