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Abstract

The Fourier-cosine expansion (COS) method is used to price European options numer-
ically in a very efficient way. To apply the COS method, one has to specify two
parameters: a truncation range for the density of the log-returns and a number of
terms N to approximate the truncated density by a cosine series. How to choose the
truncation range is already known. Here, we are able to find an explicit and useful
bound for N as well for pricing and for the sensitivities, i.e., the Greeks Delta and
Gamma, provided the density of the log-returns is smooth. We further show that the
COS method has an exponential order of convergence when the density is smooth and
decays exponentially. However, when the density is smooth and has heavy tails, as
in the Finite Moment Log Stable model, the COS method does not have exponential
order of convergence. Numerical experiments confirm the theoretical results.

Mathematics Subject Classification 65D30 - 91B24 - 65T40

1 Introduction

To calibrate stock price models, it is crucial to price European options quickly because
stock price models are typically calibrated to given prices of liquid call and put options
by minimizing the mean-square-error between model prices and given market prices.
During the optimization routine, the model prices of call and put options need to be
evaluated often for different model parameters.

To compute the price of a European option, one must solve an integral involving the
product of the density of the log-returns at maturity and the payoff function. However,
for many financial models, the density f of the log-returns is unknown. Fortunately,
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the characteristic function of the log-returns is often given in closed form and can be
used to obtain the density.

In their seminal paper, Fang and Oosterlee [14] proposed the COS method, which
is a very efficient way to approximate the density and to compute option prices. The
COS method requires two parameters: a truncation range for the density of the log-
returns and a number of terms N to approximate the truncated density by a cosine
series. While it is known how to choose the truncation range, see [21], the choice of
N is largely based on trial and error.

The COS method has been extensively extended and applied, see [4, 15, 16, 18,
25-27, 34, 39, 45]. Other Fourier pricing techniques are discussed e.g., by [8, 28, 35,
36].

With respect to these papers we make the following three main contributions: we
develop an explicit, useful and rigorous bound for N; we analyze the order of conver-
gence of the COS method in detail; and we rigorously analyze how the Greeks of an
option can be approximated by the COS method.

Fang and Oosterlee [14] propose to approximate the (unknown) density in three
steps: (i) Truncate the density f,1i.e., approximate f by afunction f; with finite support
on some (sufficiently large) interval [—L, L]. (ii) Approximate f7 by a Fourier-cosine
expansion ) ake,f, where a; are Fourier coefficients of f; and e,f are cosine basis
functions. (iii) Approximate a; by some coefficients c; which can be obtained directly
from the characteristic function of f. Thus, to apply the COS method, two decisions
must be made: find a suitable truncation range [—L, L] and identify the number N of
cosine functions.

One may apply a simple triangle inequality to bound the error of the three approx-
imations and obtain:

<|f = felly+ |- i/ake,f |+ i%ak — et
2 k k=0

=0

N
/
Hf — Z cke,f
k=0

(1.1

The first, second and third terms at the right-hand side of Inequality (1.1) correspond
to approximations due to (i), (ii) and (iii), respectively.

It is well known that the series truncation error, i.e., the second term on the right-
hand side of Inequality (1.1), can be bounded using integration by parts, see [7]. One
contribution of this article is to use this idea in order to find an explicit and useful
bound for N, provided the density of the log-returns is smooth. Our bound for N is
provably large enough to ensure that the COS method converges within a predefined
error tolerance. There are many financial models with smooth densities having semi-
heavy tails. Examples include the Black-Scholes (BS) model, see [6], the Heston
model, see [20], the Normal Inverse Gaussian (NIG) model, see [5] and the CGMY
model with parameter Y € (0, 1), see [2, 3, 10, 23]. The density of the log-returns in
the Variance Gamma (VG) model, see [32], is not smooth for some parameters, and
our methodology cannot be applied to the VG model. We also compare the solution
for finding N with another solution proposed by Aimi et al. [1].
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Fang and Oosterlee [14] also analyzed the order of convergence of the COS method,
focusing on the second term on the right-hand side of Inequality (1.1). They concluded
that with a properly chosen truncation range, the overall error converges exponentially
for smooth density functions and compares favorably to the Carr—Madan formula, see
[8].

Another contribution of this article is to also consider the errors introduced by the
truncation range, i.e., the errors due to (i), (ii) and (iii), and to establish upper bounds
for the order of convergence of the COS method. We confirm, both theoretically and
empirically, that the COS method indeed converges exponentially for smooth density
functions if, in addition, the tails of the density decay at least exponentially.

However, for fat-tailed and smooth densities, such as the density of the log-returns
in the Finite Moment Log Stable (FMLS) model (see [9]), the truncation error due to
(i) and (iii) becomes much more relevant compared to densities with semi-heavy tails.
We show theoretically that the COS method converges at least as fast as O (N ~%) for
N — oo, where @ > 0 is the Pareto tail index, e.g., for the FMLS model « € (1, 2).
Empirical experiments indicate that the COS method converges for such densities as
fast as O(N™%), i.e., the theoretical bound is sharp and the COS method does not
converge exponentially but the order of convergence is «.

Greeks, also known as option sensitivities, play an important role in risk manage-
ment. The Greek letters Delta or Gamma respectively represent the first and second
derivatives of the price of the option with respect to the current price of the underlying
asset. There are formulas in the literature on how to approximate the Delta and Gamma
of the option using the COS method, see [14, 25, 38]. Another contribution of this
article is to provide explicit formulas for the truncation range and the number of terms
for the Greeks Delta and Gamma.

This article is structured as follows: Sect. 2 gives an overview of the technical details
of the COS method. Section 3 gives explicit formulas for the truncation range and the
number of terms. Section4 analyzes the order of convergence of the COS method. In
Sects. 3 and 4, we distinguish between models with semi-heavy tails and models with
heavy tails. Section5 discusses the numerical computation of the Greeks using the
COS method. Section6 contains numerical experiments that confirm the theoretical
results. Section 7 concludes.

2 Overview: the COS method for option pricing

We model the stock price over time by a semimartingale (S;);>0 on afiltered probability
space (2, F, P, (F;)r>0). The filtration (F;);>¢ satisfies the usual conditions and
Fo = {2, ¥}. We assume that there is a bank account paying continuous compound
interest € R and there is a risk-neutral measure Q. All expectations are taken under
Q. All densities are risk-neutral.

There is a European option with maturity 7 > 0 and payoff w(Sr) at T, where
w : [0, 00) — R. For example, a European put option with strike K > 0 can be
described by the payoff w(x) = max(K — x,0), x > 0.

In several places, we assume that the payoff function is bounded. The prices of
European call options are not bounded. If we want to approximate the price of a call
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option with a certain error tolerance, we need only approximate the price of a put
option within that error tolerance and apply the put-call parity.

Fix some 79 € [0, T'). The price of the European option with payoff w at time #y is
then given by

e "I E[w (S7) | Fpp 1. 2.1

Since we only consider European options, we will focus on the time-0 price of the
option and set 9 = 0 for the remainder of the article.

If we know the characteristic function @og(s;) 0f log(Sr) in closed form or we are
able to obtain it numerically efficiently, the COS method is able to price the European
option numerically very quickly, as follows: we denote by

X7 :=log(St) — Ellog(Sr)], 1=0
the centralized log-returns. The characteristic function ¢ of X7 is then equal to

o) = Prog(sy) () exp(—iuE[log(Sr)]), u € R,

where E[log(S7)] = —igol’og(ST) (0). We assume that X7 has a density f, but the exact
structure of f need not be known. Since E[X7] = 0, the density of X7 is centered
around zero and it is justified to truncate the density f on a symmetric truncation range
[—=L, L]. Define

v(x) := e "Tw(exp(x + E[log(S7)]), x € R.

The time-0 price of the European option with payoff w is then given by

e TE[w(Sr)=eT / w(exp(x + E[log(ST)]) f(x)dx = / v(x) f(x)dx.
R R
2.2)

We need some abbreviations to discuss the COS method: suppose f is J 4 1 times
continuously differentiable for J > 0. We will approximate f by cosine functions to
solve the integral at the right-hand side of Eq. (2.2) numerically. We also approximate
the derivatives of f by cosine functions in order to approximate the Greeks, i.e., the
sensitivities of the option, numerically.

By f) we denote the j*"-derivative of f. We use the convention /@ = f. For
L > 0,let fIE’) = lj_r.)fY,j=0,...,J+1.Suppose that f/) is integrable and
vanishes at +00. By integration by parts, the Fourier transform of (/) is given by

ur> (—iu)ow), ueR, j=0,...,J+1. (2.3)

Define the basis functions

x+ L

eh@:h%ﬂuann ),xeR,k:QLm
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The Fourier coefficients of fL(j ) are defined by a,{ and approximated by c,{ , where

. 1 rLt .
a,i ::Z [_L f(f)(x)e,f(x)dx,

x+ L
L

Sy e k=001 j=0. T

. 1 )
c ::Z/Rf(/)(x)cos (km

We also write ay and cj instead of a,? and c,?, respectively. Intuitively, we then have

00 N N
N o~ ) _ 1 J L 1 oJ L A 1 .J L
I ~f = ajex ’“Z aj €y ’“Z Ci €k »
k=0 k=0 k=0

where )’ indicates that the first summand (with k = 0) is weighted by one-half. A
little analysis shows that

i_ Ly K\ (k) i k=01 i=0,...,J+1
cl, = —! —i— — Je , =0,1,..., =0,..., ,
kST ‘2r) “\aL J

i.e., the coefficients c,{ can be obtained explicitly if ¢ is given in closed form. Here, 0(z)
denotes the real part of a complex number z and i the imaginary unit. For0 < M < L
define

M
Vi :=/ v(x)ef (x)dx, k=0,1,... (2.4)
-M

To keep the notation simple, we suppress the dependence of a,{ and C‘,i on L and the
dependence of vy on M. The COS method states that the time-0 price of the European
option can be approximated by

N

M N,
/ v(x) f(x)dx ~ / v(x) Z creF (x)dx = Z/ckvk. (2.5)
R —-M k=0

k=0

The coefficients ¢; are given in closed form when ¢ is given analytically and the
coefficients v; can also be computed explicitly in important cases, e.g., for plain
vanilla European put or call options and digital options, see [14]. This makes the COS
method numerically very efficient and robust.

In Lemma 2.1 we give the approximation in line (2.5) a precise meaning. To do so,
we need a bound for the term

L
/ f(x)cos (knx+ )dx
R\[-L,L] 2L

o0

Bs(L) :=Z%

k=0

2
., L>0. (26)
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Integrable functions f with By(L) — 0, L — oo are called COS-admissible. The
class of COS-admissible densities is very large; in particular, it includes bounded
densities with existing first and second moments and stable densities, see [21].

Lemma 2.1 Assume f : R — R is integrable and square-integrable and COS-
admissible. Let v : R — R be bounded, with |v(x)| < K for all x € R and some
K > 0. Lete > 0. Let M > 0 so that

/ v(x) f(x)dx < ¢ 2.7)
R\[— M, M] 2
Define £ = /2MK. Let L > M so that
If = fils < — and \[By(L) < — 2.8)
— —  an —. .
F12 = 6s -
Choose N large enough so that
N 3
= Vagel| < —. 2.9
fo=Y laef| < & (2.9)
k=0 2
Then it follows that
N
’/ v(x) f(x)dx — Z/ckvk <e.
R k=0
Proof [21, Cor. 8]. O

Remark 2.2 Often, it is fine to choose M = L, e.g., when applying the COS method to
densities with semi-heavy tails. However, if the density f has heavy tails, it is usually
numerically more efficient to choose L and M differently.

3 On the choice of N for smooth densities

We summarize the assumptions about the density f of the log-returns in order to
find explicit expressions for M, L and N. We denote by C }{ *1(R) the set of bounded
functions from R to R which are (J + 1)-times, continuously differentiable with
bounded derivatives. By ||.]lo, and ||.||» we denote the supremum norm and the L?

norm, i.e.,
Il flloe = sup [ f(x)], ||f||z=,//(f(X))2dx.
xeR R

Let N = {0}UNand J € Ng. Let C; > 0, C, > 0 and C3 > 0 be suitable

constants. Let Ly > 0. Assume f € C,f +H(R). We say that f and its derivatives have
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semi-heavy tails if
P <@, j=0,..,J+1, |x|= Lo 3.1
We say that [ and its derivatives have heavy tails with index o > 0 if

j
fP@l =G [Je@+mixl™' 77, j=0,....0+1, |x|>Lo. (3.2)

m=1

We suppose that f satisfies one of the following assumptions:

Assumption A1 f € C; !

(R) and f and its derivatives have semi-heavy tails.
AssumptionA2 f € C }f *1(R) and f and its derivatives have heavy tails with index
o> 0.

Remark 3.1 Assume the functions u +—> |ujg0(u)|,j =0,...,J + 1, are integrable.
By Fourier inversion we have that f(x) = % fR e"*o(u)du. By [17, Lemma 2.8] it

follows that f € C; T (R).

Remark 3.2 In exceptional cases, the constants C; and C; are explicitly known; see
Example 3.4. However, it should be pointed out that in Theorem 3.8 we obtain bounds
for M, L and N for models with semi-heavy tails (e.g., BS, VG, Heston, NIG and
CGMY) without knowing Cy or Cs.

Remark 3.3 In Theorem 3.8 we treat models with Pareto-tails; i.e., the density for the
log-returns behaves like

fx) ~ |x|7'7%, x > +o0. (3.3)

The right-hand side of Inequality (3.2) is obtained by differentiating the right-hand side
of (3.3). We assume in Theorem 3.8 that C3 and « are known. The exact tail-behavior
of the density of the log-returns is indeed known for the stable law, in particular for
the FMLS model.

Example 3.4 Let o > 0. In the Laplace model, see [30], the centralized log-returns at
maturity 7 > 0 are Laplace distributed with variance o>T . To ensure stock prices are
finite, we need o+/T < /2, see [19, Example 3]. It holds that

J
; 1 V2 2 ,
W= 5 (77) eI s em0) =012
Let Lo > 0. Choose C1 = ﬁ; N and Cp = % Then fL(ip), satisfies Inequality
(3.1).
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The following lemma makes it possible to bound the series-truncation error, which
depends only on the choice of N. It is known in a similar form in the literature,
see e.g., Theorem 1.39 in Plonka et al. [37], Theorem 4.2 in Wright et al. [43] and
Theorem 6 in Boyd [7]. It can be proven by integration by parts. It is usually stated for
functions with domain [—1, 1] or [0, 277]. Here, we explicitly need the dependence of
the series-truncation error on the truncation range [—L, L], so we give the full proof.

Lemma 3.5 Ler J € Ny. Suppose f € ChJH(]R). It holds for J > 1 that

J

S 2 L ()
— J J
fum Y| < Z N (1P 01+ 1,9 w)
= 2
3
N 2J+2||f(]+1)||oo L7+ 3.4)
J/+1 N/ '
and for J = 0 that
N 3
41 f D)oo L2
=S ayet| < M Mo L2
k=0 2 T \/ﬁ
Proof 1t holds for any v > 0 by integration by parts, see [29, Eq. (1.3)], that
L ' T it ) ) ) )
/ f(x)ell)xdx:Zm(e—lVLf(/)(_L)_etVLf(/)(L))
—L =0
I+
VJ+1 / f(.]+1) (x)el\)xdx (35)

For k € N, we apply Equation (3.5) for v := ’5—2 Then it follows that

L
lag| = % VL £(x)cos <knx2+LL>dx‘
Ul [t [F 5%y

=7 ‘St{e 2 / fe' dx}

1 2L)) . .
e

J+1
+eT Hl%/ Y x)el Zan’x}
Qi+l L 2IH2|| pUED| I

< Z,,,H (DO W) + e I
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Note that (e-, e/') = L& for (k, 1) # (0, 0) and hence

LY lalP<vVL Y lal. (3.6)

N

/ L

fr— E agey,
k=0

2 k=N+1 k=N+1
By the integral test for convergence,
& 00
1 _i r .
Yo o — =< x T ldx==-N"T, j>1, (3.7)
kJ+1 N j
k=N+1

which implies Eq. (3.4) for J > 1. If J = 0, apply the first Equality from (3.6) and
the Inequality (3.7). O

Given L > 0, we need to find an upper bound for H al Hoo to estimate the series
truncation error by Inequality (3.4). It follows by the inverse Fourier transform and
Eq. (2.3) that

. 1 .
1f o < 2—[ ullp@ldu, j=0,1,....J+1. (3.8)
T JR
Inequality (3.8) provides an explicit expression to find a bound for the term || f Dl o,

j=0,...,J 4+ 1 for several models.

Example 3.6 In the symmetric NIG model with parameters « > 0, 8 = 0 and § > 0,
the centralized log-returns at time 7 > 0 have density fnig € C g"(R), which can be
expressed in terms of the modified Bessel-function of the third kind. The characteristic
function is given by

u > exp (—8T\/a2 + u? +8Toc> , ucR,

see [5] and [41, Sec. 5.3.8]. We obtain, by Inequality (3.8) and using o + u? > u?,
that

() exp(TSoe)j!

I faiGlloo = To)i i j=0,1,2,...

We need Lemma 3.7 to obtain a bound for By (L). We use the following abbrevia-
tion: the maximum of two real numbers x, y, is denoted by x V y.

Lemma 3.7 Assume f € Cg (R) is integrable such that xf*(x) — 0, x — Fo00. Let
L>0.1If

ff(x)>0, x<—L and f'(x)<0, x>1L (3.9
then
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B(L) < ( / f(x)dx)2 L (Pwy PeD).
L \Jr\[-L,L] 3
Proof 1t holds that f(x) — 0, x — £o0 and

/ |f/ ()| dx = —/ f'(x)dx = f(L).
L L

Note that for all k € N,

h L L\ 2L7%
/ Fyeos (ke ) dr = | fooysin (ke 22 ) 2=
L 2L L k|,
=0
2L L
=48 f(x)sm< +L )dx,
implying
L /oof(x)cos knx+L dx 2 = iL /Oof/(x)sin knx+L dx ’
L|JL L - 2k2 2
2,(2 3 LIAL).
Similarly,
L[t x+L 2
Z'/—oo f(x)COS<k71 57 )dx 2k2Lf( L).
Using
0 2
1
Z_z = n— and |a + b|* < 4(a” v b?),
k=1
we arrive at
- 2
! L
Z— f(X)COS<kﬂ)hL )dx
i LRy 2L

< —
- L
1

L

2 47
+4 <—Lf2(L) v sz( L))

/ F)dx
R\[-L,L]

8
/ foas] + SL(Fwv D).
R\[-L,L]
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In Theorem 3.8 we provide explicit formulas for M, N and L when f satisfies Assump-
tion Al or A2 to ensure that the COS method approximates the true price within a
predefined error tolerance ¢ > 0. We also include the derivatives of f in Theorem 3.8
in order to be able to approximate the sensitivities (Greeks) of the price of the option,
see Sect. 5. To approximate the time-0 price of the option by Theorem 3.8, set £ = 0.

Theorem 3.8 (Find M, L and N) Let v : R — R be bounded, with |v(x)| < K for all
x € Rand some K > 0. Let ¢ > 0 be small enough. Suppose J € Ny.
(i) Assume density f satisfies Assumption Al. For some even n € N let

2K
L=m= 20 (3.10)
e
where [, is the n'*—moment of f, i.e., u, = 11,, du,,(p(u) Leté‘ = V2MK. If
J>1lettef0,....,J =1}, ke{l,...,J —¢€}and
1
ok+2 ||f(k+1+e) ” Lk+3 12§
N > < o . (3.11)
If J =0, let{ =0and
2
NPETIED
N > (w—‘E ) (3.12)
b4 €

(ii) Assume density f satisfies Assumption A2, J > 1 and f is unimodal. Let M =

<4C’K) £ =2MK and

1+2a
L= Mv(12c3,/ += ) (3.13)

Let{ =0andk € {1,...,J} and define N as in Equation (3.11). In both cases, i)
and ii), it holds that

<e. (3.14)

N
‘/ v(x) O (x)dx — Z’c,ﬁvk
R

k=0

Proof We start with case (i). For ¢ small enough, M is large enough so that Assumption
Al holds, i.e., Ly < M = L. It follows that

(3.15)

l\)l“c

/ lv() O )]dx < Kf Ci1Cie™ 2 (x)dx <
R\[-M,M] R\[-M,M]
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the last inequality holds true if

1 1 3
M>——log|———-|. (3.16)
Ca g<K01C§—14)

Further,

o0
Hfu) f(f)H \/2C2C§‘5/ e—2C2x
L

CiCt
= 12,-0L (3.17)
VG2
&
< — 3.18
= & (3.13)
the last inequality holds true if
1 JC
L>——log e (3.19)
CZ C1C2 65
Proposition 2 in Junike and Pankrashkin [21] shows that
2
Bro(L) < 575 e f @) Pdax.
R\[-L,L]
We then have
472CIC30 [
/By (L) < \/3% x2e—2Cxgx
27TC1C2 o—CoL 1 1
1+ —+—= 3.20
/60, LC, ' 2102C2 (:20)
&
<—; 3.21
“6t (3.21)
the last inequality holds true if
¢ -1
L=t (O i L ] ° (3.22)
——1o — 1. .
=7¢ 2\ e LC, ' 212¢2) 6k
Assume J > 1. For ¢ small enough, we have
3LCy
N > ) (3.23)
T
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because the right-hand side of Inequality (3.23) is of order e~ while the right-hand
2
side of Inequality (3.11) is of order e~ G+, By Inequality (3.23) it follows that

koA il
2J+l pi+3 . .
Z it NI (|f(j+£)(—L)| + |f(j+[)(L)|)
j=1
k 2J+l1 L’+2
o (e et
— jmit! N
3 o i
8 1+¢,-c, L2 2LCy
=< ?C1C2 e 2 W ZO N
j=
- ECICH-(Z —CZL”\/Z 1
~ g2 2 3C2 1 2#22
8C1C; _o1 e
< VL < —;
= x VL= 126

the last inequality holds true if

1 b4 €
L>——log|—7—F+]. (3.24)
Ca <8C1 3 125@)

By Equation (3.10), M and L are of order e Hence, for ¢ small enough, Inequalities
(3.16), (3.19), (3.22) and (3.24) are indeed satisfied because the right-hand sides of
these Inequalities are of order log(¢). By the definition of N in Inequality (3.11), we
also have

ok+2 ||f(k+1+£) ” Lk+3 e
o0

< —.
Kkt Nk~ 12&

By Lemma 3.5 it follows that

) ¢,L
L Z/“ €k

= (3.25)

(@)}
\f‘nr

2

AsBjo(L) — 0,L — oo, f® is COS-admissible. Inequalities (3.15), (3.18), (3.21),
(3.25) and Lemma 2.1 imply Inequality (3.14). Now assume J = 0. By the definition
of N in Inequality (3.12), Lemma 3.5 again implies Inequality (3.25). Apply Lemma
2.1 to conclude.
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Next, we treat the case (ii). For ¢ small enough, M is large enough so that Assump-
tion A2 holds, i.e., Lo < M < L. The inequality

/ 0G0 £()|dx < K / F)dx <
R\[-M,M] R\[-M,M]

is satisfied by the definition of M. A little calculation shows that the definition of L
implies

2KC3 Mo <

| ™

2

L [ /26C3 i
V1 4+ 2we ’

therefore

o0
R
V205

_ 142
2

Sy )
V142

)
< E (3.26)

Since f is a unimodal density satisfying Assumption A2, f also satisfies the assump-
tion of Lemma 3.7. To see this, note that the unimodality implies the assertion in line

(3.9). Further,

lxf2(x)] < C3lx|7'7%* - 0, x — +o0.

Using the bound for B (L) from Lemma 3.7, we obtain

1 o0 28
JBr(L) < =12 Cyx—1-ady + - LC5L—2~
’ L L 3

4C3 8
= |3 [-2a-14 ZC2[-2a-1
\/ a? + 373

e S
T2 T3

<t (3.27)
6%

the last Inequality holds by the definition of L. For ¢ small enough, N is large enough
and we have

o+ k 1

N Zem <\ (3.28)

+

W
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Use Inequality (3.28), the definition of L and % < 12, to see that

2

96C3¢ o +k e

L> ( e N Z(Hk)) . (3.29)
T

Using ]_[f,;:l (o +m) < (a + k)/ for j <k, it follows that

k

2+l pi+h , ,
o (DY w)
=1
koo il
2+l [i+3 ; .
N T G
=1
- 8CL_%_“a+k§: 20+ k)’
=2’ N “ Nr
j=0
8 1 oa—+k
< SoLre 28
BEZhe N—@
< &
= e

the last inequality holds by Inequality (3.29). By the definition of N, we also have

ok+2 ”f(k+l)”oo Lk+3 &

krk+1 Nk = 128"

By Lemma 3.5 it follows that

&
< —.

3

N

/ L

fr— Z agey
k=0

As By(L) — 0, L — oo, f is COS-admissible. Apply Lemma 2.1 to conclude. O

2

Remark 3.9 If v is a European put option with maturity 7', K can be set to the strike of
the option times e~"7". The error tolerance is described by . Numerical experiments
in Junike and Pankrashkin [21] suggest choosing n € {4, 6, 8} for ,. According to
Theorem 3.8, any k € {1,...,J — £} is allowed to define N by Inequality (3.11).
In the applications, one could minimize N over all admissible k. But this could be
time-consuming, and in the applications, we set k to a fixed value, e.g., for the BS
model, & = 40 is a reasonable choice, see Sect. 6.1. For other models, another choice
for k might be more suitable. Bounds for | f k41|, are explicitly known for some
models, e.g., the BS, NIG and FMLS models. These bounds can also be estimated
numerically, e.g., for the Heston model. Section 6 contains examples indicating that
the bound for N is often sharp and very useful in applications.
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Remark 3.10 If a density satisfies Assumption Al, it also satisfies Assumption A2,
i.e., theoretically, case (i) in Theorem 3.8 is included in case (ii). However, in (i)
we do not need to know the exact tail behavior of the density, i.e., the constants C
and C, from Assumption Al, in order to estimate the truncation range because we
apply Markov’s inequality to find a bound for M. This approach is not applicable to
densities with heavy tails because higher moments usually do not exist. In (ii), we
assume the tail behavior of the density is known precisely, i.e., we have to know C3
and « in Assumption A2 to estimate M, L or N. The constants C3 and « are known,
for example, for the FMLS model.

4 Order of convergence

Theorem 4.1 describes the order of convergence of the COS method if we allow
N — o0 and choose M and L depending on N. We describe only the asymptotic
behavior of the COS method and we assume M = L in this section to keep the
notation simple. We establish a bound of the order of convergence of the error of the
COS method with parameters L and N, i.e.,

N
err(L, N) = V V() f(0)dx =Y exu] -
R

k=0

Let M = L = L(N). We say the error of the COS method converges with order
p > 0, if there is a constant k > 0 such that for all N € N it holds that

err(L(N), N) < % 4.1

The error is of infinite order or converges exponentially, if Inequality (4.1) holds for
any p, see [7, Sec. 2.3]. We use big O notation: for functions g, 7 : N — R, we write
h(N) = O(g(N)) as N — oo, if the absolute value of #(N) is at most a positive
constant multiple of g(N) for all sufficiently large values of N.

Theorem 4.1 (Bounds for the order of convergence) Let v : R — R be bounded, with
[lv(x)] < K forall x € R and some K > 0. Assume J € N.

(i) Assume density f satisfies Assumption Al. Let B € (O, ﬁ) and y > 0. If
M = L = yNP* it holds that

err(L(N), N) < O (ij(]fﬁ)ﬂ‘g), as N — oo.

(ii) Assume density f is unimodal and satisfies Assumption A2. Let € (0, m)
andy > 0.If M = L = y NP it holds that

err(L(N),N) < O (N~), as N — oc.
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In both cases we have err(L(N), N) — 0, N — o0.

Proof Let vy, := 1j_ rv. As in the proof of Corollary 8 in Junike and Pankrashkin
[21], one can show that

N

[ vereods = Y cvu| <o) + luwka (410 + Aa(t )+ B, D).
k=0

(4.2)

where B (L) as in Eq. (2.6) and

Ao(L) = / [v(x) f (x)]dx,
R\[—L,L]

ALy =11f— fila,
N !

AL, N) = | fr. = D axef |,
k=0

We will state upper bounds for Ag, A1 and By depending on the tail behaviour of f,
i.e., for the different cases (i) and (ii) in Theorem 4.1. An upper bound for A, can be
obtained from Lemma 3.5. Note that

B
lvella < V2LK = /2yKN?2.
We now prove (i). For L large enough, we have

o0 2KC
Ao(L) < 2Kc1/ e Cx gy = o210l
L G

Further, by Inequality (3.17), it holds that

C oL
Ap(L) < e C2k,
VG2

Assuming L > 1 and applying Inequality (3.20), it follows that

B (L)<27[C1 1+ 1 n 1 o1

— 4+ —e .
VERE =G T ¢ " ack
Inequality (3.4) implies

I il
2+l [i+3 oL
A2(L,N)EZWW<2C1C'26 2 >+

2742 | pUAD)| LI+3
x

Jra/+1 N/

J=1
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J 2j+2clcé'yj 9J+2 ||f<J+1)”Oo 17+3

—CoL
=e ‘/ZZ j:ftj‘H Ja/+l1 N7’
j=1
where we used % <y.
Letby, ..., bs > 0be suitable constants. By Inequality (4.2), it follows for N large

enough that

N
B B k
‘/ v fdx = Y et < eV f N (N eV g py PO D)
R
k=0

<0 (N’“l’ﬂ)“ﬂ), N — 0. 4.3)

B < JL% implies —J (1 — B) + 28 < 0 and the right-hand side of (4.3) converges to
zero for N — oco. We show (ii). It holds for L large enough using Inequalities (3.26)
and (3.27) that

2KC3 ) o

o
Ao(L) < 2KC3/ x Ty <
L

V2C; I-
V142

JBs(L) <2C3, L 2
P =3 2 T3 '

Inequality (3.4) and Assumption A2 imply for N large enough and for some suitable
constants ay, ..., ay > 0 that

—

Bl =

A(L) =

2742 ||f(1+1)H 17+3
(e8]

Jr/+! N/

J
Ap(L Ny <Y apNPCE0i 4
j=1

By Inequality (4.2), it holds for some suitable constants by, ..., by > 0 that

‘/Rv(x)f(x)dx— i/ckvk‘

k=0

J
< b N £ byNE <b3N—ﬁ(a+;> + Zaij—%—a)—j + b4Nﬂ<J+§>—J>
j=1

J
< blN_aﬂ + by <b3N_ﬂa + ZajN_ﬂa_j + b4Nﬂ(1+2)_J>
=1
< O(N_“ﬂ), N — oo.
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J

TTo7q- it follows that

The last inequality can be seen as follows: as 8 <
—af > BJ+2)—J.

O

Remark 4.2 The COS method converges exponentially, i.e., faster than O (N ") as
N — oo for any p > 0 if f is smooth and has semi-heavy tails. To see this, let
0 < B < 1: then,

—J(1—-pB)+28— —00, J— o0.

Remark 4.3 By Theorem 4.1, the COS method converges at least like O(N™%) as
N — oo if f is smooth and has heavy tails with Pareto index o > 0. Numerical
experiments indicate that the COS method does not converge faster than O (N ~%) for
the FMLS model, see Sect.6.5.2, i.e., the bound in Theorem 4.1(ii) is sharp.

Remark 4.4 Theorem 4.1 cannot be applied to densities that are non-differentiable, e.g.,
the density of the VG model is non-differentiable for some parameters. To improve
the order of convergence of the COS method if the density of the log-returns is non-
differentiable, Ruijter et al. [38] apply spectral filters and consider the filter-COS
method, lec\]:o ¢ §(%)ckvk, where § is a spectral filter, i.e., a smooth function with
support [—1, 1] and §(0) = 1. For an analysis of the order of convergence and some
error bounds for the filter-COS method, see [38] and references therein.

5 On the Greeks

The Greeks or sensitivities of a European option play an important role in hedging
and risk management. The most important Greeks are Delta and Gamma, which are
the first and second derivative of the price of a European option with respect to the
current underlying price Sy > 0.

Fang and Oosterlee [14, Remark 3.2] state formulas for the approximation of Delta
and Gamma by the COS method. We proof these formulas and discuss how to choose
M, L and N for the Greeks.

In this section we assume S; = SoS; for some stochastic process (S‘,),zo, which
does not depend on Sy anymore. This assumption is a very typical one, see [31, Sec.
3.1.2]. As in Sect. 2, we consider a European option with maturity 7 > 0 and payoff
w(S7) for some w : [0, 00) — R. Let n := E[log(S7)] — log(So). Then 1 does not
depend on Sy. Define

v(x,s) :=e "Twlexp(x +log(s) + 7)), x€R, s>0. (5.1

The time-0 price of the European option is then given by
T EL (S = [ vt S 7w,
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where, as before, f is the density of the centralized log-returns. Delta and Gamma are
defined by
¢
— [ v(x, S x)dx, €£=1,2 5.2
8%A< 0 £ () (5.2)

if the partial derivatives exist. The next lemma provides some conditions to interchange
integration and differentiation in Eq. (5.2).

Lemma 5.1 Let w be bounded. Let v be defined as in Eq. (5.1). Assume J € Ny and
density f satisfies Assumption Al. It follows that

BBTO Rv(x, So) f(x)dx = _Si()[l;v(x’ So)f(l)(x)dx

andif J > 1

2

3—53/Rv(xs So) f (x)dx = %/Rv(x, SO (FP ) + @ x))dx.

0

Proof Let K > 0 suchthat visboundedby K.Lets,s € Rsuchthat) < s < Sp <'5.
Let

h(x,s) :=v(x, 1) f(x —log(s)), (x,s) € R x(s,5).
Then x +— h(x, s) is integrable for all s € (s, 5) and the partial derivative

gme=—ﬂiﬂﬂWm4%m)
S S

exists for all (x, s) € R x (s, ). Define xg := Lo + |log(s)| + |log(s)|. Then,
|x —log(s)| > Lo, (x,s) € R\[—xo, xo] x (s,5).
Let

Ks ' V) . ,x € [—x0, X0
m(x) ;= Kg’CflClCzeCz" LX< —XQ
K§_1§C2C] Cre™ 2% | x > xo.

Then |%h(x, s)| < m(x) for all (x,s) € R x (s,5) and x — m(x) is integrable.

Interchanging differentiation and integration is allowed by the dominated convergence
theorem, see e.g., [17, Lemma 2.8], and it follows that

0 d
E)_S() A v(x, So) f(x)dx = B_SO /R v(x, 1) f(x —log(Sp))dx
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S / v, DD —log(So))dx
So Jr

__i/ o(x. So) fD
= S0 [ (x)dx.
So Jr

If J > 1, f is twice differentiable. Apply the arguments above to £V to conclude. O

In Theorem 5.2 we provide explicit formulas for M, N and L when f satisfies
Assumption Al to ensure that the COS method approximates the time-0 price and
the Greeks Delta and Gamma within a predefined error tolerance ¢ > 0. One can use
the same parameters M, N and L to obtain both the price and the Greeks. We define

Vg 1= fin v(x, So)e,f (x)dx as in Equation (2.4).

Theorem5.2 (M, L and N for the time-0 price, Delta and Gamma) Let w be
bounded. Let v be defined as in Equation (5.1). Let ¢ > 0 be small enough. Let

2
y = min {8, £So, %} Suppose J > 3. Assume density [ satisfies Assumption Al.
For some even n € N define

2K
L=M= 28 (5.3)
y

where j, is the n'" —moment of f, i.e., p, = l% %gﬂ(u)‘ K Let £ = /2MK,
U=\
ke{l,...,J —2}and

5.4)

1
ok+2 (maXze{o,l,z} ||f(k+1+13) ”OO) Lk+3 12¢ 3
Nz PR - )

It follows that the time-0 price and the Greeks Delta and Gamma can be approximated
by the COS method, i.e.,

N

‘ [ ot s seods =3 e <.

R k=0
9 1Y
— .S dx —( — =) 'quc )| <e,
850,/Rv(x 0) f(x)dx ( SOI; ckvk> <eg
92 1 &
— [ v, So) F)dx — — Y (el + A < e
883/R< 0/ () Sékgo(k 20 <

Proof Theorem 3.8 ensures that the time-0 price can be approximated by the COS
method. By Lemma 5.1 and Theorem 3.8, it holds that

9 1<,
a—SO/Rv(x,So)f(x)dx— <_S_0]§ ckvk>’
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N
/ vix, $0) f P @)dx =Y eju
R k=0

<L <

=%

Using the triangle inequality, we can see that

3? I 1, 2
/Rv(x, S0 (¥)dx = < > ek + e

B_S(% ol
N
= — v(x, S Dy + FPDx))dx — (e} + A
ngR( (V0 + rOw) l;)(k 2
1 N
< ?( / v(x, So) f PV (ydx — ) eju
0 \/R k=0
N
+ ’/ v(x, So) f @ (x)dx — Z’clka)
R k=0
< 2_)/ 5 &
i

6 Numerical experiments

Some numerical experiments are compared with the Carr—Madan formula, see [8],
which is applicable when the characteristic function of the log-returns is given in
closed form and when E [SITJ”/] is finite for some y > 0, which is the damping
factor. Unless otherwise stated, we use the Carr—-Madan formula with N = 217 terms,
we set the damping factor equal to y = 0.1 and we use a Fourier truncation range
of 1200 to compute the reference prices. We implemented the Carr—Madan formula
using Simpson’s rule without applying the fast Fourier transform.

All numerical experiments were performed on a modern laptop (Intel i7-10750H)
using the software R and vectorized code without parallelization.

6.1 BS model

We consider the BS model with volatility o > 0 and maturity 7 > 0. The density
/s of the log-returns is normally distributed and belongs to the family of stable laws.

An upper bound for || fé/;H) |loc can be obtained directly from Inequality (6.3) setting

o =2andc = “g. Let n € N be even. In the BS model, the n” moment of the

@ Springer



On the number of terms in the COS method for European...

Table 1 Approximation of the time-0 price of a put option by the COS method: N depending on k by
Inequality (3.11)

k 10 20 30 40 50 60 70
N 988 285 206 183 175 173 174
CPU time: COS method 0.19 0.09 0.09 0.07 008 0.07 0.08

CPU time: numeric integration for || f®*D| s  0.15 009 009 010 009 0.10 0.09

CPU time is measured in milliseconds. The COS method with N, = 120 takes about 0.068 ms

centralized log-returns is given by
pn = (@VT) (0= D(n=3)(n—=5)---3-1).

The formula for N in Inequality (3.11) does not depend on the volatility o+/7 if we
set £ = 0 and if we bound ||f]§]§+1) lloo using Inequality (6.3). In Fig. 1, we show the
dependency of N on k. At the beginning, the number of terms N decreases sharply as
k increases and stabilizes approximately for k > 40. We also see that N increases as
the error tolerance ¢ decreases or the bound K increases.

How sharp is the bound for N in Theorems 3.8 and 5.2?7 We make the following

experiment. Consider a put option with parameters
e=10"% o0=02, T=1 Sy=K=100, r=0. 6.1)

We setn = 8 and k = 40 to obtain M = L = 6.94 and N = 218 by Theorem 5.2.
Other values for k and N are reported in Table 1. Theorem 5.2 indicates that M, L
and N serves to approximate both the time-0 price and the Greeks Delta and Gamma
using the COS method. This can be confirmed by an experiment: Ny, = 120 is the
minimal number of terms such that the absolute differences of the approximation by
the COS method and the closed form solution by the Black-Scholes formula for time-0
price, Delta and Gamma, are less than the error tolerance. N is about twice as larger
as Nin-

How can the number of terms N be estimated if there are no closed form solu-
tions available for the bounds of the derivatives of the density of the log-returns? We
suggest solving the right-hand side of Inequality (3.8) numerically to find a bound
for || f**D||«. Here, we use R’s integrate function with default values. The CPU
time of the COS method and the numerical integration routine to obtain a bound for
| £ %+ are of similar magnitude; see Table 1.

The value of N does not change when using numerical integration to obtain a bound
for || f(kH) lloo compared to the closed form solution for the bound of || f(k‘H) [l oo-

6.1.1 Last coefficient rule-of-thumb
By Boyd[7, Sec. 2.12], the following rule is called the Last Coefficient Rule-of-Thumb:

The series truncation error approximating f, by a finite cosine series is bounded by
> i lak]. If N is large enough, the order of magnitude of the series truncation error
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Fig.1 N depending on k by o [

Inequality (3.11) for various & 4 c=coe= 107:, K=100
and K. We setn = 8 and £ = 0. s+ e=10", K=10
In the BS model, N does not i €= 10_5, K =100
depend on the standard deviation e= 1075, K=10
of the log-returns, i.e., on the
value of /T

20 40 60 80 100

Table 2 Last coefficient

, LM Np by (6.2 N by (3.11 Nmi
rule-of-thumb applied to a put £ ENF c F by (62) y 1D mn

option with K = Sg = 100, —8
T =1, r = 0 and different 10 02 694 127 183 120
volatilities 0.1 1 10 0 34 10

We choose k = 40 to obtain N by Inequality (3.11)

is expected to scale like |ay|. [1, Sec. 3.2] propose to select the number of terms for
the BS model with volatility ¢ > 0 and maturity 7 by the smallest natural number
NF satisfying the following inequality

lany| & leny| = —— e SGEPTNE < g 6.2)
b—a

where [a, b] = [—L, L] is the truncation range and ¢y, is some error tolerance. The

solution to find the number of terms by (6.2) works even better than Inequality (3.11)

if en, is small enough, see Table 2. However, the rule by Inequality (6.2) does not

work if 2= (b — a)en, > 1 because we would then choose Nr = 0.

6.2 Heston model

There is an integral expression for the density of the log-returns in the Heston model
and the density is smooth and has semi-heavy tails, see [12]. In this section, we
provide numerical experiments under two different parameter sets, M1 and M2. The
parameter set M1 is taken from [14] and the parameter set M2 is borrowed from [42].
We compute the time-0 prices of put options for different strikes K and different
maturities 7. Reference prices are obtained by the Carr—-Madan formula.

Table 3 compares N obtained by Inequality (3.11) and the minimal Ny, such that
the absolute difference of the approximation by the COS method and the reference
price is less than the error tolerance €. On average, N is about six times larger than
Nmin. The CPU time using N instead of Np;, increases roughly by the factor three. To
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Table 3 Number of terms N and CPU time to approximate the time-0 price of a put option by the COS
method depending on the strike K, the maturity 7' and the parameters of the model

Model Ml M2

K 75 75 100 100 125 125 75 75 100 100 125 125
T 1 2 1 2 1 2 1 2 1 2 1 2
M,L 63 97 68 104 72 11 79 121 85 1311 9 13.8
N 864 746 948 819 1019 880 500 560 549 615 590 661
Nmin 80 110 190 185 110 205 100 100 110 125 145 155

CPU COS N 06 05 05 06 0.6 05 05 05 04 05 04 05
CPUCOS Npin, 02 02 02 03 0.2 02 02 02 02 02 02 02
CPU num. int. 15 13 12 1.1 1.3 12 12 1.1 1.2 1.0 1.2 1.0

Wesete = 1073, n = 4, k = 20, So = 100 and r = 0 to obtain N by Inequality (3.11). CPU time is
measured in milliseconds. The CPU time to estimate ||f(k+1) |loo by numeric integration is also provided
in the last row

obtain N, we estimate || f €*1 ||, by solving the right-hand side of Inequality (3.8) by
numeric integration using R’s function integrate with default values. The CPU times
of the COS method and the numerical integration routine are of similar magnitudes.

6.3 VG model

Using the VG model as an example, this section shows that Theorem 3.8 does not help
in finding the number of terms N for the COS method if the density of the log-returns
is not sufficiently smooth. The density of the VG model at time 7 > 0 has semi-heavy
tails, see [2, Example 7.5]. It can be expressed by means of the Whittaker function
and is (J + 1)-times continuously differentiable if J + 2 < 2TT, see [22].

Let fyg denote the density of the log-returns in the VG model at maturity 7 > 0
with parameters 0 > 0,0 e Randv > 0. If T < %, the density fyg is unbounded
and Theorem 3.8 cannot be used to find N. If T € (v, 37”), the derivative of fyg is
continuous, but the second derivative of fyg is unbounded, see [22, Theorem. 4.1 and
Theorem. 6.1].

We can apply Theorem 3.8 with / = 0 if 7 € (v, 3), but the value for N is
somewhat useless from a practical point of view, as the following experiment shows:
Consider a European call option with the following parameters:

e=001, o0=01, v=02, =0, T=0.25 Sy=K=100, r=0.

By Eq. (3.10), we set M = L = 0.91 using n = 4 moments. By numerically optimiz-
ing the derivative of the density fyg, we obtain || f(V||, = 218, and Theorem 3.8
suggests N ~ 4 - 1014,

We calculated a reference price mcy = 1.809833 using the Carr—Madan formula.
Using the COS method, N = 50 is already sufficient to approximate the reference
price within the error tolerance.
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6.4 FMLS model

The stable law has been used to model stock prices since Mandelbrot [33] and Fama
[13]. A representation of stable densities by special functions can be found in Zolotarev
[47]. The density fsiable € C;jo (R) of the family of stable distributions with stability
parameter o € (0, 2], skewness 8 € [—1, 1], scale ¢ > 0 and location 6 € R has the
characteristic function

u > exp (iud — |uc|*(1 — iBsgn(u) Py (1)),

tan %5* yo # 1

Puli) = {—%loguun =1,

see [46]. It follows by Inequality (3.8) that

) 0o .
1A oo < #f ey
able mac/tl Jo
Jj+1
r()
< _N "7

< i=012. (6.3)

where I" denotes the gamma function. The density of the stable law is unimodal, see
[44]. Let Fsaple be the cumulative distribution function for the stable density fsiaple-
By Samorodnitsky and Taqqu [40, Property 1.2.15] it holds that

1+8

lim x%(1 — Fsuple(x)) = Cq c”,
xX—00 2
. a _ 1-p o
lim x%(Fstable(—x)) = Cq c”,
X—> 00 2
where
11—«
— - a#1
Cy = I'(2—a) cos (”T”) 7
% ,a = 1.

For stable densities we therefore suggest to set C3 in Theorem 3.8 at least as large as
aCa%co‘ to obtain M and L.

The FMLS model with parameters o > 0 and o € (1, 2) describes the log-returns
by a stable process with maximum negative skewness. The centralized log-returns
in the FMLS model at time 7 > 0 are stably distributed with stability parameter «,
skewness B = —1, scale ¢ = oT@ and location 8 = 0.

The density of the log-returns in the FMLS model has a heavy left tail with Pareto
index «, i.e., the left tail decays like |x|_1_°‘, Xx — —oo0, but the right tail decays
exponentially, see [9]. This makes the FMLS very attractive from a theoretical point
of view: put and call option prices and all moments of the underlying stock St exist. The
expectation of the log-returns also exists, but the log-returns do not have finite variance.
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Fig. 2 Density of the log-returns
in the FMLS model and
asymptotic tail behavior

—— density FMLS
o Cou "

X

Fitting the FMLS model to real market data shows very satisfactory results. Carr and
Wu [9] calibrated the FMLS model to real market data and estimated o = 1.5597 and
o = 0.1486. We test the formulas for M, L and N with these values for « and o for
a European call option with the following parameters:

e=10"2, T=1, Sy=K =100, r=0.

The reference price is 9.7433708 by the Carr—Madan formula, and we confirm the
reference price by the COS method with M = L = 10° and N = 10.

Figure 2 shows the density of the log-returns in the FMLS model and asymptotic
tail behavior, i.e., the function x — C3|x|’1’“. The left tail does indeed decay like
Pareto tails and the asymptotic tail behavior is very close to the density. The right tail
decays faster; in fact it decays exponentially, see [9].

To apply the COS method we define by Theorem 3.8, M = 69, L = 176 and
N = 5815 setting k = 40. According to Theorem 3.8, any other choice for k is
possible, but another value for k does not significantly improve N.

With these parameters, the COS method prices the call option within the error
tolerance in about 1.5 ms. The minimal N to stay below the error tolerance is Nyin =
1200 and the CPU time using Ny is about 0.4 ms.

We also apply the Carr—Madan formula with the “default parameters”, see [8],
which are also recommended by Madan and Schoutens [31, Sec. 3.1], i.e., 4096 terms,
a damping factor equal to 1.5 and a Fourier truncation range of 1024. With these
parameters, the Carr—Madan formula prices the option within the error tolerance in
about 1.1 ms. We also implemented the Carr—-Madan formula using the fast Fourier
transform but we found no speed advantage, compare also with Criséstomo [11].

The CPU time is about four times higher when using Theorem 3.8 to get N com-
pared to the optimized value for N, which is acceptable from our point of view. The
computational time of the COS method using Theorem 3.8 and that of the Carr—Madan
formula with standard parameters are of similar magnitude.
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Fig.3 Order of convergence of
the COS method for a call
option in the BS model with
different choices for the
truncation range [—L, L]

Log(Error)

6.5 Order of convergence

In this section, we empirically analyze the order of convergence of the COS method
for the BS model and the FMLS model and compare the results with Theorem 4.1.

The order of convergence in (4.1) can be estimated straightforwardly by a simula-
tion, see [24]. As

log (%) = log(x) — plog(N),

the negative slope of a straight line obtained from a log-log plot of the error
err(L(N), N) against N can be used as an indicator for p. As in Sect.4, we assume
M = L in this section.

6.5.1 BS model

In the BS model with parameter o > 0, the density of the log-returns is arbitrarily
smooth, and the tails decay even faster than exponentially. In Fig.3 we analyze how
the error of the COS method behaves in the BS model for large N and for different
choices of L.

We consider a call option with parameters o = 0.2, So = K = 100, » = 0 and
T = 1. We see in Fig.3 that the COS method seems to converge exponentially at
the beginning for moderate N if we choose L constant, i.e., independent of N. But
for constant L, e.g., L = 40 or L = 60, the COS method does not converge for
N — oo but the error remains constant for a certain level of N. This can be explained
by Inequality (1.1): while the second term on the right-hand side of Inequality (1.1)
converges to zero for N — oo and L fixed, the first and third terms on the right-hand
side of Inequality (1.1) do not improve as N is increased but L is kept constant.
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Fig.4 Order of convergence of
the COS method with different o - - - = L= 100
choices for the truncation range
[—L, L] for the FMLS model

Log(Error)

T T T T

Log(N)

For large L, such as L = 200, this effect disappears somewhat because the tails of
the Gaussian distribution decay so rapidly that, up to fixed-precision arithmetic,! the
Gaussian density can be thought of as a density with finite support. Using arbitrary-
precision arithmetic instead should show that even for L = 200, the error of the COS
method does not converge to zero for N — oo.

If we choose L = L(N) = o+/N, Theorem 4.1(i) indicates that the error of the
COS method converges exponentially to zero. This is confirmed empirically in Fig. 3.
Other choices for L also work well, e.g., L = %N .

6.5.2 FMLS model

We test Theorem 4.1(ii) for the density of the log-returns in the FMLS model, which
belongs to the family of stable densities and has heavy tails. For the FMLS model we
use the parameters o« = 1.5597 and 0 = 0.1486: these values are taken from Carr
and Wu [9], who calibrated the FMLS model to real market data. We use the same
reference price for the time-0 price of a European call option with maturity 7 = 1,
So = K = 100 and r = 0 as in Sect. 6.4.

We compute Loptimal for a fixed N € N minimizing err(L, N), i.e., for each N
we choose the truncation range such that the error of the COS method is minimal. In
particular, for each N € {2, m =4, 5, ..., 20} we define

Loptimal(N) = argminLe]Lerr(L, N),
where

L = {exp(0.07m), m =0,1,...,200},

! The software package R operates with a precision of 53 bits conforming to the IEC 60559 standard, see
R Core Team (2021). R: A language and environment for statistical computing. R Foundation for Statistical
Computing, Vienna, Austria. https://www.R-project.org/.
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is a sufficiently fine grid of the interval [1, 10°].

In Fig.4, we compute the order of convergence of the COS method for different
strategies to define L. If L is constant, the COS method does not converge at all.

If we choose L = llmN , the empirical order of convergence is 1.57, i.e., the error
behaves like O(N~!7) for large N, which is very close to its theoretical bound of
O(N~1237)_ The empirical order of convergence does not differ much if we choose
Loptimal instead of L = I:ﬁON .

In particular, the numerical experiments indicate that the order of convergence is
not exponential for heavy tail models even though the corresponding densities are
arbitrarily smooth.

In Fig. 4 we also plot the empirical order of convergence of the Carr—Madan formula
for the FMLS model with damping factor of 0.7 and a Fourier truncation range of 1200.
The Figure indicates an exponential order of convergence for the Carr—Madan formula.

7 Conclusions

In this research we analyzed the COS method, which is used for efficient option
pricing. The sensitivities, i.e., the Greeks, can also be efficiently approximated. The
COS method requires two parameters: the truncation range [—L, L] to truncate the
density of the log-returns and the number of terms N to approximate the truncated
density by cosine functions. We considered stock price models where the density of the
log-returns is smooth and has either semi-heavy tails, i.e., the tails decay exponentially
or faster, or heavy tails, i.e., Pareto tails.

In both cases, we found explicit and useful bounds for L and N and showed in
numerical experiments the usefulness of these formulas in applications to obtain the
time-0 price of an option and the Greeks Delta and Gamma. The densities of the
log-returns are smooth for many models in finance, such as the BS, NIG, Heston and
FMLS models.

If the density is not differentiable, Theorem 3.8 cannot be used to find a bound for
N. If the density is only differentiable a few times, which is the case for the VG model
for some parameters and short maturities, our bound for N is too large to be useful in
most practical applications.

We further analyzed the order of convergence of the COS method and observed both
theoretically and empirically that the models enjoy exponential convergence when the
densities of the log-returns are smooth and have semi-heavy tails. However, when the
density of the log-returns is smooth and has heavy tails, the error of the COS method
can be bounded by O(N %), where « > 0 is the Pareto tail index. This is the case,
for example, for the FMLS model where « € (1, 2). Numerical experiments indicate
that the bound O (N ~%) is sharp.
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