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INCREMENTAL COMPUTATION OF BLOCK TRIANGULAR MATRIX
EXPONENTIALS WITH APPLICATION TO OPTION PRICING*

DANIEL KRESSNERT, ROBERT LUCE!, AND FRANCESCO STATTI'

Abstract. We study the problem of computing the matrix exponential of a block triangular matrix in a peculiar
way: block column by block column, from left to right. The need for such an evaluation scheme arises naturally in the
context of option pricing in polynomial diffusion models. In this setting, a discretization process produces a sequence
of nested block triangular matrices, and their exponentials are to be computed at each stage until a dynamically
evaluated criterion allows to stop. Our algorithm is based on scaling and squaring. By carefully reusing certain
intermediate quantities from one step to the next, we can efficiently compute such a sequence of matrix exponentials.
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1. Introduction. We study the problem of computing the matrix exponential for a se-
quence of nested block triangular matrices. In order to give a precise problem formulation,

consider a sequence of block upper triangular matrices Go, G1, G, . .. of the form
Goo Goi - Gon
Gip -+ Gin i wd
(].]) Gn: ) . GR n X n,
Gn,n

where all diagonal blocks G, ,, are square. In other words, the matrix G; arises from G;_;
by appending a block column (and adjusting the size). We aim at computing the sequence of
matrix exponentials

(1.2) exp(Go), exp(Gy), exp(Ga), ... .

One could, of course, simply compute each of the exponentials (1.2) individually using
standard techniques; see [11] for an overview. However, the sequence of matrix exponen-
tials (1.2) inherits the nested structure from the matrices G,, in (1.1), i.e., exp(G,_1) is a
leading principle submatrix of exp(G,,). In effect only the last block column of exp(G,,)
needs to be computed, and the goal of this paper is to explain how this can be achieved in a
numerically safe manner.

In the special case where the spectra of the diagonal blocks G,, ,, are separated, Parlett’s
method [13] yields—in principle—an efficient computational scheme: compute the exponen-
tials Fy o := exp(Goo) and Fi 1 := exp(G1,1) separately, then the missing (1,2) block of
exp((G1) is given as the unique solution X to the Sylvester equation

Go,0X — XG11 = Fo,0Go,1 — Go,1F11.

Continuing in this manner, all the off-diagonal blocks required to compute (1.2) could be
obtained from solving Sylvester equations. However, it is well known (see [8, Chapter 9]) that
Parlett’s method is numerically safe only when the spectra of the diagonal blocks are well
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separated in the sense that all involved Sylvester equations are well-conditioned. Since we
consider the block structure as fixed, imposing such a condition would severely limit the scope
of applications; it is certainly not met by the application we discuss below.

A general class of applications for the described incremental computation of exponentials
arises from the matrix representations of a linear operator G : V' — V restricted to a sequence
of nested, finite-dimensional subspaces of a given infinite-dimensional vector space V. More
precisely, one starts with a finite-dimensional subspace Vj of V' with a basis . Successively,
the vector space Vj is extended to V; C V5, C --- C V by generating a sequence of nested
bases By C By C By C ---. Assume that GV,, C V,, forall n = 0,1, ..., and consider the
sequence of matrix representations GG,, of G with respect to B,,. Due to the nestedness of the
bases, G, is constructed from G,,_; by adding the columns representing the action of G to
B, \ B,,_1. As a result, we obtain a sequence of matrices structured as in (1.1).

A specific example for the scenario outlined above arises in computational finance, when
pricing options are based on polynomial diffusion models; see [6]. As we explain in more
detail in Section 3, in this setting G is the generator of a stochastic differential equation (SDE),
and then V,, are nested subspaces of multivariate polynomials. Some pricing techniques
require the computation of certain conditional moments that can be extracted from the matrix
exponentials (1.2). While increasing n allows for a better approximation of the option price,
the value of n required to attain a desired accuracy is usually not known a priori. Algorithms
that choose n adaptively can be expected to rely on the incremental computation of the whole
sequence (1.2).

Exponentials of block triangular matrices have also been studied in other contexts. For
two-by-two block triangular matrices, Dieci and Papini study conditioning issues in [4] and
discuss the choice of scaling parameters for using Padé approximants to exponential function
in [3]. In the case where the matrix is also block-Toeplitz, a fast exponentiation algorithm is
developed in [2].

The rest of this paper is organized as follows. In Section 2 we give a detailed description
of our algorithm for incrementally computing exponentials of block triangular matrices as
in (1.1). In Section 3 we discuss polynomial diffusion models and some pricing techniques
which necessitate the use of such an incremental algorithm. Finally, numerical results are
presented in Section 4.

2. Incremental scaling and squaring. Since the set of conformally partitioned block
triangular matrices forms an algebra and exp(G,,) is a polynomial in G,,, the matrix exp(G,,)
has the same block upper triangular structure as G, that is,

exp(Go_,o) * s *
exp(G) = e S
. *
exp(Gn,n)

As outlined in the introduction, we aim at computing exp(G/,) block column by block column,
from left to right. Our algorithm is based on the scaling and squaring methodology, which we
briefly summarize next.

2.1. Summary of the scaling and squaring method. The scaling and squaring method
uses a rational function to approximate the exponential function and typically involves three

steps. Denote by 7, (2) = % the (k, m)-Padé approximant to the exponential function,

meaning that the numerator is a polynomial of degree k£ and the denominator is a polynomial
of degree m. These Padé approximants are very accurate close to the origin, and in a first step
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the input matrix G is therefore scaled by a power of two, so that ||27*G|| is small enough to
guarantee an accurate approximation ry ,, (27°G) = exp(27°G).

The second step consists of evaluating the rational approximation 7 ,,(2~°G), and,
finally, an approximation to exp(G) is obtained in a third step by repeatedly squaring the
result, i.e.,

exp(G) ~ 1m(2°G)Y .

Different choices of the scaling parameter s and of the approximation degrees k and m
yield methods of different characteristics. The choice of these parameters is critical for the
approximation quality and for the computational efficiency; see [8, Chapter 10].

In what follows we describe techniques that allow for an incremental evaluation of the
matrix exponential of the block triangular matrix (1.1) using scaling and squaring. These
techniques can be used with any choice for the actual underlying scaling and squaring method,
defined through the parameters s, k, and m.

2.2. Tools for the incremental computation of exponentials. Before explaining the
algorithm, we first introduce some notation that is used throughout. The matrix G, from (1.1)
can be written as

Goo -+ Gon-1 Gon
. . . anl 9n
2.1 G = : ~ : = [ } :
Gn—l,n—l Gn—l,n 0 Gn)"
‘ Gn,n

where G, € RIn-1Xdn-1 @G € RP2*0n g0 that g, € R%-1%n, Let s be the scaling
parameter and r = % the rational function used in the approximation (for simplicity we will

often omit the indices k£ and m). We denote the scaled matrix by G'n = 279G, and we
partition it as in (2.1).

The starting point of the algorithm consists in computing the Padé approximant of the
exponential exp(Gg) = exp(Glo,o) using a scaling and squaring method. Then, the sequence
of matrix exponentials (1.2) is incrementally computed by reusing at each step previously
obtained quantities. So more generally, assume that exp(G,,—1) has been approximated using
a scaling and squaring method. The three main computational steps for obtaining the Padé
approximant of exp(G,,) are

1. evaluating the polynomials p (én), q (G‘n),
-1
2. evaluating p (C;’n) q(G,,), and
3. repeatedly squaring it.
We now discuss each of these steps separately noting the quantities to keep at every iteration.

2.2.1. Evaluating p (én) q (én) from p (Gn_l), q (én_l). Similarly to (2.1),

we start by writing P, := p (én) and @, := ¢ (én) as

P,1 p Qn-1 ¢
P — n n , — n n .
" [ 0 P”Jl Qn 0 Qn,n
In order to evaluate P,,, we first need to compute monomials of én that can be written as

N Al =1 Aj 5 Al—j—-1
Giz _ [Gn—l Z]:O anlgTLGn,n ‘| , forl = 1,... , k.

l
Gn,n
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Denote by X; := Zé;%) GY,_1Gn G ~1 the upper off-diagonal block of G, then we have
the relation
X =G 1 X1+ ﬁnéifﬁ, for [=2,---,k,
with X; := g, so that all the monomials Gln Il = 1,...,k, can be computed in

OB + dp_1b2 + d2_,by). Let p(z) = Y1, ;2! be the numerator polynomial of r, then
we have that

P, Zkf o Xy
(2.2) P, = =0 s
P(Gnn)

which can be assembled in O(b2 + d,,_1b,,) since only the last block column needs to be
computed. The complete evaluation of P, is summarized in Algorithm 1.

Algorithm 1 Evaluation of P, using P,,_.
InPUt: Gn—ly Gn,n; 9n, Pn—l, Padé coefficients Oéhl = 0, s ’]{;,
Output: P,. . .
I Gn < 27°0n, G < 27°Grp, Gt <+ 27°Gh 1
2: X1 0n
3: forl =2,3,--- ,kdo
4. Compute G, ,
5 X =Gno1 Xio1 + GGl
6
7
8
9

: end for
: Xo +0g, ,xb,
: Compute off diagonal block of P,,: Zf:() a1 X
. Compute p(G,,.p) = Zf:o ozléln’n
10: Assemble P, asin (2.2)

Similarly, one computes @,, from @),,_1, using again the matrices X;.

2.2.2. Evaluating Q;an. With the matrices P, and @, at hand, we now need to
compute the rational approximation Q,, ! P,. We assume that @),, is well-conditioned, in
particular, non-singular, which is ensured by the choice of the scaling parameter and of the
Padé approximation; see, e.g., [9]. We focus on the computational cost. For simplicity, we
introduce the notation

FO,O T E),n -F(],() e -F(),n

. . -1 _ . . o 1n2°
Fn: .. : —Qn Pru Fn— .. : '_Fna
Fn,n Fn,n

and we see that

B, =Qp, = [ i1 —Qﬁlq{LQn}n] [Pn—l Pn }

23) 0 nn 0 P,
' _ anl Qﬁh(]?n - QHQ;,InPn,n)
0 QnhPrn '

To solve the linear system Q,’L}nPn,”, we compute an LU decomposition with partial

pivoting for Q,, ,,, requiring O(b2 ) operations. This LU decomposition is saved for future
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use, and hence we may assume that we have available the LU decompositions for all diagonal
blocks from previous computations:

(24) HlQl,l :LlUl, l:(),...,nfl.
Here, II; € R»*% [ =0,...,n— 1, are permutation matrices, L; € R*"*% [ =0,...,n—1,
are lower triangular matrices, and U; € R»*% [ =0,..., n— 1, are upper triangular matrices.

Set Yy, := pn — qnQy 1, P € R%=1%Pn and partition it as

YO,n

YTL = .
}/n—l,n

Then we compute Q* 1Y, by block backward substitution using the decompositions of the
diagonal blocks. Hence this computation requires O(d? _b,, + d,,_1b?) operations, so that
the number of operations for computing F}, is O(b3 + d?_ b, + d,,_1b2). Algorithm 2
describes the complete procedure to compute F,.

Algorithm 2 Evaluation of F, = Q1 P,.
Input: @, P, and quantities (2.4)
Output: F, = Q;, ' P,, and LU decomposition of Qnn-
: Compute H,LQn n = L,U, and keep it for future use (2.4)
Compute Fn,n = Qn’nPn’n
Yn = DPn — an;}nP’ﬂan
anl,n = T:_llL;llnnflynfl,n
forl=n—-2n-3,---,0do

Fin= Ul_lLl_lnl(Yl,n - Z; =I1+1 Qld J» n)
end for
Assemble F), as in 2.3)

P xRN

2.2.3. The squaring phase. Having computed F,,, which we write as

” Fn—l fn
Fn = - ;

we now need to compute s repeated squares of that matrix, i.e.,

2! -1 fol—1+i 2J
F —1 Z Fn 1 an n,n
F2

n,n

(2.5) B2 =

n

~ 1—
so that F,, = F2". Setting Z; := Zl o F20 7 f,E2 |, we have the recurrence

n,n?’

~2171 2l 1
Zy=F, Z1_1+ Zi1F,

n,n

with Zy = fn Hence, if we have stored the intermediate squares from the computation
of F,,_1, 1.e.,

(2.6) F2 . 1=1,..s,
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then we can compute all the quantities Z;, for [ = 1,...,s, in a complexity of
O(d? _1b, + d,,_1b%) operations so that the total cost for computing F}, (and the inter-
mediate squares of F,)is O(d? _1b, + dp—1b% + b2). Again, we summarize the squaring
phase in the following algorithm.

Algorithm 3 Evaluation of F,, = F'2".

Input: Fn_l, fn, an, quantities (2.6).
Output: F,, and updated intermediates.

1: Zy + fn

2. forl=1,2,--- ,sdo

3. Compute Fﬁln

4: 7z = Fﬁl:fZl,l + quﬁ‘ff:

5:  Assemble Ffl as in (2.5) and save it

6: endfor~ ,
7. F,, + FT%&

2.3. Overall algorithm. Using the techniques from the previous section, we now give
a concise description of the overall algorithm. We assume that the quantities listed in equa-
tions (2.4) and (2.6) are stored in memory, with a space requirement of (’)(d%_l).

In view of this, we assume that F;, _; and the aforementioned intermediate quantities have
been computed. Algorithm 4 describes the overall procedure to compute F}, and to update the
intermediates; we continue to use the notation introduced in (2.1).

Algorithm 4 Computation of F, =~ exp(G,,), using F;,_1.

Input: Block column g,,, diagonal block G, ,,, quantities (2.4), and (2.6).
QOutput: F),, and updated intermediates.

1: Extend P,,_; to P, using Algorithm 1, and form analogously @,

2: Compute F}, using Algorithm 2

3: Evaluate F},, = F2 using Algorithm 3

As explained in the previous section, the number of operations for each step in Algorithm 4
is O(d2_1b,, + d,,—1b2 + b3), using the notation introduced at the beginning of Section 2.2.
If F,, were simply computed from scratch, without the use of the intermediates, the number of
operations for scaling and squaring would be O((d,,—1 + b,,)?). In the typical situation where
dp—1 > by, the dominant term in the latter complexity bound is difp which is absent from
the complexity bound of Algorithm 4.

In order to solve our original problem, i.e., the computation of the sequence exp(G)),
exp(G1), exp(Ga), . .., we use Algorithm 4 repeatedly; the resulting procedure is shown in
Algorithm 5.

We now derive a complexity bound for the number of operations spent in Algorithm 5.
For simplicity of notation we consider the case where all diagonal blocks are of equal size,
i.e., by = b € Nsothat di = (k + 1)b. Atiteration k the number of operations spent within
Algorithm 4 is thus O(k?b). Assume that the termination criterion used in Algorithm 5
effects to stop the procedure after the computation of F,,. The overall complexity bound for
the number of operations until termination is O(>",_, k?b%) = O(n®b?), which matches the
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Algorithm 5 Approximation of exp(Gy), exp(G1), . . .

Input: Padé approximation parameters k, m, and s

Output: Fy ~ exp(Go), Fi =~ exp(G1),...
1: Compute Fj using scaling and squaring, store intermediates for Algorithm 4
2: forn=1,2,... do
3:  Compute F,, from F;,_; using Algorithm 4

4 if termination criterion is satisfied then
5 return

6: end if

7. end for

complexity bound of applying scaling and squaring only to G,, € R(*+10x(n+1 ‘which is
also O((nb)?).

In summary the number of operations needed to compute F}, by Algorithm 5 is asymptot-
ically the same as applying the same scaling and squaring setting only to compute exp(G,,),
while Algorithm 5 incrementally reveals all exponentials exp(Gp), - . ., exp(G,,) in the course
of the iteration, satisfying our requirements outlined in the introduction.

2.4. Adaptive scaling. In Algorithms 4 and 5 we have assumed that the scaling power s
is given as input parameter and that it is fixed throughout the computation of the exponentials
exp(Go), - . ., exp(Gy). This is in contrast to what is usually intended in the scaling and
squaring method; see Section 2.1. On the one hand s must be sufficiently large so that
Tem(27°G)) &~ exp(27°G), for 0 < I < n. If, on the other hand, s is chosen too large, then
the evaluation of 7, ,,, (27°G;) may become inaccurate due to overscaling. So if s is fixed
and the norms ||G;|| grow with increasing [, as one would normally expect, then an accurate
approximation cannot be guaranteed for all [.

Most scaling and squaring designs hence choose s in dependence of the norm of the input
matrix [11, 7, 9]. For example, in the algorithm by Higham described in [9], it is the smallest
integer satisfying

.7 27°Gi|l1 <0 =~5.37....

In order to combine our incremental evaluation techniques with this scaling and squaring
design, the scaling power s must thus be chosen dynamically in the course of the evaluation.
Assume that s satisfies the criterion (2.7) at step [ — 1 but not at step [. We then simply discard
all accumulated data structures from Algorithm 4, increase s to match the bound (2.7) for G,
and start Algorithm 5 anew with the repartitioned input matrix

[ Goo -+ Gou| Gourr |-+ | Gon ]
: : : Goo | Goa |- | Gom
28) (. — G| Gun || Gim | _ Gia| | Giaa
( . ) n = e G = . .
4141 | | Gigim
: anl,nfl
L Gn,n —Gy

The procedure is summarized in Algorithm 6.

It turns out that the computational overhead induced by this restarting procedure is
quite modest. In the notation introduced for the complexity discussion in Section 2.3, the
number of operations for computing exp(G,,) by Higham’s scaling and squaring method is
O(log(||Gnll1)(nb)?). Since there are at most log(||G.,||1) restarts in Algorithm 6, the total
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Algorithm 6 Approximation of exp(Gy), exp(G1), . .. with adaptive scaling.

Input: Padé approximation parameters &, m, norm bound 6.

Output: Fy ~ exp(Go), Fi =~ exp(G1),...
1: s < max{0,log(||Goll1)}
2: Compute Fj using scaling and squaring, store intermediates for Algorithm 4
3: forl=1,2,... do

4. if ||Gy|]; > € then
5: Repartition G, = én_l as in (2.8)
6: Restart algorithm with G‘n,l
7. endif
8:  Compute Fj from F;_; using Algorithm 4
9:  if termination criterion is satisfied then
10: return
11:  end if
12: end for
number of operations for incrementally computing all exponentials exp(Gy), .. ., exp(G,)

can be bounded by a function in O(log(||G ,||1)?(nb)?). We assess the actual performance of
Algorithm 6 in Section 4.

In our application from option pricing it turns out that the norms of the matrices G; do
not grow dramatically (see Sections 3.2 and 3.3), and quite accurate approximations to all the
matrix exponentials can be computed even if the scaling factor is fixed (see Section 4.2).

3. Option pricing in polynomial models. The main purpose of this section is to explain
how certain option pricing techniques require the sequential computation of matrix exponen-
tials for block triangular matrices. The description will necessarily be rather brief; we refer,
e.g., to the textbook [5] for more details.

Because we are evaluating at initial time ¢ = 0, the price of a certain option expiring at
time 7 > 0 consists of computing an expression of the form

@3.1) e "TE[f(X7)],

where (X )o<¢<~ is a d-dimensional stochastic process modeling the price of financial assets
over the time interval [0, 7], f : R? — R is the so-called payoff function, and 7 represents a
fixed interest rate. In the following, we consider stochastic processes described by an SDE of
the form

(3.2) dX, = b(X,)dt + S(X,)dW,,

where W denotes a d-dimensional Brownian motion, b : R% — R% and ¥ : R% s R4x4,

3.1. Polynomial diffusion models. During the last years, polynomial diffusion models
have become a versatile tool in financial applications, including option pricing. In the following,
we provide a short summary and refer to the paper by Filipovi¢ and Larsson [6] for the
mathematical foundations.

For a polynomial diffusion process, one assumes that the coefficients of the vector b
in (3.2) and the matrix A := 237 satisfy

(3.3) Ajj €Poly(RY), b, € Poly(RY)  fori,j=1,...,d.
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Here, Pol,, (R?) represents the set of d-variate polynomials of total degree at most n, that is,

Pol,, (RY) := Z az® |z e RY, o €R B,
0<[k|<n
where we use multi-index notation: k = (ky,...,kq) € N&, [k| := ky + - + kg, and
PSS xlfl e x’;d. In the following, Pol(R?) represents the set of all multivariate polynomials
on RY,

Associated with A and b we define the partial differential operator G by
1
(3.4) 9f =3 Tr(AV2f) + b7V,

which represents the so called generator for (3.2); see [12]. It can be directly verified that (3.3)
implies that Poln(Rd) is invariant under G for any n € N, that is,

(3.5) GPol,,(R%) C Pol,,(R?).

REMARK 3.1. In many applications, one is interested in solutions to (3.2) that lie on a
state space £ C R to incorporate, for example, nonnegativity. This problem is largely studied
in [6], where existence and uniqueness of solutions to (3.2) on several types of state spaces
E C R? and for large classes of A and b is shown. Let us now fix a basis of polynomials
Hp = {h1,...,hy} for Pol,(R?), where N = dim Pol,,(R%) = (”+d), and write

Hn(x) = (hl(x)v ceey hN<x))T

Let G,, denote the matrix representation with respect to  of the linear operator G restricted
to Pol,, (R?). By definition,

gp(.]f) = Hn(x)TGnﬁ

for any p € Pol, (Rd) with coordinate vector 5’ € R with respect to H,,. By [6, Theorem 3.1],
the corresponding polynomial moment can be computed from

(3.6) E[p(X,)] = Hp(Xo)Te % .

The setting discussed above corresponds to the scenario described in the introduction. We
have a sequence of subspaces

Poly(R?) C Pol; (R?) C Poly(R?) C --- C Pol(R),

and the polynomial preserving property (3.5) implies that the matrix representation G, is
block upper triangular with n + 1 square diagonal blocks of size

1d, (1”)7...,(””—1).
2 n

In the rest of this section we introduce two different pricing techniques that require the
incremental computation of polynomial moments of the form (3.6).
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3.2. Moment-based option pricing for Jacobi models. The Jacobi stochastic volatility
model is a special case of a polynomial diffusion model and it is characterized by the SDE

dY; = (r = Vi/2)dt + p/Q(Ve)dWy + /Vi — p2Q(Vi)dWay,
AV = k(0 — Vy)dt + o/ Q(Vy) AWy,

where

o (U - Umin)(vmax - U)
Q(v) N (\/ Umax — vV vmin)2 ’

for some 0 < Vmin < Umax. Here, Wi, and Wy, are independent standard Brownian motions
and the model parameters satisfy the conditions k > 0, 6 € [Umin, Umax), © > 0, 7 > 0,
p € [—1,1]. In their paper, Ackerer et al. [1] use this model in the context of option pricing
where the price of the asset is specified by S; := e¥* and V; represents the squared stochastic
volatility. In the following, we briefly introduce the pricing technique they propose and explain
how it involves the incremental computation of polynomial moments.

Under the Jacobi model with the discounted payoff function f of an European claim, the
option price (3.1) at initial time ¢ = 0 can be expressed as

3.7) > faln,

n>0

where { f,,,n > 0} are the Fourier coefficients of f and {l,,,» > 0} are Hermite moments. As
explained in [1], the Fourier coefficients can be conveniently computed in a recursive manner.
The Hermite moments are computed using (3.6). Specifically, consider the monomial basis of
Pol,, (R?):

(38) Hn(y,'U) = (1a yavvy2ayvvv2a e 71/”79”_1“7 s 7vn)T'
Then
3.9) ln = Ho(Yo, Vo) ™% by,

where En contains the coordinates with respect to (3.8) of

Lh (y_ﬂw)
\/a n Cw )

with real parameters o, tt,, and the nth Hermite polynomial h,,.

Truncating the sum (3.7) after a finite number of terms allows us to obtain an approxima-
tion of the option price. Algorithm 7 describes a heuristic to selecting the truncation based on
the absolute value of the summands using Algorithm 5 for computing the required moments
incrementally.

As discussed in Section 2, a norm estimate for G, is instrumental for choosing a priori
the scaling parameter in the scaling and squaring method. The following lemma provides such
an estimate for the model under consideration.

LEMMA 3.2. Let G,, be the matrix representation of the operator G defined in (3.4) with
respect to the basis (3.8) of Pol,,(R?). Define

0(1 + Umin Umax + Umax + Umin)

2(\/ Umax — vV ’Umin)Q

o=
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Algorithm 7 Option pricing for the European call option under the Jacobi stochastic volatility
model.
Input: Model and payoff parameters, tolerance e
Output: Approximate option price

:n=20

2: Compute ly, fo; set Price = Iy fo.

3. while |/, f,,| > € - Price do

4 n=n+1

5. Compute exp(7G,) using Algorithm 4.

6:  Compute Hermite moment [,, using (3.9).
7. Compute Fourier coefficient f,, as described in [1].
8
9:

. Price = Price + I, fn;
end while

Then the matrix 1-norm of G,, is bounded by
L,
n(r+k+kl —oa)+ on (14 |pla+20a).

Proof. The operator G in the Jacobi model takes the form
Gf(y,v) = § TH(AW)V2F(5, ) + Do)V F(,0),
where
_[r—v/2 | v paQ(v)
olv) = [n(e - v)} - Al = LWQ(U) a2Q<v>] '

Setting S := (y/Umax — 1 /vmin)z, we consider the action of the generator G on a basis element
yPod:

GyPvl =yP~2pat+1pL —- yp*1@q+1p(, + q’ﬂ) + ypflvqp<r + gpo Zmax T Umin i vmm)

2 S S
2
_ gyl HW_M( q—lg)
Yy v g y vig| Kk + 53
2
_ .P,,q—2 q_].(T UmaxUmin p,q—1 ( 0 q—l 2vmax+vmin)
Yyt T g +yvt g kO + 5 O 5 .

For the matrix 1-norm of G,,, one needs to determine the values (p, ¢) € M, where we define
M :={(p,q) € Ny x Ng|p+ ¢ < n}, for which the 1-norm of the coordinate vector of GyPv?
becomes maximal. Taking into account the nonnegativity of the involved model parameters
and replacing p by |p|, we obtain an upper bound as follows:

pP— 1 (1 q|P|J) ( Umax + Umin) pq|p|0vmaxvmin
p—5—+p(5+ =g ) te(r+dele 5 + 5
q— 1 02) q— 1 J2vmaxvmin ( q— 1 2 Umax + Umin
qg—10” 0 )
+q<n+25+ 5 g +qn+20 5
1
=pr+ga(0+1) + 5p* + 2pglpla + gl - Do
1
<n(r+k+kl)+ §n2 + 2pqlpla + n(n — 1)oa.

This completes the proof, noting that the maximum of pg on M is bounded by n? /4 over M.
a
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The result of Lemma 3.2 predicts that the norm of G, grows, in general, quadratically.
This prediction is confirmed numerically for parameter settings of practical relevance.

3.3. Moment-based option pricing for Heston models. The Heston model is another
special case of a polynomial diffusion model characterized by the SDE

dY; = (r — Vi/2)dy + pv/VidWis + /Vir/1 — p2dWoay,
AV, = k(0 — V,)dt + o/ V,dW,,

with model parameters satisfying the conditions k > 0,60 > 0,0 > 0,7 > 0, p € [-1,1]. As
before, the asset price is modeled via S; := €Y, while V; represents the squared stochastic
volatility.

Lasserre et al. [10] developed a general option pricing technique based on moments and
semidefinite programming (SDP). In the following we briefly explain the main steps and in
which context an incremental computation of moments is needed. In doing so, we restrict
ourselves to the specific case of the Heston model and European call options.

Consider the payoff function f(y) := (e¥ — e)* for a certain log strike value K.
Let v(dy) be the Y, -marginal distribution of the joint distribution of the random variable
(Y-, V;). Define the restricted measures vy and v as v1 = v|(_oo x] and 12 = V|[g ). By
approximating the exponential in the payoff function with a Taylor series truncated after n
terms, the option price (3.1) can be written as a certain linear function L in the moments of v
and 1, i.€.,

]E[f(YT)] :L(n7yg)7"' ’yf‘7yg7--. 7V£L)7

where v} represents the mth moment of the ith measure.
A lower / upper bound of the option price can then be computed by solving the optimiza-
tion problems

min /max  L(n, v, v} 09, -+ vE)
subject to u{+ygzyj, j=0,---'n
vy is a Borel measure on (—oo, K],
v is a Borel measure on [K, 00).

(3.10) SDP, :=

Two SDPs arise when writing the last two conditions in (3.10) via moment and localizing
matrices corresponding to the so-called truncated Stieltjes moment problem.

Formula (3.6) is used in this setting to compute the moments 17, Increasing the relaxation
order n iteratively allows us to find sharper bounds (this is trivial because increasing n adds
more constraints). One stops as soon as the bounds are sufficiently close. Algorithm 8
summarizes the resulting pricing algorithm.

The following lemma extends the result of Lemma 3.2 to the Heston model.

LEMMA 3.3. Let G,, be the matrix representation of the operator G introduced above
with respect to the basis (3.8) of Pol,,(R?). Then the matrix 1-norm of G,, is bounded by

o? 1 o
n(r+ s+ 60— ) + 5nz(l +lol5 + o).

Proof. Similar to the proof of Lemma 3.2. a

4. Numerical experiments. We have implemented the algorithms described in this
paper in MATLAB and compare them with Higham’s scaling and squaring method from [9],
which typically employs a diagonal Padé approximation of degree 13 and is referred to as
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Algorithm 8 Option pricing for European options based on SDP and moments relaxation.

Input: Model and payoff parameters, tolerance ¢
Output: Approximate option price
Ln=1gap=1
2: while gap > e do
3:  Compute exp(7G,,) using Algorithm 4
4:  Compute moments of order n using (3.6)
s: Solve corresponding SD P, to get Lower Bound and Upper Bound
6: gap = |UpperBound — Lower Bound|
7. n=n+1
8: end while

102 L 1 ——adaptive s
12 —6—35=6
& 10 s=12
2 10' Joz3eee
£ L el S0
c 5]
5
% 100 2
= T 1014
5 o 10
g o
3 a1 —*—adaptive s| |
o110 =56 1075 ¢
s=12
—o—expm
1072 ’ ' ' ; ’ ' ' ;
0 500 1000 1500 2000 2500 0 500 1000 1500 2000 2500
Matrix size Matrix size

FI1G. 4.1. Comparison of incexpm and expm for a random block triangular matrix. Left: Cumulative run
time for computing the leading portions. Right: Relative error of incexpm with respect to expm.

“expm” in the following. The implementations of our algorithms for block triangular matrices,
Algorithm 5 (fixed scaling parameter) and Algorithm 6 (adaptive scaling parameter), are based
on the same scaling and squaring design and are referred to as “incexpm’ in the following.
All experiments were run on a standard laptop (Intel Core i5, 2 cores, 256kB/4MB L2/L.3
cache) using a single computational thread.

4.1. Random block triangular matrices. We first assess run time and accuracy on a
randomly generated block upper triangular matrix G,, € R?491%2491 There are 46 diagonal
blocks of size varying between 20 and 80. The matrix is generated to have a spectrum
contained in the interval [—80, —0.5], and a well conditioned eigenbasis X (k2(X) = 100).

Figure 4.1 (left) shows the wall clock time for the incremental computation of all the
leading exponentials. Specifically each data point shows the time vs. d; = by + -+ + b;
needed for computing the [ + 1 matrix exponentials exp(Gy), exp(G1), . .. ,exp(G}), given
0 <[ < n, when using

e expmn (by simply applying it to each matrix separately),

e incexpm with the adaptive scaling strategy from Algorithm 6,

e incexpm with fixed scaling power 6 (scaling used by expm for Gy),

e incexpm with fixed scaling power 12 (scaling used by expm for G,,).
As expected, incexpm is much faster than naively applying expm to each matrix separately;
the total times for [ = n are also displayed in Table 4.1. For reference we remark that the
run time of MATLAB’s expm, which applies only the final matrix G,,, is 13.65s, which is
very close to the run time of incexpm with scaling parameter set to 12 (see Section 2.3 for
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TABLE 4.1
Run time and relative error attained by expm and incexpm on a random block triangular matrix of size 2491.

Algorithm | Time (s) | Rel. error
expm 163.60

incexpm (adaptive) 20.01 | 3.27e-15
incexpm (s = 6) 9.85 | 2.48e-13
incexpm (s = 12) 13.70 | 6.17e-14

a discussion of the asymptotic complexity). Indeed, a closer look at the runtime profile of
incexpm reveals that the computational overhead induced by the more complicated data
structures is largely compensated in the squaring phase by taking advantage of the block
triangular matrix structure, from which MATLAB’s expm does not profit automatically. It
is also interesting to note that the run time of the adaptive scaling strategy is roughly only
twice the run time for running the algorithm with a fixed scaling parameter 6, despite its worse
asymptotic complexity.

The accuracy of the approximations obtained by incexpm is shown on the right in
Figure 4.1. We assume expm as a reference, and measure the relative distance between these
two approximations, i.e.,

lexpm(G)) — incexpm(Gi)||F
lexpm(G1)||

)

at each iteration [ (quantities smaller than the machine precision are set to  in Figure 4.1 for
plotting purpose). One notes that the approximations of the adaptive strategy remain close to
expmn throughout the sequence of computations. An observed drop of the error down to u for
this strategy corresponds to a restart in Algorithm 6; the approximation at this step is exactly
the same as the one of expm. Even for the fixed scaling parameters 6 and 12, the obtained
approximations are quite accurate.

4.2. Application to option pricing. We now show results for computing option prices
using Algorithm 7 for the set of parameters

vo=0.04, 20=0, 0up=05 jw=0, k=05 0=004 o=0.15,
p=-05 Vmn=0.01, vn=1 r=0, 7=1/4, k=1log(l.1).

We use the tolerance ¢ = 103 for stopping Algorithm 7.

We explore the use of different algorithms for the computation of the matrix exponentials
in line 5 of Algorithm 7: incexpm with adaptive scaling, incexpm with fixed scaling
parameter s = 7 (corresponding to the upper bound from Lemma 3.2 for n = 60), and expm.
Similar to Figure 4.1, the observed cumulative run times and errors are shown in Figure 4.2.
Again, incexpmn is observed to be significantly faster than expm (except for small matrix
sizes) while delivering the same level of accuracy. Both i ncexpm run times are also close to
the run time of MATLAB’s expm applied only to the final matrix 7G,, (4.64s).

Table 4.2 displays the impact of the different algorithm on the overall Algorithm 7 in
terms of execution time and accuracy. Concerning accuracy, we computed the relative error
with respect to a reference option price computed by considering a truncation order n = 100.
It can be observed that there is no difference in accuracy for the three algorithms.

REMARK 4.1. The block triangular matrices GG,, arising from the generator in the Jacobi
model actually exhibit additional structure. They are quite sparse and the diagonal blocks are
in fact permuted triangular matrices (this does not hold for polynomial diffusion models in
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FIG. 4.2. Comparison of incexpm and expm for the block upper triangular matrices arising in the context of
the Jacobi model in Algorithm 7. Left: Cumulative run time for computing the leading portions. Right: Relative error
of incexpm with respect to expm.

TABLE 4.2
Total run time and option price errors for the Jacobi model for n = 61.
Algorithm | Time (s) | Rel. price error
expm 42.97 1.840e-03
incexpm (adaptive) 5.84 1.840e-03
incexpm (s =17) 5.60 1.840e-03

general, though). For example, for n = 2 the matrix G2 in the Jacobi model is explicitly given
by

o]l » k6| O __ PI Vmax Vnmin _ 0% Voax Vmin T

0 0 2r kO 0

2

Gy — 1 k|1 g eoCeettin)  9pg g o (Ve )

0 0 0 )

1 —K 0

1 2

L 0 —5—% —2/@—% l

for S := (\/Umax — v/Umin)>-

While the particular structure of the diagonal blocks is taken into account automatically
by expm and incexpm when computing the LU decompositions of the diagonal blocks, it
is not so easy to benefit from the sparsity. Starting from sparse matrix arithmetic, the matrix
quickly becomes denser during the evaluation of the initial rational approximation and in
particular during the squaring phase. In all our numerical experiments we used a dense matrix
representation throughout.

We repeated the experiments above for the Heston instead of the Jacobi model, that is,
we investigated the impact of using our algorithms for computing the matrix exponentials in
Algorithm 8. We found that the results for computing the matrix exponentials themselves
look very similar to those for the Jacobi model (Figure 4.2) both in terms of run time and
accuracy, so we refrain from giving further details here. There is, however, a notable difference.
The evaluation of the stopping criterion requires the solution of two SDPs, which quickly
becomes a computational challenge, eventually completely dominating the time needed for
the computation of the matrix exponentials.
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5. Summary and future work. We have presented techniques for scaling and squaring
algorithms that allow for the incremental computation of block triangular matrix exponentials.
We combined these techniques with an adaptive scaling strategy that allows for both fast and
accurate computation of each matrix exponential in this sequence (Algorithm 6). For our
application in polynomial diffusion models, the run time can be further reduced by using fixed
scaling parameter determined through the estimation techniques in Lemmas 3.2 and 3.3.

We observed in our numerical experiments that accurate approximations to these matrix
exponentials can be obtained even for quite small, fixed scaling parameters. For the case of
two-by-two block triangular matrices, the results of Dieci and Papini [3, 4] support this finding,
but an extension of these results to cover a more general setting would be appreciable.
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