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BACKWARD DIFFERENTIATION FORMULA FINITE
DIFFERENCE SCHEMES FOR DIFFUSION EQUATIONS WITH
AN OBSTACLE TERM

OLIVIER BOKANOWSKI AND KRISTIAN DEBRABANT

AssTRrRACT. Finite difference schemes, using Backward Differentiation Formula
(BDF), are studied for the approximation of one-dimensional diffusion equations
with an obstacle term, of the form
min(ve — a(t, )vge + b(t, x)ve + r(t, z)v,v — p(t,z)) = f(t,z).

For the scheme building on the second order BDF formula (BDF2), we discuss
unconditional stability, prove an L2-error estimate and show numerically second
order convergence, in both space and time, unconditionally on the ratio of the
mesh steps. In the analysis, an equivalence of the obstacle equation with a
Hamilton-Jacobi-Bellman equation is mentioned, and a Crank-Nicolson scheme
is tested in this context. Two academic problems for parabolic equations with
an obstacle term with explicit solutions and the American option problem in
mathematical finance are used for numerical tests.

Keywords: diffusion equation, obstacle equation, viscosity solution, numerical
methods, finite difference scheme, Crank Nicolson scheme, Backward Differentiation
Formula, high order schemes.

1. INTRODUCTION

We consider a second order partial differential equation with an obstacle term, of
the following form:

min(v; + Av,v — ¢(t,2)) = f(t,z), t€(0,T), zel, (1a)
v(0,2) = vo(z), =€, (1b)

with
Av = —%JQ(t,a:)vm +b(t, x)v, + 7(t, x)v. (2)

We will assume that b, v, o, f, ¢ and vy are Lipschitz continuous functions with
respect to all variables, and also vy(z) > ¢(0,2) + f(0, ) for compatibility reasons
with , and 2 is a subset of R.

When Q = R, the solution v can be defined as the unique uniformly continuous
viscosity solution of in the viscosity sense (see [28] for a precise statement, for
the case of z-dependent obstacle functions and f = 0, using even less restrictive
assumptions on the remaining data, and these results can easily be generalized to
the case of (t,z)-dependent obstacle functions and f # 0). The PDE (1)) can also
be considered on a bounded domain = (X1, Xinae) with Dirichlet boundary
conditions, see [23] 24, 8] and Section [2| For the well-posedness of , a variational
framework can also be used |14, [T].

In the recent years there has been a lot of interest in the approximation of such
obstacle problems. Related to stochastic optimal stopping time problems, we will
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2 O. BOKANOWSKI, K. DEBRABANT

consider in particular

min(vy — %)\Qm%m —rzv, + 10, v—(x)) =0, te(0,T), €, (3a)
v(0,2) = p(z), z€Q, (3b)

with Q = (0, 00), with constant coefficients A > 0, r > 0, f = 0, and with initial data
identical to the obstacle function. The American put option problem in mathematical
finance corresponds in particular to the case of the initial data (or “payoft” function)
¢(z) = max(K — x,0). For this problem it is known that the solution presents a
singular point z4(t) moving with time, such that v(t,z) = ¢(z) for x < x4(t), and
v(t,x) > ¢(x) for x > x4(t), and t — z(t) has a Holder continuity behavior near
t =0 (see Remark as well as [I1], [2], and [I, Chap 6]). Some results on the
structure of the interface related to can also be found in [4] (and see related
references).

A finite element scheme in the American option setting has been considered by
Jaillet, Lamberton and Lapeyre in [I9], where its convergence is also proved under
conditions on the mesh steps. For a comprehensive study of finite difference schemes
as well as finite element schemes in this context we refer to Achdou and Pironneau [1].
In relation with the obstacle problem, a finite volume method is also studied in
Berton and Eymard [3]. In connection with the present work, Windcliff, Forsyth,
and Vetzal applied in [33] a second order backward differentiation formula (BDF2)
scheme to shout options, which can be understood as a sequence of interdependent
American option type problems. Also Oosterlee [26] applied BDF2 in the context
of the American option problem, in combination with a multigrid approach (see
also Oosterlee et al. [27]). Le Floc’h [22] applied the trapezoidal rule combined with
BDF?2 as a one-step method (TR-BDF2) to the American option problem.

In relation with viscosity theory, a precise error analysis is given in [20] for
monotone finite difference schemes and semi-Lagrangian schemes.

Now we remark that in the case of vy = p+f (with @ = R) in (Ib]), and for an
operator of the form

Av = —%UQ(z)vm + b(x)v, + r(z)v, (4)

i.e., with coefficients and source term f = f(z) which do not depend on time (and
which are otherwise Lipschitz continuous) the solution v of is also the unique
viscosity solution of the following Hamilton-Jacobi-Bellman (HJB) equation:

vy + min(0, Av) = f(z), t€(0,T), ze€qQ, (5a)
0(0,2) = pla) + f(x), T (5)

(For the well-posedness of in the viscosity framework, see [28].) The equivalence
between and was signaled to us by R. Eymard. It is proved in Martini [25]. A
sketch of the proof of independent interest is given in Appendix (see Remark .

In this article, we first study in Section [2 two elementary Crank-Nicolson (CN)
schemes: a classical CN scheme adapted to the obstacle problem , and an other
CN scheme adapted to the PDE . Although these CN schemes are both second
order consistent (and their results even agree in certain cases), we numerically
observe that they tend to switch back to first order convergence for bad ratios of the
mesh parameters (corresponding to large time steps or “high CFL numbers”). It is
known that a change of variable in time, as in [29], or the use of refined time steps
near singularity (i.e. near ¢ = 0), as in [I3], can be used as a remedy to recover
second order convergence. However these remedies somehow correspond to using
smaller time steps, which one may want to avoid. Stability results exist for the CN
scheme, in the L setting, for the approximation of the linear heat equation [31].
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However, to the best of our knowledge, there is no convergence proof for the CN
finite difference schemes adapted to the obstacle equation without assuming a
CFL condition of the form 7/h? small enough (where 7 is the time step and h a
mesh step).

To circumvent some of these problems, we then consider the use of the Backward
Differentiation Formula (BDF) for the approximation of the time derivative v,
adapted to the obstacle problem. In Section [3] we introduce implicit BDF schemes
in the same way as Windcliff, Forsyth, and Vetzal [33] and Oosterlee [26]. In
particular second- and third-order BDF schemes are considered. When formulated
on an obstacle problem , these schemes are non-linear and implicit, but they
can be solved by using a simple Newton-type algorithm. In Section a new
unconditional L? stability estimate is obtained in the case of the second order
BDF obstacle scheme (BDF2). This is achieved by using estimates similar to the
“Gear” scheme for parabolic PDEs (see for instance [I], see also [9]) with some new
ingredients in order to deal with the non-linearity coming from the obstacle term.
We then obtain also a new error estimate in an L? norm. This estimate holds under
some specific assumptions on the regularity of the exact solution v which allows
vz bounded but possibly discontinuous at some finite number of singular points
(t,y;(t))1<j<p that do not evolve too rapidly.

In Section [5 two academic models are introduced, with explicit solutions, one
of them being very close to the American option model. These models allow us to
study precisely and more easily the numerical convergence and allow for a slightly
smoother behavior of the interface (compared to the American option model). This
allows also to observe third order behavior for a third order BDF obstacle scheme
(BDF3) on a specific model with bounded u,,, derivative at the free boundary.

Appendix [A] is devoted to a sketch of the proof for the equivalence between PDE
and PDE in case the coefficients are not time dependent.

Our study concerns here only one-dimensional obstacle problems, but the proposed
schemes based on BDF approximations can be extended to higher dimensions (see
126, 6]).

Acknowledgments. We are very grateful for the many helpful comments of the
referees, especially concerning the analysis and the useful references related to the
CN scheme, and for remarks that helped us improve the convergence result for the
BDF2 scheme.

2. CN FINITE DIFFERENCE SCHEMES REVISITED

In this section we revisit the CN schemes and related approaches for a diffusion
equation in presence of an obstacle term. Although the presented schemes are
all theoretically second order consistent in smooth regions (in a sense that is made
precise in Lemma, we will show that the order may numerically deteriorate and
switch back to first order for “high CFL” numbers, i.e., for large time steps with
respect to space steps. (As mentioned in the introduction, a change of variable in
time, as in [29], or the use of refined time steps near the ¢ = 0 singularity, as in [13],
can lead back to second order convergence). The BDF scheme presented in Section
[l will not suffer from this problem.

For the numerical approximation of we will consider Q = (Xpin, Xmaz)
together with Dirichlet boundary conditions:

V(t, Xmin) = ve(t), t € (0,T), (6a)
0(t, Xmas) = vp(t), € (0,T). (6b)
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We consider a uniform mesh with J > 1 points inside:
25 = Xpnin +jhy §=0,...,J+1,
where h = X‘ljij_{(" Let N>1, 7= % and ¢, = nrt.
We shall say that we have a “high CFL number” when 7 > 1 (or 4 > 1),

compared to a situation where T ~ 1 (or 4 =~ 1).

Denoting v}': = v(tn,x;), we consider the following centered finite difference
approximation for the operator Av:

(Av)(tn, z5) = (7)
—vj_q +2v] —vjly

L 4 UJT’LH B vgil
5 (tmxj)( 2 ) +b(tn,a:j)T + 1 (tn, v5)v5

The diffusion part will always dominate the advection part (%Z—z > ‘Q—b}lb) to avoid
stability issues with the centered approximation. Note that for the American put
option problem this requires h < 212 /r.

Remark 2.1. 4th order finite difference approximations for v, and v,, can also be
used instead of (7), in particular for the numerical tests, as detailed in Section

Let us denote by A™u" + ¢" the approximation of Auv(t,,-) on a given set of

grid points, with u™ = (u},... ,u’})T, where v} are approximations of vy, Al =

(a)) 1< i< with

e L N T N (8a)
al = 280 dr(te.w), i=1,....J, (8b)
agzll = —=pr+Ar, i=1,...,J-1, (8c)
where 87 := #Jz(tmmi) and ' = %, and
¢ = (B = A, 0,0, (=87 + 7))
and with given Dirichlet boundary conditions, for n =0,..., N:
ug = ve(ty,) and i = v.(ty). (9)

The matrix A™ is in general time-dependent, but for simplicity of presentation
we will write A = A = (@i ;) without explicit time-dependency. The vector ¢
may depend on the time also because of the time dependency in the boundary
conditions @ We have second order consistency in space, that is, assuming v
sufficiently regular,

(A" +¢"); = (Av)(tn, z;) + O(h?).
A first simple CN scheme for the obstacle equation is, forn=0,...,N —1
and j =1,...,J, given by

1
ntl g

1Ln —mi Uj ?
S, (u) :== min ( +

U A g,

J J

DN =

uy =gt - f?“) =0, (10)
where we have denoted

" 1
<pj+1 = @(tntr, ;) and  f7 = f(tp,x;), p€ {n+ §7n+1}

and use the boundary conditions @D and initial condition

u? =wo(xj), 1<j<J (11)
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Looking now at equation , an other possible CN scheme is

2.n utt — uy 1 1 n+1/2  pnt1/2
S (u) == min (JT + 5(141/” + Au™); +q; = )
n+1 n
ul T — "
M 2) —0,  1<j<J (12)
-

initialized with u? = vp(z;). Because 7 > 0, this scheme is also equivalent to

(u —
min | — +

1 n n
- i(Au"H+Au")j+q-+1/2—f-+1/2,

J J

u;t+1 _ u}L_Tf;I+1/2> =0, 1<ji<J (13)

Remark 2.2. For both schemes, the unknown u™*! is unique, well defined, and can
be obtained by using fix point methods. One can use the fact that there exists
a unique solution of the obstacle problem min(Bz — §,2 — g) = 0 as soon as, for
instance, B is strictly diagonally dominant with B;; > 0 (see [1]).

Remark 2.3. If furthermore B is a strictly diagonally dominant M-matrix (i.e.
B;;j <0 for all i # j and B;; > Zj;éi |B;;| for all ) then a Newton-like algorithm
[5] can be implemented, which is particularly efficient for solving obstacle problems
exactly (up to machine precision) in a few number of iterations. We refer also to [18]
for convergence of semi-smooth Newton methods or related algorithms applied to
solve discretized PDE obstacle problems. Note that the number of iterations before
convergence may increase linearly with the number of mesh points [5]. Penalization
methods for solving the obstacle problem can also be used in order to approximate
the equation with a controlled penalization error and then significantly reduce the
number of needed iterations [13] [34 [30].

For the linear part v; + .Av, the CN scheme appears to be second order consistent
only precisely at time ?,1/2, while the obstacle term v}”l — QD?JFI is evaluated
at time ¢,41 in , so appears to be only first order consistent with the value
V(tng1/2,75) — @(tns1/2,25). Hence the consistency error seems to be in general of
order O(7) + O(h?) but not better. The following lemma shows that a better order

may hold.

Lemma 2.4. (i) The CN scheme is second order consistent in time and space,
in the following sense: for any regular v that is solution to it holds
1,n _ 2 2
S (v) =0(1° + h%).
(i) The CN scheme is second order consistent in time and space, in the

following sense: for any regular v it holds

S5 (v) = min(v; + Av — f,vp = f)(tn, ;) + O(7% + 1?).

Proof. (i) v regular implies
TS JAan Y CR |
J J + 7(Avn+1 + Avn)j + qﬁ+1/2
T 2 J
= (ve + A0)(tnt1/2,25) + O(72||vseloc) + O(R* (|vsz oo + vaalloc)).  (14)
Inserting into we obtain the estimate

S;m(v) = min((v; + Av) (ty41/2,75) — f;b+1/27

U(tnr, ;) — @§ T = 1) + O(7% +B7). (15)
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Now we consider three possible cases. First case: v(t,41,2;) = cp;-”rl + f;-”rl.
Since v; + Av — f > 0 by (1)), it follows S;’"(v) = O(7% + h?).

Second case: v(tny1,2;) > @f T 4+ f1 and v(ti1 )0, ;) > @?H/Q —I—ffH/Q. In
that case, since v is solution to at (tp41/2,7;), it holds

(Ut + AU - f)(tn+1/2>xj) = 07
using yields therefore
;") = min(0, v(tnr1,z;) —@f T = 1) + O(r + B?)
= O(T* + h?).

Third case: v(t,41,x;) > QO;-LH + f;”rl and v(t,41/2,25) = @?H/Q + f;L—H/Q.
Since v(t,z;) > p(t,x;) + f(t,z;) for all t, t — v(t,x;) — (¢, z;) — f(¢t, ;) reaches
a minimum at ¢ = ¢,;1/2, and by using the regularity of v, f and ¢ we obtain
V(tnt1/2:T5) — 0t(tnyry2, T5) — fe(tny1/2,5) = 0. Then v(tnq1, v5) — @(tng1, 5) —
f(tns1, @) = v(tpg12,25) — @(tni1/2,25) — f(tngiy2,25) + O(r%) = O(7?), from
which we deduce

S;m(v) = min((v¢ + Av = f)(tny1/2,25), 0)+O(7% + h?) = O(7* + h?).

(i7) Inserting and
+1
U]T-L -7
T

into we obtain the second order estimate

S3"(v) = min(vy + Av — f,ve = f)(tns1y2,7;) + O(7> + h2).

= vt(tn+1/23 ‘Tj) + O(T2||U3t||00)

O

Remark 2.5. In the proof of (i) we use the fact that v is solution of the PDE, as well
as the regularity of ¢ — v(¢, ;) in a region where it switches from v(t,, ;) = ¢} to
v(ty,z;) > ¢}, and we know in general that this corresponds to a jump of v; (or
Uz ). Therefore this analysis cannot be applied in general. If v is regular, without
assuming that v is solution of , then by we would obtain only a first order
estimate in time.

On the other hand, the following assertions hold:

Lemma 2.6. Assume that f and o are independent of t.
(i) If for given u™ value, the solution u™** of the scheme (10) satisfies u™T* > u™
(with u™ > o + f), then u™*! is also solution of the schem starting from u™.
(i) In particular, if u' > u® and the following conditions hold:
e the vector q and the matriz A do not depend on time,
o the matriz I — 5 A is positive componentwise,
o the matriz I + $A is a strictly diagonally dominant M -matriz,
then the solution of the scheme (10)) satisfies u™*1 > u™ for all n, and thus by (i)
schemes and give identical values.

Proof. Proof of (i): Let ¢" := 1(Au™*! + Au"); + q;LH/Z—fj, so that the first

n
Uy

unti_
scheme (10]) reads min(u’f +cf, u}”l—gpj — f;) = 0. Assuming that " is
solution of scheme ([10)), with u”*! >y, if u?“ = @; + [}, then it is clear that also

ntl_,n
ui =;+ fi= u}”l and therefore since %uj + ¢} > 0 it can be deduced that
ntl_ . n
S?”(u) = 0. On the other hand, if u?“ > ¢; + f;, then it implies u—f—c;’ =0,

from which we conclude sz "(u) =0, so u" ! is also a solution of the scheme (12)).
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Proof of (#i): Denoting F,, () := min(Bx —d,,2—¢ — f) where B = [+ 3 A and
6p = (I — FA)u™ — 7q—7f, the scheme is equivalent to F,(u"!) = 0. Because
B is an M-matrix, the function F}, is monotone in the sense that F,(y) < F,(z) =
y < z (componentwise).

Assume now that ™ > u™~! for some n > 1. Due to I — $A > 0, it holds
On > 6p—1, and therefore F,,(y) < F,,—1(y) for all y. In particular, F,,_1(u™) =0 =
F,(u"*!) < F,,_1(u"*1), and by the monotonicity of F,,_; we conclude u,, < 1.
By induction it follows that v*! > u™ for all n. O

Remark 2.7. For the American put option problem with ¢(z) := max(K — z,0)
the left boundary condition will be uf = K — X,,n, and the right boundary
condition u;, ; = 0. Thus the vector ¢" /2 = ¢ does not depend on time. Further,
for A determined by and A*(Xuin + h) > rh, the matrix I — ZA is positive

2

2
componentwise under the CFL condition (U}f% + r) 5 < 1, and the matrix I+ 5 A

. . . . . . . 2+
is a strictly diagonally dominant M-matrix under the condition 7 < e " . Finally,

with u® = g, it is easy to see that the scheme satisfies u! > u® = g “Thus, by
Lemma scheme and scheme give identical values.

This explains why the CN scheme gives the same results as scheme for
low CFL number.

In order to verify the expected orders, we have tested the CN schemes numerically
on the American put option model with initial data

o(x) := max(K — z,0) (16a)
and parameters
A=02, r=01 T=1, K =100. (16Db)

In this setting, we observe that the singular point z4(T") is greater than 80,
so for the numerical approximation we have considered the subdomain =
(Xmin, Xmaz) = (75,275) and boundary conditions of Dirichlet type:

U(t7Xmin) =K — Xmina 0<t< T,

and
V(t, Xmax) =0, 0<t<T.

We have numerically estimated that the truncation error from the right, using
Xmaz = 275 instead of X,nqe = 400, is less than 1078,

The errors of the CN schemes in L2, L' and L™ norms are computed at time
ty = T as follows:

err == ( hZ|u N|p YP and epoc: = mi na, |u UJN\ (17)
The reference values are computed using a BDF obstacle scheme of second order and
with N = J+1 = 20480 that will be made precise in Section [3] In the Newton-like
algorithm to solve the obstacle problem min(Bz — §,z — g) = 0, we iterated until
the numerical approximation & fulfilled || min(BZ — 6,2 — g)| s < 10710,

Results are given in Table [I| with discretization parameters N = J+41 and
N = (J+1)/10 (this second case corresponds to large time steps or “high CFL
numbers”). Note that the quite restrictive CFL condition in part (ii) of Lemma
(cmp. Remark is not fulfilled.

However, for lower N values (higher CFL numbers) the CN scheme is no more
second order and goes back to first order behavior. This is illustrated in Table [I} In
particular we observe that the pointwise inequality ©™*! > u™ is no more true (due
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to the fact that the amplification matrix (I + ZA)~!(I — ZA) does not have only
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positive coefficients anymore).

Now, taking the obstacle to be u™ instead of ¢, hence solving the scheme ,
enforces that 4! > ¢™. Results for the scheme are similar to that for scheme
for low CFL numbers (both schemes give identical values for the case N = J+1,
here). For higher CFL numbers, results obtained with the scheme differ (see
Table , but again switch back to first order behavior. They are even less precise

than the CN scheme for the L' and the L? errors.

Mesh Error L! Error L2 Error L*® time(s)

J+1 N error order error order error order

80 80 | 7.21e-01 1.88 | 1.27e-01 1.80 | 4.49¢-02 1.20 0.01
160 160 | 1.42e-01 2.35 | 2.28e-02 2.48 | 5.29¢-03  3.09 0.01
320 320 | 3.79e-02 1.90 | 6.04e-03 1.92 | 1.40e-03 1.92 0.04
640 640 | 1.01e-02 1.91 | 1.58e-03 1.93 | 3.57e-04 1.97 0.12
1280 1280 | 2.79e-03 1.85 | 4.29e-04 1.88 | 9.21e-05 1.95 0.45
2560 2560 | 7.98¢-04 1.80 | 1.20e-04 1.84 | 2.76e-05 1.74 1.72
5120 5120 | 2.20e-04 1.86 | 3.24e-05 1.89 | 6.48e-06  2.09 7.20
80 8 7.93e-01 1.66 | 1.45e-01 1.62 | 4.90e-02 1.51 0.00
160 16 | 2.00e-01 1.99 | 3.62e-02 2.00 | 2.18e-02 1.17 0.00
320 32 | 6.40e-02 1.64 | 1.21e-02 1.58 | 9.91e-03 1.14 0.01
640 64 | 2.31e-02 1.47 | 4.38¢-03 1.47 | 4.75e-03  1.06 0.03
1280 128 |8.71e-03 1.41 | 1.61e-03 1.44 |2.32¢-03 1.04 | 0.12
2560 256 | 3.55e-03 1.29 | 6.22¢-04 1.37 | 1.14e-03 1.02 0.62
5120 512 | 1.50e-03 1.24 | 2.49e-04 1.32 | 5.65e¢-04 1.01 3.41

TABLE 1. CN scheme with different mesh parameters N =

J+1 and N = (J+1)/10.

Mesh Error L} Error L? Error L*>® time(s)

J+1 N error  order | error  order error order

80 80 | 7.21e-01 1.88 | 1.27e-01 1.80 | 4.49e-02 1.20 0.01
160 160 | 1.42e-01 2.35 | 2.28e-02 2.48 | 5.29¢-03  3.09 0.02
320 320 | 3.79e-02 1.90 | 6.04e-03 1.92 | 1.40e-03 1.92 0.04
640 640 | 1.01e-02 1.91 | 1.58e-03 1.93 | 3.57e-04 1.97 0.13
1280 1280 | 2.79e-03 1.85 | 4.29¢-04 1.88 | 9.21e-05 1.95 0.44
2560 2560 | 7.98e-04 1.80 | 1.20e-04 1.84 | 2.76e-05 1.74 1.79
5120 5120 | 2.20e-04 1.86 | 3.24e-05 1.89 | 6.48e-06 2.09 8.30
80 8 7.04e-01 1.83 | 1.35e-01 1.73 | 4.90e-02 1.51 0.00
160 16 | 8.05e-02 3.13 | 2.52e-02 2.42 | 1.61e-02 1.60 0.00
320 32 |5.17e-02 0.64 | 1.05e-02 1.26 | 6.51e-03 1.31 0.01
640 64 | 3.22¢-02 0.68 | 5.24e-03 1.00 | 3.38¢-03 0.94 0.03
1280 128 | 1.83e-02 0.82 | 2.72e-03 0.94 | 1.76e-03  0.95 0.11
2560 256 | 9.76e-03 0.91 | 1.40e-03 0.96 | 8.95e-04 0.97 0.55
5120 512 | 5.07e-03 0.94 | 7.17e-04 0.97 | 4.53e-04 0.98 2.36

TABLE 2. CN scheme (for solving (5)) with different mesh
parameters N = J+1 and N = (J+1)/10.
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3. BDF OBSTACLE SCHEMES

We now consider BDF type approximations for the first derivative wu;, leading
to implicit schemes. We propose two implicit schemes (BDF2 and BDF3) which
have the same complexity as the previous CN implicit schemes but give improved
numerical results with respect to precision and to stability. Furthermore a stability
and error analysis will be carried out for the BDF2 scheme.

3.1. BDF2 obstacle scheme. Our first scheme is therefore the following two-step
implicit scheme (hereafter also referred to as BDF2 obstacle scheme), for n > 1:

n+1 —
HPT (u) =
n+1 n n—1
min 3uj —4uj + u;
2T

R T e B R
(18)

initialized with appropriate u® and ! values. Such approximations for the linear
term u;, known as BDF approximations, are well known and used in various contexts
[10} [15]. For u', e.g. the implicit Euler method (IE) (corresponding to a first order
BDF method)

ul — 0
min( . - L+ (Au' +qY);, u}—ga}) —fj1 =0,

or the CN scheme (10)) with n = 0 could be used. In the following, for the numerical
tests, the first step u! is always computed by a CN scheme (see in particular
Remark .

The use of a BDF scheme for a diffusion plus obstacle problem is not new
(Windcliff et al [33], Oosterlee et al [26] 27], the idea was also suggested by Seydel
in [32] see pages 187 and 217]). To the best of our knowledge, a precise analysis of
the scheme was missing so far.

By construction the scheme has the following consistency error, when v is regular,
for v = v(ty, x;):

’H;’H(v) = min(vs + Av, v — @) (tnt1,25) — f(tnt1,25)
+O(72[|vsel| o) + OR* ([[vss oo + vacloc))- (19)

We summarize this in the following Lemma, to be compared to Lemma

Lemma 3.1. If v is reqular, the BDF scheme is second order consistent in
time and space with respect to the obstacle problem ,

This consistency error justifies the introduction of BDF schemes that precisely
approximate u; + Au at time t¢,,41 without the need of other particular requirements
(there is no requirement that v; + . Av = 0 at previous times ¢ < 41, which would
not hold in the presence of an obstacle term).

Let min(X,Y) := (min(z;,y;)); denote the minimum of two vectors X =
(z;),Y = (y;) of R7. For convenience, the scheme will also be written as
follows:

2 4 1 2 2
min ((IJ-FgTA) un+1_gun_'_gun—l_"_57_(1n+1_57_fn+17 un+1_(pn+1_fn+1>

=0 (20)
with I; denoting the J-dimensional identity matrix. (After subtracting f"*!, a

multiplication by 2{ > 0 of the left part of the min term does not change the
equation.)
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Remark 3.2 (Newton’s method). As already mentioned before, the scheme can
be solved by a semi-smooth Newton method [5]. More precisely, denoting B :=
I;+ 27A (areal valued J x J matrix), § := gu™ — 2u"~1 — 27¢" 1427 71 and
g := "1 4+ 1 the problem is to solve for z € R’/

min(Bz — §,z —g) =0 in R’. (21)

The matrix B satisfies the conditions of Remark [2.3] ensuring the convergence of
Newton’s algorithm provided that 7 [b| < 2 + 77.

Results for the BDF2 obstacle scheme are given in TableB|for N = J+1 and N =
(J+1)/10 (larger time steps) using the same parameters as in (16]). These results
show robustness of the scheme even for large time steps and also an improvement of
the convergence with respect to the CN schemes (the order is closer to 2 even for
N = (J+1)/10). Note that the results indicate second order convergence although
by estimate we can only expect second order convergence for solutions that
are three times continuously differentiable with respect to time and four times
continuously differentiable with respect to space.

Mesh Error LT Error L? Error L*> time(s)
J+1 N error  order | error  order error order

80 80 | 7.11e-01 1.87 | 1.26e-01 1.79 | 4.48e-02 1.18 0.01
160 160 | 1.35e-01 2.40 | 2.18e-02 2.53 | 5.09e-03 3.14 0.01
320 320 | 3.52e-02 1.94 | 5.66e-03 1.94 | 1.33e-03 1.93 0.04
640 640 | 9.12e-03 1.95 | 1.46e-03 1.96 | 3.41e-04 1.97 0.13
1280 1280 | 2.43e-03 1.91 | 3.84e-04 1.93 | 8.88e-05 1.94 0.48
2560 2560 | 6.60e-04 1.88 | 1.03e-04 1.90 | 2.72e-05 1.70 1.56
5120 5120 | 1.73e-04 1.93 | 2.61e-05 1.98 | 5.79e-06 2.23 7.25

80 8 | 4.56e-01 1.71 | 7.75e-02 1.49 | 3.59e-02 0.35 0.00
160 16 | 7.29e-02 2.65 |9.73e-03 2.99 | 2.20e-03 4.02 0.00
320 32 | 2.25e-02 1.69 |3.38¢-03 1.53 | 8.82e-04 1.32 0.01
640 64 | 7.31le-03 1.62 |1.17e-03 1.53 | 2.98e-04 1.56 0.02
1280 128 | 2.17e-03 1.75 | 3.52¢-04 1.74 | 8.65e-05 1.79 0.11
2560 256 | 5.22¢-04 2.06 | 8.21e-05 2.10 | 2.40e-05 1.85 0.38
5120 512 | 1.07e-04 2.29 | 1.39e-05 2.56 | 5.79e-06 2.05 1.24

TABLE 3. BDF?2 scheme for .

Remark 3.3. We have numerically observed that if we compute the first step with
an IE obstacle scheme (corresponding to BDF1) and the BDF2 scheme is otherwise
unchanged for the next steps, then the results are not as clear as in Table 3 (second
order convergence does not appear clearly), and with N = (J + 1)/10 we observe
rather first order convergence.

3.2. BDF3 obstacle scheme. In the same way, we propose the following three-step
(BDF3) implicit scheme, for n > 2:

11, n+1 n 3, n—1_ 1 n—2
u 3uj + Su 3U;

n+1 — . 6
’HjJr (u) := min ( . !

- + (Aun+1 + qn-i-l)j’

n+l  n+l e+l
Ui — @ ) i =0

The scheme may be initialized by any second order approximation for the first two
steps u!' and u2, we have chosen the CN scheme for u!' and the BDF2 scheme for 2.
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As we have done for the BDF2 scheme, we can multiply the left term by 67,
define B := 111; + 67A, and obtain then an equivalent scheme in the following
form, for n > 2, in R”:

min (Bu"+1—18u"+9u"_1—2u"_2+67q"+1—67'f"+1, un+1—<p"+1—f”+1> —0.

The unknown u™*! can be solved by using again a semi-smooth Newton method.
We have observed that the numerical results with the BDF3 scheme are not as
good as in Table [3| with the BDF2 scheme for the American option problem (the
order of convergence is two for N = J+1 and closer to one for N = (J+1)/10).
Since there is a jump in the second order derivative v,,, we do not expect better
than second order convergence in this case. We do not have a convergence result
for BDF3 since even in the linear case the scheme is known not to be A-stable (see

Remark [4.8).

The performance of the BDF3 obstacle scheme (using a 4th order approximation
in space) will be tested in Section on a model problem with a bounded vs,
derivative, showing third order in that case.

4. STABILITY AND ERROR ESTIMATE FOR THE BDF2 SCHEME
Throughout this section, we will consider the following assumptions:
Assumption (A1l):

® q= %0'2, b and r are bounded functions (this follows already from o, b, r
being Lipschitz continuous on the finite domain ),

e there exists 79 > 0 such that a(t,z) > ny > 0 for all ¢, x,
e ¢ is Lipschitz continuous in x uniformly w.r.t. ¢, that is:

L > 07 |a’(ta$) - a‘(t7y)| < L‘JZ - y|a te (OvT)a (J),y) € QQ' (22)

Remark 4.1. For the error analysis, no regularity assumption will be needed neither
on the obstacle  nor the source term f. Indeed, these terms vanish in the consistency
error analysis.

Remark 4.2. In the case that the diffusion coefficient may degenerate some analysis
may hold without the obstacle term (see [6]).

4.1. Stability estimate. Let us first start by considering an abstract obstacle
problem of the form

min(By — 6,y —g) =0 for yeR’,

where B is a square matrix of size .J and 4, g are given vectors of R7. We will use
the following elementary result.

Lemma 4.3. For any matriz B, the following equivalence holds:
min(By — 6,y —g) =0 < y>g and <(By5,vy> >0, Yo > g>. (23)

Proof. 1t is known [7] that if B is a positive definite symmetric matrix, the following
equivalences hold:

1
min(By — 4,y —g) =0 <&y solves m>in §<y, By) — (4, y) (24)
y>g

< y>gand <<By—5,v—y>20, Vng). (25)

When B is not symmetric, the equivalence between the min equation and is
still true:
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=: Forv > g, (By—46,v—y)=(By—94,v—g)+ (By — 4,9 — y) so is nonnegative
—_————

since By —§ > 0 and v — g > 0. ’

<: By taking v = y + Ae; with A — 400 we get (By — J); > 0, hence By — § > 0.

Then, (By — 6,y — g) > 0, and also (By — d,y — g) < 0 by taking v = g as a test

function in the inequality. Hence (By — d,y — g) = 0. Together with By — § > 0,

y — g > 0, this implies that min(By — d,y — g) = 0. O

The idea now is to use the inequality of Lemma in order to obtain a stability
estimate. For parabolic problems, it is possible to obtain stability estimates in the
L? norm for the Gear (or BDF2) scheme (see for instance [12]). We are going to
obtain similar estimates for the scheme applied to the obstacle problem .

Let v(t,z) be a regular enough function, v’ := v(t,,z;), and €" € R” be defined
by

_ 1 _

&= 5(31);”1 — 4} + 07 + (A" + ") — (0 + AV (tnga, ;) (26)

n=1,...,N —1. The term €" corresponds to a consistency error for the linear
part of the PDE, here written in discrete form on the grid mesh.

Remark 4.4. If v is continuous but v, vy, vy, are not well defined at (¢,41,;), we
can still define €7 as follows. We consider a definition of v; (tnt1,25), Va(tnyr, ;)
and vy (tn+1,7;) such that € (defined by (26)) satisfies the bound

&) < c(wt(tnﬂ, Moy + [0 (o 1s M) + [0 (b, .>Loo<m) (27)

with a constant C' > 0 (independent of n, j). This bound assumes that the exact
derivatives v;(t,11,.), Vgz(tnt1,.) exist a.e. on  (with possible discontinuities) and
are bounded, and this will be considered later on in assumption (A2). For instance,
extending the domain of definition of v¢, v,, and v, to whole Q by v; = v, = v, =0
at places of non-differentiability is a possible choice.

Then we have
1
min (Z(?W”Jrl — 4" ") At gt gt gty = 0 (28)

with g"t! .=+l 4 f7+l Therefore v™ satisfies a perturbed scheme, as follows:

2T
Zien n+l n+1) =0.

2 4 1 2 2
min ((IJ‘F?TA)vn‘H_,vn_’_,vn*l_’_ anJrl_ ?;Tfn+1_ 3 v g
(29)

3 3 3

Remark 4.5. Typically " is of order O(72 + h?) where v is regular.

Our aim is now to show a stability estimate in order to control the error [[u" —v"||3
. Zn||2
in terms of 37, o, TI[€"[]*.

For a vector = = (z;)1<j<y, let

1/2
J+1 /

N(z) = Z |2j — 5 f? (30)

(with the convention xo := 0 and z ;41 := 0).
The following shows a coercivity bound for the matrix A.

Lemma 4.6. Under assumption (A1), there exist n > 0 and v > 0 such that for A
given by and for all e € RY :

(e, Ae) = N (e/h)* —~llell3. (31)
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Proof. Considering Au = —a(t, 2)uz, + b(t, ©)u, + (¢, z)u and hereafter not explic-
itly mentioning the time variable, it holds

1 1
A= 72 tridiag(—a;, 2a;, —a;) + o tridiag(—b;, 0, b;) + diag(r;)

where a; = a(z;), b; = b(x;) and r; = r(x;). By straightforward calculations,

1 J+1 1 J J
(e, Ae) = % ;(azez ai—1ei—1)(e; —ei—1) + 5T ; bi(€ir1 —ei—1)ei + ;mei-

(32)
Now we make use of |a; —a;—1| < Ch for some constant C' > 0 (since a(-) is Lipschitz
continuous), and a; > 1o, to obtain:

1 J+1 1 J+1 1 J
ﬁ ;(aiei - aifleifl)(ei - 62'71) > ﬁ ; 770(6i - 61'71)2 - E ; C|€z'| |€i - €i71|
> noN(e/h)? = Cllel|l2N(e/h). (33)
We have also, by using e;11 —e;—1 = (41 —€;) + (e, — €;-1):
J
> Ibi(eivs — ein)eil < [[blloo2N(e)le]l2.
i=1

Hence there exists a lower bound of the form:
(e, Ae) > noN(e/h)* = (C + [[blloc) N(e/h)lella = Clle]3

for some constant C. Denoting C’ := C + ||b||« and applying the inequality
C'N(e/h)ell2 < B N(e/h)? + S—||e||3, we finally obtain

Ae) > M N ey — (4 E el
(e, Ae) = FN(e/h)” = (C+ 5 —)el2
To

which gives the desired lower bound with n =1y/2 and v = C + % O

From now on we shall denote the error by

e =v" —u".

Proposition 4.7. Consider the scheme , and a perturbed scheme . Let
7 > 0 be sufficiently small. Then there exist a constant Cy independent of n and a
constant 4 > 0 such that for all t,, <T

n
eI e + 7 3 e TN (FH )
k=1

< cl(||e°|§+e1||%+f ) k) (34)

k=1,...,n
where N(e*/h) is defined by (B0).
Proof of Proposition[].7 Let

2
Bi=1I,+ LA,
3
and vectors b,, b, be such that
4 1 27 27
by = —u" — —u" Tt — gty T gl
3u 3“ 3 q + 3 f
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and

4 1 2T 2T
b, = —p — = n—1_ %" nt+l_ =" n+1'
v 3v T3 Ry

Then, by Lemma the min equation for the exact scheme is equivalent to
u™tt > ¢g"*! and

<Bu"+1 — by, w— u”+1> >0, Yw>g"h (35)
The min equation for the perturbed scheme is equivalent to v > ¢g"*! and
(Bv"™*t — (b, + %TE"), w—o"Y >0, Vw>g"th (36)
Taking w = v™*! in gives
<Bu"Jr1 — by, V" — u"+1> >0,

and w = u"t! in gives

2
(Bo"tt — (b, 4+ Z7E"), u"tt — o™t > 0.

3
Combining the last two relations gives
(Be"t! — %e” + %e"fl - 2%6", "ty <0 (37)
and therefore
(et —de™ " ety f2r(e" T Ae™ ) <27 (e, "), (38)
Now let z,,, ¥y, and z, be defined by
Ty = |le™||3, Yn = €™t —e|2, 2y 1= 27 (Ae" T, en L),
The following estimate holds:
3Tny1 — 4Ty + Tp1 + 2y + 22n < 2y +AT(E, T, (39)

To prove (39), we first use the properties (a — b, a) = (||al|3 + |la — b[|3 — [|b]|3) as
well as $la + bl|3 < [|al|3 + [|b]|3, to obtain
2<3en+1 —de™ + 6”717 en+1>
2(4<en+1 —em en+1> _ <en+1 _ en—l en+1>)

= A(Zps1 + Yo — Tn) = @ + [l =T —2p)
4(xn+1 + Yn — Crn) - (anrl + 2(yn + ynfl) - xnfl)
3xn+1 - 49377, +Zp-1+ 2yn - 2yn—1
and we conclude by using .

Let

(AVANYS

wy, = 4N (e /h)?.

By using the bound 27(e", e"t1) < 27| |2]le" Y2 < 7||€]|3 + 7241 and the
coercivity , we obtain, for n > 1:

3%pi1 — 4Ty + Tyt + 2y +wp < 2yn_1 4 27| E|3 + (27 + 47Y)2ppr. (40)

Let
¥:=24+4y and p:=717.
It follows

(3= B)xprr — 4xp + Tp1 + 2uk + wp < 2ypq + 27)E )3, k> 1. (41)
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We multiply (41]) by e *# and sum up the inequalities from k& = 1 to n > 1. Let

f(z) = 2% — 42 + 3 — 3 and notice that for 7 small enough (and therefore small
B>0), f(e™?) ~ B > 0. We deduce that for some constant Cp;

(3 = B)ana — (4— (3 - B)eP)xy) +Ze

n—1
D (C $k+226
k=2
< 001(x0+x1)+22e"“5yk_1 +2) e For|ek 3. (42)

k=1 k=1

Using that e *Py;,_; < e~ * =18y, | and f(e=#) > 0 we deduce that

e_”6<(3 — B)Tnt1 — ( -3- 6 xn + Z e

< Corlxo +21) +2¢ Pyo + Z e Mar|e|3
k=1
< Coalmo+ a1+ 7Y _ e |¥)3) = Q (43)

k=1

with Cog := Cp1 + 4 (where we have used that yo < 2(z¢ + x1)).
Let us prove that e 7z, < 21 + Cy2Q, which will give the desired bound. By
using kB=k1y=7t;, we deduce from

$k+1§p$k+§tn§, 1<k<n
WthGp:Z%N%&Sﬁ:T’V%O. By recursion we get for 1 < k < n:
T, < pk—l 37tng(1+P+"'+pk_2)
< $1+Zﬂ/tgllp

By using this bound for z,, into 7 we obtain the desired result with a possibly
different universal constant Cy. This concludes the proof of Proposition (]

Remark 4.8 (BDF3 scheme). The previous stability estimate does not extend easily
to the BDF3 obstacle scheme. Indeed, it is known that BDF3 is not A-stable (as
well as any BFDE for k > 3, see [17, [16]), which prevents the same stability analysis
to apply for diffusion equations.

4.2. Error estimate for the BDF2 scheme. The following assumptions will be
used.

Assumption (A2). We assume that there exist an integer p > 0 and continuous
functions t — y;(¢) for i = 1,...,p with y;(¢) € [Xmin, Xmaz| such that, defining
for0<7<T

Qrp={(t,x) € (r.T) xQ, = ¢ (yi(t)h<i<p}
(Q, 7 is a subdomain of (0,T) x ), the following holds:
o (i) (t,z) = v(t,z) is regular (i.e. C*3) on Qo r,
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e (i) there exist constants a; > 0, C; > 0, ¢ = 1,...,4, such that for all
e>0:

vell Lo (o) < Cre” ", NVaellLo (o) < Cae™ 8,

llvetl| oo (e r) < C2e™, NVawall Lo, ) < Cae™ ™.

Remark 4.9. Assumption (A2) allows for v,,(t,.) to have “jumps” at the singular
points x = yi ().

Assumption (A3). There exists ag € (0, 1] such that, for i=1,...,p, t — y;(t)
is ap-Holder continuous on [0, 7.

If the first step of the BDF2 scheme is initialized with the CN scheme, the
following assumption will also be needed:

Assumption (A4). vy is Lipschitz continuous and piecewise C? regular on €.

Explicit examples satisfying assumptions (A2)—(A4) will be given in the numerical
section, see Remark [1.13]

Remark 4.10. For the American put option problem with p(x) := (K — )4 it
is known that there is a unique singular point y; (¢) = z(t) such that v(t, z) = p(x)
for x < x4(t), v(t, ) > (x) for x > x4(t), and that

1— z(t) /K 207 At (o)) (44)

(see [2], and [I, Chap 6], as well as [I1]). Furthermore, a function of the form of
(t|In(t)[)/? satisfies assumption (A3) for any o < 1/2. We do not know if the
American option problem satisfies (A2). Nevertheless, assumptions (A2)-(A3) allow
for closely related problems where ¢ is Lipschitz continuous and piecewise C? and
by allowing some rapidly moving singularities y;(t) as t — 0 (such as (44)).

In the following error analysis, we consider the continuous L? norm on €,
I fll2) == (Jo |f(x)]Pdz) /2. We denote by u™ and ©" the following piecewise
constant functions of L?(Q):

u"(z) = Zuyllj(x)
" (x) = Zv 1y, (x thmxj 17, (z),

where I; = (v; — h/2,2; +h/2) and 1,(z) = 1 if v € I; and 17, (x) = 0 otherwise,
and we denote also the corresponding error e” := u™ — ¢". Our aim is therefore to
bound the following continuous L? error

1/2

1l s = (th?ﬁ) . (45)

Remark 4.11. Notice that there is a uniform Lipschitz bound for ||vy(tn,.)||Le
(for instance by using the representation formula for the obstacle problem),
therefore the error introduced by the projection on piecewise constant functions
is roughly bounded by [|o" — v™||2(q) < Ch. This projection error will not be
considered hereafter.

Theorem 4.12. (error estimate). Assume that the exact solution v of
satisfies (A1), (A2) and (A83). We consider the BDF2 scheme initialized with an
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IE or a CN step for u'. In the second case furthermore (A4) is assumed. Then the
BDF2 scheme satisfies the following error bound for sufficiently small T and h:

2 _1-2« 1—2« 2 12« @ 1—2« @
1glau<xN||e ||L2(Q) < C’(h T 44 hr S 411 24 (1Y +h)T Lpr% 4 h

[

r
+ ;) (46)
for some constant C' > 0 independent of (1,h) if the powers (B;)1<i<a := {(1 —
20)1<i<a are all non-zero (otherwise any B with Bi = 0 should be replaced by
In(r)), and g < 1.
The term % is not needed if u' is initialized with IE.

In particular the scheme is convergent as soon as all factors in (46)) converge to 0

s (t,h) = 0

Remark 4.13. In the case of the Model 1 presented in Section [5| for some « € (0,1)
we will have ag = a, 1 =1 —a, ag =2 — a, az = «a, ay = 2. Taking furthermore
7 = h, the error estimate is of order

h372a4 4 h2720¢3 + h372a2 4 h1+a072a1 + hOé() + h

Cl(h3—4a +h2—2a +h20¢—1 _|_ho¢ +h)

<
< 02(hmin(374a,272a,2a71))

and does only give convergence for « in (%, %), with a square error estimate of order
O(hmin(3—4a,2a—1))'

Proof of Theorem[{.19 Let us first consider the approximation in the z variable.
Forn=0,...,N —1, let & ! be a consistency error in space, defined by

(Aot 4 ") = (AV) (b, 2) +EVL (47)

If (tp41,2;) corresponds to a singular point of v, we consider for Av(t,i1,x;)
definitions of v; and v,, that satisfy the bounds |v:| < ||vt|| Lo and |vze| < ||Vga || Lo,
see Remark In the region where x — v(t,4+1,2) is regular, assuming that
V34 (tnt1,-) 18 bounded on the interval [z;_1,z;41], by using Taylor expansions up
to the 3-rd order derivatives, it holds

el = Cut; 4 O(h).

On the contrary in a region [z;_1,x;+1] that may encounter a singularity y;(¢),
we have no more than a bounded second order derivative (v,, € L*). By using
(A + 1)) € s (tnrts s + oa(tnsts lz= + [0(Enits llz)s we
have

& = Cat, 230(1).

Moreover,

Cafd{i, [Tie1, zipa] O {y; (tn) hi<i<p # @} < 3p. (48)

Using that the number of regular terms is bounded by J < C/h, we obtain
PRS- Y @t YR )

i,regular i,singular
1 —

< Cﬁ(c4tn+fh) +C3p (Cst, §)° (50)
< Cht 39+ Ot,2 0 (51)

for some constant C.
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Notice that for any nT < T, and 7 sufficiently small, we have

1 C max(778,1) for >0, 8 #1,
TZtﬂS{ Cln(r)| for B =1, (52)

where C' may depend on T, 8 but is independent of 7, n.
Therefore we obtain, for as, oy # %:

ZH-’“ < C(thaX(Tl20‘4,1)+hmax(712°‘3,1)> (53)

< C(h271‘2“4 + hr! 720 4 h) (54)

(if az = % or ay = % then the corresponding term 7'~2% should be replaced by

In(7)).
Now we consider the approximation by BDF2 in time. Let E?’2 be such that, for
n>1:
311;”'1 — 4l + vf_l
2T

If t — v(t,x;) is regular on [t,,—1,t,+1] with bounded vy derivative, elementary
Taylor expansions and (A2) give, for n > 2 (the cases n = 0 and n = 1 will be

treated separately):
én?

= vy(tny1, i) + @7 (55)

||vtt||L°° Q) T < Ctn 1T

n—1,tnt1]

while otherwise in a singular region we have

G0 max ol < C5%

nl'n.

Let us introduce a set of singular indices as follows:

1?:{Lm€ U wwwhmm@, n=1. N-1 (50

Jj=1,...,p
For n > 1 and for ¢t € ©,, := [t,—_1,tn+1], We get

lyj (t) = yj(tnsr)| < C(27)7°.
So if x; € y;(0©,,) then |z; — y;(tn11)] < C(27)*. Then, for any A > 0, the number
of integers ¢ such that z; € [-A + ¢, A + ¢] is bounded by 24/h + 1. Hence, for
n > 1, we deduce a bound in the form

Card(Z7) < C ( TZO + 1) (57)

for some constant C' > 0. This bound holds also for

as IO C Z1.
Now we can bound the 2 terms, for n > 2, as follows. We have

[ D D A I DA i (58)
i¢Ir i€Tn
< O (57D () (59)
i¢In iezn
1 2 —2042 ao —2a
< o3, +0( 1) 2o (60)
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Combining the previous bounds and using , for a1, g # %, we obtain

h(r Y 11E%2)1%)
k=2

IN

0(7'2 max(Tl_zo‘Q, 1)+ (79° + h) max(71_2"1, 1)

< 0(7271_20‘2 + (1% 4 h)ri72 g0 h) (61)

(powers of 7 with exponent 1 — 2a; = 0 or 1 — 2as = 0 need to be replaced by

In(7)).

Using the stability estimate and the fact that ¢® = 0 we obtain
"7y = Blle™| (62)

n—1 n—1
ch(e1||2 I Sy ||e“||2). (63)
k=1 k=1

By using the estimates and , we obtain the desired error bound as long

as we can bound |[é"2||? (the first time-consistency error term that appears in the

estimates for BDF2) as well as ||e!||? (the IE rsp. CN scheme error) accordingly.
By using similar techniques as for BDF2, and e’ = 0, it is easy to see that

IN

2 2
ht
hllet|* <h ( (el +T||€0||)> = — &l (64)

(1—7s7)
where € is the consistency error for the IE (rsp. CN) scheme and s =1 (rsp. s = 3).

For both the IE and the CN scheme, we can write & = ! + %2 where &!
represents the spatial consistency error and -2 the time-consistency error given by

1—s71y

1 0
Vi — Vs
% = vy (ty, ;) + &2 (65)

The term |v.(¢, )| is not assumed to be bounded for t = 0T, but we have |v.(¢1, )| <
Ct~* gince t; = 7 and using (A2). By using again (A2) we obtain

1 1M 1 (M

el -oltoa) vtz = 7| [ ws,zds < 7 [ Cseras <o,
T to T Jio

-
(66)
This estimate holds for all 7. Therefore

0.2 _
€| <Cr—.

If t = v(t,z;) is regular on [tg, t1] with bounded vy derivative, the estimate can be
improved to

1
&’ < \5?’2”;(”@175%) —v(to, i) — ve(ts, @) — ve(te, ;)|

1 ti rh 1 [t
- 7|/ / vt (u, 2;)duds| < */ Cas™2(t; — s)ds < Ot 2
T to S T to

as az < 1. In the end, we obtain a contribution to the error as follows (to be

multiplied by 7):
hrl|e®2)2 = hr D> &2+ hr > |e)?

i¢In 1€LY

2 S CT372a2 4 C(’Tao 4 h)T172a1.

The same bound for h7|[é!?||? can be obtained by using similar estimates.

For the IE scheme, the consistency error in space €' can be bounded by
with n = 0, and in conclusion we obtain the desired bound for the IE scheme as
starting scheme.
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Now, it remains to bound the spatial consistency error €' in the case that u!
is computed by a CN scheme. We split €”! into two parts, €& = %é)’l’l + %3)71’2,
with
0,1,1 0,1,2
(Avg + ¢°)i = (Av)(t1, @) + &, (Av' +¢")i = (Av)(tr, z:) + &7 (67)
€912 can be estimated by with n = 0. To bound &', we take advantage of

assumption (A4) being true. Due to v being Lipschitz regular, Avg + ¢° is bounded
by O(3). Since Avy is also assumed to be bounded, it results a bound of the form

C
_0,1,1
€ | S E

If vg is C? regular on [x;_1,7;41], then, by standard estimates,

[(Avo +¢")s| < C([vg ]l + [[vhllze + llvollze).

This, together with v,, being bounded, shows that |&""""| is bounded for such

indices. Summing up the estimates in the singular region (which by involves
not more than 3p cases), and in the regular region (which involves O(3) cases), we
obtain the bound

||€O,1,1||2 < Z E?,1,1|2 + Z g(i),l,l 2
i, singular i, regular
1 1 1
< C(E)Z +0(5)C = 0(53).

Altogether the contribution of h|e!||? to the overall error can be bounded by

1 1 1
h||61H2 < ChTQ(ﬁ + hr20a 2 ET272042 + E(T"“’ + h)TﬁQ"‘l).

5. NUMERICAL RESULTS ON TWO MODEL TEST PROBLEMS

In this section we introduce two model test problems for diffusion with obstacle,
with source terms and analytic solutions, to better analyze the performance of the
proposed BDF schemes. A first problem mimics the American option problem
with a jump in the v,, derivative at a given singular position z4(¢) that can be
user-defined (in the numerical simulations, we will assume a /¢ behavior for small
times, see ) The second problem allows for a bounded v,,, derivative with
a jump at © = z4(¢). These two models allow us to better check numerically the
performance of the BDF2 and BDF3 schemes, respectively. Without an analytic
solution, it is otherwise difficult to precisely compute a reference solution with very
fine mesh.

5.1. Two model test problems. We first define two model test problems. In the
case of we do in general not know about exact solutions. Therefore we construct
simple model obstacle problems with explicit solutions (or solutions that can be
easily computed with machine precision) and also with the main features of the
one-dimensional American option problem.

This is obtained by choosing an explicit function v = v(t,z) and adding a
corresponding source term f = f(¢,z) to the original PDE , thus considering

)\2
min (vt - 7m2vm — LU, + v, v — cp(x)) = f(t,x). (68)

More precisely, let K, X4z, co, T and « be given constants such that 0 <
K < Xmaz, c0 > 0, T > 0, a € (0,1] and such that K — ¢gT* > 0. Let
o(x) := max(K — z,0) denote the payoff function and let z, be defined by

xs(t) = K(1 — ¢ t®). (69)
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In the numerical experiments we will use o = 5, to be close to the American option
case, even though the error estimate in Theorem [4.12] only yields convergence for
o € (3, 3) for the below Model 1, see Remark

We construct explicit functions v(t, z) defined for x € [0, X,,4.] and such that

(1) v(t,z) = p(r) = K — x for v < z,(t),

(i1) v(t,x) > p(x) = max(K — z,0) for = €|xs(t), Ximaz],

(ii3) for all t € (0,T], v(t,-) is at least C* on [0, X;nqs],
() v(t, Xmaz) = 0.

Note that requirement (i¢) implies v, (¢, 25(t)) = ¢'(zs(t)) = —1 for t > 0.
Model 1. Let v = v(t, x) be the function defined by:

o(x) for z < x4(t)
v(t,z) == z —xy(1) . (70)
) s _ h .
o(xs(t)) T —2.0) /00 otherwise
where C'(¢) > 0 is a constant such that v(t, X,n4.) = O:
1 1 -
C(t) = — .
( ) <(P($S<t)) Xmaz — xs(t)>
Then the requirements (i) — (iv) are satisfied.
Model 2. Let v = v(t,x) be the function defined by:
o(x) for x < x4(t)
vt @) = p(zs(t)) — C(t)atan(xc(x:)@)) otherwise (71)

for a given C'(t) > 0. Notice that v(¢, ) is a non-increasing function of the variable x.
This function will satisfy requirements (¢) — (iv) if furthermore C(t) is such that

‘P(z(s(t)) - KXmaz — IS(t)
w atan <C(t)> . (72)

Letting a := X,z — xs(t) and b = p(xs(t)) = K — x4(t) it is clear that 0 < b < a
and therefore there exists a unique 6 > 0 such that b6 = atan(a@). This value can
be numerically obtained by using a fixed-point method. We then define C(t) :=1/6
to obtain a solution of . Therefore the function v is in explicit form but for the
computation of the C(¢) function which can be computed to arbitrary precision.

Remark 5.1. For Model 2, in order to compute v, (t, ) the derivative C(t) is needed.
Denoting a = a(t) = Xiae — () and b= b(t) = ¢(z,(t)), and 0 = 0(t) = 1/C(t),
by derivation of b§ = atan(af) we obtain C'/C' = —6/0 = (¢gb — a)/(qgb — a) where
q=1+ (a/C)?, with @ = —i,(t) and b = ¢/ (x4(t))@4(t).

Remark 5.2. The main difference between the two models is the regularity of the
data near the singularity @ = x,(¢). More precisely, for the first model there is a
jump in the second derivative: v is of class C! and v, is discontinuous. For the
second model, v is of class C? and there is a jump in the third derivative vs,.

5.2. A 4th order approximation of the spatial operator A. We furthermore
introduce a 4th order numerical matrix approximation of the A operator in order to
better observe the time discretization error.

Let D?u; := W By using Taylor expansions, if u; = u(x;), we have

—Uj_1 + 2uj — ujy1 1

72 o7z (Wi—2 = 4uj—1+6u; —duji Fujpe)+O(hY)

—Uga(T5) =
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—— Model 1 4  ode2

FIGURE 1. Zooming around the singular point (x, p(z)) for model
1 (left) and 2 (right).
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FIGURE 2. Model 2.

and

Ujp] — Uje 1
UI(‘T]) = %hjl + ﬁ(uj72 — 2’LL]',1 + 2'Ltj+1 — 'U/j+2) + O(h4)

Therefore we have a 4-th order approximation of the spatial derivatives, and will
denote by A (instead of A) the corresponding approximation matrix. At the
boundaries, for the American option problem we use u_1 = K — X5 — b, ug =
K — Xpin, and uy11 = ujgo = 0 (the left boundary condition is consistent with
fourth order because we expect that v(t,2) = p(z) = K — x near the left boundary,
also the right boundary condition is consistent with the fact that the exact solution
v(t,x) (obtained for the case Xyax = 00) decays faster than any polynomial as
2 — 00). For our model problems, we will use the known exact solution values at
the boundaries.

The BDF2 and BDF3 schemes are otherwise unchanged concerning the time
discretization. Hence for 7 = ¢ h we expect to mainly see the error of the time
discretization. In particular we aim to observe, whenever possible, second or third
order behavior in time.

The following lemma shows that the coercivity property of Lemma [£.6] extends
to the 4th order approximation:
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Lemma 5.3. Under assumption (A1), there exist 12 > 0 and v2 > 0 such that for
allz € R7:

(@, Az) > N (2/h)? - |zl3. (73)

Proof. Let us focus on the matrix part that concerns the approximation of the
diffusion —a(z)u,,(z), where we have removed the time dependency to simplify the
notation. The other terms coming from the drift term b(z)u, and the term ru can
be bounded as before. The new matrix reads as follows:

A:=A+B
where A stands for the second order approximation of the diffusion term, i.e.,
1 . 1
A= 72 pdiag(—a;,2a;, —a;) = ﬁAAO
and ) )
B = W pdlag(aj, _4aj, 6aj7 _4aj,aj) = WABO7

where a; = a(z;), and pdiag stands for p-band diagonal matrices (a tridiagonal
matrix for A, rsp. a pentadiagonal matrix for B), and where we have also denoted
Ap := pdiag(—1,2,—-1), By := pdiag(1, —4,6,—4,1), and A := diag(a;) (a diagonal
matrix with Aj; = a;).

First notice that

1 0 ... O
o ... 0O
By = A} +
0 ... 0 1
and therefore (Boz,x) > (A3z,x), and, since A > 0 and diagonal,
1
B > (——=AA2x, z).
< '/I;’x> — <12h2 0'T7x>

Because * — a(x) is assumed Lipschitz continuous, we have
max [(AAg — ApA)ij)loe = O(h).
As the matrix AAy — ApA is tridiagonal, it follows
|AAgx — AoAz|| < Ch||z]|.

Therefore we have also

(AA2z, 2) = (AgAAgr,z) + (AAg — AgA)Agz, x) (74)
= <AAO$,A0$> + <(AA() — A()A)A()(E,.'E> (75)
> nollAoz||* — Ch|| Aoz ||| (76)
C?h?
> molldoall - dge? — S oy
2 mollAoz|” = 5[ Aoz o | (77)
Mo ) 02h2 9 02h2 9

> —|A - — > — 78

> Bl - G ol 2 -5 el (78)
and

1 Cc?

—(AA] > ——||z|%

@) >~ sl (79)
Thus we have a lower bound for (Bz,z) of the desired type, i.e. (Bx,x) > —C'||z|)?,
and the lower bound for (Az,z) will be of the same type as for (Az,x). O

Consequently, Theorem extends to the 4th order approximation.
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5.3. Numerical results for models 1 and 2. From now on the parameters
used are A = 0.3, »r = 0.1, K = 100. The singularity motion is defined by
z4(t) = K(1 — co\/t) with ¢y = 0.2.

The errors in L%, L' and L norms are computed at time ¢t; = T using .
For Model 1, the numerical domain is defined by Q = (75,275) (i.e., Xmin = 75
and Xpax = 275), and T = 1. Therefore the singularity at 7' = 1 is located at
2s(T) = 80. Numerical results for Model 1 with the CN and BDF2 schemes and
second order spatial discretization (results for fourth order approximation in space
are similar) are given in Table |4] and Table

For Model 1, with bounded v,, derivative, we observe that the order of the CN
scheme, when N = J+1, is two in the L! and L? norm (and around 1.6 in the L*>°
norm) and goes down to order one in the L> norm when N = (J+1)/10 (i.e. the
mesh ratio 7/h is large). On the contrary, the BDF2 scheme keeps roughly an error
of order two for different mesh ratios and for all norms.

Remark 5.4. For models 1 and 2, we have observed that for the first step of BDF2,
using the BDF1 scheme (i. e., the IE scheme) instead of CN yields nearly unchanged
results (this is different to the American option problem, see Remark .

Remark 5.5. We have also tested the BDF3 scheme on Model 1, and the numerical
results are (both for second and fourth order approximation in space) very similar
to the BDF2 scheme, and in particular the numerical order is not greater than two.
This comes from the fact that the solution has a bounded second order derivative,
with a jump.

Mesh Error L! Error L? Error L* time(s)
J+1 N error order error order error order
80 80 1.09e+00 1.79 | 1.67e-01 1.75 | 3.89¢-02 1.64 0.04
160 160 2.85e-01 1.94 | 4.53e-02 1.88 | 1.14e-02 1.77 0.08
320 320 | 8.41e-02 1.76 | 1.36e-02 1.73 | 3.63e-03 1.65 0.22
640 640 2.12e-02 1.99 | 3.51e-03 1.95 | 9.94e-04 1.87 0.53
1280 1280 | 5.68e-03 1.90 | 9.46e-04 1.89 | 2.76e-04 1.85 1.40
2560 2560 | 1.41e-03 2.00 | 2.40e-04 1.98 | 7.36e-05 1.91 4.52
5120 5120 | 3.65e-04 1.96 | 6.23e-05 1.95 | 1.95e-05 1.92 17.04
10240 10240 | 9.08e-05 2.01 1.57e-05 1.99 | 7.00e-06 1.48 64.24
80 8 5.07e+00 1.61 | 1.02e+00 1.39 | 4.35e-01  0.69 0.00
160 16 8.93e-01 2.51 1.83e-01 248 | 9.27¢-02 2.23 0.01
320 32 3.00e-01 1.57 | 6.83e-02 1.42 | 4.34e-02 1.09 0.03
640 64 6.12e-02  2.29 | 1.79¢-02 1.93 | 2.10e-02 1.05 0.06
1280 128 1.79e-02 1.77 | 5.86e-03 1.61 | 1.01e-02 1.06 0.18
2560 256 | 4.17e-03 2.10 | 1.86e-03 1.66 | 4.94e-03 1.03 0.58
5120 512 1.11e-03  1.91 | 6.21e-04 1.58 | 2.38¢-03 1.06 2.25
10240 1024 | 2.73e-04 2.02 2.15e-04 1.53 | 1.19¢-03  1.00 8.23

TABLE 4. (Model 1) CN scheme for (using 2nd order spatial
approximation), with different mesh ratios N = J+1, N =
(J+1)/10.

Then we focus on numerical results for Model 2. We have tested again the CN,
BDF2 and BDF3 schemes. In that case we consider the problem with © = (50, 450)
and T = 0.5, the other parameters being as in Model 1.
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Mesh Error L! Error L? Error L*® time(s)
J+1 N error order error order error order

80 80 1.27e4+00 1.87 | 2.03e-01 1.77 | 7.15e-02  1.39 0.02
160 160 | 3.59e-01 1.82 | 5.89e-02 1.78 | 2.50e-02 1.51 0.05
320 320 | 9.18e-02 1.97 | 1.55e-02 1.93 | 8.17e-03 1.61 0.12
640 640 | 2.39e-02 1.94 | 4.06e-03 1.93 | 2.52e-03 1.70 0.32
1280 1280 | 5.97e-03 2.00 | 1.03e-03 1.98 | 7.35e-04 1.78 0.96
2560 2560 | 1.51e-03 1.98 | 2.60e-04 1.98 | 2.06e-04 1.84 3.25
5120 5120 | 3.76e-04 2.01 | 6.49e-05 2.00 | 5.58e-05 1.88 11.56
10240 10240 | 9.43e-05 1.99 | 1.63e-05 2.00 | 1.48e-05 1.91 43.10

80 8 1.83e+00 2.57 | 4.24e-01 2.10 | 1.93e-01 1.76 0.00
160 16 3.81e-01  2.26 | 9.19e-02 2.21 | 5.32¢e-02  1.86 0.01
320 32 7.93e-02  2.27 | 2.03e-02 2.18 | 1.44e-02 1.89 0.01
640 64 1.96e-02 2.02 | 4.71e-03 2.11 | 3.81e-03 1.92 0.04
1280 128 | 4.47e-03 2.13 | 1.05e-03 2.17 | 9.90e-04 1.94 0.12
2560 256 1.13e-03  1.98 | 2.48e-04 2.08 | 2.55e-04 1.96 0.40
5120 512 2.72e-04  2.06 | 5.74e-05 2.11 | 6.50e-05 1.97 1.51

10240 1024 | 6.99¢-06 1.96 | 1.41e-05 2.02 | 1.65e-05 1.98 5.15

TABLE 5. (Model 1) BDF2 scheme (using 2nd order spatial
approximation), for different mesh ratios.

Results for CN and BDF3 schemes are given in Tables [f] and [7] respectively. For
this model, by construction, we recall that the exact solution has bounded third
order spacial derivatives. The CN scheme gives good results when N = J+1 (second
order convergence), but goes back to first order convergence when N = (J+1)/10 (in
the L® norm). The results for the BDF2 scheme, which are not shown, demonstrate
second order convergence but unconditionally on the mesh parameters. On the
other hand the BDF3 scheme shows at least third order convergence for the L™
norm, as well for both ratios of the mesh parameters.

In conclusion, for the type of obstacle problems studied here, we advise using the
BDF?2 scheme instead of the CN scheme because it keeps its expected numerical
order unconditionally on the mesh parameters.

APPENDIX A. AN HJB EQUATION FOR OBSTACLE PROBLEMS

This appendix is devoted to a sketch of proof for the equivalence between PDE
and PDE in case the coefficients are not time dependent.

In order to simplify the presentation we assume that f = 0 and 2 = R. We
consider the problem after a change of variable t — T — t:

min(—v; + Av, v —p(x)) =0, te€(0,T), x€Q, (80a)
o(T,z) =p(z), x€Q (80Db)

We aim to prove that v is also a viscosity solution of . In the following, we
will first prove that (i) —v; + Av > 0, then (i7) that —v; > 0, then (i¢) that
min(—v; + Av, —v;) = 0 and will (iv) conclude by a uniqueness argument.

(i) By uniqueness of the continuous solutions of (1)), v is also given by the
expectation formula

v(t,z) = sup E(e_ftwds@(Xﬁ’xﬂft).
TE7~[£.T]
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Mesh Error L! Error L? Error L* time(s)
J+1 N error order error order error order
80 80 8.04e-01 3.14 | 2.13e-01 2.56 | 8.32¢-02 1.67 0.16
160 160 | 1.03e-01 2.96 | 2.14e-02 3.31 | 7.25e-03 3.52 0.26
320 320 | 8.46e-03 3.61 | 1.64e-03 3.71 | 4.63e-04 3.97 0.74
640 640 | 3.11e-04 4.77 | 5.80e-05 4.82 | 1.31e-05 5.14 1.33
1280 1280 | 6.26e-06 5.64 | 1.29¢-06 5.50 | 5.35e-07 4.61 3.23
2560 2560 | 5.81e-07 3.43 | 1.22e-07 3.40 | 4.06e-08 3.72 7.99
5120 5120 | 1.43e-07 2.02 | 2.96e-08 2.04 | 8.70e-09 2.22 | 22.41
10240 10240 | 3.57e-08 2.01 | 7.40e-09 2.00 | 2.17e-09 2.00 | 64.65
80 8 8.07e-01 3.33 | 2.20e-01 2.70 | 8.83e-02 1.76 0.01
160 16 1.44e-01  2.49 | 3.37e-02 2.71 | 1.40e-02 2.66 0.02
320 32 1.48e-02 3.28 | 3.34e-03 3.34 | 1.36e-03 3.37 0.06
640 64 1.04e-03 3.83 | 3.62e-04 3.21 | 2.36e-04 2.52 0.14
1280 128 | 2.50e-04 2.06 | 8.43e-05 2.10 | 7.91e-05 1.58 0.28
2560 256 | 7.81e-05 1.68 | 3.30e-05 1.36 | 4.02e-05 0.98 0.71
5120 512 | 2.02e-05 1.95 | 1.09e-05 1.60 | 1.97e-05 1.03 2.05
10240 1024 | 5.27e-06 1.94 | 3.80e-06 1.52 | 1.01e-05 0.97 6.52

TABLE 6. (Model 2) CN scheme for (using 4th order spatial approximation).

Mesh Error L! Error L? Error L* time(s)
J+1 N error order error order error order
80 80 8.07e-01  3.13 | 2.13e-01 2.55 | 8.33e-02 1.67 0.09
160 160 1.01e-01  2.99 | 2.10e-02 3.34 | 7.12¢-03 3.55 0.18
320 320 8.30e-03  3.61 | 1.60e-03 3.71 | 4.52e-04 3.98 0.40
640 640 3.04e-04  4.77 | 5.67e-05 4.82 | 1.29¢-05 5.13 0.93
1280 1280 | 7.27e-06  5.38 | 1.40e-06 5.34 | 4.86e-07 4.73 2.17
2560 2560 | 1.34e-07  5.77 | 4.43e-08 4.98 | 2.46e-08 4.30 5.53
5120 5120 | 1.13e-08  3.57 | 2.80e-09 3.99 | 1.41e-09 4.12 18.26
10240 10240 | 1.07e-09  3.40 | 2.13e-10 3.72 | 7.88e-11 4.16 | 49.88
80 8 1.02E+00 2.74 | 2.41e-01 2.38 | 9.12e-02 1.84 0.01
160 16 6.54e-02  3.96 | 1.69e-02 3.84 | 6.99¢-03 3.71 0.02
320 32 9.64e-03  2.76 | 1.86e-03 3.18 | 5.28¢-04 3.73 0.04
640 64 3.53e-04  4.77 | 6.58e-05 4.82 | 1.54e-05 5.10 0.10
1280 128 1.46e-05  4.60 | 2.69e-06 4.61 | 6.31e-07 4.61 0.22
2560 256 8.46e-07  4.11 | 1.57e-07 4.10 | 3.88¢-08 4.02 0.54
5120 512 8.62¢-08  3.29 | 1.64e-08 3.26 | 4.25e-09 3.19 1.53
10240 1024 | 1.01e-08  3.10 | 1.96e-09 3.06 | 5.21e-10 3.03 5.00

TABLE 7. (Model 2) BDF3 scheme for (using 4th order spatial approximation).

(see for instance [2I]) where we have considered a probability space (92, F,P), a
filtration (F;)i>0, Tp,r) is the set of stopping times taking values a.s. in [t,T],
X, := X5® is the strong solution of the stochastic differential equation (SDE):

dX, = b(X,)ds + o(X,)dW,,

s>t
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with X; = z, W, denotes an F;-adapted Brownian motion on R, and the “sup” is
an essential supremum over 7, 7}. First one can use the semi-Martingale property

v(t,z) < E(e"”h v(t + h, Xffh)|]:t),
in order to deduce (in the viscosity sense), that
—vy + Av > 0.

(44) Then we aim to show that v(t,z) > v(t + h,z), for any h > 0. This will
imply —v; > 0 (in the viscosity sense). By definition,

v(t+hx) = sup  E(e I Bp(X R F ) (81)
TET[H-h,,T]
_ 'r+h7, s T
= sup [E(e Jntrd @(Xii’;t N Ftsn) (82)
TETt,7—h)
= sup  E(e N mdp(Xhn)|F). (83)
TETt,7—h)

We have used the fact that the process X%* satisfies an SDE with no time dependency
in the coefficients, and also, since 7 € T 7_p], Xr4n a.s. stops before time T, the
fact that IE(X:_Z‘T Fign) = E(XE|F;) - which corresponds to an averaging during
a period of time T — (¢t + h). Then, in particular,
o(t+ha) < swp Bl T Uo(XE)|F) = ot 2). (84)
TETt, 1)

At this point we therefore have shown that
min(—v; + Av, —v;) > 0.

(7i1) Let us assume that —uv.(¢,2) > 0 (in the viscosity sense), and t < T. It
implies that v(¢,xz) > v(t + h,z) for all A > 0 small enough. Because v(t,z) >
v(t + h,z) > ¢(x), we have v(t,x) > ¢(z). The following dynamic programming
principle holds:

o(t,z) =E(e e " Tdsw(Xi}i)m) =E(e /" TdSU(T;x,X%iﬂft)

where 7/, is the optimal stopping time for the obstacle problem, defined by

Tio = inf {9 >t, (0, Xp") = SD(X;W)},

It can be shown that 77, > t a.s. (since v(t,z) > ¢(x), these functions being
continuous). Let us show that —v; +.Av = 0 at (¢, z) in the viscosity sense. By using
Ito’s formula between ¢ and 7, and from the dynamic programming principle, we
deduce that

T:’ﬁ — (P rds
OZE(/t e~ e mds(y, —Av)(eyxé,z)dH | .7-}).

We already have proved that v; — Av < 0 a.s., so we deduce that (v; —Av)(0,x) =0
a.e. for § € (t,7/,). For some random parameter w we have t* := 7, (w) > t, from
which it is deduced that (v; — Av)(t,z) = 0. Therefore we have proved in this case
that min(—uv(¢, ) + Av(t, x), —vy) = 0.

(iv) Conversely, we can use a uniqueness argument for the solutions of in
order to conclude the equivalence between and .

Remark A.1. In the same way, it can be proved that the following PDE with source
term and x-dependent coefficients in the operator A:
min(—u; + Au,u — p(x)) = f(z), t€(0,T), ze€Q, (85a)
uw(T,z) = o(z)+ f(z), =€, (85Db)
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1s equivalent to the following Hamilton-Jacobi-Bellman equation

—u + min(Au, 0) = f(z), te€(0,T), z€, (86a)
uw(T,z) = o(z) + f(z), =€ (86Db)

Problem is associated with the following stopping time problem

ult,z) = sup E( I e (o) + (X + [ el Tde(X;’“’)deft). (87)

Teﬁt)T] t

The Hamilton-Jacobi equation (or ) admits also a representation formula
corresponding to a stochastic optimal control problem with controlled diffusion,
drift and rate term (6o (t,x), 6b(¢,x), Or(t)) with 6 € [0, 1], see for instance [23].
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