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Abstract

We propose a numerical algorithm for backward stochastic differential equations based on
time discretization and trigonometric wavelets. This method combines the effectiveness of
Fourier-based methods and the simplicity of a wavelet-based formula, resulting in an algorithm
that is both accurate and easy to implement. Furthermore, we mitigate the problem of errors
near the computation boundaries by means of an antireflective boundary technique, giving an
improved approximation. We test our algorithm with different numerical experiments.

1 Introduction

Ever since the general notion of backward stochastic differential equations (BSDEs) was introduced
in [I5], it has been a popular research subject. Especially in mathematical finance and insurance,
BSDESs are powerful tools for the valuation of a contingent claim, both under usual complete market
setting or with the incorporation of market imperfections and collateral requirements.

Finding an analytic solution for such equations is often difficult or even impossible, either
by directly solving or by transforming the problems into partial differential equations (see [16]).
Therefore, numerical methods are in great demand. While the majority of so-called probabilistic
methods for solving BSDESs relies on time discretization of the stochastic process, they differ by
the methods for calculating the appearing conditional expectations. Techniques used include least-
squares Monte Carlo regression in [12], chaos decomposition formulas in [5], cubature methods
in [6], among others. In particular, we are interested in methods based on Fourier series. These
methods link the computation of the expectations to the characteristic function of the transitional
probability density function, which is either given or easy to approximate. One particular method
is the BCOS method proposed in [I§], which was derived from the COS method for option pricing
in [§].

There have been new developments in option pricing methods based on Fourier series. The
Shannon Wavelets Inverse Fourier Technique (SWIFT method) was proposed in [14] for pricing
European options and a so-called quick SWIFT variant was developed in [I3] for pricing American
and barrier options. The quick SWIFT method, while also based on Shannon wavelets, has the
additional benefit of simplifying the algorithm and the error formula. Moreover, it is much easier
to adjust individual approximation values because wavelets form a localized basis. We propose a
new approach to solving BSDEs by combining a general #-method for time-integration, as used in
[11] and [18], with the SWIFT method. We also improve on previous work on SWIFT by providing
an alternative derivation that takes into account the computational range.
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In Section[2 the class of BSDEs under our consideration along with some notations and standing
assumptions will be introduced. Section [3] contains the derivation of the SWIFT formula and our
numerical algorithm for the BSDEs, while Section M is related to the error and computational
complexity of our algorithm. We further improve our algorithm along the computation boundary
in Section Bl Various numerical experiments are performed in Section [l and concluding remarks
are given in Section [7

2 Backward stochastic differential equations

2.1 Setting

Given a filtered complete probability space (Q, F,F,P) with F := (F})o<t<7 a filtration satisfying
the usual conditions for a fixed terminal time 7" > 0. The process w := (w¢)o<i<7 is a Brownian
motion adapted to the filtration F and we are interested in solving the following one-dimension
decoupled forward-backward stochastic differential equations, known as FBSDESs, numerically.

{ dXy = p(t, Xp)dt + o(t, X¢)dwy;

d}/t — _f(t7 Xt7 Yt, Zt)dt + thwt’ (21)

where 0 < ¢t < T. The functions g : Q x [0,7] x R - R and o : Q x [0,7] x R — R refer to
the drift and the diffusion coefficients of the forward stochastic process, X, and zg € Fy is the
initial condition for X. The function f: Q x [0,7] x R x R x R is called the driver function of the
backward process and the terminal condition Y7 is given by g(Xr) for a function g : 2 x R — R.
All stochastic integrals with w are of the Itd type.

It is assumed that both u(¢, z) and o(t, x) are measurable functions that are uniformly Lipschitz
in  and satisfy a linear growth condition in x. Therefore, there exists a unique strong solution for
the forward stochastic differential equation,

t t
X =x0 —I—/ w(r, X7 )dr + / o(r, X;)dw;.
0 0

This process also satisfies the Markov property, namely E[X,|F;] = E[X;|X;] for 7 > ¢, where E[-]
denotes expectation with respect to probability measure P.

A pair of adapted processes (Y, Z) is said to be the solution of the FBSDE if Y is a continuous
real-value adapted process, Z is a real-value predictable process such that fOT |Z;|2dt < oo almost
surely in P and the pair satisfies Equation (2I]). We wish to find (Y, Zp) by solving the problem
backwards in time. We do this by first discretizing Equation (2.]) along the time direction A : 0 =
tg < t1 <ty <...<tp="7T. In this article, we assume that we have a fixed uniform time-step
At = tp11 — tp, Vp and define Awpyq = wy, , — wy, ~ N(0,At), a normally distributed process.
The discretized forward process X2 is defined by

Xio

0

= xg, XﬁH = Xé + ,u(tp,Xt%)At + J(tp,Xt%)Awp_i_l, p=0,...,P—1,

which is derived from the classical Euler discretization. Note that we only defined the discretized
process at the discrete time points here. While it is possible to extend the definition to [0, 77, it is
not necessary for our presentation.



Adopting the notation X = (X, Y, Z), we can observe from the backward equation,

tp+1 tp+1
Yy, =Y, —|—/ f(r, X, )dr — / Zrdw:, (2.2)
t t

P P

that a simple discretization is not sufficient to produce an approximation. It is because we would
require the value of Y; , to approximate Yy, but Y; ., is not F;, adapted. To tackle this problem,
we follow the standard methods in literature, for example, in [4]. By taking conditional expectations
on both sides of Equation (Z2]) and approximating the time integral by a 6-time discretization, as

in [I8], we get

lpt1
Y, =Y, ..] + / E,Lf(r, X, )|dr
t

P

~ EPD/thrl] + Atelf(tpv ti) + At(l - el)Ep[f(tp-l-l’ ti+1 )]7 01 € [07 1]'
The notation E, and K7 are defined as
Ep[] :== E[|Xy,] = E[|F,], and EJ[-] = E[-| Xy, = 2].

For the process Z, we derive a recursive approximation formula by multiplying Aw,41 to both sides
of Equation (2:2]) and taking conditional expectations,

tpt1 lpt1
0 =E,[Y;,,, Awpi1] + / E,[f(m, X)) Awpy]dr — / E,[Z:|dr

tp tp
REp[Ye, 4 Awpia] + A1 = 02)Ep[f (tp11, X1 ) Awpra]
— AtHQth — At(l — HQ)EP[thJrl], 0y € (0, 1].

Again, we applied the f-method to the time integral. However, the two parameters for the 6-

method, #; and 63, need not necessarily be the same. We define a discrete-time approximation
(Y2, Z2) for (Y, Z):

VA = g(XP), Zh =o(tp, X5)Dug(XE), (2.3a)
forp=P—-1,...,0,
A 1 - 02 A 1 A 1 - 02 A
2y, == % Ep(Zi,, ]+ mEp[YtpHApr] + 9—2Ep[f(tp+lvxtp+1)Awp+l]v (2.3b)
Y2 =By [V 1+ At f (£, X22) + At(1 — 0By [f (tpr1, X5, )], (2.3¢)

Again, we used the simplifying notation X2 = (X AYA Z A). Note that various combinations of
6, and 0, give different approximation schemes. We have an explicit scheme for Y2 if 6; = 0, and
an implicit scheme otherwise. The variable Zt% depends on Ep[Zé +1] only if 6 # 1. Also, since the
terminal processes Y;ﬁ and Zé are deterministic with respect to Xﬁ and X2 is a Markov process,
one can show by induction that YtpA = ypA(Xt%), Ztﬁ = ZPA (Xé), where sz and ypA are deterministic
functions related to the discretization scheme. We shall use the notation (ypA (x), sz (x)) when we
wish to emphasize the dependence of our approximation.

When solving the approximation in Equation (Z3]), one needs to calculate multiple conditional

expectations at each time-step. In this article, our method of choice is a wavelet-based method,
introduced in [14].



2.2 Standing assumptions

Throughout the paper, in addition to the conditions for y and o, we assume the following to be
true:

(A1) The function f(t,x,y,z) is continuous with respect to (x,y, z) and all one-sided derivatives
exist.

(A2) The function g(x) is continuous in x and all left- and right-side derivatives exist.
When dealing with the discretization scheme with 61 # 1, we add one more assumption:

(A3) The function f is Lipschitz in (y, z), namely,

|f(t7337y1721) - f(t,$,y2,22)| é M(|y1 - y2| + |Z1 - Z2|); T,Y1,Y2,%21,%22 € R7t S [07T]7
for some constant M.

Under assumptions (A1)-(A3) ((A1)-(A2) if 6 = 1), the numerical algorithm for the FBSDE, which
will be given in Section [ is well-defined. Although, D, g in Equation (23al) may be undefined at
countable many distinctive points, it can just be replaced by a one-sided derivative at these points.
The conditions above can also ensure satisfactory performance of our algorithms in general, with
more details coming in Section @l However, the above conditions are not sufficient to assure the
existence of the pair of adapted processes (Y, Z), which is the foundation of any numerical algorithm.
We introduce an extra assumption to ensure the existence and uniqueness of the solution (Y, Z) to

Equation (2.1]).

(A4) There exists a constant M such that

N

[f(t2,y,2) + g(@)] < ML+ |2|” + [y + [2]), Va,y,2 € R,t € [0, T],v >

For further results on the existence and uniqueness of the solution of BSDEs, readers are referred
to [I6] and further research extending this result. The last point we would like to raise is that the
convergent rate of the discretized process to the original process also depends on the functions g,
o, f and g. We shall discuss these requirements in Section [£1} these conditions are not included
in the standing assumptions.

3 SWIFT method

For the computation of the expectations appearing in the discrete FBSDEs (2.3)), we will use
the wavelet-based SWIFT method. In this section, we first provide an alternative derivation for
the SWIFT formula used in [I4] and [13]. Instead of using an approximation space based on
Shannon wavelets on the whole real line, we construct a Shannon wavelet scaling function on a
finite domain and derive our formula with this scaling function. This approach is beneficial since
a truncation of the integration range is required when calculating the wavelet coefficients for the
SWIFT formula. Incorporating the truncated range in the scaling function simplifies the formula
for the approximation error. Next, we apply the SWIFT method to compute the conditional
expectations in the discrete-time approximation of the FBSDE in Equation (23] and produce an



algorithm for solving FBSDEs recursively, backwards in time. In Sections Bl and B2l we derive
the SWIFT formula with the finite range approach and compute the relevant expectations for the
FBSDE algorithm. Section and B4 discuss the approximations of the functions z5(x) and

Y5 (). ’

3.1 Scaling Functions

We begin our discussion with some preliminary definitions and results. For any fixed real number
m and integer J # 0, we define an inner product and a norm:

om  27™J

<vw>=— v(z)w(z)de, ||v]]2 = V/<v,0>.
—2—mj
A function v is said to be in the L?((—27™.J,27™.J]) space if ||v||2 is a finite number. It can be
shown that the set
n=172,.. } ,

2n —1 m . 2n —1 m
Fm’J.—{COS<< 57 7T>2 x),sm(( 57 7T>2 :E>

is orthonormal with respect to this inner product and is dense in L2((—2"™.J,27™.J]).

Equipped with the above definitions, we construct an approximation space together with a
localized basis, which are the foundations of the truncated SWIFT approximation method. Consider
2J distinctive functions ¢, : R — R,

o =3 e () o) e (2 2e) o (2)
+sin <<2k2; 17r> 2%) sin <<2k2; 17r> om (2%)»

J if v = 22—;,{1 + 5w for [ an even integer,

_J) —J if v = 22—,;{1 + m for [ an odd integer,
sin(w(2Mxz—r))

e Y herwi
2sin(%(2mx—r)) otherwise,

where r = 1 — J,2 — J,...,J. This definition is a special case of the scaling functions given in
Equation (2.13) of [9], in which the authors presented a uniform approach for the construction of
wavelets based on orthogonal polynomials. The properties of ¢ 7, have been extensively studied in
[9] and those that are relevant to our numerical method are listed in the next theorem along with
their proof.

Theorem 3.1. The scaling function ¢ ,, which is defined in Equation BI)), satisfies the following
properties:

(a) The inner product between two scaling functions is given by the following equation:

S
<(:0J,7’7§0J,5>:()0J,r(2_m>7 T,Szl—J,2—J,...,J.

Thus, {@jrlr =1—J,2—J,...,J} form an orthogonal set.



(b) The scaling function @, is localized around 5. By this we mean that for the subspace
2k —1 2k —1
Vyi= spcm{cos <(27J)7T2m$> ,8in <(27J)7T2m$> ‘ k=1,2,..., J} ;
PJr . . Ty
‘ @J,T(Z_mr) ‘2_m1n{||X||2'XGVJ7X<2m> }

(c) {pjrlr=1—J2—J,...,J} is a basis for V.

we have

(d) The scaling function ¢, is also a kernel polynomial in the sense that for any function v in
V;, we have

T
< 'U,QO{LT >= (2—m) .

Proof. We can demonstrate (a) by direct computation and applying the orthonormality of the set
I'y,,7, such that

< oumpss >:k2; (cos (257 7) 2 (o) oo (B 7) 2 ()
(27 )2 () s (272 2 (35))

S
o ()

J, if s =,

=q Sbnn)_ _ o otherwise.
2sin<—(sg(;)7r) ’

1= 3 (oo (572 ) i (20, )

k=1

Next, let

and x (2%) = 1 for some constants ¢; and di. By a simple application of the Cauchy-Schwarz

inequality, we get
J 2
Z Ck COS @k = m 1)7T7" + dj; sin @k = Dm 1)7T7‘
o\ 2. g 2.

1= (5)
: J(g i) (32 (oo (250 ) s (s (#25270)) )

The last equality follows from the orthonormality of set I',, ; and since ¢, and dj, are arbitrary,
lIx]|3 > % for any x € Vj, such that x (%) = 1. On the other hand, as

) E (o (B R)) (P55 ) ) -

k=1

IN



We know that

H ‘:DJT _ < PJrsPIr > :l
(70]7‘ 2 J2 J’
which concludes the proof of (b). Statement (c) is true since {¢ ,jr =1 — J,2 — ,J} has

the same number of elements as the spanning set of V; its elements are orthogonal and therefore
independent of each other.

Part (d) follows from parts (a) and (c). For any v € Vy, v() = Z‘SIZI_J Vsys(-) by (c), and
from part (a), we have

J J

r
<V, Qe >= Z Vs < 0rsy @i >= Z Vedrs <2_m) _
s=1—J s=1—J

O

The space V; and the scaling functions {¢,}r=1—, s are our approximation space and our
basis functions, respectively. As a result, for any function v in the L2((—27™.J,27™.]]) space, its
projection on Vj, denoted as Hy,v, can be written in the form %z;}:l_J < Hy,v,05, > @i, =

1 J
g Zr:l—J <V, Qgr > PJpr-

3.2 Quick SWIFT formula and coefficients

Assume we wish to approximate a finite integral [, v(<)q(<)ds, where v is within L*((—=27".J,27™.J])
and we have fR ¢)ds < co. We shall approach thls problem by replacing v by Hy,v. This gives
us the following approximation:

1 I oogm 2y J J
:/Rq(g)j Z 7/ ) v(o) Z cos(Ck1(2mg—r))ng cos (Ck, (2™ — 1)) dg

r=1-J -2 ki=1 ka=1
J m J 9—m j m - J
272 272 m
= Z / Z cos (Ci, (2 g—r))dc/ v(0)— ZCOS (Cr,(2™0 — 1)) do,
R _9-mjJ J
r=1-J a=1 ki=1
which is the SWIFT formula, proposed in [14], with C} := =5 J17r In the above derivation, we

only listed the dependency to dummy variable ¢ of the functions v and ¢. In practice, v and ¢
will depend on other variables, like for example, time. We will put the additional dependency in
our notation without further notice in the remainder of this article whenever it is necessary for the
presentation.

Remark 3.2. While the accuracy of the approximation depends on other properties of the functions
v and g and shall be studied in the rest of this article, v € L?((—27™J,27™J]) and ¢ being integrable
are the only conditions needed for the above approximation to be well-defined.

Remark 3.3. We only define the approximation on the set (—27"".J,27™.J] that centers around zero.
For any function v such that ff(v(g))2d§ < oo for a finite range (a, b], we need to perform a change

of variables ¢’ = ¢ — b for ¢’ € (a — 250, b — 25, let v'(¢") = v(¢’ + %F2) = v(s). Then, we can



pick J and m accordingly and perform the approximation on v’. With a slight abuse of notation,
we assume that we perform this tedious step implicitly and apply the SWIFT formula with any
finite range |a, b].

In this article, we shall adopt the quick variant of the SWIFT formula proposed in [13]. Instead
of replacing v with Hy,v, we approximate v by

1
jzzl:v( )(PJT()

r J

The reason behind this is left for the error section, but this gives an approximation for Ej [v(t,41, Xt% . )],
which we see in the discrete-time approximation of FBSDE,

S (tp1: 50 ) Bilionr (X2,
=1-

_ 1
J J

J
1 r
Efv(tpr1, Xp), )] ~E; [j d v <tp+1, 2m> prr(Xi )

r=1-J r

The expectation E3[p,, (Xé _,)] can be computed by

J
Z cos <2mC’kX£H - C]J’)
k=1

Ejlesr(Xiy,)] = E;

J
=R { E} [exp (122" Cr(x + pu(ty, v) At + o (tp, ) Awp 1)) exp (—ZCkT‘)]}
k=1

J
=R {Z exp (12" Crx) ® (tp, x, 2" Cy) exp (—zCkr)} , (3.2)
k=1
where the real part of a complex number is denoted by R{} and ® is the characteristic function of
Xp = Xp, de.

1
®(7,5, 0) = exp <ZQ,U(7'7§)At — 59202(7, G)At> :

The authors of [I3] demonstrated how to calculate the vector (Ej [CPJ7T(X$+1)])T:(l_J7___7J) with a
Fast Fourier Transform (FFT) algorithm. The computations induced by Equation ([B.2]) in our
algorithm have the computation complexity of O(.J log(J)).
Expectations in the form Ej [’U(Xt% . )Awpi1] also occur in the discrete-time approximation of
the FBSDE and they can be computed by:
;.

—J

.
Eu(tpi1, X2, ) Awp1] ~E 0 (tr1s g7 ) Par (X5, ) Buipia

J

<l

M-

T
p

Klll =
M)~

r A
0 (o1 g ) Eplioar (X8, ) B,

Il
—_

T



with EJ[¢ J,T,(Xt%+ )Awy 1] given by the formula:

ESPS [QOJJ“ (Xt%+1)Awp+1] - U(tp7 x)AtESPS [DSUQOJ7T(XI$+1 )]

J
=R {za(tp, x)At Z 2" CRE, [exp (12" Cr(x + pu(ty, ) At + o(tp, v)Awpr1)) exp (—ch’r’)]}
k=1

J
=R {w(tp, x)At Z 2MCexp (12" Crzx) ® (tp,, z, 2™ C) exp (—zC’kr)} , (3.3)

k=1

where the first equality sign follows from an integration by parts argument and we also note that
Dypjr(r) = — 25:1 2" Cy sin (2" Crax — Cyr) . Once again, we can use the FFT to compute these
expectations.

In the next two sections, we will combine the quick variant of the SWIFT formula and the

discrete-time approximation of the FBSDE in Equation (Z.3]).

3.3 Quick SWIFT approximation of function sz(x)

There are three different expectations, EJ [ZtAH], E; [Y;ﬁrlAwtp 1), and EZ[f (tp+1,XtAp ) Awpia],

that need to be approximated in Equation . Applying the quick SWIFT formula, we have:
1 J J
EjlZi.~5 2. wh <2m> {Zem KR (b, 2,27 Cy) _ZC”};
r J k=1

k=1
r A r A r
(oo (5m) 2 (5w))-

J
R {ZO'(tp, ﬂj‘)At Z Zkaelzmcka(I) (tp, x, 2m0k) e—zCkr} '
k=1

—1-
1 < T
Ez[YtPAHApr] ~7 Z ypA-i-l <2—m> R {za(tp,:n)AtZ 2MCLe?" Ok (L, 1,2 CY) e_lc’”} ;
—1—
J

. 1
IEp [f(tp-l-la XtApH )Awp—i—l] %j

We denote the approximation of the FBSDE by a SWIFT-type formula combining with the

Euler discretization at point (t,,z) by (@ﬁ(m),éﬁ(m)), then z‘pA satisfies the following recursive

relation:

J
s A _ l 12MmCrx m 1—106 ~A r —1Cr
p<x>—%{Jk§:jle ®(ty0,27C0) 3 (=, 2 (5) @

J
Q 2" Crxom m
+§)%{ja(tp,a:) ,;_ " ORI LB (L, 1,2 C),) -

[ ZJ: Hi@pA-‘rl (2%) + (1= 02)At _:22)Atf (tp+17 2:1,y§+1 (2:1> i (27;,1 e Ok ] }
(3.4)

[y



3.4 Quick SWIFT approximation of function ypA(a:)

Equation (2.3d) for Y;I)A contains an explicit and an implicit part if 8 > 0. The explicit part is
denoted by:

h(ty, ) == Ex[y;ﬁﬂ] + AL(L = 01)EL[f(tps, Xfpﬂ)]. (3.5)
The function h is a linear combination of two expectations, EX [Y;tA+ ) and EJ[f (tp+1,XtAp .,)], and
they can be approximated by the following quick SWIFT formulas
1 , J
Bl 5 D tp (Q—m) R {Z "D (1, 1,2 Cy) e—’ck’“} : (3.6a)
r=1-J k=1
1 < r r J
Ep[f (tp1, X5,,)] ~7 > 7 (t”“’ 2m’yp+1 <2m) 1 <2m>) {Zeﬂ D (ty, 4,2 Ch) _ZC”} ‘
r=1-J k=1
(3.6b)
Therefore, we have an approximation for h:
il(tpv T): Em[yp—l—l(X )] + At(1 — el)Ew[f( p+1s X£+17@1>A+1(X£+1)7 2;>A+1(X1t%+1))]
J
1 m
- {j Z e (tlb z,2"Cy) -
k=1
J r r r
VAN AA —1Cr
;J {y?’“ ( ) Al —0)f < P s U <2m) PEp+l <2m))] © }
(3.7)
and the function QPA is defined implicitly by:
9o (@) = At f(tp, 2, 95 (x), 25 (2)) + h(tp, 2). (3.8)

Whenever 61 # 0, Picard iterations are performed [ times to recover gij(a;), which is the
same procedure used in both [I0] and [I8]. The initial guess for the iterations is defined as the
approximation of E7 [Y;pAH] as in Equation (B.6al). The conditions for convergent iterations and an
extra error induced will be discussed in Section

The overall algorithm to generate an approximation (j5(z), 25*(z)) for (Yo, Zo) has been sum-
marized in Algorithm [

4 FErrors and computational complexity

In this section, we shall discuss the major components of the error when solving an FBSDE with a
SWIFT-type method. They are the discretization error of the FBSDE, the error of approximation
with the SWIFT formula and the error introduced by the Picard iteration. We will also discuss
the computational complexity of the SWIFT method. For notational simplicity, we shall use M to
denote a generic constant whose value and dependency may change from line to line.

10



begin

for s=1—-.J to J do
GR(2ms) = g2ms), 2B
A2 ms) = f(T,27™s,

end

Compute (E% 1" [@sk(X5 ) rk=1—1,..s and (B [016(X5) Awp])rk=1—,....s with B2)

and (B33).

forp=P—1t0 1 do

Compute the function (25'(27"s))s=1_,. s with (E3).

Compute the function (APA(2_mS))8:1_J7W7J with (8] and Picard iterations if

necessary.

Compute the functions (f (¢, 2"”3,@}?(2_’”3), 2?(2_"13)))3:1_J,...,J.

m My,

Compute (E2_1"[@sn (X)) rk=1-1...0 and (E2"1"[0sx(Xi) Awpl)p k=17 With
(32) and (BE3)) if the distribution of (Xt% — X67 ,) is time-dependent.

end

Compute 25*(20) and 95 (zo)-

end

(27™s) = 0D,g(27™s) and
(27ms), 25(27™s)).

Algorithm 1: Quick SWIFT method.

4.1 Discretization error of the FBSDE

The error due to the discrete-time approximation of the stochastic process depends on the param-
eters 0, and 0, the drift u, the volatility o, the driver function f and the terminal condition g.
It is difficult to provide a universal result for all FBSDEs for which our method can be applied.
However, under some specific assumptions, we can derive an error bound for the global error due
to time discretization. Adopting the following error notation:

e (Xyp) =up(Xe,) — up (XD, &5 = 2p(Xe,) — 2 (X1)), 5 (Xe,) = fltp Xe,) — £t X)),
one of the results for the discretization error is in the following theorem.

Theorem 4.1 ([I8],Theorem 1.). Assume that the forward process has constant coefficients pn and
o and the discretization scheme with 01 = 0y = % If

boallebll ~ O((A1)?), b4 lebl] ~ O((At)?),

then
Ef [leg] + VAL < M(AD?, for 1 <p< P,

where the constant M depends on numbers T, v and o and functions g and f.

For general drift and diffusion coefficients, we may only have first-order weak convergence for the
Euler discretization of forward process X and it may become the dominating error of our algorithm.
For the proof of Theorem [A] and other convergence results, readers are referred to [I8] and the
references therein.

11



4.2 Error in SWIFT formulas

In this subsection, we shall discuss the error of the numerical approximation by the SWIFT-type
formulas. In order for our formula to be applicable for both the one-step approximation and the
recursive case, we adopt the following setting.

Consider an expectation E[’U(Xt%_ Ap)| XA = 2] for a function v defined on R and assume that
v is continuous with all its left- and right-side derivatives well-defined, we define our expectation
approximation as

J
- 1 r
Ep(XBa)lXE = o)== Y po(55) Elpsr (KR a)lX? = 2l (4.1)

where {p,(27™r)},=1—...,7 is an approximation vector related to function v, to be defined. For any
function v : R — R and given range (—27"".J,27™J], we associate v with an alternating extension
defined below.

Definition 4.2. An alternating extension of a function v, denoted by ¥, is a function defined on
R such that it satisfies:

(a) v(x) =v(x) Vae (=27"J27"]];
(b) oz +2"™J) = —v(x) Vz ER.
The difference between the approximation value and the true value is given by

E[o(X3 a0 X7 = 2] = Eu(X{a) X = 2]
=E[o(X{3a0) X7 = 2] — ER(XZA)IXT = 2] + E[B(X3 A IXE = 2] — E[Hy,0(X3 001 XP = 2]

J J
1 1 r
+E |5 > <Huues > e (Xa)| X0 =2l =5 > (2—m> Elpsr (Xitad)| X = 2]
r=1—-J r=1—-J

:E[U(Xﬁ-At)l{XﬁFAt¢(—2*mJ,2*mJ}}|XtA =a] - E[ﬁ(Xt%—At)1{XﬁrAt¢(—2*mJ72*mJ]}|XtA = 1]

J
N 1 r r
FEBOG ) — Hyo(Xa)IXE =al+ < Y (Hue (55) = e (55) ) Blenr (XA 0 IXE =]
=1
(4.2)
=Eu(XZ A xa ¢ a-mia-mmlXi = 2] —EO(XZ a0 ixa  g_o-migmypl X = 1]

t+At t+At

J
VEI(XA a0 — Hyo(XRa)IXE = a1+ 2 32 (Hve (5) — v (55)) Elear (Xa) X2 =4l
=1

+ i (v(35) — 7o (5) ) Blpar (XE20IXE = ). (4.3)
=1—

1
J J

T

We derive the above formula by telescoping and using the properties of the scaling function. By
taking absolute values on both sides of Equation ([@3]), we get a simple bound for the approximation

12



€ITor:
E[o(X a)IX = o] - Blo(X2 a)IXE = 2]

< Ep(XAad)lxa ¢ a-mia-mmlXe = 2]l + E[D(XZA) Lxa g o-myg-mmplXE = 2]

t+At t+At

J
- 1 T /[
FE[9(XE a0 — Huo(XEa)1XE =+~ 3 By (57) =7 (50) | Elesr (XA a)lXE = al)
r=1—J

5 [0 () - ()]l (X a8 .
=1—

1
J J

T

Errors of a SWIFT-type method can be separated into four (in Equation (£2])) or five (in
Equation (£3))) parts and they will be discussed one by one. Note that the first three terms in
Equation (£2]) and (£3)) are the same.

The first error term is related to the tail behaviour of the probability measure and function
v. It is finite, as otherwise the original expectation would be infinite. Also, its value should
decrease (heuristically speaking, not in strict mathematical sense) when a wider computational
domain is used. Assuming v to be uniformly bounded by a number M, this term is bounded by
M -IE"(Xﬁr A & (=27 J, 27 J)| XA = z). Similarly, the second term is related to the tail probability.
Because of the continuity of v and the periodicity of ¥, ¥ is uniformly bounded by some number
M’ and the second error term is bounded by M- P(X£ A, & (—27™J,27™J|| X = ).

The third part is related to the projection error on V;. From the assumption that v is continuous
with all left- and right-side derivatives of v existing, v = lim j_,o Hy,v, a.e.. This can be shown by
adopting the classical Dirichlet’s kernel argument. Applying the dominated convergence theorem,

[o¢]
E[5(XA ) — Hyyo(XAa) IXE =2] = > <v,008(2"Cy) > Elcos(2"Ci XA a) | X = 2]
k=J+1

+ Z < v,8in(2mC;-) > E[sin(2mC; XA a0) | XD = 7).
k=J+1

Note that in this part, we only require v = lim j_, Hy,v, a.e., so that we can relax the requirement
on v from being continuous to being piecewise continuous. Using an integration by parts argument,
if the forward process has a smooth density, this error converges exponentially with respect to J
but increases with the computational range.

Remark 4.3. In fact, the projection error in the SWIFT formula can be controlled under alternative

conditions. Assume that the probability density function g of Xﬁr At!XtA =z, is in L?(R), then,

E[B(X3a0) — Hyv(Xga) | X = 2] — E[ﬁ(Xt%—At)l{XﬁAti(—2*mJ,2*mJ]}|XtA = z]|
:’E[’D(Xﬁrm) - HVJU(Xt%-At)1{XtA+AtE(—2*mJ,2*mJ]}’XtA = 1]

—E[Hv,0(X3a0)1xa  g(o-mpzmpyl XE = 7]

t+A

1
2
<|lo — Hy, ol ( / q2<<ra:>d<) T MB(XA € (<2727 )| XA = ),
R
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with M3 depending on the function Hy,v. While we do not use this alternative proof in this article,
it implies that the SWIFT formula can be used in a more general setting and is suitable for other
applications as well.

In the usual variant of the SWIFT formula, we set p,(27™r) =< v, ¢, >, so the fourth term
of Equation (42]) is by definition zero and the error of applying the SWIFT formula will only
consist of the first three terms. However, the calculation of < v,p;, > is difficult and time-
consuming, if not impossible in practice, especially in the recursive case. Therefore, we propose
picking p,(27"r) = 0(27™r), an approzimation of the original function v. While it will introduce
an extra error, we shall demonstrate that this error can be controlled and that the computation is
much simpler.

For the sum in the fourth term of Equation (£3]), we need to consider two cases. When r # J,
the pointwise convergence of Hy,v guarantees that |HVJU (2%) —0 (2%)‘ — 0. Therefore, these
terms are bounded when J is large enough. When r = J, it is likely that ¢ is discontinuous at 27™.J
and the above argument does not hold. However, we note that this error term is also a weighted
sum of Hy,v(27™r) — v(27™r), with the weight given by 1E[p;, (X2 A,)| X = z]. Assume that
P(Xﬁrm Z (A—b,A+b)) < € and %gmﬁ;(:z:) < €9, when x € (A—b, A\+b), for some positive numbers
b,e1 and €5 and some number A, then

%E[%H(Xtﬁm)\xﬁ = 2] <P(XFar & A= b, A +D) + P(XZA € (A —b,A+b)) < e + ea.
These assumptions are satisfied when the distribution of X? is centered around a point A, which
is true with a diffusion process whose diffusion coefficient is small, the computational range is
sufficiently large so that A is far away from the boundary, and the wavelet order is sufficiently high.
If these conditions are met, the weight for the term |HVJU (27‘]”) -0 (2%)| is small and the weighted
term can be bounded. By combining the two arguments above, we can bound this error term when
the computational range is sufficiently large and the wavelet order is sufficiently high.

In the one-step case, we pick p, = v. Equation ([A2]) along with the above analysis covers all
approximation errors.

In the backward recursive case, we can use Equation ([A3]) to study the error propagation at
each time step. For example, in our BSDE algorithm, we let v = ypAH or ZPA_H and p, = QPAH or
épAH. In these cases, the fifth term of Equation (43)) is comparing our approximation with the
true value at the next time step. The error accumulates in a recursive way by applying this error
analysis from time step ¢y to ?,_1. Further discussion of the error propagation will be given in

Section [£.4]
The error for approximating E[v(XA A,)Awpi1| X = 2] with

J
N 1 T
E[o(XA ae) (wira, —w)| XP =a] := 7 > o (2—m> Elesr (X ae) wira —w)| X2 =], (4.4)

can be studied in a similar way.

Remark 4.4. 1t is clear from the derivation that the assumption of the function v being continuous
with left- and right-side derivatives is crucial in applying the quick version of the SWIFT formula.
In our FBSDE algorithm, the functions y and z at intermediate time points, p = 1,..., P — 1,
satisfy the above conditions. This can be observed from Equations (3:4]) and (3.8). However, we
may still face an issue at the terminal time, as D, g may contain discontinuities. We propose a mized
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algorithm to deal with this situation. At the terminal time, the usual SWIFT formulas are used
and then the algorithm switches to the quick version in all subsequent time steps, see Algorithm 2.

begin
fors=1—J to J do
G5(27Ms) =< g, s >, 25(27™s) =< 0D,g, pys > and
f]%(Z_ms) =< f(T,-9(-),0D4(")), Plr > -
end
Compute (E% 1" [y k(X5 ))rk=1—1...s and (EZ [ [0 1 (X5) Awp])rk=1—,...,s with B2)
and (B3).
forp=P—1to 1 do
Compute the function (25(27s)) =1, with (32).
Compute the function (APA(2_mS))8:1_J7W7J with (B8] and Picard iterations if
necessary.
Compute the functions (f (¢, 2_ms,@pA(2_ms), 2?(2_7”3)))8:1_J,,,,,J.
Compute (E2_1" [0k (Xo))rk=1-s....; and (B2 [0 6 (XE) Awp))r k=1, With
B2) and [B.3) if the distribution of (Xt% - Xéﬁl) is time-dependent.
end
Compute 25*(z0) and 95 (zo)-
end

Algorithm 2: Mixed quick SWIFT method.

4.3 Picard iteration error

When 60, # 0, a Picard iteration must be performed with the equation:
y = AtO f(tp, ,y, 25 () + h(tp, z),

to find the fixed point y. It is well-known that this iterative algorithm will converge to the unique
fixed point if the function At f is a contraction map of y, namely,

|At91f(tp7$7y172pA(x)) - Atelf(tpv‘,nvy%épA(:E)N é £|y1 - y2|7

with £ € [0,1) for all x € (—27™.J,27™J]. This condition is satisfied when the driver function is
Lipschitz in y and At is small enough.
We adopt the following notation:

gl (2) = g(x);

J J
B 3 i () oS anai i)

forp=0,...,P—1andi=0,...,I —1. It is clear that g}pA’I(az) = il(tp,:E) when 6y =0and I > 1,
which is the explicit scheme. The above notations are consistent with the notations in Section [3.4]
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except we should replace the @;DAH with gpA +€ in equation ([BH]). Furthermore, for any given x, we
know by definition that ypA(az) is the unique fixed point that satisfies

y = Atb f(tp, x,v, sz(a:)) + h(ty, x).

Note that the notation gij was defined by Equation ([B.8]).
With the above notations and given the extra information that f is Lipschitz with respect to
2z, we can derive the one-step approximation error for function y2:

95" (@) =y (@)] < Jgp" (2) —
<ep 4 At | f (tp, 2, Gy (@), 25 (@) — [y, 2,95 (@), 2 (2))] + [h(tp, @) = h(ty, @)
<ep T+ €1y () — yp (@)] + €155 (2) — 2 ()] + h(tp, ) — h(tp, )|

<(I+8)e P”‘”dJrﬂAM() Yy )!+§\Zp (@) = 2 (@)] + [h(ty, @) — hltp, )].

~A A
Gy (@) + 195 (x) — vy ()]
o

zZ
(z
The term €P icard | ( ) — gij ()| is the error of applying Picard iterations, which depends on
At and the Llpschltz coeﬂicient of f with respect to y, as stated before in this section. The constant
M is related to the Lipschitz coefficient of f from standing assumption (A3) and £ := MAt6; < 1.
The last inequality is due to a telescoping argument of the term @pA () — ypA(a:)]. Rearranging the
terms gives us the following error bound:

9 (2) — g (a)| < S epiennd 1—i£(g|;§§(m)—sz(:E)|+|ﬁ(tp,x)—h(tp,$)|). (4.5)

|—1 gp

4.4 The errors of the FBSDE recursive scheme

Given an FBSDE system, a time partition and a discretization scheme, we may apply the result in
Section 4.2 to derive a local approximation error for the related expectations. When we are approx-
imating expectations with the functions yp 1 and 2 +1 in the BSDE scheme, the approximation
vector is given by

A L = { p—l—l( )}r:l—J,...,J7

for p=0,...,P — 2. At the terminal time tp = T, they are defined as

{ py}% = {YTA‘*XJ4 = 2_mT}r=1—J,...,J§

~ALT
{ py$+1 = {yp+1( ) br=1— Jooids

pa = {Z2|XE =27}, 21y,

or
pys = {< YR 0ur >himiogs
IozA - {< ZT?‘;DJT >}?“ 1—J,..,J>

depending on the scheme we used. When approximating expectations involving f(ty41, z, ypAH (x), ZPA_H (x)),
‘;he approximation vector py ., = {f(tp+1,27 "7, Py, (27™r), P, 2 ™) }p=1—g.. g, forp=0,... P—
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From Equation ([@3]), we know that the approximation error for the SWIFT formula consists of
four parts. Therefore, the local approximation errors at point (¢,z) by the SWIFT formula for any

function v, denoted as (" (tp, x) or (" ‘]w(tp, x) for the two types of expectation, are given by

¢ (ty, @) =E2[v(Xp ) lxa  go-myo-m] —Ep [f)(tiH)l{X ¢(—2-mj2-m ]

tpt1 tp+1

VES[O(XE,,) — Hyo(XE, )]+ 5 3 (0 (57) = v (5) ) Eplear (X2, )

r=1—

Ity ) =B [o(XE, )1 xa +1¢(—2*7”J,2*'”J]}Awp+1] —Ep[0(X{), )1 xa » (=2-m g2-m gy Awpi1]

J

FESIG(XE,,) — Huo(XE 8wl + 5 32 (e (o) v () ) Eplioar (XA, Al

r=1-—J

Applying all the results above and the standing assumptions, we can derive the recurring error
formulas of our SWIFT BSDE scheme:

1 m,dJ,w m w
Tl @) = @] IR ()] + G5 )+ 16 1)
J
1 T r = -
42 37 | (5m) = reas, (5 )| OBl RN + Egliosn (XE, ) Aty
r=1-—J
J
1 T T "
+5 3 [ (57) o (55)] E5lor (X208l (46)
r=1—
and

1 m,J,w m,J,w
ElypA() gy (@ )|<M3+|< (tp,w)lJrlC by, )|+ 1CE (b, )|+ I¢)a 1(tp,$)|+|4f+‘/;(tp,$)

1 frt1

J

+ ;J(% (5) = 201 (5| (ERlor (X2, ) + B lpan (X2, ) Aol
J

+§ ;J(ypﬁl (5) — 21 (5 )| (B Lo CCB DI + B (XB, ) A ],

(4.7)

with constants Mj, My and M3 depending on the underlying FBSDE, the discretization scheme
and the Picard iteration errors, but not depending on m and J. Their proof is left for the appendix.

4.4.1 Error bound and choice of parameters

An error bound at (0,zg) for applying the SWIFT scheme to a FBSDE system can be found by
repeatedly applying Equations (£.6]) and (£7]). This bound is given by the weighted sum of the
local approximation errors for each point in the grid {(0,z0)} U {(tp,27™r)|[t =1,...,P and r =
1—J,...,J}, with the weight being 1 for (0,z() and the weight being

S 5 TTOE Lo (X0 + B Lo (X8 Al (1)

UEVp =1
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for {(t,,27™r)|t = 1,...,Pandr = 1 — J,...,J}, where v, is the set containing length p + 1
vectors u = (ug, u1, ..., up), with the first element uy = o and other elements equal to 277 for
r=1-—J,...,J. A simple example of deriving such an error bound is included in the appendix.

However, since this error bound uses local approximation errors from multiple points in a
grid, actually calculating the error bound would be costly. The weight and the local error behave
differently at different grid points. Whenever |r| is small, the local error converges exponentially
in numerical tests with fixed 27™.J and increasing J, but it may fail to converge to zero when |r|
is close to J. On the other hand, when |r| is close to J, the weight in Equation (48] tends to zero
quickly and reduces the error. We do not have a simple formula to describe this balance. Last
but not least, parameter P, the number of time points, affects the total number of terms in the
error bound, the value of the local error and the value of the weight in Equation (£8]). It is highly
non-trivial to quantify the effect of P on the overall error from this error bound.

In practice, we would recommend a three-step approach to select the parameters for the scheme
and get a global picture of what the error may be. First of all, pick parameter P based on the
discretization error for (X,Y,Z). This can be done either through the error bound in Section [4.1]
or other existing error bounds in the literature. The reason is that m and J have no effect on the
discretization error while P affects each part of the approximation error. Next, we should choose
our parameters J and m according to error formula (£3]). The interest is in the third term in
the equation, which increases with the truncation range but decreases with the wavelet order J.
Therefore we should first fix the truncation range 27™.J to a constant value a in our scheme, the
tail probability outside our computational range is below a fixed tolerance level. This can be done
heuristically by considering the cumulants of X7, see [§]. Finally, we pick a J value such that the
overall error converges and adjust m accordingly so that the truncation range remains the same.
This approach is very useful for applications (compared to the error bound itself).

4.5 Computational Complexity

At each time-step t,, the following operations have to be performed:

e Computation of E [(PJ,k(Xt%+1 )] and E5 [0 1 (X,é+1 )Awp1] by the FFT algorithm, in O(J log(J))
operations. It is calculated only once at the terminal time-step if the characteristic function
of X2 does not depend on the time point;

e Computation of 2pA (z), h(ty,z) and QPA (z) by matrix-vector multiplications, in O(J2) oper-
ations;

e Computation of ™! by I Picard iterations on an z-grid, in O(I.J) operations;

e Fwaluation of f(tp,x,gf’l(x),éﬁ(a:)) in O(J) operations.

The most time-consuming part in our algorithm is the matrix-vector multiplication. The proposed
algorithms have linear computational complexity with respect to the time-steps P and the starting
evaluation at terminal time is of order O(J). In total, the complexity of the SWIFT-type methods
is O(J + P[J? + IJ + Jlog(J) + J]).
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Figure 1: The approximation range (—27"™.J,27™J] and the accuracy range [, [3].

5 Antireflective boundary

Recalling Equation (43]), the approximation of E[’U(Xt%_ A XA = ] by the SWIFT formula may
have a significant local error when two conditions are satisfied. The first condition being that the
alternating extension ¥ diverges from v in the range [—n — 27™J, —=27"J] or [27™J,n + 27™J],
for some number n > 0 and the second condition being that the probability of Xﬁr At!XtA =z in
the aforementioned ranges is large. While the first condition is almost always true, given that X2
is a diffusion process, the second condition is true only when the starting point x is close to the
boundary —27™.J or 27™J. Therefore, there may be intervals (—27™J,«) and (3,27 J] where
the SWIFT formula is inaccurate.

We propose using an antireflective boundary technique to deal with this issue. Antireflective
boundary conditions form a popular technique for extrapolation in image deblurring methods. For
its applications in image deblurring, the reader may refer to [7] and the references therein.

In practice, assume that we approximate a function ¥(z) by J(z) on (—=27™J,2~™J] and we
know that the approximation is accurate for z € [a, 8], namely, [d(z) — 9(z)| < e, for some small
positive real number e. Given the numbers o > —27™J and § < 27".J, so that there is some
inaccuracy near the boundary but («,2a +27™J), (28 —27™J,8) C [, f] (see Figure [dl). We
would extrapolate an approximation of J(z) for x € (=27 J,«) and = € (3,27 J| by applying
antireflective conditions with the accurate approximation. For x € (—27™.J,27"™J], we define

0%(z) := 20(a) — V(20 — ) for z € (—27™J, 0);
D) := J(x) for x € [a, B]; (5.1)
0%(z) :=20(8) =028 —x) for z € (8,27™J),

and use 9 instead of ¥ as our approximation.
If ¥ is two times continuously differentiable on R, then, by a simple application of Taylor’s
theorem, we have:
dv 1d*0
9(2) =0(0) + (@) — ) + 3 (1)@ — @)

2
920~ 2) =9(a) ~ 9 (0)(x — a) + 3 T 5 (62) (e — )

where z € (27 J, ), ¢1 € (z,a) and ¢ € (o, 2 — ). The approximation error for x € (—27™J, )
is then bounded by

[0(x) — 9%x)| <|9(z) — 20(a) + 9(2a — )| + 2[9(a) — D(a)| + [9(20 — ) — V(200 — )|

m 29
<(=27"J — a)2 sup W(g)

ce(—2—™mJ2a+2—™J)

+ 3e.

A similar formula can be derived for the set (25 —27"J,27™J). For the recursive scheme, one can
just apply Equation (B.1]) at each time-step.
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Remark 5.1. The range of accurate approximations for the SWIFT formula depends on the dis-
tribution of Xﬁr Al XA =g and, therefore, it is model dependent. The performance of applying the
antireflective boundary technique with the SWIFT formula depends on the smoothness of the target
function with respect to starting point x, the accuracy of the SWIFT formula in the range [, f]
and the length of the range.

6 Numerical experiments

Several numerical studies have been performed in MATLAB 9.0.0. The computer is equipped with
Intel(R) Core(TM) i5-2520M CPU @ 2.50GHz and 7.7 GB RAM. Four different discretization
schemes have been used to test the effect of various choices of # on the numerical algorithm. They
are:

Scheme A: 61 =0, 0, =1, Scheme C: 61 =1, 0, =1,
Scheme B: 61 =0.5, 65 =1, Scheme D: 61 = 0.5, 65 = 0.5.

The function sz is solved explicitly in all schemes while ypA is solved explicitly for scheme A

and implicitly with 5 Picard iterations for the other schemes.

For each given example, we associate our numerical algorithm with the computational domain
[k1 — Ly/Ra, k1 + Ly/Ra)], where cumulants x1 = 2 + (0, 20)T and ke = 02(0,20)T and L = 10.
It is similar to the setting in [I8]. The value 27™J = L,/k3 is a constant for each example. The
value of J is assumed to be 2°.

6.1 Example 1
This example has been studied in [I§] and is originally from [20]. The considered FBSDE is

dXt = dwt, (6 1)
dYy = —(YaZy — Zy + 2.5Y; — sin(t + Xy) cos(t + Xy¢) — 2sin(t + Xy))dt + Zpdw. '
We take the initial and terminal conditions zg = 0 and Y7 = sin(Xp + 7).
The exact solution is given by
(Y, Z) = (sin(Xy + t), cos(X; + t)). (6.2)

The terminal time is set to be T'=1 and (Y, Zy) = (0,1). The driver function f depends on both
time ¢ and current state X;. The results for the quick SWIFT method are presented in Figure 2al
while the results for the mized SWIFT method are presented in Figure We observe that there
are no significant differences between the quick SWIFT and mixed SWIFT method. For schemes
A, B and C, both approximation errors for Yy(zo) and Zy(zg) are of O(At) order, while the errors
converge with O((At)?) for scheme D.

Remark 6.1. The driver functions for some examples in this section are not universally Lipschitz.
However, one should notice that for the contraction argument in Section to be valid, for any
fixed z, the driver function should be Lipschitz with respect to y. All the driver functions in this
section satisfy this weaker condition. We aim for clear presentation rather than general applicability
when we designed the assumptions and conditions and our method can be applied to a broader
class of BSDEs than we described here. For a more in-depth analysis of the application of Picard
iterations in the numerical treatment of BSDEs, the reader is referred to [10].
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6.2 Example 2: European call option

Next, we calculate the price v(t, S7) of a call option under the Black-Scholes model by solving an
FBSDE. The underlying process satisfies:

dSt = ﬂStdt + 6Stdwt. (63)

Along the line of reasoning in [I8], we assume that the financial market is complete, there are
no trading restrictions and the call option can be perfectly hedged. Then (v(¢,S;),aS¢Dsv(t, St))
solves the FBSDE,

{ dSt = /_Lstdt + 5’Stdwt, (64)

dY; = —(—rY; — B2 Z))dt + Zydw;,

g

with terminal condition Y7 = max(St — K,0). The driver function is continuous and linear with
respect to y and z. We use the following parameter values in our test:

Sp =100, K =100, =0.1,2=0.2,6 = 0.25,7 = 0.1. (6.5)
The exact solutions Yy = 3.65997 and Zy = 14.14823 are given by the Black-Scholes formula first
shown in [3]. We switch to the log-asset domain X; = log(S;) and solve

dX; = (B — 56?) dt + 6dwy,
dYy = —(—rY; — B2 7)) dt + Zydws,

[oa

(6.6)

where Y7 = max(exp(Xr) — K,0).

For the result of the quick SWIFT method, we refer to Figure Bal Immediately, we notice that
the result of scheme D does not improve when increasing the number of time-steps. This is due to
the discontinuity of the terminal value of Z which creates a significant error. For the mixed SWIFT
method, shown in Figure 3Dl the error from the discontinuity has been removed. The approximate
values 95 (z0) and 25 (wg) converge with approximately order 1 with respect to At for schemes A,
B, and C and about order 2 for scheme D.

Since the driver function in Equation (6.6) depends on fi, the approximation error also depends
on fi, even though the final result v(0,z() is unrelated to the drift. For the same number of
time-steps P, the error increased with the increase of [i, as shown in Figure @l

The approximation algorithm can be further improved by applying antireflective boundary
conditions in the recursive time-steps. In Figure [0l we see results of adding an antireflective step
in a mixed SWIFT algorithm. The approximations near the middle of computational range are
almost identical with the reference value, but the approximations with antireflective adjustment
near both ends of the interval appear to be much better than the ones without.

6.3 Example 3: Bid-ask spread for interest rate

We next consider a financial model introduced in [2], where we have distinct borrowing and leading
interest rates. The resulting market is imperfect and the driver function is non-linear.

Suppose that an agent can invest in bonds with risk-free return rate r and borrow money at
rate R > r. For any European-type derivative with payoff g(Xr) at time 7, where the underlying
asset Sy = log(X;) follows a geometric Brownian motion, its price at time 0 can be obtained by
solving the FBSDE:

dXy = (i — 16%) dt + Gdw,
dYy = — (=rYs = 557, — (R — r)min (Y, — £,0)) dt + Zydu,
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with the payoff as the terminal condition. We use the example studied in both [I] and [I8]. The
payoff function is given by

9(Xr) = (¥ — Ki)* = 2(e™ — K)*,

which equals a combination of a long call with strike K1 = 95 and two short calls with strike
K5 = 105. We use the parameter values

So = 100,7 = 0.01, 72 = 0.05,5 = 0.2,T = 0.25, K1 = 95, K5 = 105, R = 0.06.

We notice that 25*(z¢) fails to converge to the reference value with scheme D in Figure The
reference values, Yy = 2.9584544 and Zy = 0.55319, are obtained by the BCOS method with a
large number of time-steps P. Switching to the mixed SWIFT method, whose results are shown in
Figure [6D] the approximated error for Y converges to zero with order of about 1 for schemes A, B
and C and converges with order % for scheme D. For schemes B and C, we also have a first-order
convergence for Z but the convergence order is higher for schemes A and D.

6.4 Example 4

This example is taken from [19]. For the forward process, the drift and diffusion coefficients are
time- and state-dependent. We aim to solve the following FBSDE:

_ 1 exp(t+Xt)
dXy = 1+26Xp(t+Xt)dt + 1+exp t+;<t)dwt’
_ 2Y; 1 YiZ 2
dY; = — <_ 1+2exp(tt+Xt) T2 él-l‘eXPt(tff‘Xt) N th Zt)) di + thWt7
with the terminal condition Y = g(X7) = %'

The exact solutions are given by

exp(t + Xt) (exp(t + X¢))? > _ (6.7)

t20) = (1 +exp(t + X)) (1 +exp(t + Xy))?

We choose terminal time 7" = 1 and initial condition zo = 1.

For the results of the quick SWIFT method, we refer to Figure [l While the total error is
different for each scheme, the approximated values g3 (xo) and 25 (o) converge with O(At) for all
schemes, as expected. Here the weak order of the Euler scheme plays a prominent role as the drift
and volatility are state- and time- dependent.

6.5 Discussion

Compared with the BCOS method, the computational time for the SWIFT-type method is slightly
lower when the number of basis functions used is the same and the forward process is independent
of time. The most time-consuming portion is the matrix-vector multiplication used to calculate
the value of %A and h. We acknowledge that for the same error range, the BCOS and SWIFT-type
methods may require different numbers of basis functions.

From the numerical experiments, we conclude that the computation with scheme D often fails
to converge with At when the time-step is small when using the quick SWIFT method. This is due
to the discontinuity of 25 (x) in 2. Schemes A, B and C behave similarly for the quick SWIFT and
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mixed SWIFT methods in our examples. However, scheme D often has the best performance in
the mixed SWIFT method. This means that damping the discontinuity in our scheme is beneficial.
The graphs also demonstrate that with a proper choice of SWIFT parameters, the approximation
error itself will be dominated by the discretization error and decreases with respect to the increase
of parameter P. It implies that the error of calculating expectation with SWIFT is relatively small.

7 Conclusion

A new probabilistic method for solving FBSDEs numerically has been proposed in this article.
It is derived from a time-discretization of the forward and backward stochastic differential equa-
tions, taking conditional expectations to get an J; -adapted approximation and calculating the
conditional expectations with the quick variant of the SWIFT formula.

We have shown that in order to apply the quick variant of the SWIFT formula, the continuity of
the target function has to be ensured. While applying the quick variant of SWIFT formula instead
of the original version introduces an extra error, it is of the same order of the original version
when the target function is continuous and drops quickly with respect to J, due to the exponential
convergence of the characteristic function for a smooth density. The error of applying the SWIFT
method is relatively minor compared to the discretization error for the stochastic process. However,
the quick variant of the SWIFT formula can greatly reduce the difficulties of our algorithm and
increase the computational speed. So we believe that the mixed SWIFT method provides a good
balance between efficiency and accuracy.

We have discussed the different approximation errors in detail in the paper. Additional attention
is needed for the error of the SWIFT formula near the computational boundary, as we explained in
Section Bl We also demonstrated how to improve our algorithm with the anti-reflective boundary
conditions. Finally, the applicability and the effectiveness of our numerical algorithm have been
tested with various FBSDEs, which all give positive results with the mixed SWIFT method.

Overall, applying the SWIFT method to solve discretized BSDEs retains the high accuracy of
Fourier inversion techniques, although the computations involved are greatly simplified. We also
gain additional freedom in adjusting the approximation values at each time point.
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A Appendix

A.1 Pointwise convergence of orthogonal projection

We shall demonstrate that under some mild assumptions on a square integrable function in (—27"".J, 27" J],
its orthogonal projection on Vj converges to the original function in a pointwise fashion, therefore
bounding our approximation error. It is an adaptation of the standard Dirichlet kernel argument

to our setting, a similar proof can be found in standard Fourier series textbook, like [17].

Theorem A.1. Let g be a square integrable function defined on the set (—27"J,27"™J]| and the
left- and right-side derivatives exist everywhere for its alternating extension ¢. If g is continuous
i a neighborhood around point x, the following result holds:

lim Hy,g(x) = g(x).
J—ro00

Proof. By direct calculation,

H‘/Jg(x)
om J 2-mJ 9—m J
7 Z / 9(s) cos (2" Cys) ds cos (2™ Crx) + / g(¢) sin (2™ Ck<) dg sin (2™ Cyx)
k1 \J=2md ~2-mj
2777, J 2-mJ m J 2—mj
= g(s)cos (2™Cx(s — x)) = — / §(w + ) cos (2" Crw) dw
J ]; /;ZMJ ( ) ( k( J Z 2— mJ ) ( k )
om 2-mJ
:—/ g(w+x)Y j(w)dw, (A1)
where J
: m—1
= Zcos(2kax) = M (A.2)

sin(2m=lxx/J)
It can be shown that

om 2=m]J om k—l—l )

0 2 J
— \ dg = — = — E =: —Gj. A3
J s(s)ds J _27777,1] 0 7 (A-3)

In fact, G is the famous Gregory-Leibniz series and we have lim; .o, G = 7.
Based on our assumption, at point z, limj_o4 g(z + h) = lim,0- gz + h) = g(x). Also,
wl{se(ovgﬂnﬂ} and wl{se(_zﬂnm)} are integrable functions on (27™.J, 27" J].

Note that in our construction, 2~".J is a positive constant (a) and m is a function of J.
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Therefore,
4
Hy,g(z) — —Gg(z)

m a m 0
=27 [ G+ 1) — ()Y (@) de + 2 / (§(@ + 2) — §(2)) T (@)dw

J Jo J J-a
2 ) i) mwfa oy
_77/0 w sin(mw/2a) (2 )
2 [ §@ ) -5@) T o
+7T/_a w sin(mw /2a) 2 Jde. (A.4)

Since Sinx(x) is integrable on [, 7] and m tends to infinity whenever .J tends to infinity, the last

two terms go to 0, when J tends to infinity. This is due to the Riemann-Lebesgue Lemma. So, we
have

. N -
Jim Hy,g(z) = lim —G9(z) = g(z), (A5)

and complete the proof. O

A.2 Proof of Equations (£6) and (7))
Proof. Using Equations (2.3Dl), (1), [£4), (£3), and standing assumption (A3), we have

\z,é@:) — 22 ()|
gl 2Bz (221 (X2, )] — Bl (XA

lpt1

)X, =4l

9 At|Ex[yp+1(ti+1)Awp+1] Elyp' 1 (X8, ) Awpia] Xi) = 2|

p[f(tp+17 Xt%H ) ypA-i-l(Xt%+1)7 ZpA-i—l(Xt%H))Awp-i-l]
- E[f(tp-i-la Xt%+1,ypA+1(Xé+l), Z§+1(X$+1))Awp+l‘XtA = z]|

¢ ()] + G G )]+ T2 )

fo+1

t

LS () s (2o

%gg 5 i ), (o) s 2,

o 0 Z ‘f (to11: g b (2 )= <27;L>) ~ Pl (2%>‘ B3l (X ) A

r=1—J

m,J,w _02 m,J,w
|C (tpv )|+M|<y ( ,l‘)|—|—9—2|< (tp7$)|

fo+1

1—02)(1+ M)
+( 2—1—

LS a2 () e, () BBl 82,1+ Bl (X2, )l
r_ 1-J
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ot ) 53@H4wﬁ—%aﬂ%ﬂwﬁww@ﬁﬂAwﬂn
r=1-J

Note that we have added some extra terms in the last inequality to simplify the expression. Taking

the maximum over {(1_62()921+M), gzlm + (1_322 )M} finishes the proof for Equation (4.0]).
Using Equations (4.3]), [.6), B.3), @.1), @I),(@3), and standing assumption (A3), we have
" =y ()]
1+ 1 .
ymﬁ—uwﬁwwjmmwww
1 + g zcard m,Jw m,J,w
S (\C (b )] + G (b )|+ 1G5 )
J
Ml 6 1 A r r -
T —¢ jr;l;, ‘Zp-l-l <2m) P28, <2m) ‘ (|Ep @ (X; +1)]| + EX o (Xp Y ) Awy])
J
Ml 6 1 A r r " A
" 1-¢ jT;J ‘ypﬂ <2_m) ~ Py (2_’”)‘ |EP[@J’T(ti+1)AwP+1]|
1 .
+1 _ £|Ep [ypAH Xt%H)] - E[ypAH(XéﬂﬂXé = ]|
At(1—601), ., .
= B [f(tp+1,Xtﬁ+1,y§+1(XtﬁH), AL XA ] = BIf (b, X2 yBa (XB ), 280 (XE )IXE =2
1+ € icar m,J,w m,J,w
51_661173 d (‘C (tpyx)‘ +’C (tp,a:)]—ir\ﬁfpﬂ (tp,a:)])
1 m,J At( )
+1——£ CypA+1(tp,$)| t 7|Cf +1( ) )|
J
My-€1 A r r . A N A
e 32;} ‘ZP <2m) Papy <2_m) ‘ (B3 [ (X DI + Eplosr (Xi, ) Awpia]])
J
M;-¢1 r .
" 1=¢ J :Zl: ‘yp—H (2m) Pypis (2m)‘ By [(‘OJ’"(Xt +1)A°‘)P+1”

+1%§% Z ‘yPJrl <2:1> Pypis <2m>‘ ‘EI[('DJT(X%“)”
=1-

+N§1%J Z ‘f(”“’zm’ypﬂ (2m)’ Zh <2m>) ~ Pl (%)"EZ[W”"(X’@“)”

1+ ggPicard Ml g

Sl_g p T TR UG D)l + G () + (G 8, 2) )
e ()| + S )
M MAt(1—-01))1 <
- £+1_§ 2 37:21:]‘“1( )—pszH(Qm)((\Em[wr(XtW)]y+Ew[goJT(XtH)Awpﬂ]y)
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J

My -€+1+MAH1—6,)1 N N

B DS it (o) — oy (oo )| (5l X, 1+ Bl (X2, ) A
r=1-J

Picard

This concludes the proof if My := My §+1+1MN(1 %) and Ms = 1+§ Zp G . Again, extra terms are

included in the expression to simplify the formula. O

A.3 A simple example for deriving the error formula

In this section, we would use the result in Section 4] to derive an error formula for the approxi-
mation of Example 2 in Section In addition to the parameters provided in Section [6.2] we let
01 =0, 0, =1 and P = 2. Note that P = 2 is merely used here to simplify our expression.

It is clear that driver function f and terminal function g satisfy all standing assumptions with
the Lipschitz coefficient of f with respect to y and z being 0.4. We have At = 0.05, £ = 65 icard — ()
for p = 0,1 in our setting. Using the derivation in Appendix B, Equations ([@6]) and (7)) can be
simplified as follows:

1 1 J T T
sA A A A
o @ = @I <ICE Wl + 5 D i (37) — e, (g) | 5 loar (X8, ) Awpial

20 J Nl

(@) — yp )] I 1<tp,x>|+|<f (b )

+§ Z ‘ZPA+1 (2%) psz<2m>‘(lEx[wr(tiH)]|+Ef[¢JT(Xt ) Awy1]))

r J

T T
w8 () = Pua () | (B0 (XE DN + B2 L0 (X2, ) A ],
J

1
J

Il I
M=

T

for p = 0, 1. Therefore, the error of applying the quick SWIFT scheme to the discretizated system
reads:

195" (z0) = y7*(z0)|
§1.02\C;';‘](0,x0)\ + 102|770, o))

102 N [ A/ TN AT . .
+ 2 | (5) — 2 (55) | (BR lpar (KN + B lpar (X5) A
r=1-J

102 X~ | Af 7T\ A/ . .
+=5 (yl (2m> U (Zm)‘(\EO[wr(th)HJrEO[er(th)Awlﬂ)

r=1—

§1.02\C;';‘](0,x0)\ + 102|770, o))

+;rij (204" (g ) |+ 102 G (g ) |+ 1022 |2 (137 ))
(IEZ [ (X2 + E2[p,-(XE) Awr])).

Note that there is no recurring error at to as we know the exact terminal condition.
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