Derivative Securities
G63.2791, Fall 2004
Mondays 7:10-9:00pm
109 WWH

Instructor: Robert V. Kohn. Office: 612 Warren Weaver Hall. Phone: 998-3217. Email:
kohn@cims.nyu.edu. Office hours: Mondays 5-6pm, Wednesdays 5-6pm , after class or by
appointment. Web: www.math.nyu.edu/faculty/kohn.

Teaching Assistant: Paris Pender. Office: WWH 810. Phone: 998-3204. Email: pen-
der@cims.nyu.edu. Office hours: Thursdays 12:15-1:15 and Fridays 5-6.

Content: An introduction to arbitrage-based pricing of derivative securities. Topics in-
clude: arbitrage; risk-neutral valuation; the log-normal hypothesis; binomial trees; the
Black-Scholes formula and applications; the Black-Scholes partial differential equation;
American options; one-factor interest rate models; swaps, caps, floors, swaptions, and other
interest-based derivatives; credit risk and credit derivatives.

Lecture notes: Lecture notes, homework assignments, etc. will be posted on my web page
in pdf format — normally within a day of when they are distributed. I’ll build a fresh set of
notes, homeworks, etc as we go along, but at the top of the course web page you’ll find a
link to the page built when I last taught the class, in Fall 2000. This fall’s version will be
similar, except that we’ll do one or two lectures on credit risk and credit derivatives near
the end of the semester.

Prerequisites: Calculus, linear algebra, and discrete probability. Concerning probability:
students should be familiar with concepts such as expected value, variance, independence,
conditional probability, the distribution of a random variable, the Gaussian distribution, the
law of large numbers, and the central limit theorem. These topics are addressed early in most
undergraduate texts on probability, for example K-L Chung and F. Aitsahlia, Elementary
probability theory : with stochastic processes and an introduction to mathematical finance
Springer 2003, on reserve in the CIMS library.

Course requirements: There will be approx 7 homework sets, one every couple of weeks.
Collaboration on homework is encouraged (homeworks are not exams) but registered stu-
dents must write up and turn in their solutions individually. There will be an in-class final
exam.The first class is Monday Sept 13; the last class is Monday Dec 13; the final exam is
Mon Dec 20.

Books: We will not follow any single book linearly. However to master the material of this
course you should expect to do plenty of reading. I recommend purchasing at least these
two books:

e J.C. Hull, Options, futures and other derivative securities, bth edition.

e M. Baxter and A. Rennie, Financial calculus: an intoduction to derivative pricing,
Cambridge University Press, 1996.



The NYU bookstore has ordered about 30 copies of each; you may be able to save money by
buying them used. Earlier editions of Hull will be sufficient for this class, but the 5th edition
has some new sections on advanced or rapidly-developing topics like credit. These two books
go far beyond the scope of this course; roughly, they cover both Derivative Securities and
its spring sequel Continuous Time Finance.

Here are some additional books you may wish to buy or at least consult:
e R. Jarrow and S. Turnbull, Derivative securities, Southwestern, 2nd edition

e M. Avellaneda and P. Laurence, Quantitative Modeling of Derivative Securities, CRC
Press, 1999.

e P. Wilmott, S. Howison, and J. Dewynne, The mathematics of financial derivatives -
a student introduction, Cambridge University Press, 1995

e S. Neftci, An introduction to the mathematics of financial derivatives, Academic Press,
2nd edition.

e S. Shreve, Stochastic calculus for finance I: The binomial asset pricing model, Springer-
Verlag, 2004

All these books are on reserve in the CIMS library. Some brief comments: Jarrow-
Turnbull has roughly the same goals as Hull. I find it clearer on some topics, though
Hull is the industry standard. Wilmott-Howison-Dewynne is especially good for people
with background in PDE but unfortunately it de-emphasizes risk neutral valuation. Neftci
provides a good introduction to the most basic aspects of stochastic differential equations
and the Tto calculus (the first edition is sufficient for this purpose). Shreve’s book, hot off
the presses, is a lot like the first part of Baxter-Rennie, and a lot like the first half of this
course. (His Stochastic calculus for finance II: continuous-time models was just published,;
it corresponds roughly to our classes Stochastic Calculus and Continuous Time Finance.)

An FAQ about probability: Math finance students often ask me for suggestions how to
enhance their knowledge of probability, for example in connection with the class Stochastic
Calculus. Professor Goodman is teaching Stochastic Calculus this fall, and he’ll undoubt-
edly provide his own reading list. But here are some suggestions of my own:

(a) CALCULUS-BASED PROBABILITY. This material (at the level usually taught to upper-
level math majors) is a prerequisite for Stochastic Calculus. There are many good
texts. The one by K-L Chung and F. Aitsahlia (Elementary probability theory with
stochastic processes and an introduction to mathematical finance, Springer-Verlag,
2003) has the advantage of including some material at the end that overlaps with
Derivative Securities. Earlier editions (by Chung alone) cover the probability without
the finance; they're just as useful.

(b) MORE ADVANCED PROBABILITY BOOKS. Past students have found it useful to read
parts of the book by Z. Brzezniak and T. Zastawniak (Basic stochastic processes :
a course through ezxercises, Springer-Verlag, 1999) and/or the one by S. Resnick ((A
probability path, Springer-Verlag, 1999). The former includes a lot of material on



Markov chains; the latter includes an introduction to measure theory as it interfaces
with probability. Neither book covers stochastic calculus or its applications to finance.

(c) STOCHASTIC CALCULUS. Students with relatively little background should certainly
look at S. Neftci’s book (An introduction to the mathematics of financial derivatives,
Academic Press), with the warning that it only scratches the surface. You might also
find T. Mikosch’s book ( Elementary stochastic calculus with finance in view) helpful,
but be warned that it’s more a list of facts than an explanation of them. Students with
sufficient background find J.M. Steele’s book a pleasure to read (Stochastic calculus
and financial applications, Springer-Verlag, 2001). The newest addition to the list
is Volume II of S. Shreve’s book (Stochastic calculus for finance II: continuous-time
models, Springer-Verlag, 2004). Its first half corresponds to our Stochastic Calculus
course; its second half is similar to our Continuous Time Finance course.

All the probability books suggested above are on reserve in the CIMS library (except
Mikosch, which is on order; it will go on reserve when it arrives).



Derivative Securities — Fall 2004 — Section 1
Notes by Robert V. Kohn, Courant Institute of Mathematical Sciences.

Forwards, puts, calls, and other contingent claims. This section discusses
the most basic examples of contingent claims, and explains how considerations of
arbitrage determine or restrict their prices. This material is in Chapters 2 and 3 of
Jarrow and Turnbull, and Chapters 1, 3 and 8 of Hull (5th edition). We concentrate
for simplicity on European options rather than American ones, on forwards rather
than futures, and on deterministic rather than stochastic interest rates.
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The most basic instruments:

Forward contract with maturity T and delivery price K.

buy a forward <« hold a long forward
< holder is obliged to buy the

underlying asset at price K on date T.

European call option with maturity T and strike price K.

buy a call «+ hold a long call
< holder is entitled to buy the

underlying asset at price K on date T.

European put option with maturity T and strike price K.

buy a put <« hold a long put
< holder is entitled to sell the

underlying asset at price K on date T.

These are contingent claims, i.e. their value at maturity is not known in advance.
Payoff formulas and diagrams (value at maturity, as a function of Sr=value of the
underlying) are shown in the Figure.

Any long position has a corresponding (opposite) short position:
Buyer of a claim has a long position < seller has a short position.

Payoff diagram of short position = negative of payoff diagram of long position.



Forward Call Put

Figure 1: Payoffs of forward, call, and put options.

An American option differs from its European sibling by allowing early exercise. For
example: the holder of an American call with strike K and maturity 7" has the right to
purchase the underlying for price K at any time 0 < ¢ < T. A discussion of American
options must deal with two more-or-less independent issues: the unknown future value
of the underlying, and the optimal choice of the exercise time. By focusing initially on
European options we’ll develop an understanding of the first issue before addressing
the second.
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Why do people buy and sell contingent claims? Briefly, to hedge or to speculate.
Examples of hedging:

e A US airline has a contract to buy a French airplane for a price fixed in FF,
payable one year from now. By going long on a forward contract for FF (payable
in dollars) it can eliminate its foreign currency risk.

e The holder of a forward contract has unlimited downside risk. Holding a call
limits the downside risk (but buying a call with strike K costs more than buying
the forward with delivery price K). Holding one long call and one short call costs
less, but gives up some of the upside benefit:

(ST—K1)+—(ST—K2)+ K1 < KQ
This is known as a “bull spread”. (See the figure.)

Options are also frequently used as a means for speculation. Basic reason: the option
is more sensitive to price changes than the underlying asset itself. Consider for exam-
ple a European call with strike K = 50, at a time ¢ so near maturity that the value of
the option is essentially (S;— K). Let S; = 60 now, and consider what happens when
Sy increases by 10% to 66. The value of the option increases from about 60 — 50 = 10



(SrHy) = (57K,
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Figure 2: Payoff of a bull spread.

to about 66 — 50 = 16, an increase of 60%. Similarly if S; decreases by 10% to 54
the value of the option decreases from 10 to 4, a loss of 60%. This calculation isn’t
special to a call: almost the same calculation applies to stock bought with borrowed
funds. Of course there’s a difference: the call has more limited downside exposure.

We assumed the time ¢ was very near maturity so we could use the payoff (S — K),
as a formula for the value of the option. But the idea of the preceding paragraph
applies even to options that mature well in the future. We’'ll study in this course
how the Black-Scholes analysis assigns a value ¢ = ¢[Sy; T — t, K] to the option, as
a function of its strike K, its time-to-maturity 7" — ¢ and the current stock price S;.
The graph of ¢ as a function of S; is roughly a smoothed-out version of the payoff
(S = K)+.

Don’t be confused: our assertion that “the option is more sensitive to price changes
than the underlying asset itself” does not mean that dc/dS is bigger than 1. This
expression, which gives the sensitivity of the option to change in the underlying, is
called A. At maturity the call has value (Sp — K); so A =1 for Sy > K and A =0
for S < K. Prior to maturity the Black-Scholes theory will tell us that A varies
smoothly from nearly 0 for S; < K to nearly 1 for S; > K.
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Some pricing principles:

e If two portfolios have the same payoff then their present values must be the
same.

e If portfolio 1’s payoff is always at least as good as portfolio 2’s, then present
value of portfolio 1 > present value of portfolio 2.

We’ll see presently that these principles must hold, because if they didn’t the market
would support arbitrage.

First example: value of a forward contract. We assume for simplicity:



(a) underlying asset pays no dividend and has no carrying cost (e.g. a non-dividend-
paying stock);

(b) time value of money is computed using compound interest rate r, i.e. a guar-
anteed income of D dollars time 7T in the future is worth e~ D dollars now.

The latter hypothesis amounts to introducing one more investment option:

Bond worth D dollars at maturity T

buy a bond <« hold a long bond

— lend e "D dollars, to be repaid at time T with interest.

Consider these two portfolios:

Portfolio 1 — one long forward with maturity 7" and delivery price K, payoff (S —K).

Portfolio 2 — long one unit of stock (present value Sy, value at maturity Sr) and
short one bond (present value —Ke™ T value at maturity —K).

They have the same payoff, so they must have the same present value. Conclusion:
Present value of forward = Sy — Ke 7.

In practice, forward contracts are normally written so that their present value is 0.
This fixes the delivery price, known as the forward price:

forward price = Spe™” where S, is the spot price.

We can see why the “pricing principles” enunciated above must hold. If the market
price of a forward were different from the value just computed then there would be
an arbitrage opportunity:

forward is overpriced — sell portfolio 1, buy portfolio 2
— instant profit at no risk
forward is underpriced — buy portfolio 1, sell portfolio 2

— instant profit at no risk.

In either case, market forces (oversupply of sellers or buyers) will lead to price ad-
justment, restoring the price of a forward to (approximately) its no-arbitrage value.



Second example: put—call parity. Define

p[So, T, K] = price of European put when spot price is
So, strike price is K, maturity is T’
¢[So, T, K] = price of European call when spot price is

S, strike price is K, maturity is 7.

The Black-Scholes model gives formulas for p and ¢ based on a certain model of how
the underlying security behaves. But we can see now that p and c are related, without
knowing anything about how the underlying security behaves (except that it pays no
dividends and has no carrying cost). “Put-call parity” is the relation

c[So, T, K] — p[So, T, K] = Sy — Ke™""".
To see this, compare

Portfolio 1 — one long call and one short put, both with maturity 7" and strike K;
the payoft is (Sr — K); — (K — Sr)y+ = St — K.

Portfolio 2 — a forward contract with delivery price K and maturity 7T'. Its payoff is
also St — K.

These portfolios have the same payoff, so they must have the same present value.
This justifies the formula.

Third example: The prices of European puts and calls satisfy
c[So, T, K] > (So — Ke™"™), and  p[Sy, T, K] > (Ke™"™" — Sp).

To see the first relation, observe first that ¢[Sy, T, K] > 0 by optionality — holding
a long call is never worse than holding nothing. Observe next that ¢[Sy, T, K| >
So — Ke | since holding a long call is never worse than holding the corresponding
forward contract. Thus c[Sy, T, K] > max{0,Sy — Ke""}, which is the desired
conclusion. The argument for the second relation is similar.
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Note some hypotheses underlying our discussion:
e no transaction costs; no bid-ask spread;
e no tax considerations;

e unlimited possibility of long and short positions; no restriction on borrowing.



These are of course merely approximations to the truth (like any mathematical
model). More accurate for large institutions than for individuals.

Note also some features of our discussion: We are simply reaping consequences of the
hypothesis of no arbitrage. Conclusions reached this way don’t depend at all on what
you think the market will do in the future. Arbitrage methods restrict the prices of
(related) instruments. On the other hand they don’t tell an individual investor how
best to invest his money. That’s the issue of portfolio optimization, which requires
an entirely different type of analysis and is discussed in the course Capital Markets
and Portfolio Theory.
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A word about interest rates. In the real world interest rates change unpredictably.
And the rate depends on maturity. In discussing forwards and European options this
isn’t particularly important: all that matters is the cost “now” of a bond worth one
dollar at maturity 7. Up to now we wrote this as e”"?. When multiple borrowing
times and maturities are being considered, however, it’s clearer to use the notation

B(t,T) = cost at time t of a risk-free bond worth 1 dollar at time 7.

In a constant interest rate setting B(¢,T) = e "T=9. If the interest rate is non-

constant but deterministic — i.e. known in advance — then an arbitrage argument
shows that B(ty,t2)B(ts,t3) = B(t1,t3). If however interest rates are stochastic — i.e.
if B(to,t3) is not known at time ¢; — then this relation must fail, since B(t,t;) and
B(tq,t3) are (by definition) known at time ¢;.

Since our results on forwards, put-call parity, etc. used only one-period borrowing,
they remain valid when the interest rate is nonconstant and even stochastic. For
example, the value at time 0 of a forward contract with delivery price K is Sy —
K B(0,T) where Sy is the spot price.
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Forwards versus futures. A future is a lot like a forward contract — its writer must
sell the underlying asset to its holder at a specified maturity date. However there are
some important differences:

e Futures are standardized and traded, whereas forwards are not. Thus a fu-
tures contract (with specified underlying asset and maturity) has a well-defined
“future price” that is set by the marketplace. At maturity the future price is
necessarily the same as the spot price.



e Futures are “marked to market,” whereas in a forward contract no money
changes hands till maturity. Thus the value of a future contract, like that
of a forward contract, varies with changes in the market value of the underly-
ing. However with a future the holder and writer settle up daily while with a
forward the holder and writer don’t settle up till maturity.

The essential difference between futures and forwards involves the timing of payments
between holder and writer: daily (for futures) versus lump sum at maturity (for
forwards). Therefore the difference between forwards and futures has a lot to do with
the time value of money. If interest rates are constant — or even nonconstant but
deterministic — then an arbitrage-based argument shows that the forward and future
prices must be equal. (I like the presentation in Appendix 3A of Hull (5th edition).
It is presented in the context of a constant interest rate, but the argument can easily
be modified to handle a deterministically-changing interest rate.)

If interest rates are stochastic, the arbitrage-based relation between forwards and fu-
tures breaks down, and forward prices can be different from future prices. In practice
they are different, but usually not much so.
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A word about taxes. Tax considerations are not always negligible. Here are two
examples, each closely related to put-call parity.

Constructive sales. An investor holds stock in XYZ Corp. His stock has appreci-
ated a lot, and he thinks it’s time to sell, but he wishes to postpone his gain till next
year when he expects to have losses to offset them. Prior to 1997 he could have (1)
kept his stock, (2) bought a put (one year maturity, strike K), (3) sold a call (one year
maturity, strike K), and (4) borrowed Ke~"7. The value of this portfolio at maturity
is Sp+ (K — S7)+ — (St — K) — K = 0. Since his position at time 7" is valueless and
risk-free, he would have effectively “sold” his stock. Since the present value of items
(1)-(4) together is 0, the combined value of the long put, short call, and loan must
be the present value of the stock. Thus the investor would have effectively sold the
stock for its present market value, while postponing realization of the capital gain till
the options matured.

The tax law was changed in 1997 to treat such a transaction as a “constructive
sale,” eliminating its attractiveness (the capital gain is no longer postponed). A
related strategy is still available however: by combining puts and calls with different
maturities, an investor can take a position that still has some risk (thus avoiding the
constructive sale rule) while locking in most of the gain and avoiding any capital gains
tax till the options mature.



Dick Cheney’s Halliburton options. When he was nominated for Vice President
in 2000, Dick Cheney held “executive stock options” from Halliburton corporation
that matured well after he took office. Executive stock options are essentially call
options, except (a) they can only be exercised, not sold; (b) if they expire in the
money, the gain associated with their exercise is taxed as ordinary income, not as a
capital gain. For simplicity let’s concentrate on just part of Cheney’s portfolio: an
option to buy 100,000 shares at K=39.50/share in December 2002. Let’s further take
the fall 2000 stock price to be Sy = 53.00/share (that’s about right) and let’s ignore
the time value of money (a minor detail). We'll refer to fall 2000 as the “current
time” since we're thinking about his situation at that time.

Cheney’s problem was this: if continued to hold the options as Vice President he
could be viewed as having a conflict of interest. But he could not sell the options
prior to maturity. And simply disowning them meant disowning an asset that was
likely to be very valuable once it matured.

A common-at-the-time (but flawed) suggestion was that Cheney enter into a forward
contract to sell his shares at the time of maturity. Since we’re ignoring the time-value
of money, the forward price is the present market value, i.e. a contract to sell his
stock at Sy = 53.00/share in December 2002 had value 0 in fall 2000. This proposal
however had two flaws:

(a) it did not fully eliminate his conflict of interest; and

(b) when taxes are taken into account it didn’t even come close to eliminating his
conflict of interest.

Concerning (a): the payoff at maturity of the call and forward together is

<ST—K>+—<ST—S°>‘{ So— K i Sp> K

Thus Cheney’s position would not be insensitive to S7 — at least not if Sy < K. The
best possible result (for him) would be for Halliburton to go bankrupt (Sy = 0).

Concerning (b): the after-tax value of the combined call and forward position depends
on St and also the details of Cheney’s finances. The reason is that his profit on the
option (St — K); would be treated as ordinary income but his gain or loss on the
forward contract would be treated as a capital gain or loss. Suppose the stock price
went up, i.e. Sy > Sp. Then in 2002 Cheney would have ordinary income Sp — K
and a capital loss of ST — Sy. US tax law treats the two very differently: individuals
are permitted to offset at most $3000 of ordinary income by capital losses. Thus if
Cheney had no capital gains on other investments to offset his capital losses on the
forward contract then he would be taxed on essentially the full gain Sy — K (though
he could use the capital loss to offset capital gains in a future year).



Fixing (a) would be easy, if it were not for the constructive-sale rule: the problem is
that a call is not equivalent to a foward. Rather, by put-call parity, it is equivalent to
a forward plus a put. Of course Cheney could have gotten around the constructive-
sale rule by taking a position whose value still had some dependence on St (e.g. by
using a put with a strike price different from K') — but then he wouldn’t have fixed his
conflict of interest problem! Fixing (b) seems nearly impossible, since it depends on
details of Cheney’s financial position that have nothing to do with this transaction.

How did Cheney resolve this issue in fall 20007 I don’t remember.



Derivative Securities — Section 2 — Fall 2004
Notes by Robert V. Kohn, Courant Institute of Mathematical Sciences.

Binomial, trinomial, and more general one-period models. This section explores
the implications of arbitrage for the pricing of contingent claims in a one-period setting.
The first part, on the one-period binomial and trinomial markets, will be covered in class;
the second part, on more general one-period markets, is provided for your information and
enrichment only — it will not be covered in our lectures, homework, or exams.

The point of this discussion is to capture, in the most elementary possible setting, these
important concepts: (a) market completeness (or lack thereof); (b) why the price of an
option is the discounted risk-neutral expectation of its payoff; and (c) the link between
risk-neutral pricing and the duality theory of linear programming.

The analysis of the binomial market is standard textbook material; I like Baxter-Rennie
but you’ll also find it in Jarrow-Turnbull and Hull. The analysis of trinomial and more
general models and the link to linear programming duality is standard but not commonly
considered textbook material. My treatment is more or less like the one at the beginning of
Darrell Duffie’s book Dynamic Asset Pricing Theory (which however is not easy reading).
The one-period problem is discussed at length in John Cochrane’s book Asset Pricing, with
a viewpoint different from (complementary to) the one given here — rather than bounds, he
emphasizes portfolio selection and the maximization of expected utility.
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The binomial model. We consider an economy which has

e just two securities: a stock (paying no dividend, initial unit price per share s; dollars)
and a bond (interest rate r, one bond pays one dollar at maturity).

e just one maturity date T
e just two possible states for the stock price at time T so and s3, with so < s3

(see the figure).

Figure 1: Prices in the one-period binomial market model.

We could suppose we know the probability p that the stock will be worth s3 at time T
This would allow us to calculate the expected value of any contingent claim. However we



will make no use of such knowledge. Pricing by arbitrage considerations makes no use of
information about probabilities — it uses just the list of possible events.

The reasonable values of s1, s9, s3 are not arbitrary: the economy should permit no arbitrage.
This requires that
s9 < s1€"T < s3.

It’s easy to see that if this condition is violated then an arbitrage is possible. The converse
is extremely plausible; a simple proof will be easy to give a little later.

In this simple setting a contingent claim can be specified by giving its payoff when S = s
and when Sp = s3. For example, a long call with strike price K has payoff fo = (s2 — K) 4
in the first case and f3 = (s3 — K )4 in the second case. The most general contingent claim
is specified by a vector f = (fa, f3) giving its payoffs in the two cases.

Claim 1: In this model every contingent claim has a replicating portfolio. Thus arbitrage
considerations determine the value of every contingent claim. (A market with this property
is said to be “complete”.)

In fact, consider the portfolio consisting of ¢ shares of stock and ¢ bonds. Its initial value
is
¢s1 + e T

Its value at maturity replicates the contingent claim f = (fo, f3) if
Psa+v = fo
ps3+v = fi.
This is a system of two linear equations for the two unknowns ¢, . The solution is

_ s ) ¢:53f2—82f3'

53*527 §3 — 82

¢

The initial value of the contingent claim f is necessarily the initial value of the replicating

portfolio:
— s3fo — s
I3 f231 n 3f2 2f3e‘rT.
§3 — 82 83 — 82

V(f)=ds1+ve " =

Claim 2: The value can conveniently be expressed as

s’ — g
V(f)=e"[(1 —q)fo+qfs] where ¢= o1 T o2

83 — 82
Moreover, the condition that the market admit no arbitrage is 0 < ¢ < 1, which is equivalent
to s9 < s1e™l < s3.
The formula for V(f) in terms of ¢ is a matter of algebraic rearrangement. This simplifica-

tion seems mysterious right now, but we’ll see a natural reason for it later.

The condition that the market supports no arbitrage has two parts:



(i) a portfolio with nonnegative payoff must have a nonnegative value; and
(ii) a portfolio with nonnegative and sometimes positive payoff must have positive value.

In the binomial setting every payoff (fa2, f3) is replicated by a portfolio, so we may replace
“portfolio” by “contingent claim” in the preceding statement without changing its impact.
Part (i) says fo, f3 > 0= (1 — q)f2 + qf3s > 0. This is true precisely if 0 < ¢ < 1. Part (ii)
forces the sharper inequalities ¢ > 0 and ¢ < 1.

Notice the form of Claim 2. It says the present value of a contingent claim is obtained by
taking its “expected final value” (1 — q)f2 + ¢f3 then discounting (multiplying by e~"7).
However the “expected final value” has nothing to do with the probability of the stock
going up or down. Instead it must be taken with respect to a special probability measure,
assigning weight 1 — ¢ to state ss and ¢ to state s3, where ¢ is determined by s1, s2, s3
and r as above. This special probability measure is known as the “risk-neutral probability”
associated with the market.

I like to view ¢ as nothing more than a convenient way of representing V' (f). However the
term “risk-neutral probability” can be understood as follows. Real-life investors prefer a
guaranteed return at rate r to an uncertain one with expected rate r. We may nevertheless
imagine the existence of “risk-neutral” investors, who are indifferent to risk. Such investors
would consider these two alternatives to be equivalent. In a world where all investors were
risk-neutral, investments would have to be valued so that their expected return agrees with
the risk-free interest rate r. The formula for V(f) has this form, if we assume in addition
that the “expectations” of the risk-neutral investors are expressed by the probabilities 1 — g
and q:

T

expected payoff = (1 — q)sg + gs3 = "LV (f) = €"! - initial investment.
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The trinomial model. This is the simplest example of an incomplete economy. It resem-
bles the binomial model in having

e just two securities: a stock (paying no dividend, initial unit price per share s; dollars)
and a bond (interest rate r, one bond pays one dollar at maturity).

e just one maturity date T'.
However it differs by having three final states rather than two:

e The stock price at time T can take values so, s3, or s4, with s < 53 < 84



Figure 2: Prices in the one-period trinomial market model.

(see the figure). The reasonable values of si,...,s4 are not arbitrary: the economy should
permit no arbitrage. This requires that

T

sy < 51"’ and  s1e’T < s4.

In other words, the stock must be able to do better than or worse than the risk-free return
on an initial investment of s; dollars. It’s easy to see that if this condition is violated then
an arbitrage is possible.

In this case a contingent claim is specified by a 3-vector f = (f2, f3, fa); here f; is the payoff
at maturity if the stock price is s;. Question: which contingent claims are replicatable?
Answer: those for which the system

psa+1 = fa
¢s3+9 = f3
Gpsa+Y = fa

has a solution. This specifies a two-dimensional space of f’s. So the market is not complete,
and “most” contingent claims are not replicatable.

If a contingent claim f is not replicatable then arbitrage does not specify its price V'(f).
However arbitrage considerations still restrict its price:

V(f) < the value of any portfolio whose payoff dominates f;
V(f) > the value of any portfolio whose payoff is dominated by f.

In other words,

psa+ > fa
¢pss+1v > fz = V(f) < ps1+ ey
psa+ = fa
ps2+v < fa
ps3+1 < fz3 = V(f)> ps1 +e T
psat+v < fy

We obtain the strongest possible consequences for V(f) by solving a pair of linear program-
ming problems:
max ¢s;+e LY <V(f)< min  ¢s;+e "L
¢sj+U<f; ¢sj+v=>f;
J=2,3,4 Jj=2,3,4



These bounds capture all the information available from arbitrage concerning the price of
the contingent claim f. (The actual price observed in the market must be determined
by additional considerations besides arbitrage. The standard “equilibrium” approach to
understanding prices uses utility maximization — to be discussed in the course Capital
Markets and Portfolio Theory.)

Linear programming duality. In the binomial model V' (f) had a convenient expression
in terms of a special “risk-neutral probability.” To derive the analogous result here, we use
the duality theory of linear programming. The following discussion should be accessible
even to those who know nothing about linear programming — but it should make you
want to learn something about this important topic. My favorite text is V. Chvatal, Linear
Programming. A more recent text, more up-to-date on current developments such as interior
point methods, is R. Vanderbei, Linear programming: foundations and extensions. Also of
note is Peter Lax’s book Linear Algebra, whose chapter on linear programming takes exactly
the min-max viewpoint I use below.

Let us concentrate on the upper bound for V(f). It is

min s1+e Ty = mlnmax s1+e T+ e s
oo L g, 951 v pamax ¢s1 v ]22 if = 9si =¥)

= maxmin ¢s; +e” TTI/J—FZ?TJ — ¢s; — )

;>0 ¢

)

—rT
= maxmin ¢(s TS " T ;i fs
maxmin ¢(s1 — Domisi) (e =Y m) + Y ik
= max Zﬂjfj.
Do misi=s1
ZWj:e”"T

;>0

The first line holds because

max s (fi — bsi —
ﬂj;gﬂj(fy ¢s;

w):{ 0 if s +v > f

+o00 otherwise.

The second line holds by the duality theorem of linear programming, which says in this
setting that min max = maxmin. The third line is obtained by rearrangement, and the
fourth line by an argument similar to the first.

The preceding argument is correct, but if you have no prior exposure to duality and/or
convex analysis, the assertion that “min max = max min” may seem rather mysterious. To
demystify it, let’s explain by an entirely elementary argument why

- —rT
min  ¢s; +e T > max mifj-
psjt+b>f; i1 Z

Z TI']'Ze_rT

7w >0



(The opposite inequality is more subtle; the main point of linear programming duality
theory is to prove it.) Indeed, consider any ¢ and 1 such that ¢s; + ¢ > f; for each
j = 2,3,4; and consider any {7@}?22 such that 7; > 0, E?:z mjs; = s1, and Z?:z mi=e T,
Multiply each inequality ¢s; +1 > f; by m;, then add and use the hypotheses on 7; to see
that ¢s1 + e "1 > S 7;f;. Minimizing the left hand side (over all admissible ¢, 1) and
maximizing the right hand side (over all admissible 7;) gives the desired inequality.

Making the minor change of variables 7; = eTTWj, our duality argument has shown that

V(f) < max{e T [fofo 4 ftsfs + ftafa] : Fosy+ 353+ fgsy =€ s

o + 3+ 74 = 1, ﬁ']ZO}

The lower bound is handled similarly. The only difference is that we are maximizing in ¢, ¢
and minimizing in ;. An argument parallel to the one given above shows

V(f) > min{eiTT[ﬁ'QfQ + ﬁ'gfg + ﬁ4f4] : T9S9 + M3S3 + W48y = erTsl
o+ 3+ 74 =1, ﬁ'jZO}.

Thus the upper and lower bounds on V'(f) are obtained by maximizing and minimizing the
“discounted expected return” e~"7 [y fo + 73 f3 + 74 f4] over an appropriate class of “risk-
neutral probabilities” (7o, 3, 74). The incompleteness of the market is reflected in the fact
that there is more than one risk-neutral probability: in the present trinomial setting the 3-
vector (g, 73, 74) is constrained by two inequalities, so the class of risk-neutral probabilities
is one-dimensional (a line segment).

We noted before the condition s < sje"™ < s4, which is required for the economy to be
“reasonable” — i.e. not to admit an arbitrage. This is precisely the condition that there
be at least one “risk-neutral probability”, i.e. a vector (@, 73, 74) such that > 7; = 1,
Y. Tjsj = e"T'sq, and 7j > 0 for each j.
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The general one-period market model. The binomial and trinomial models are special
cases of a more general theory, which we now present. Main purposes of this discussion:

e deeper understanding of risk-neutral probabilities; and
e more careful treatment of the “principle of no arbitrage.”

In considering one-period models with few assets and many states, we are close to the
question of portfolio analysis: which of the many possible portfolios should an investor
hold? We’ll resist addressing this, however, concentrating instead on the narrower goal of
understanding risk-neutral pricing and the role of arbitrage.

The general one-period market has

e N securities,t=1,..., N



e M final states, «a =1,..., M
e fixed initial values: one unit of security i is worth p; dollars

e state-dependent final values: if the final state is o then one unit of security ¢ is worth
D;q.

An investor can hold any portfolio: ; units of security i. It has initial value (p,0) =, p;0;.
If the final state is « then its final value is (0, D.,) = Y, 0;D; 4.

Examples:

Binomial model: p= (e s), D= < 11 )
S2 53

Trinomial model: p= (e, s1), D:( I 1 1 )
S3 83 54

In general, if security 1 is a riskless bond then

1 ... 1
Doy Doy

p= (eirT7p27 . 7pN)7 D= :
Dn1 -+ Dnwum

Here’s a careful statement of the Principle of no arbitrage:
(a) >;0;iDijp, > 0foralla = > ,0;p; >0

(b) if we have both Y, 0;D;, > 0 for all @ and Y, 6;p; = 0 then we must have Y, 0;D; o =
0 for every a.

These capture with precision the informal statements that (a) a portfolio with nonnegative
payoff has nonnegative value; and (b) a portfolio with nonnegative and sometimes positive
payoff has strictly positive value.

The key result relating risk-neutral probabilities to lack of arbitrage is this:

Arbitrage Theorem: The economy satisfies (a) iff there exist m, > 0 such that

ZDiaﬂ'a:pi, iIl,...,N.
«a

It satisfies both (a) and (b) if in addition the 7, can be chosen to be all strictly positive.

The theorem is trivial in one direction: assuming the existence of m, we can easily prove
the absence of arbitrage. In fact, for any portfolio 6; we have

ZHZ-DM >0 foral a = ZHiDmﬂa >0
i

1,0

= > Oipi >0



since m, > 0. If m, > 0 for each « then the conclusion can hold with = only if each
hypothesis holds with = rather than >. Thus existence of m, > 0 implies part (a) of the
no-arbitrage principle; and if each 7, is strictly positive then we also get part (b) of the
principle.

The other half of the theorem (no arbitrage implies existence of 7,,) is decidedly nontrivial.
We shall sketch the proof presently; but first let us make contact with what we did earlier in
the trinomial setting. Suppose security 1 is a risk-less bond. Then p; = e "7 and the first
row of D;, is filled with 1’s. The statement of the theorem becomes: the market permits
no arbitrage iff there exist positive 7, such that

T+ -+ = e T

ZWaDia Pi, i:2,...,N.
«a

T

Writing 7, = €"' 7, we see that the this is equivalent to the existence of positive 7, such

that

T+ +ay = 1
ZfraDm eTpi, i=2,...,N.
[0

These 7, are the risk-neutral probabilities.

For the trinomial market, we showed how arbitrage considerations restrict the initial value
of any contingent claim f. The same max/min argument works in general, for any market
in which Security 1 is a riskless bond. The conclusion is

min e T Z Tafa S V(f) < max e "l Z Tafa-
(0% (0%

risk-neutral risk-neutral
probs 7 probs 7

We immediately see that

market completeness < arbitrage determines the value of every contingent claim

< there is a unique risk-neutral probability.

KoKk sk ok skoskosk ok ok kokosk sk koksk

Sketch of a proof of the Arbitrage Theorem. The rest of this section sketches a proof
of (the nontrivial part of) the Arbitrage Theorem, based on the following

Fundamental Lemma of Linear Programming: If a collection of linear inequalities implies
another linear inequality then it does so “trivially,” i.e. the conclusion is a (nonnegative)
linear combination of the hypotheses.



The name “fundamental lemma of linear programming” is my own; the proper name of this
result is Farkas’ Lemma. See e.g. V. Chvatal, Linear Programming, pg. 248, for this and
related results.

Our first task is to show that part (a) of the no-arbitrage principle implies the existence
of m, > 0. Now, part (a) says that the collection of linear inequalities Y ,0;,D;n >
0 for « =1,..., M implies another linear inequality > ,0;p; > 0. By the Fundamental
Lemma of Linear Programming this occurs only if there is a “trivial” proof, i.e. if there
exists 7, > 0 such that >°, 0;p; = 3, , 0;D;am, for all 6;. But that means ° D;amo = p;.

Our second task is to show that if the economy satisfies both parts (a) and (b) of the
no-arbitrage principle then we can take m, > 0 for all «. If the 7, already identified are
all positive then we're done. If not, then renumbering states if necessary we may suppose
Ty ooy TTALY >Oand7rM/+1 =...=mpy =0.

Let’s concentrate for a moment on index M’ + 1. If D.ypyy = (Dypgraty -, Dy 1) s a
linear combination of D.q,...,D. s then we can easily modify m, to make w41 > 0. In
fact, suppose D. ppry1 =b1D.1 + ...+ by D. . Then

M/
pi = ZDiaﬂ'a
a=1

M/
= €eDjpry1 + Z Dioz(ﬂ'oa - Gba),
a=1
so replacing m = (m1,...,mp,0,...,0) with (71 — €by,...,mpp — €bpyr,€,0,...,0) does the
trick when e is sufficiently small.
Essentially the same argument shows that if any positive combination of D. ppq1,...,D. y
lies in the span of D.q,...,D. then we can modify 7, to make additional components

positive.

Applying the preceding argument finitely many times, we either arrive at a new 7 with
strictly positive components, or we find ourselves in a situation (with a new value of M")
where no positive combination of D.ppr1q,...,D. ) lies in the span of D.1,...,D. . We
claim the second alternative cannot happen when the economy has property (b).

This is another application of the Fundamental Lemma of Linear Programming. Our “sec-
ond alternative” is that

M M’
Z aaD.a:ZbaD.a, A >0 = ap,=0,a=M +1,...,M.
a=M'+1 a=1

The “trivial consequences” of the hypotheses are obtained by taking linear combinations.
This amounts to taking the inner product with a vector § € RYN. Thus the trivial conse-
quences of the hypotheses are

M M’
> aa(D.a.0) =D bo(D.q,0).
a=M'+1 a=1



For this (coupled with a, > 0) to give a trivial proof that a, = 0 we must have
(D.q,0)=> 0:Dia = 0 a=1,...,M
i

(D.q,0) => 0:Diq > 0 a=M +1,...,M.

But then 6 represents a portfolio with no downside, some upside, and value 0 since ), 0;p; =
Do Zg/lzl 0;D; 7o, = 0. This contradicts our assumption that the economy admits no arbi-
trage.

10



Derivative Securities — Section 3 — Fall 2004
Notes by Robert V. Kohn, Courant Institute of Mathematical Sciences.

Multiperiod Binomial Trees. We turn to the valuation of derivative securities in a
time-dependent setting. We focus for now on multi-period binomial models, i.e. binomial
trees. This setting is simple enough to let us do everything explicitly, yet rich enough to
approximate many realistic problems.

The material covered in this section is very standard (and very important). The treatment
here is essentially that of Baxter and Rennie (Chapter 2). The same material is also in
Jarrow and Turnbull (Chapter 5) and Hull (Chapter 10 in the 5th edition). Jarrow and
Turnbull has the advantage of including many examples. In the next section of notes we’ll
discuss how the parameters should be chosen to mimic the conventional (Black-Scholes)
hypothesis of lognormal stock prices, and we’ll pass to the continuous-time limit.

Binomial trees are widely used in practice, in part because they are easy to implement
numerically. (Also because the scheme can easily be adjusted to price American options.)
For a nice discussion of alternative numerical implementations, see the article “Nine ways
to implement the binomial method for option valuation in Matlab,” by D.J. Higham, STAM
Review 44, no. 4, 661-677.
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The multi-period binomial model generalizes the single-period binomial model we considered
in Section 2. It has
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Figure 1: States of a non-recombining binomial tree.
e just two securities: a risky asset (a “stock,” paying no dividend) and a riskless asset

(“bond”);

e a series of times 0, 0t, 2dt, ..., Not =T at which trades can occur;



e interest rate r; during time interval ¢ for the bond;
e a binomial tree of possible states for the stock prices.

The last statement means that for each stock price at time jdt, there are two possible values
it can take at time (j + 1)dt (see Figure 1).

The interest rate environment is described by specifying the interest rates r;. We restrict
our attention for now to the case of a constant interest rate: r; = r for all 4.

The stock price dynamics is described by assigning a price s; to each state in the tree.
Strictly speaking we should also assign (subjective) probabilities p; to the branches (the
two branches emerging from a given node should have probabilities summing to 1): see
Figure 2.

52541

s2]

Figure 2: One branch of a binomial tree.

Actually, we will make no use of the subjective probabilities p;; our arguments are based
on arbitrage, so they depend only on the list of possible states not on their probabilities.
However our pricing formula will make use of risk-neutral probabilities q;. These “look like”
subjective probabilities, except that they are determined by the stock prices and the interest
rate.

Our stock prices must be “reasonable” in the sense that the market support no arbitrage.
Motivated by the one-period model, we (correctly) expect this condition to take the form:

e starting from any node, the stock price may do better than or worse than the risk-free
rate during the next period.

In other words, s9; < e”%sj < 89541 for each j.

The tree in Figure 1 is the most general possible. At the nth time step it has 2™ possible
states. That’s a lot of states, especially when n is large. It’s often convenient to let selected
states have the same prices in such a way that the list of distinct prices forms a recombinant
tree. Figure 3 gives an example of a 4-stage recombinant tree, with stock prices marked for
each state: (A recombinant tree has just n + 1 possible states at time step n.)

A special class of recombinant trees is obtained by assuming the stock price goes up or
down by fixed multipliers u or d at each stage: see Figure 4. This last class may seem
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Figure 3: A simple recombinant binomial tree.

terribly special relative to the general binomial tree. But we shall see it is general enough
for many practical purposes — just as a random walk (consisting of many steps, each of fixed
magnitude but different in direction) can approximate Brownian motion. And it has the
advantage of being easy to specify — one has only to give the values of v and d.

It may seem odd that we consider a market with just one stock, when real markets have
many stocks. But our goal is to price contingent claims based on considerations of arbitrage.
If we succeed using just these two instruments (the stock and the riskless bond) then our
conclusions necessarily apply to any larger market containing both instruments.

seofotsfofok ok sk ok sk sk sk sk sk skskofok ok skokok ok

Our goal is to determine the value (at time 0) of a contingent claim. We will consider Amer-
ican options later; for the moment we consider only European ones, i.e. early redemption is
prohibited. The most basic examples are European calls and puts (payoffs: (Sp — K)4 and
(K — St)4 respectively). However our method is much more general. What really matters
is that the payoff of the claim depends entirely on the state of stock process at time T'.

Let’s review what we found in the one-period binomial model. Our multiperiod model
consists of many one-period models, so it is convenient to introduce a flexible labeling
scheme. Writing “now” for what used to be the initial state, and “up, down” for what used
to be the two final states, our risk-neutral valuation formula was

fnow = eimt [qup + (1 - Q)fdown]



Figure 4: A multiplicative recombinant binomial tree.

where 5t
T
€ ""Snow — Sdown

q =
Sup — Sdown

Here we're writing fyow for what we used to call V(f), the (present) value of the contingent
claim worth fup or faown at the next time step if the stock price goes up or down respectively.
This formula was obtained by replicating the payoff with a combination of stock and bond;
the replicating portfolio used
(z) _ f up f down
Sup — Sdown

units of stock, and a bond worth fiuow — @Snow-

The valuation of a contingent claim in the multiperiod setting is an easy consequence of
this formula. We need only “work backward through the tree,” applying the formula again
and again.

Consider, for example, the four-period recombinant tree shown in Figure 3. (This example,
taken straight from Baxter and Rennie, has the nice feature of very simple arithmetic.)
Suppose the interest rate is r = 0, for simplicity. Then ¢ = 1/2 at each node (we chose the
prices to keep this calculation simple). Let’s find the value of a European call with strike
price 100 and maturity 7" = 35t. Working backward through the tree:

e The values at maturity are (Sp — 100)4 = 60, 20, 0, 0 respectively.

e The values one time step earlier are 40, 10, and 0 respectively, each value being
obtained by an application of the one-period formula.

e The values one time step earlier are 25 and 5.
e The value at the initial time is 15.

Easy. But is it right? Yes, because these values can be replicated. However the replication
strategies are more complicated than in the one-period case: the replicating portfolio must
be adjusted at each trading time, taking into account the new stock price.
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Figure 5: Value of the option as a function of stock price state.

Let’s show this in the example. Using our one-period rule, the replicating portfolio starts
with ¢ = (25 —5)/(120 — 80) = .5 units of stock, worth .5 x 100 = 50 dollars, and a bond
worth 15—50 = —35. (Viewed differently: the investment bank that sells the option collects
15 dollars; it should borrow another 35 dollars, and use these 15+35=>50 dollars to buy 1/2
unit of stock.) The claim is that by trading intelligently at each time-step we can adjust
this portfolio so it replicates the payoff of the option no matter what the stock price does.
Here is an example of a possible history, and how we would handle it:

Stock goes up to 120 The new ¢ is (40 — 10)/(140 — 100) = .75, so we need another .25
units of stock. We must buy this at the present price, 120 dollars per unit, and we do
it by borrowing 30 dollars. Thus our debt becomes 65 dollars.

Stock goes up again to 140 The new ¢ is (60 —20)/(160 — 120) = 1, so we buy another
.25 unit at 140 dollars per unit. This costs another 35 dollars, bringing our debt to
100 dollars.

Stock goes down to 120 At maturity we hold one share of stock and a debt of 100. So
our portfolio is worth 120-100 = 20, replicating the option. (Put differently: if the
investment bank that sold the option followed our instructions, it could deliver the
unit of stock, collect the 100, pay off its loan, and have neither a loss nor a gain.)

That wasn’t a miracle. We’ll explain it more formally pretty soon. But here’s a second
example — a different possible history — to convince you:

Stock goes down to 80 The revised ¢ is (10 —0)/(100 —60) = .25. So we should sell 1/4
unit stock, receiving 80/4=20. Our debt is reduced to 15.



Stock goes up to 100 The new ¢ is (20 — 0)/(120 — 80) = .5. So we must buy 1/4 unit
stock, spending 100/4=25. Our debt goes up to 40.

Stock goes down again to 80 We hold 40 dollars worth of stock and we owe 40. Our
position is worth 40-40=0, replicating the option, which is worthless since it’s out
of the money. (Different viewpoint: the investment bank that sold the option can
liquidate its position, selling the stock at market and using the proceeds to pay off
the loan. This results in neither a loss nor a gain.)

Notice that the portfolio changes from one time to the next but the changes are self-
financing — i.e. the total value of the portfolio before and after each trade are the same.
(The investment bank neither receives or spends money except at the initial time, when it
sells the option.)

Our example shows the importance of tracking ¢, the number of units of stock to be held
as you leave a given node. It characterizes the replicating portfolio (the “hedge”). Its value
is known as the Delta of the claim. Thus:

Anow — our ¢ _ fup - fdown.

Sup — Sdown

To understand the meaning A, observe that as you leave node j,
value of claim at a node j = Ajs; + b;

by definition of the replicating portfolio (here b; is the value of the bond holding at that
moment). If the value of the stock changes by an amount ds while the bond holding stays
fixed, then the value of the replicating portfolio changes by Ads. Thus A is a sort of
derivative:

A = rate of change of replicating portfolio value, with respect to change of stock price.

Skoskoskoskoskoskoskoskoskoskosk sk skoskoskoskoskoskoskokosk

Our valuation algorithm is easy to implement. But in the one-period setting we had more
than an algorithm: we also had a formula for the value of the option, as the discounted
expected value using a risk-neutral probability. A similar formula exists in the multiperiod
setting. To see this, it is most convenient to work with a general binomial tree. Consider, for
example, a tree with two time steps. The risk-neutral probabilities ¢;, 1 —g; are determined
by the embedded one-period models. (Remember, the risk-neutral probabilities are charac-
teristic of the market; they don’t depend on the contingent claim under consideration.) In

this case:

_6r6t81—82 _67‘51552_84 _€r6t83—56
Q= @2=———""H @=——".
83 — 82 S5 — 84 87 — 86
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Figure 6: General binomial tree with two time steps.

As we work backward through the tree, we get a formula for the value of the contingent
claim at each node, as a discounted weighted average of its values at maturity. In fact,
writing f(j) for the value of the contingent claim f at node j,

F(3) = e gz f(7) + (1 — g3) f(6)]
and
F(2) = e g f(5) + (1 — g2) f(4)]

SO

f) = e g f(3) + (1—q1)f(2)]
= e qgsf(7) + (1 — g3) £(6) + (1 — q1)a2f(5) + (1 — q1) (1 — q2) £ (4)].

It should be clear now what happens, for a binomial tree with any number of time periods:

initial value of the claim = e~"Vo! Z [probability of the associated path]x[payoff of state],

final states

where the probability of any path is the product of the probabilities of the individual risk-
neutral probabilities along it. (Thus: the different risk-neutral probabilities must be treated
as if they described independent random variables.)

A similar rule applies to recombinant trees, since they are just special binomial trees in
disguise. We must simply be careful to count the paths with proper multiplicities. For
example, consider a two-period model with a recombinant tree and su, = USnow, Sdown =
dsnow. In this case the formula becomes

F(1) = e = ) f(4) +2a(1 — ¢) f(5) + ¢ (6)]



Figure 7: Price states in a multiplicative recombinant tree.

with ¢ = (¢ — d)/(u — d), since there are two distinct paths leading to node 5.

The preceding calculation extends easily to recombinant trees with any number of time
steps. The result is one of the most famous and important results of the theory: an explicit
formula for the value of a European option. This is in a sense the binomial tree version of
the Black-Scholes formula. (To really use it, of course, we’ll need to know how to specify
the parameters u and d; we’ll come to that soon.) Consider an N-step recombinant stock
price model with with syp = USnow, Sdown = dSnow, and sp=initial spot price. Then the
present value of an option with payoff f(Sr) is

_rNétZ l( ) 1—(])N ]f(S()u]dN j)]

with ¢ = (" —d)/(u— d). This holds because there are (J]V ) different ways of accumulating

jups and N —j downs in N time-steps (just as there are (1;[ ) different ways of getting heads
exactly j times out of N coin flips.) Making this specific to European puts and calls: a call
with strike price K has present value

,TN&Z [( ) 1 _q) (SDUJdN 7 _ K)+1 :

a put with strike price K has present value

_rN6tZ l( ) (11— (K - Soude_j)Jr] :



Derivative Securities — Section 4 — Fall 2004
Notes by Robert V. Kohn, Courant Institute of Mathematical Sciences.

Lognormal price dynamics and passage to the continuum limit. After a brief
recap of our pricing formula, this section introduces the lognormal model of stock price
dynamics, and explains how it can be approximated using binomial trees. Then we
use these binomial trees to price contingent claims. The Black-Scholes analysis is
obtained in the limit 0t — 0. As usual, Baxter-Rennie captures the central ideas
concisely yet completely (Section 2.4) while Jarrow—Turnbull has a more liesurely
treatment (Chapter 4, supplemented by Section 5.5). Hull has a lot of information
about the lognormal model scattered through Chapters 10 and 11.
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Recap of the multiperiod option pricing formula. Recall what we achieved
at the end of the last section: if the risk-free rate is constant and the risky asset
price evolution is described by a multiplicative binomial tree with s,, = uSyow and
Sdown = dSnow then the value at time 0 of a contingent claim with maturity 7" = Nt
and payoff f(sr) is

V(f)=e"" Erxl[f(sr)]

where Ern[f(s7)] is the expected final payoff, computed with respect to the risk-
neutral probability:

N

Ern[f(s7)] = (7) ¢ (1 —q)" f(so?dV ),

Jj=0

with ¢ = (€" — d)/(u — d). Let’s check this assertion for consistency and gain some
intuition by making a few observations:

What if the contingent claim pays the stock price itself? This is the case
f(st) = sp. Tt is replicated by the portfolio consisting of one unit of stock (no bond,
no trading). So the present value should be sg, the price of the stock now. Let’s
verify that this is the same result we get by “working backward through the tree.”
It’s enough to show that if f(s) = s for every possible price s at a given time then
the same relation holds at the time just before. To see this, let “now” refer to any
possible stock price at the time just before. We are assuming f(su,) = Sup and
f(Sdown) = Sdown and we want to show f(Spow) = Snow- By definition,

J(Snow) = e_r&[qsup + (1 — q)Sdown)

with ¢ = & Snow —Sdown Simple algebra confirms the expected result f(Spow) = Snow-

Sup —Sdown



There is of course an equivalent calculation involving risk-neutral expectation. The
formula for ¢ in a multiplicative tree gives

qu+ (1 —q)d = ™

and taking the Nth power gives
N
(Mot o
j=o \J

Multiplying both sides by sq gives
e " Egn[s7] = s0
as desired.

What if the contingent claim is a forward contract with strike price K7 Un-
der our standing constant-interest-rate hypothesis we know the present value should
be 5o — e "7 K if the maturity is T = Ndt. Let’s verify that any binomial tree gives
the same result. The payoff is f(sy) = sy — K. Our formula

e " Erx[f(s7)]

is linear in the payoff. Also Ern[K] = K, i.e. the total risk-neutral probability is 1;
this can be seen from the fact that (¢ + [1 —¢])" = 1. Thus our formula for the value
of a forward is

6_TTERN[ST — K] = B_TTERN[ST] — G_TTERN [K] = Sy — S_TTK
as expected.

What if the contingent claim is a European call with strike price K > 5,7
We expect such a call to be worthless, or nearly so. This is captured by the model,
since only a few exceptional paths (involving an exceptional number of “ups”) will
result in a postive payoff.

What if the contingent claim is a European call with strike price K < 5437
We expect such a call to be worth about the same as a forward with strike price
K. This too is captured by the model, since only a few exceptional paths (involving
an exceptional number of “downs”) will result in a payoff different from that of the
forward.

Analogous observations hold for European puts.

Skookoskokok skokokoskoskokok skokokskokok



Lognormal stock price dynamics. Our simple model of a risk-free asset has a
constant interest rate. A bond worth ¢, dollars at time 0 is worth ¥ (t) = e
dollars at time ¢. The quantity that’s constant is not the growth rate ¢ but rather

dt
the interest rate r = i‘é—qf = %.

Our stock is risky, i.e. its evolution is unknown and appears to be random. We
can still describe its dynamics in terms of an equivalent interest rate for each time
period. Breaking time up into intervals of length dt, the equivalent interest rate for
Jot <t < (j+1)6t is r; if s((j + 1)6t) = €% s(jdt), i.e.

log s((j + 1)6t) — log s(jot)

ry =
ot

Standard terminology: r; is the return of the stock over the relative time interval.

Note that to calculate the stock price change over a longer interval you just add the
exponents:

s(kdt) = eriottrindtttndt g(i5) - for j < k.

Beware of the following linguistic fine point: some people would say that r; is the
“rate of return” over the jth period, and the actual “return” over that period is e’7%¢.
But “rate of return” is a mouthful, so I prefer to use the word “return” for r; itself.

Since the stock price is random so is each 7;. The lognormal model of stock price
dynamics specifies their statistics:

e The random variables r;0t are independent, identically distributed, Gaussian
random variables with mean udt and variance o26t, for some constants p and
.

The constant p is called the expected return (though actually, the expected return
over a time interval of length o0t is udt). The constant o is called the “volatility of
return,” or more briefly just volatility. These constants are assumed to be the same
regardless of the length of the interval §t. Thus we really mean the following slightly
stronger statement:

e For any time interval (t1,15), log s(t2) — log s(1) is a Gaussian random variable
with mean p(ty — t1) and variance o?(ty — t;).

e The Gaussian random variables associated with disjoint time intervals are in-
dependent.

In particular (for those who know what this means) log s(t) executes a Brownian
motion with drift. Strictly speaking ¢ has units of 1/+/time, however it is common
to call o the “volatility per year”.

Why should we believe this hypothesis about stock prices? Perhaps it would be
more credible to suppose that the daily (or hourly or minute-by-minute) return is

3



determined by a random event (arrival of news, perhaps) which we can model by
flipping a coin. The lognormal model is the limit of such dynamics, as the time-
frequency of the coin-flips tends to zero. We’ll discuss this in detail presently.

Different type of justification: compare the hypothesis to data. It does reasonably
well, though not perfectly. See Hull for a discussion. Another recent survey: J. Case,
“The modeling and analysis of financial time series”, Amer. Math. Monthly 105 (May
1998) 401-411.

The lognormal hypothesis will lead us to a formula for the present value of a derivative
security — but it’s important to remember that the formula is no better than the stock
price model it’s based on. The formula doesn’t agree perfectly with what one finds
in the marketplace; the main reason is probably that the lognormal model isn’t a
perfect model of real stock prices. Much work has been done on improving it — for
example by letting the volatility itself be random rather than constant in time.

SHookook skokook sk oskok skokokoskokokokokokokskok

Lognormal dynamics and the limit of multiperiod binomial trees. We claim
that lognormal dynamics can be approximated by dividing time into many intervals,
and flipping a coin to determine the return for each interval.

The coin can be fair or biased; to keep things as simple as possible let’s concentrate
on the fair case first. To simulate a lognormal process with expected return p and
volatility o the return should be

pdt + ov/6t - if heads (probability 1/2)
pdt — /ot if tails (probability 1/2).
In other words, given dt we wish to consider the recombinant binomial tree with with

=g euét-‘rtf\/ﬁ uét—a\/ﬁ
up — °now )

S Sdown = Snow€

and with each branch assigned (subjective) probability 1/2.

Consider any time t. What is the probability distribution of stock prices at time t7
Let’s assume for simplicity that ¢ is a multiple of dt, specifically ¢ = ndt. If in arriving
at this time you got heads j times and tails n — j times, then the stock price is

s(0) exp [nu&t + joVot — (n — j)a\/&} = s(0) exp {,ut + (25 — n)ox/&} :

We should be able to understand the probability distribution (asymptotically as §t —
0), since we surely understand the results of flipping a coin many times. Briefly: if

4



you make a histogram of the proportion of heads, it will resemble (as n — o0) a
Gaussian distribution centered at 1/2. We’ll get the variance straight in a minute.
(What we're really using here is the central limit theorem.)

To proceed more quantitatively it’s helpful to use the notation of probability.
Recognizing that j is a random variable, let’s change notation to make it look like
one by calling it X,,:

X,, = number of times you get heads in n flips of a fair coin.

Since X, is the sum of n independent random variables (one for each coin-flip), each
taking values 0 and 1 with probability 1/2, one easily sees that

Expected value of X,, =n/2, Variance of X,, = n/4.

Thus our histogram, which was the distribution function of %Xn, tended to a Gaussian

with mean % and variance ﬁ. It’s easy to see from this that

2X,—n
vn

tends to a Gaussian with mean value 0 and variance 1. Since V6t = v/t/\/n our
formula for the final stock price can be expressed as

s(t) = s(0) exp [,ut + oﬂm\/ﬁ_n] :

Thus asymptotically, as 6t — 0 and n — oo with ¢ = ndt held fixed,
s(t) = s(0) exp {,ut + O'\/EZ}

where Z is a random variable with mean 0 and variance 1. In particular log s(¢) —
log 5(0) is a Gaussian random variable with mean ut and variance o%t, as expected.

Our assertion of lognormal dynamics said a little more: that log s(t2) — log s(t1) was
Gaussian with mean ju(ty —t;) and variance o2(t, —t1) for all t; < t,. The justification
is the same as what we did above — it wasn’t really important that we started at 0.

Notice that our calculation used only the mean and variance of X,,, since it was
based on the Central Limit Theorem. Our particular way of choosing the tree — with
Sup = Sy HOETOVE eHdt=oVot and with each choice having probability
1/2, was not the only one possible. A more general approach would take s,, =
Snowt With probability p, Sqown = Snowd With probability 1 — p, and choose the three
parameters u, d, p to satisfy two constraints associated with the mean and variance.
Evidently one degree of freedom remains. Thus once p is fixed the other parameters
are determined.

y Sdown = Snow
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Implication for pricing options. We attached subjective probabilities (always
equal to 1/2) to our binomial tree because we wanted to recognize lognormal dynamics
as the limit of a coin-flipping process. Now let us consider one of those binomial trees
— for some specific 6t near 0 — and use it to price options.

The structure of the tree remains relevant (particularly the factors u and d deter-
mining Suyp = USpow aNd Sdown = dSnow-) The subjective probabilities (1/2 for every
branch) are irrelevant because our pricing is based on arbitrage. But we know a
formula for the price of the option with payoft f(s(T)) at time maturity 7T

V(f)=e"" Exx[f(sT)]

where Fry denotes the expected value relative to the risk-neutral probability. And
using the risk-neutral probability instead of the subjective probability just means our
coin is no longer fair. Instead it is biased, with probability of heads (stock goes up)
q and probability of tails (stock goes down) 1 — ¢, where

erét —d erét _ elu,étfo\/ﬁ

u—d euét-‘rtﬂ/ﬁ _ e,uét—ax/g‘

One verifies (using the Taylor expansion of e” near x = 0) that this is close to 1/2
when 0t is small, and in fact

1 —r+50°
9= (1 — \/Ew> + terms of order dt.
o

Our task is now clear. All we have to do is find the distribution of final values s(7")
when one uses the g-biased coin, then take the expected value of f(s(T")) with respect
to this distribution. We can use a lot of what we did above: writing X,, for the
number of heads as before, we still have

s(t) = s(0) exp [ut + Oﬂm\/ﬁ_n] .

But now X, is the sum of n independent random variables with mean ¢ and variance
q(1 — q), so X,, has mean ng and variance ng(1 — q). So

2X,—n
vn

mean of

(2¢ —1)v/n
i <u—7’+;02>

g

Q



and
) 2X, —n
variance of ———— ~ 1.
vn
The central limit theorem tells us the limiting distribution is Gaussian, and the pre-
ceding calculation tells us its mean and variance. In summary: as 6t — 0, when using

the biased coin associated with the risk-neutral probabilities,
s(t) = s(0) exp {,ut + 0\/1_52’}

r—u—%aQ

where Z' is a Gaussian random variable with mean /¢ ( ) and variance 1.

PP
Equivalently, writing Z' = Z + /t ( MU2 >a

s(t) = s(0) exp {(7’ — 1ot + a\/EZ}

where Z is Gaussian with mean 0 and variance 1. Notice that the statistical distri-
bution of s(¢) depends on o and r but not on pu (we’ll return to this point soon).

The value of the option is the e™"7 times the expected value of the payoff relative
to this probability distribution. Using the distribution function of the Gaussian to
evaluate the expected value, we get:

V(f)=e"TE[f(s06™)]

where X is a Gaussian random variable with mean (r — $0%)T and variance o°T', or
equivalently

V(f)=e"" /_O:O f(soew)a\/;T_T exp [—(x —lr— 02/2]T>21 dzx.

This (when specialized to puts and calls) is the famous Black-Scholes relation.

We'll talk later about evaluating the integral. For now let’s be satisfied with working
backward through the binomial tree obtained with a specific (small) value of dt.
Reviewing what we found above: given a lognormal stock process with return u
and volatility o, and given a choice of dt, the tree should be constructed so that
Sup = USnow, Sdown = ASnow With

u = e,u(StJra\/ﬁ d = e,u&tfa\/&'
These determine the risk-neutral probability ¢ by the formula given above. Working
backward through the tree is equivalent to finding the discounted expected value of

f(s(T)) relative to the risk-neutral probability.
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Let us return to the observation, made above, that the statistics of s(t) relative to the
risk-neutral probability depend on o (volatility of the stock) and r (risk-free return)
but not on p. It follows that for pricing derivative securities the value of p isn’t really
needed. More precisely: in the limit 6t — 0 the lognormal stock models with different
w's but the same o all assign the same values to options. So we may choose p any
way we please — there’s no reason to require that it match the actual expected return
of the stock under consideration. The two most common choices are

1. choose p to be the expected return of the stock nevertheless; or

2. choose p so that p—r + %02 =0,ie p=1r— %(72.

The latter choice has the advantage that it puts ¢ even closer to 1/2. This is the
selection favored by Jarrow—Turnbull and many other authors.

It may seem strange that the value of an option doesn’t depend on p. Heuristic
argument why this should be so: we are using arbitrage considerations, so it doesn’t
matter whether the stock tends to go up or down, which is (mainly) what u tells us.

Here’s a more limited but less heuristic argument why the option pricing formula
should not depend on u. We start from the observation that in the special case
f(s) = s, i.e. if the payoff is just the value-at-maturity of the stock, then the value of
the option at time 0 must be s5. We discussed this at length at the beginning of this
section. Of course it should be valid also in the continuous-time limit. (The payoff
f(s7) = st is replicated by a very simple trading strategy — namely hold one unit of
stock and never trade — whether time is continuous or discrete.) Now consider the
analysis we just completed, passing to the continuum limit via binomial trees. It tells
us that when f(s) = s, the value of the option is

e TE [soeX}

where X is Gaussian with mean 1T — %O’QT and variance ¢?T. The two calculations
are consistent only if for such X

e "TE {ex] =1.

Are the two calculations consistent? The answer is yes. Moreover, if you accept the
existence of a pricing formula V(f) = e TE [ f(spe* )}, with X a Gaussian random

variable with variance 0T, then this consistency test forces the mean of X to be
rl — %O‘ZT.

It remains to justify our assertion of consistency. This follows easily from the following
fact:



Lemma: If X is a Gaussian random variable with mean m and standard deviation
s then

Proof: We start from the formula

E [BX] = L /OO e””eJI;sZL)2 dux.
sV 2w J—o

Complete the square:

(z —m)? 1 2_(x—[m—|—52])2
252 2 252 '

Therefore the expected value of X is

15 1 S —|r — 2)12
b 7/ exp [z — (m + 5°)] .
sV 2w J—oo 252

Making the change of variable u = (z — [m + s%])/s this becomes

1.,

1. 1 oo 1
em+25 / e U /2 du = 6m+25
V2T J—o0

as desired.



Derivative Securities — Section 5 — Fall 2004
Notes by Robert V. Kohn, Courant Institute of Mathematical Sciences.

The Black-Scholes formula and its applications. This Section deduces the Black-
Scholes formula for a European call or put, as a consequence of risk-neutral valuation in the
continuous time limit. Then we discuss the Delta, Gamma, Vega, and Rho of a portfolio,
and their significance for hedging. Our treatment is closest to Jarrow and Turnbull, however
Hull’s treatment of this material is also excellent. Hedging is a very important topic, and
these notes don’t do justice to it; see e.g. chapter 14 of Hull’s 5th edition for further, more
practical discussion. We assume throughout these notes that the underlying asset pays no
dividend and has no carrying cost. (We’ll remove these assumptions later in the semester.
Briefly: if the underlying asset pays a continuous dividend, e.g. if it is the value of a broad
stock index, or a foreign exchange rate, the continuous-time “risk neutral process” is like
what we found in the no-dividend case but with r replaced by r — ¢ where ¢ is the dividend
rate.)

koo sk ok >kok sk sk ok ok sk sk kokosk sk >k

The Black-Scholes formula for a European call or put. The upshot of Section 4 is
this: the value at time t of a European option with payoff f(sr) is

V(f) = e " T Epx[f(sT)].

Here Ern[f(s7)] is the expected value of the price at maturity with respect to a special
probability distribution — the risk-neutral one. This distribution is determined by the
property that

ST = St exp {(r — 1T —t) +oVT - tZ}

where s; is the spot price at time ¢t and Z is Gaussian with mean 0 and variance 1. Equiv-
alently: log[sr/s;] is Gaussian with mean (r — $02)(T — t) and variance o(T — t).

This formula can be evaluated for any payoff f by numerical integration. But for special
payoffs — including the put and the call — we can get explicit expressions in terms of the
“cumulative distribution function”

N(z —u*/2 gy,

1 T
)= =] e

21 J—co
(N (z) is the probability that a Gaussian random variable with mean 0 and variance 1 has
value < z.) The explicit formulas have advantages over numerical integration: besides being
easy to evaluate, they permit us to see quite directly how the value and the hedge portfolio
depend on strike price, spot price, risk-free rate, and volatility.

It’s sufficient, of course, to consider t = 0. Let

c[so,T; K] = value at time 0 of a European call with strike K
and maturity 7', if the spot price is sg;
plso, T; K] = value at time 0 of a European put with strike K

and maturity 7', if the spot price is sg.



The explicit formulas are:

clso, T; K] = soN(di) — Ke "' N(dy)
plso, T; K] = Ke "TN(—dy) — soN(—dy)
in which
b= - \f [log(s0/K) + (r + $0*)T]
dy = O’\F [log(so/K) (r —%02)T} =d; —oVT.

To derive these formulas we use the following result. (The calculation at the end of Section
4 was a special case.)

Lemma: Suppose X is Gaussian with mean p and variance o2. Then for any real numbers
a and k,

1
E [eaX restricted to X > k] = ea“+§a202]\7(d)

with d = (=k + p + ao?)/o.
Proof: The left hand side is defined by

FE [ restricted to X > k‘ 202

\/T T exp [_(:C_M)Q] dx.

Complete the square:

(z—p)® | 2 o [r— (p+tac?)]
ax—T—au—i— 5a°0 952 .

Thus

15 o x—(u—i—aUQ)]Q
aX _ aptsa‘o
E[e |X2k:]_eﬂ2 'a\/ﬂ/ ep[ 52 dzx.

If we set u = [z — (u+ ac?)]/o and k = [k — (p + ac?)] /o this becomes

2

1 00 1
cartgato’ e gy = etz [1— N(k)]

=

_ g
where d = —k = (=k + 1 + ao?)/o.
We apply this to the European call. Our task is to evaluate

o [ 1 —(z = [r —o?/2]T)?
rT T _
‘ LM(SOQ K ot o l 202T da-




The integrand is nonzero when spe® > K, i.e. when x > log(K/sp). Applying the Lemma
with a = 1 and k = log(K/sp) we get

_ oo 1 —(z — [r — 0?/2|T)?
rT T
e Spe€ e dx = soN(dy);
/k 0 oo T Xp[ 22T 0 ( 1)

applying the Lemma again with a = 0 we get

_ o0 1 —(z — [r —0?/2|T)? _

rT rT

e K ex dr = Ke ™ N(do);
/k ovorT ¥ [ 20°T (d2)

combining these results gives the formula for ¢[sg, T'; K].

The formula for the value of a FEuropean put can be obtained similarly. Or — easier — we
can derive it from the formula for a call, using put-call parity:

plso, T: K] = ¢[so, T; K]+ Ke "™ — s
= Ke "1 — N(dy)] — so[l — N(dy)]
Ke "I N(—dy) — soN(—dy).

For options with maturity 7" and strike price K, the value at any time ¢ is naturally c[s;, T —
t; K] for a call, p[s;, T — t; K] for a put.
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Hedging. We know how to hedge in the discrete-time, multiperiod binomial tree setting:
the payoff is replicated by a portfolio consisting of A = A(0, sg) units of stock and a (long
or short) bond, chosen to have the same value as the derivative claim. At time 6t the stock
price changes to ss; and the value of the hedge portfolio changes by A(ss — sg). The new
value of the hedge portfolio is also the new value of the option, so

change in value of option from time 0 to Jt

A(0,s9) = - - .
(0, 50) change in value of stock from time 0 to &t

The replication strategy requires a self-financing trade at every time step, adjusting the

amount of stock in the portfolio to match the new value of A.

In the real world prices are not confined to a binomial tree, and there are no well-defined
time steps. We cannot trade continuously. So while we can pass to the continuous time limit
for the value of the option, we must still trade at discrete times in our attempts to replicate
it. Suppose, for simplicity, we trade at equally spaced times with interval ét. What to use
for the initial hedge ratio A7 Not being clairvoyant we don’t know the value of the stock at



time Jt, so we can’t use the formula given above. Instead we should use its continuous-time
limit:
d(value of option)

A(0, s0) = d(value of stock)

There’s a subtle point here: if the stock price changes continuously in time, but we only
rebalance at discretely chosen times jdot, then we cannot expect to replicate the option
perfectly using self-financing trades. Put differently: if we maintain the principle that
the value of the hedge portfolio is equal to that of the option at each time jdt, then our
trades will no longer be self-financing. We will address this point soon, after developing
the continuous-time Black-Scholes theory. We’ll show then that (if transaction costs are
ignored) the expected cost of replication tends to 0 as 6t — 0. (In practice transaction
costs are not negligible; deciding when, really, to rebalance, taking into account transaction
costs, is an important and interesting problem — but one beyond the scope of this course.)

For the European put and call we can easily get formulas for A by differentiating our
expressions for ¢ and p: at time T from maturity the hedge ratio should be

0
A= 87500[80711; K] = N(dl)

for the call, and

0
A=— T;K]=—-N(—d
850p[807 ) ] ( 1)
for the put. The “hard way” to see this is an application of chain rule: for example, in the
case of the call,

0 ody _ 0ds
—c=N(d N'(d)) = — Ke "' N'(dy) ==
B5gC (d1) + 0N (d1) - e (d2)
But dy = di — ov/T, so ddy/ds = ddg/ds; also N'(z) = \/%—Wexp[—m2/2]. It follows with
some calculation that 94 5d
/ ver —rT a1/ iz _
SoN (dl) Ds Ke N (dg) Js 0,

so finally dc/dsyp = N(d;) as asserted. There is however an easier way: differentiate the
original formula expressing the value as a discounted risk-neutral expectation. Passing the
derivative under the integral, for a call with strike K:

9 1 [ 1 —(z — [r — 0®/2]T)?
A — ’!’T/ T K
b5 )50 VT O [ 2027 de

L [ e 10,1 exp[—@—[“az/?]T)Q] .

0sg oV 2T 202T

—r [7 1 —(z — [r — 0?/2]T)?

rT xT

= d
‘ /log(K/so) C oV Y l 20°T g

= N(dy).
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Since we have explicit formulas for the value of a put or call, we can differentiate them to
learn the dependence on the underlying parameters. Some of these derivatives have names:

Definition Call Put
Delta = 2= N(d1) >0 —N(—d;) <0
2
Gamma = 88753 Sogﬁ exp(—d3/2) >0 Sogﬁ exp(—d3/2) > 0
_ 0 800 2 - —rT ___sp0 2 —rT AT(__ >

Theta = §; AT exp(—di/2) —rKe " N(dy) <0 AT exp(—di/2) +rKe " N(—dz2) Z 0
Vega = 2 VL exp(—d3 /2) > 0 0L exp(—d3 /2) > 0

ega = 5 s exp(—dy 5 exp(—di
Rho = 2 TKe ™" N(dy) > 0 ~TKe " N(—ds) < 0.

These formulas apply at time ¢ = 0; the formulas applicable at any time ¢ are similar, with T’
replaced by T —t. These are obviously useful for understanding how the value of the option
changes with time, volatility, etc. But more: they are useful for designing improved hedges.
For example, suppose a bank sells two types of options on the same underlying asset, with
different strike prices and maturities. As usual the bank wants to limit its exposure to
changes in the stock price; but suppose in addition it wants to limit its exposure to changes
(or errors in specification of) volatility. Let ¢ = 1,2 refer to the two types of options, and
let n1,ne be the quantities held of each. (These are negative if the bank sold the options.)
The bank naturally also invests in the underlying stock and in risk-free bonds; let ns; and
ny be the quantities held of each. Then the value of the bank’s initial portfolio is

Viotal = n1 Vi + naVa + ngso + ny,.

We already know how the stock and bond holdings should be chosen if the bank plans to
replicate (dynamically) the options: they should satisfy

V;:otal =0

and
A1 + noAg +ng = 0.

Notice that the latter relation says 0Viota1/0so = 0: the value of the bank’s holdings are
insensitive (to first order) to changes in the stock price.

If we were dealing in just one option there would be no further freedom: we would have
two homogeneous equations in three variables ni,ng, ny, restricting their values to a line
— so that ny determines ngs and ny. That’s the situation we're familiar with. But if we'’re
dealing in two (independent) options then we have the freedom to impose one additional
linear equation. For example we can ask that the portfolio be insensitive (to first order) to
changes in ¢ by imposing the additional condition

n1Vega; + naVegay = 0.



Thus: by selling the two types of assets in the proper proportions the bank can reduce its
exposure to change or misspecification of volatility.

If the bank sells three types of options then we have room for yet another condition — e.g. we
could impose first-order insensitivity to changes in the risk-free rate . And so on. It is not
actually necessary that the bank use the underlying stock as one of its assets. Each option
is equivalent to a portfolio consisting of stock and risk-free bond; so a portfolio consisting
entirely of options and a bond position will function as a hedge portfolio so long as its total
A is equal to 0.

Replication requires dynamic rebalancing. The bank must change its holdings at each time
increment to set the new A to 0. In the familiar, one-option setting this was done by
adjusting the stock and bond holdings, keeping the option holding fixed. In the present,
two-option setting, maintaining the additional condition Vega,,.,; = 0 will require the ratio
between n; and ns to be dynamically updated as well, i.e. the bank will have to sell or buy
additional options as time proceeds.



Derivative Securities — Section 6 — Fall 2004
Notes by Robert V. Kohn, Courant Institute of Mathematical Sciences.

Stochastic differential equations and the Black-Scholes PDE. We derived the Black-
Scholes formula by using no-arbitrage-based (risk-neutral) valuation in a discrete-time, bino-
mial tree setting, then passing to a continuum limit. We started that way because binomial
trees are very explicit and transparent. However the power of the discrete framework as
a conceptual tool is rather limited. Therefore we now begin developing the more powerful
continuous-time framework, via the Ito calculus and the Black-Scholes differential equation.
This material is discussed in many places. Baxter & Rennie emphasize risk-neutral expecta-
tion, avoiding almost completely the discussion of PDE’s. The “student guide” by Wilmott,
Howison, & Dewynne takes almost the opposite approach: it emphasizes PDE’s, avoiding
almost completely the discussion of risk-neutral expectation. Neftci’s book provides a good
introduction to Brownian motion, the Ito calculus, stochastic differential equations, and
their relation to option pricing, at a level that should be accessible to students in this class.
(Students taking Stochastic Calculus will learn this material and much more over the course
of the semester.) A brief survey of stochastic calculus (similar in spirit to what’s here, but
with more detail and more examples) can be found at the top of my Spring 2003 PDE for
Finance course notes (on my web page).
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Why work in continuous time?. Our discrete-time approach has the advantage of being
very clear and explicit. However there is a different approach, based on Taylor expansion,
the Ito calculus, and the “Black-Scholes differential equation.” It has its own advantages:

e Passing to the continuous time limit is clearly legitimate for describing the stock price
process. But is it legitimate for describing the value of the option, as determined by
arbitrage? This is less clear, since a continuous-time hedging strategy is unattainable
in practice. In what sense can we “approximately replicate” the option by trading
at discrete times? The Black-Scholes differential equation will help us answer these
questions.

e The differential equation approach gives fresh insight and computational flexibility.
Imagine trying to understand the implications of compound interest without using
the differential equation df /dt = rf! (Especially: imagine how stuck you’d be if r
depended on f.)

e Differential-equation-based methods lead to efficient computational schemes (and even
explicit solution formulas in some cases) not only for European options, but also for
more complicated instruments such as barrier options.

Brownian motion. Recall our discussion of the lognormal hypothesis for stock price
dynamics. It says that log[s(t2)/s(t1)] is a Gaussian random variable with mean p(ta — 1)
and variance o2(t2 — t1), and disjoint intervals give rise to independent random variables.



A time-dependent random variable is called a stochastic process. The lognormal hypothesis
is related to Brownian motion z(t), also known as the Wiener process, which satisfies:

(a) x(t2) — z(t1) is a Gaussian random variable with mean value 0 and variance to — t1;
(b) distinct intervals give rise to independent random variables;
(c) z(0) =0.

It can be proved that these properties determine a unique stochastic process, i.e. they
uniquely determine the probability distribution of any expression involving z(t1), z(t2),
..., z(tn). Also: for almost any realization, the function ¢ — xz(t) is continuous but not
differentiable. The process x(t) can be viewed as a limit of suitably scaled random walks
(we showed this in Section 4). Another important fact: writing x(t2) — (1) = Az and
ty —t; = At,

B ||Axf] = Cj|atf?, j=1,2,3,....

Our lognormal hypothesis can be reformulated as the statement that

s(t) = s(0) explut + ox(t)].

Stochastic differential equations and Ito’s lemma. Let’s first review ordinary differ-
ential equations. Consider the ODE dy/dt = f(y,t) with initial condition y(0) = yo. It is a
convenient mnemonic to write the equation in the form

dy = f(y,t)dt.

This reminds us that the solution is well approximated by its (explicit) finite difference
approximation y([j + 1]dt) — y(jot) = f(y(jdt), jot)dt, which we sometimes write more
schematically as

Ay = f(y,t)At.

An extremely useful aspect of ODE’s is the ability to use chain rule. From the ODE for y(¢)
we can easily deduce a new ODE satisfied by any function of y(¢). For example, z(t) = e¥(*)
satisfies dz/dt = e¥dy/dt = zf(log z,t). In general z = A(y(t)) satisfies dz/dt = A'(y)dy/dt.

The mnemonic for this is JA JA
dA(y) = —dy = — t)dt.
(y) Y0 f(y,1)

It reminds us of the proof, which boils down to the fact that (by Taylor expansion)
AA = A'(y)Ay + error of order |Ayl2.

In the limit as the timestep tends to 0 we can ignore the error term, because |Ay|? < C|At|?
and the sum of 1/At such terms is small, of order |At|.

OK, now stochastic differential equations. We consider only the simplest class of stochastic
differential equations, namely

dy = g(y,t)dz + f(y,t)dt, y(0) = yo,



where z(t) is Brownian motion. The solution is a stochastic process, the limit of the
processes obtained by the (explicit) finite difference scheme

y(lj +1]6t) —y(jot) = g(y(56t), ) (([j + 1]6t) — z(jot)) + f(y(jot), jot)ot,
which we usually write more schematically as
Ay = g(y,t) Az + f(y,t)At.

Put differently (this is how the rigorous theory begins): we can understand the stochastic
differential equation by rewriting it in integral form:

)=o)+ [ 5rydr+ [ gy, e

where the first integral is a standard Riemann integral, and the second one is a stochastic
integral:

t/
| o) yda(r) = lim S gy(r). m)la(rin) — a(n)]
wheret =19 < ... <7n§ =t
It’s easy to see that when p and o are constant, y(t) = ut + ox(t) solves
dy = odz + pdt.

The analogue of the chain rule calculation done above for ODE’s is known as Ito’s lemma.
It says that if dy = gdx + fdt then z = A(y) satisfies the stochastic differential equation

dz = A'(y)dy + A" (y)g?dt = A'(y)gda + |A'(y) f + 34" (y)g?] dt.
Here is a heuristic justification: carrying the Taylor expansion of A(y) to second order gives

AA = A(y)Ay+ LA"(y)(Ay)? + error of order |Ay[?
= A(y)(gAz + fAt) + L A" (y)g*(Az)? + errors of order |Ay[® + |Axz||At| + |At[%

One can show that the error terms are negligible in the limit At — 0. For example, the
sum of 1/At terms of order |Az||At| has expected value of order v/ At. Thus

AA~ A(y)(gAz + fAL) + A" (y)g* (Ax)?.

Now comes the subtle part of Ito’s Lemma: the assertion that we we can replace (Az)? in
the preceding expression by At. This is sometimes mistakenly justified by saying “(Ax)?
behaves deterministically as At — 0”7 — which is certainly not true; in fact (Ax)? = u?At
where v is a Gaussian random variable with mean value 0 and variance 1.

So why can we substitute At for (Az)2? This can be thought of as an extension of the
law of large numbers. When we solve a difference equation (to approximate a differential



equation) we must add the terms corresponding to different time intervals. So we’re really
interested in sums of the form

N

> A"(y(t5))g” () (Ax)]

=1

with (Az); = z(tj+1) — z(t;) and N = T/At. If A” and g® were constant then, since the
(Az); are independent, Zé\f:l(Aaj)? = N 1 u2At would have mean value NAt = T and
variance of order N(At)? = TAt. Thus the sum would have standard deviation vT'At, i.e.
it is asymptotically deterministic. The rigorous argument is different, of course, since in
truth A”(y)g? is not constant; but the essential idea is similar.

The version of Ito’s Lemma stated and justified above is not the most general one — though
it has all the main ideas. Similar logic applies, for example, if A is a function of both y and
t. Then z = A(y,t) satisfies

0A 0A 0A 0?A
—gdx + 3y —f+ =+

DA . 9A . %A 19?4
ot ' 29y2Y

dz = —dy+ —-dt + % gldt =

2
YT a2 oy dt.

Let’s apply Ito’s lemma to find the stochastic differential equation for the stock price process
s(t). The lognormal hypothesis says s = €Y where dy = odx + pdt. Therefore ds =
e¥(odx + pdt) + jeYo?dt, ie.

1
~ds = odz + (u+ 0°)dt.
S

(Warning: our conventions are those of Jarrow—Turnbull; however many books, including
Wilmott-Howison-Dewynne and Hull, use a different notational convention. They assume
that the price process solves the stochastic differential equation lds = Ud:n + pdt. That’s
OK — but then the quantity we’ve been calling the mean return is p — 70 rather than p.)

The Black-Scholes partial differential equation. Consider a European option with
payoff f(s7) at maturity . We have a formula for its value at time ¢, from Section 4:

t / (sie”) exp [—(x—[r—%oﬂ(T—t)Z
0'\/27'(' —t) ! 202(T — t)

Notice that the value is a function of the present time ¢ and the present stock price sy, i.e.
it can be expressed in the form:

r(T—

value at time t = e~ dzx.

value at time t = V (s, t).

for a suitable function V' (s, t) defined for s > 0 and ¢ < T'. It’s obvious from the interpre-
tation of V' that
V(s,T) = f(s).

The Black-Scholes differential equation says that

OV 1 220V OV
8t+2 62 +r sa—TV—O



It offers an alternative procedure for evaluating the value of the option, by solving the PDE
“backwards in time” numerically, using ¢ = T" as the initial time.

Recall that in the setting of binomial trees we had two ways of evaluating the value of
an option: one by expressing it as a weighted sum over all paths; the other by working
backward through the tree. Evaluating the integral formula is the continuous-time analogue
of summing over all paths. Solving the Black-Scholes PDE is the continuous-time analogue
of working backward through the tree. Recall also that working backward through the tree
was a little more flexible — for example it didn’t require that the interest rate be constant.
Similarly, the Black-Scholes equation can easily be solved numerically even when the interest
rate and volatility are (deterministic) functions of time.

Where does the equation come from? We'll give two (related, but different) justifications,
both based on Ito’s formula. Examining these derivations you’ll be able to see how the
Black-Scholes PDE generalizes to more complicated market models (for example when the
volatility and drift depend on stock price). However for simplicity we’ll present the argu-
ments in the usual constant-volatility, constant-drift setting

ds = osdz + (u+ S0%)sdt
and we’ll continue to assume that the interest rate is constant.

DERIVATION BY CONSIDERING A HEDGING STRATEGY. Remember that when hedging in
the discrete-time setting, we rebalance the portfolio so that it contains ¢ units of stock and
the rest a risk-free bond, then we let the stock price jump to the new value. (I write ¢
not A to avoid confusion, because we have been using A for increments.) The analogous
procedure in the continuous-time setting is to rebalance at successive at time intervals of
length 6t, then pass to the limit §¢ — 0. Suppose that after rebalancing at time jdt the
portfolio contains ¢ = ¢(s(jdt), j6t) units of stock. Consider the value of the option less
the value of the stock during the next time interval:

II=V — ¢s.
Its increment dIT = II([j + 1]6t) — II(jdt) is approximately

ov ov 0%V 5,
%dS—F Edt_‘_ 5@0’ s°dt — d)dS

_ (9 A 12 oV 1PV 4,
= <8s >asda:+<as ¢)(M+20)Sdt+(8t+285208 dt.

AV — éds

Note that we do not differentiate ¢ because it is being held fixed during this time interval.
We know enough to expect that the right choice of ¢ is ¢(s,t) = OV/0s. But if we didn’t
already know, we’d discover it now: this is the choice that eliminates the dx term on the
right hand side of the the last equation. Fixing ¢ this way, we see that

oV LV

dV — ¢ds = <8t 5@0 S ) dt is deterministic.



Now, the principle of no arbitrage says that a portfolio whose return is deterministic must
grow at the risk-free rate. In other words, for this choice of ¢ we must have

dV — ¢ds = r(V — ¢s)dt.

Combining these equations gives

191% l82V22
ot 2

as)zr(V—d)s)

52
with ¢ = 9V/ds. This is precisely the Black-Scholes PDE.

DERIVATION FROM THE RISK-NEUTRAL PRICING FORMULA. We learned in Section 3 that
the value at time ¢ of an option with payoff f is

") B [f (s(1))]

where the right hand side is the discounted expected final value using the risk-neutral
process. We also learned in Section 4 that in the continuous time limit the risk-neutral
process is

s(T) = s(t) exp|(r — 502)(T —t)+o(x(T) —=(t))]

where x is a Brownian motion process. Now we know a different way to say the same thing:
the risk-neutral process solves the stochastic differential equation

ds = rsdt + osdx

times between ¢ and T, with initial data s(t) that’s known at the time ¢ when we wish to
value the option. We shall show that if V' solves the Black-Scholes PDE with final-value
f at time T, and if the stock price is s(t) at time ¢, then V (¢, s(t)) is indeed equal to the
discounted risk-neutral expectation.

We begin again by using Ito’s formula, this time applying it to the function U(t,s) =
exp[r(T —t)]V(t,s), evaluated at s = s(t). Evidently

dU = T [—rVdt + Vidt + Vids + JVao(ds)?|
= Tt [(frV + Vi +rsVy + %02521/55)6125 + JsVsd:U} .

So far we could have used any smooth function V(¢,s). But if we use the solution of the
Black-Scholes PDE then the right hand side simplifies a lot, and we get

dU = e"T Vg5V, dx.

Strictly speaking a stochastic differential equation is shorthand for an integral equation;
this is shorthand for



for any ¢ > t. The crucial point is that the right hand side has expected value 0. In fact,
any integral of the form [ ;’ gdz has expected value 0 when z is Brownian motion, because
it is the limit of expressions of the form Y ¢g(7;)[z(7i+1) — z(7;)] and each term in the sum
has mean value 0. Applying this fact with ' = T gives

But U(t) is known with certainty at time ¢, so
E[U()] = U(t) = e TIV (2, 5(1)).

And V is known at time 7', namely V(T,s) = f(s) for all s, so

is the (undiscounted) expected final value of the option. Thus we have show that
IOV (t,5(t)) = Erx[f(s(T)]

as expected. (We wrote E rather than Ern above, not to clutter our notation, but all the
expectations taken above were in the risk-neutral setting, where the price process solves
ds =rsdt +osdz.)



Derivative Securities — Section 7 — Fall 2004
Notes by Robert V. Kohn, Courant Institute of Mathematical Sciences.

Topics in this section: (a) further discussion of SDE’s, including some examples and appli-
cations; (b) reduction of Black-Scholes PDE to the linear heat equation; and (c) discussion
of what happens when you hedge discretely rather than continuously in time.

When T taught this class in Fall 2000 I discussed barrier options at this point. This time
around I prefer to postpone that discussion. But you now have enough background to read
about barrier options if you like; see Section 7 of my Fall 2000 notes, or the discussion in
the “student guide” by Dewynne, Howison, and Wilmott.
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Further discussion of stochastic differential equations. Several students requested
more information on examples of SDEs’” and how they can be used. Therefore the discussion
that follows goes somewhat beyond the bare minimum we’ll be using in this class. (Every-
thing here is, however, relevant to financial applications.) For simplicity, we restricted the
discussion to problems with a “single source of randomness,” i.e. scalar SDE’s of the form

dy = f(y(t),t) dt + g(y(t),t) dw (1)

where w is a scalar-valued Brownian motion. The main things we will use about stochastic
integrals and SDE’s are the following:

(1) Ito’s lemma. We discussed in the Section 6 notes the fact that if A is a smooth
function of two variables and y solves (1) then z = A(t,y(t)) solves the SDE

dz = Aydt + Aydy + 3 Ay, dydy = (A + Ay f + 3 Ayg°) dt + Ayg dw.

We'll also sometimes use this generalization: if y; and yo2 solve SDE’s using the same
Brownian motion w, say

dyy = fidt+g1dw and dys = fodt + g2 dw,

and A(t,y1,y2) is a smooth function of three variables, then z = A(t,y1(t), y2(t))
solves the SDE

dz = Apdt + Ay dyy + Az dyz + 5 Avy dyr dyy + Arz dyy dyz + 5 Az dyz dys
with the understanding that
Aij = 82A/6y2-6yj and dyi dyj = gigj dt.

The heuristic Taylor-expansion-based explanation is exactly parallel to the one sketched
in Section 6.



(2) A stochastic integral ff Fdw has mean value zero. We used (and explained) this
assertion at the end of Section 6, but perhaps we didn’t emphasize it enough. The
explanation is easy. The integrand F' = F(t,y(t)) can be any function of ¢ and y(t).
(The key point: its value at time t should depend only on information available at
time ¢.) The stochastic integral is the limit of the Riemann sums

> F(t,y(t)[w(tjzr) — w(t))]

and each term of this sum has mean value zero, since the increment w(t;4+1) — w(t;)
has mean value 0 and is independent of F'(t;,y(t;)).

(3) Calculating the variance of a dw integral. We just showed that f(f F dw has mean
value 0. What about its variance? The answer is simple:

2
E ( / bF(s,y<s>>dw> ] -/ " BIF2(s, y(s))) ds. (2)

The justification is easy. Just approximate the stochastic integral as a sum. The
square of the stochastic integral is approximately

(Z F(si,y(si)[w(sit1) — w(sz‘)]) (Z F(sj,y(s))[w(sj+1) — w(sj)])
] ]
= Z F(si,y(si)F(s5,y(s5) [w(sit1) — w(sy)][w(sji1) — w(sy)]

For i # j the expected value of the ¢, jth term is 0 (for example, if i < j then [w(s;41)—
w(s;)] has mean value 0 and is independent of F'(s;,y(s;)), F'(s5,y(s;)), and [w(si+1)—
w(s;)]). For i = j the expected value of the 4, jth term is E[F2(s;,y(s;))][siv1 — si].
So the expected value of the squared stochastic integral is approximately

Z E[FQ(y(si), si)l[si+1 — i,

and passing to the limit As — 0 gives the formula (2).

The following examples have been extracted from the “Stochastic Calculus Primer” posted
at the top of my Spring 2003 PDE for Finance notes.

Log-normal dynamics with time-dependent drift and volatility. Suppose
dy = p(t)ydt + o(t)ydw (3)

where p(t) and o(t) are (deterministic) functions of time. What stochastic differential
equation describes logy? Ito’s lemma gives

d(logy) = y 'dy— 3y *dydy
= p()dt+o(t)dw — So*(t)dt.



Remembering that y(t) = €'°8¥() | we see that

1 70'2 S tlU w
y(tl) _ y(to)efto (m /2)d +ft0 d .

When g and o are constant in time we recover the formula (which we already knew):

y(t1) = y(to)ew=o"/Dti—to)tow(t)—w(to))

Stochastic stability. Consider once more the solution of (3). It’s natural to expect that if
1 is negative and o is not too large then y should tend (in some average sense) to 0. This
can be seen directly from the solution formula just derived. But an alternative, instructive
approach is to consider the second moment p(t) = E[y?(t)]. From Ito’s formula,

d(y?) = 2ydy + dydy = 2y(uydt + oydw) + o*y?dt.

Taking the expectation, we find that
t1
Bly(t)) - Bl ()] = | (2n+0)Ely?lds
0

or in other words
dp/dt = (2u+o)p.

Thus p = E[y?] can be calculated by solving this deterministic ODE. If the solution tends
to 0 as t — oo then we conclude that y tends to zero in the mean-square sense. When u
and o are constant this happens exactly when 2u+ 0 < 0. When they are functions of time,
the condition 2u(t) + o(t) < —c is sufficient (with ¢ > 0) since it gives dp/dt < —cp.

An example related to Girsanov’s theorem. Suppose ~(t) depends only on information up
to time t. (For example, it could have the form ~(t) = F(t,y(t)) where y solves an SDE of
the form (1).) Then

In fact, this is the expected value of (), where
dz = =372 (t)dt +(t)dw, z(a)=0.

Ito’s lemma gives
d(e*) = e*dz + 1e”dzdz = e*yduw.
So ,
o2() _ ga(a) _ / e*~yduw,

The right hand side has expected value zero, so



Notice the close relation with the previous example “lognormal dynamics”: all we’ve really
done is identify the conditions under which p = 0 in (3).

[Comment for those taking Stochastic Calculus: this example is related to Girsanov’s the-
orem, which gives the relation between the measure on path space associated with drift ~
and the measure on path space associated with no drift. The expression

efab 'y(s)du;f% fab ~2(s)ds

is the Radon-Nikodym derivative relating these measures. The fact that it has expected
value 1 reflects the fact that both measures are probability measures.]

The Ornstein-Uhlenbeck process. You should have learned in calculus that the deterministic
differential equation dy/dt + Ay = f can be solved explicitly when A is constant. Just
multiply by e4 to see that d(eAty)/dt = e f then integrate both sides in time. So it’s
natural to expect that linear stochastic differential equations can also be solved explicitly.
We focus on one important example: the “Ornstein-Uhlenbeck process,” which solves

dy = —cydt + odw, y(0)==z

with ¢ and o constant. (This is not a special case of (3), because the dw term is not
proportional to y.) Ito’s lemma gives

d(ey) = ceydt + e“dy = e“ odw
SO ,
ely(t) —a = 0‘/ e“dw,
0
or in other words

t
y(t) = ez + 0'/ e du(s).
0

Now observe that y(¢) is a Gaussian random variable — because when we approximate the
stochastic integral as a sum, the sum is a linear combination of Gaussian random variables.
(We use here that a sum of Gaussian random variables is Gaussian; also that a limit of
Gaussian random variables is Gaussian.) So y(t) is entirely described by its mean and
variance. They are easy to calculate: the mean is

Ely(t)] = ez

since the “dw” integral has expected value 0. To calculate the variance we use the formula
(2). It gives

Blo P = oF|(ffetran)

t
_ 02/ ch(s—t)dS
0

—2ct
2 1—e
2c



We close this example with a brief discussion of the relevance of the Ornstein-Uhlenbeck
process. One of the simplest interest-rate models in common use is that of Vasicek, which
supposes that the (short-term) interest rate r(t) satisfies

dr = a(b—r)dt + odw

with a, b, and o constant. Interpretation: r tends to revert to some long-term average value
b, but noise keeps perturbing it away from this value. Clearly y = r — b is an Ornstein-
Uhlenbeck process, since dy = —aydt + odw. Notice that r(¢) has a positive probability of
being negative (since it is a Gaussian random variable); this is a reminder that the Vasicek
model is not very realistic. Even so, its exact solution formulas provide helpful intuition.
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Reduction of the Black-Scholes PDE to the linear heat equation. The linear heat
equation u; = u,, is the most basic example of a parabolic PDE; its properties and solutions
are discussed in every textbook on PDE’s. The Black-Scholes equation is really just this
standard equation written in special variables. This fact is very well-known; my discussion
follows the book by Dewynne, Howison, and Wilmott.

Recall that the Black-Scholes PDE is
Vi + 30°* Vs + 18V, — 1V = 0;

we assume in the following that r and o are constant. Consider the preliminary change of
variables from (s,t) to (x,7) defined by

s=e", T= %02(T —t),

and let v(x,7) = V(s,t). An elementary calculation shows that the Black-Scholes equation
becomes
Vr — Uge + (1 — K)oy + kv =0

with k = r/(30?). We've done the main part of the job: reduction to a constant-coefficient
equation. For the rest, consider u(x,t) defined by

v = ey (z, T)
where o and ( are constants. The equation for v becomes an equation for u, namely
(Bu + ur) — (0Pu + 20uy + Ugy) + (1 — k) (au + ug) + ku = 0.
To get an equation without u or u, we should set

f—a’+(1—ka+k=0, —2a+(1-k)=0.



These equations are solved by

Thus,
" 6%(k—1)w+%(k+1)27-v(x7 -

solves the linear heat equation u, = ..

What good is this? Well, it can be used to give another proof of the integral formula for the
value of an option (using the fundamental solution of the linear heat equation). It can also
be used to understand the sense in which the value of an option at time ¢ < T' is obtained
by “smoothing” the payoff. Indeed, the solution of the linear heat equation at time ¢ is
obtained by “Gaussian smoothing” of the initial data.
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Discrete-time hedging. My discussion of this topic follows the beginning of a paper by
H. E. Leland, Option pricing and replication with transaction costs, J. Finance 40 (1985)
1283-1301 (available online through JSTOR). A thoughtful, quite readable discussion of
this topic is the paper by E. Omberg, On the theory of perfect hedging, Advances in Futures
and Options Research 5 (1991) 1-29 (not available online; I’ll put a copy on reserve in the
CIMS library in the green box with my name).

Suppose an investment bank sells an option and tries to replicate it dynamically, but the
bank trades only at evenly spaced time intervals jdt. (Now dt is positive, not infinitesimal).
The bank follows the standard trading strategy of rebalancing to hold ¢ = 9V/ds units of
stock each time it trades, where V' is the value assigned by the Black-Scholes theory. As
we shall see in a moment, this strategy is no longer self-financing — but it is nearly so, in a
suitable stochastic sense, in the limit 0t — 0.

People often ask, when examining the derivation of the Black-Scholes PDE by examination
of the hedging strategy, “Why do we apply Ito’s lemma to V' (s(¢),t) but not to A, even
though the choice of A also depends on s(t)?” The answer, of course, is that the hedge
portfolio is held fixed from t to ¢t + §t. The following discussion — in which 0t is small but
not infinitesimal — should help clarify this point.

OK, let’s return to that investment bank. The question is: how much additional money will
the bank have to spend over the life of the option as a result of its discrete-time (rather than
continuous-time) hedging? We shall answer this by considering each discrete time interval,
then adding up the results.

The bank holds a short position on the option and a long position in the replicating portfolio.
The value of its position just after rebalancing at any time ¢ = jdt is (by hypothesis)

0=—=V(s(t),t)+os(t)+[V(s(t),t)—¢s(t)] = short option + stock position + bond position



with ¢ = %—Z(s(t), t). The value of its position just before the next rebalancing is
—V(s(t + 0t),t + 6t) + ¢s(t + 6t) + [V(s(t), t) — ps(t)]e™".

The cost (or benefit) of rebalancing at time t 4 6t is minus the value of the preceding
expression. Put differently: it is the difference between the two preceding expressions. So
it equals

8V — ¢ds — [V — ¢s](e"t —1).

If we estimate §V by Taylor expansion keeping just the terms one normally keeps in Ito’s
lemma, we get (remembering that ¢ = 9V /Js)

2

OV 5 + laTV((ss)2 + aa‘;& — ‘?:55 —rVét+ TS%Z&.

Notice that the first and fourth terms cancel. Also notice that the substitution (6s)? =
02526t leads to an expression that vanishes, according to the Black-Scholes equation. Thus,
the failure to be self-financing is attributable to two sources: (a) errors in the approximation
(85)? ~ 02526, and (b) higher order terms in the Taylor expansion. Our task is to estimate
the associated costs.

Collecting the information obtained so far: if the investment bank re-establishes the “repli-
cating portfolio” demanded by the Black-Scholes analysis at each multiple of d¢ then it
incurs cost

0%V oV ov
%ﬁ(és)z + 0t — TVt 4 s ot

at each time step, plus an error of magnitude |5t|3/ 2 due to higher order terms in the Taylor
expansion. Using the Black-Scholes PDE, this cost has the alternative expression

1 oV
2 9s2

It can be shown that when ds = (u + %02)5 dt + osdw,

[(65)% — 02525t]  plus an error of order |5t|3/2.

05 = asuV/ot + (u+ +0?)sdt  plus an error of order |5t[3/2

where u is Gaussian with mean 0 and variance 1 (this is closely related to our our discussion
of Ito’s lemma). Therefore

(65)% = o2s%u?6t  plus an error of order |5t[%/2.
Thus neglecting the error terms, the cost of refinancing at any given timestep is

0%V
%WU2S2(U2 — 1)(5t
where v is Gaussian with mean value 0 and variance 1. This expression is obviously random;
its expected value is 0 and its standard deviation is of order §t. Moreover the contributions
associated with different time intervals are independent. Notice that the distribution of

refinancing costs is not Gaussian, since it is proportional to u? — 1 not w.



Pulling this together: since the expected value of u? — 1 is zero, the expected cost of refi-
nancing at any given timestep is at most of order |(5t|3/ 2 due entirely to the “error terms.”
However the actual cost (or benefit) of refinancing is larger, a random variable of order dt.
But the picture changes when we consider many time intervals. Over n = T'/dt intervals,

the terms %%0252(1} — 1)t accumulate to a sum

0%V
30282 () == (s(t), 1) (uf — 1)dt
1

n

J

with mean 0 and standard deviation of order vnét2 = v/Tét; the sum is still random, but
it’s small, statistically speaking, if ¢ is close to zero, by a sort of law-of-large-numbers.
(Notice the resemblance of this argument to our explanation of Ito’s lemma. That’s no
accident: we are in essence deriving Ito’s formula all over again.) We’ve been ignoring the
error terms — but they cause no trouble, because they too accumulate to a term of order

\/(Tt, because 71((575)3/2 = T/6t.

Final conclusion: the errors of refinancing tend to self-cancel, by a sort of law-of-large-
numbers, since their mean value is 0. The net effect, when ¢ is small, is random but small
— in the sense that its mean and standard deviation are of order v/dt.

We have argued that the cost of refinancing tends to zero as ¢t — 0. A recent article by
A. Lo, D. Bertsimas, and L. Kogan goes further, examining the statistical distribution of
refinancing costs when 6t is small. (The relation between their work and the preceding
discussion is like the relation between the central limit theorem and the law of large num-
bers.) The reference is: J. Financial Economics 55 (2000) 173-204 (available online through
sciencedirect.com).



Derivative Securities — Section 8 — Fall 2004
Notes by Robert V. Kohn, Courant Institute of Mathematical Sciences.

American options; continuous dividend yield. These notes show how the theory
developed so far applies, with minor modifications, to (a) American options, and (b) options
on stock indices or foreign currency. We continue to assume that the risk-free interest rate
is constant — a reasonable approximation for options with relatively short maturities, on
assets other than interest-based instruments.
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American options. Up to now we have discussed only European options, which (by
definition) can only be exercised at a specified maturity date 7. American options are
different in that they permit early exercise: the holder of an American option can exercise
it at any time up to the maturity 7. Of the options actually traded in the market, the
majority are American rather than European.

Clearly an American option is at least as valuable as the analogous European option, since
the holder has the option to keep it to maturity.

Fact: An American call written on a stock that earns no dividend has the same value as
a European call; early exercise is never optimal. To see why, suppose the strike price is K
and consider the value of the American option “now,” at some time t < T. Exercising the
option now achieves a value at time t of s; — K. Holding the option to maturity achieves a
value at time ¢ equal to that of a European call, ¢[s;, K,T — t|. Without using the Black-
Scholes formula (thus without assuming lognormal stock dynamics) we know the value of a
European call is at least that of a forward with the same strike and maturity. Thus holding
the option to maturity achieves a value at time ¢ of at least s; — e T~ K. If r > 0 this is
larger than s; — K. So early exercise is suboptimal, as asserted.

The preceding is in some sense a fluke. When the underlying asset pays a dividend early
exercise of a call can be optimal. But the simplest example where early exercise occurs is
that of a put on a non-dividend-paying stock:

Fact: An American put written on a stock that earns no dividend can have a value greater
than that of the associated European put; early exercise can be optimal. To see why,
consider once again the value of the American option “now,” at some time t < T'. Exercising
the option now achieves value K — s;. Holding it to maturity achieves a value at time ¢
equal to that of a European put, p[s;, K,T —t]. Assuming lognormal stock price dynamics,
p is given by the Black-Scholes formula, and its graph as a function of spot price s; is shown
in the figure.

The important point is that p[s;, K, T — t] is strictly less than K — s; when s; < K. This
is immediate from the Black-Scholes formula, since p = Ke " TYN(—dy) — 5;N(—d;) ~
Ke r(T=t) _ st when s; < K, since dj — —oo and dy — —o0 as s;/K — 0. Briefly: if
s¢ < K then the put is deep in the money, and the (risk-neutral) probability of it being out



value of put

Figure 1: The value of a European put lies below the payoff when s <« K.

of the money at time T is vanishingly small; therefore the value of the put is almost the
same as the value of a short forward. In such a situation we are better off exercising the
option at time ¢ than holding it to maturity. (This does not show that exercise at time ¢ is
optimal, but it does show holding the option to maturity is not optimal.)

For European options we have three different (but related) valuation techniques: (a) working
backward through the binomial tree; (b) evaluating the discounted expected payoff (using
the risk-neutral version of the price process); and (c) solving the Black-Scholes PDE. Each
of the three viewpoints can be extended to American options. We assume for simplicity
that the underlying asset pays no dividends.

Valuation using a binomial tree. This is perhaps the simplest approach, conceptually
and numerically. We can use the same recombinant binomial tree as for a European op-
tion. (Remember: pricing is done using the risk-neutral process. If the underlying asset is
lognormal with volatility o then a convenient choice of the parameters defining the tree is
u = exp[(r — 302)0t + o/6t], d = exp[(r — 10?)6t — 0\/3t], where r is the risk-free rate).
But since early exercise is permitted, we must ask at each node: is the option worth more
“alive” or “dead”? If the option is worth more dead, then it should be exercised (by its
holder) whenever the price arrives at that node. For example, consider the pricing of an
American option with payoff f(s) using a two-period recombinant tree:

SOu2

Value=f(Sou?)
Sou

Value=V_,
So \ Soud
Value:Vo\ / Value=f(Spud)

Sod

Value=V_
\ Sod?

Value=f(Sod?)

Figure 2: Valuation of an American option using a binomial tree.

When the stock price is squ the option is worth

f(sou) dead, and e "[qf (sou?) + (1 — q) f (soud)] alive.



Allowing for both possibilities the value of the option at squ is

Vi = max{f(sou),e " [qf (sou?) + (1 — q)f(soud)]}.

Similarly, when the stock price is sod the value is
V_ = max{f(sod), e " [qf (soud) + (1 — q) f (s0d®)]}.
The value at the initial time is obtained by repeating the process:
Vo = max{f(so), e "[gVs + (1 — q)V-]}.

Our example has only two time periods, but a binomial tree of any size is handled similarly.

Valuation using the discounted expected payoff. For a European option, we saw that
the value assigned by the binomial tree was expressible in the form e~"" Egn[f(s(T))]. A
similar calculation applies to the American option — however f(s(7)) must be replaced by
the value realized at ezercise: the value of the option is Ern [e™"7 f(s(7))] where 7 is the
exercise time. Once we’ve worked backward through the tree we know how to determine 7
— for each realization of the risk-neutral process, it’s the first time that realization reaches
a node of the tree associated with early exercise (or T', if that realization does not reach an
“early-exercise” node).

Actually, this viewpoint can also be used, at least conceptually, to determine the early-
exercise criterion, without working backward through the tree. In fact,

Value = max Egrn e f(s(7))].

exercise rules
In other words the exercise rule selected by backsolving the binomial tree is the one that
maximizes the discounted expected payoff. An honest proof of this fact is not trivial —
mainly because it requires formalization of what one means by an “exercise rule.” But
heuristically: any exercise rule determines a hedging strategy, i.e. a synthetic option that
is available in the marketplace. So the max over exercise rules gives a lower bound for the
value of the option. Our strategy of working backward through the tree gives an upper
bound. The two bounds agree since the value obtained by working backward through the
tree is associated with a special exercise rule.

Valuation using a PDE. (This material is not in Jarrow-Turnbull or Hull; you can find
a brief summary in Wilmott or Wilmott-Howison-Dewynne.) For a European option the
continuous-time limit of working backward through the tree amounts to solving the Black-
Scholes PDE for ¢t < T', with final data f(s) at ¢ = T". There is an analogous statement for
an American option, however the PDE is replaced by a free boundary problem:

ov
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Vis,t) > f(s),



and

ov 0*V
2

e + %70282 + rs%—z —rV =0 or V(s,t)= f(s).
The logic behind the first inequality is this: in our derivation of the Black-Scholes PDE, the

crucial juncture was when we saw that the choice ¢ = 9V/0s made d(V — ¢s) deterministic:

ov. 0V
d(V — ¢s) = (755-+-§7§;;0232> dt.

We concluded, by the principle of no arbitrage, that this must equal r(V — ¢s)dt. But that
arbitrage argument assumed that you continued to hold the option. In the present context,
where early exercise is permitted, the absence of arbitrage gives a weaker conclusion: the
deterministic portfolio (V' — ¢s) can grow no faster than the risk-free rate. Thus

ov. 9PV 4, ov
— 4 s——0s | <r|V-—-—s]);
<8t+28§0 = ( as>’
this is our first inequality. The logic behind the second inequality is obvious: the value is
no smaller than can be realized by immediate exercise. The third relation simply says that
one of the first two relations always holds — because for any given (s,t) the optimal strategy

involves either holding the option a little longer (in which case the Black-Scholes equation
applies) or exercising it immediately.

We call this a free-boundary problem because the value is still governed by the Black-
Scholes PDE in some region of the (s,¢) plane — the region where immediate exercise isn’t
optimal — however this region isn’t given as data but must be found as part of the problem.
Schematically:

lack Scholes PDE

V= (K-S,

t=0 t=T

Figure 3: Schematic of the free boundary problem whose solution values an American put.

One can show that V and A = 9V/ds are both continuous across the free boundary. Of
course, on the “exercise” side of the boundary V' = f(s) and dV/0ds = f’(s) are known,
giving two boundary conditions. If the domain of the PDE were known then just one bound-
ary condition would be permitted; but the domain isn’t known, and the extra boundary
condition serves to fix the free boundary.

What if the underlying asset pays dividends at discrete times? The distribution
of dividends (of predetermined sizes at predetermined times) is easily handled by minor



modification of the techniques explained above. For an American call, exercise can only be
optimal just before the distribution of a dividend. So we can value the option by working
backward in time, using Black-Scholes or a (European) binomial tree to pass from one
dividend date to the next, but taking the maximum of the value (a) if exercised, and (b) if
not exercised, at each dividend date. For an American put we must still check for possible
exercise at each time if using a tree — or we must still solve a free boundary problem between
exercise dates if using the PDE. A point to watch out for: at the moment when a dividend
is declared, the value of the underlying asset drops discontinuously by an amount equal to
the dividend.
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Black-Scholes analysis with constant dividend yield. (This topic is treated in Jarrow-
Turnbull chapters 11 and 12, and in Hull chapter 12.) We return to the case of a European
option, and consider what happens when the underlying asset is a foreign currency or a
stock index. These two cases are essentially identical (you learned this in Homework 1,
problem 1): a foreign currency earns interest, while a stock index pays dividends (which
we may choose to reinvest). Both cases are described, to a reasonable approximation, by
supposing that the risky asset pays dividends at a fized rate D. In other words, if you hold
¢ units of the risky asset now, and you do no trading, then you’ll hold ¢eP? units after time
t.

The bottom line is simple: options on such an asset can be priced using the Black-Scholes
framework, however the risk-neutral process is different: it has drift r— D — %02 rather than
r— %02. Less ambiguous, perhaps: the risk-neutral process solves the stochastic differential
equation ds = (r — D)sdt + osdw rather than ds = rsdt + osdw. We shall explain this
assertion in two different ways: (a) using binomial trees, and (b) using the Black-Scholes

PDE.

Using binomial trees. Suppose the subjective price process is lognormal, say log s(t) =
log s(0) + pt + ow(t). (For foreign currency s(t) is the exchange rate, in dollars per unit
foreign currency; for a stock index s(t) is the price without reinvestment of dividends). The
value of the option at maturity 7' is a function of s(7"). Our strategy is the same as used
earlier in the semester: choose a binomial tree that mimics the subjective price process; then
find the appropriate risk-neutral probabilities; then value the option by working backward
in the tree.

The constant dividend yield D changes only the middle part of this program — the formula
for the risk-neutral probabilities. To see how, we need only consider a single time period.

Consider the portfolio consisting at time 0 of ¢ units of risky asset and 1) dollars worth
of risk-free asset. Its initial value is ¢sg + 1, and its value at the next time period is
either ¢soueP?t + et or ¢sodeP?t 4 1pe™ | depending whether the risky asset went up or
down. The situation is identical with that of a non-dividend-paying binomial market with



Figure 4: Standard one-period binomial tree.

Sup = soueP? and sgouwn = sodeP?. So by our previous analysis of (non-dividend-paying)

binomial trees, the risk-free probability associated with the “up” state is

Dét
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and the value of the option at time 0 is

fO - eirét[qup + (1 - Q)fdown]

where f,p and fgown are its values in the “up” and “down” states respectively. The extension
to a multiperiod tree is obvious: we still work backward in the tree, and the value of
the option is still the discounted expected payoff; the only difference is that we must use
q = (e""P) _d)/(u—d) when we work backward in the tree. In the continuous-time limit:
if the underlying asset has continuous dividend yield D then the value of a European option
with payoff f(s(T)) is

e " E[f(soe”)] where X is Gaussian with mean (r — D — $02)T and variance 27

The preceding argument shows, in essence, that the risk-neutral process solves the stochastic
differential equation ds = (r — D)sdt + osdw. Here’s an easy way to remember this. When
there is no dividend, the risk-neutral process is ds = rsdt + osdw. It has has expected
return r, in the sense that (d/dt) Ern|ds| = rs(t). When the asset pays continuous dividend
yield D, the risk-neutral process has expected return r — D without counting the dividend
yield, so it has expected return r if we include the dividend yield.

An alternative analysis using the stochastic differential equation. We can obtain
the same result by reconsidering the continuous-time hedging argument that led to the
Black-Scholes PDE. Our lognormal hypothesis is equivalent to the stochastic differential
equation

ds = osdr + (p+ 30°)sdt,  s(0) = so.

Let V(s(t),t) be the value of the option at stock price s and time ¢. Arguing as in Section
7, we consider a portfolio consisting of a short position in the option and a long position
in the hedge portfolio (which consists of ¢ = (0V/0s)(s(t),t) units of stock, and V — ¢s
dollars risk-free). Its value at time ¢t is

—V4+o¢s+(V—¢s)=0



where V = V(s(t),t) and s = s(t); its value at time t + 6t is
—(V4+0V)+ ¢(s+6s+ Dsot) + (V — ¢s)(1 + rét)

using the approximations eP% ~ 1 + D6t and €™ ~ 1 + rét. The only new term is the one
associated with the dividends. To get to the PDE we must (a) use Ito’s formula to estimate
0V, then (b) set the value at time ¢ + 6t to 0. Writing ds rather than s, as we usually do
for the Ito calculus, this gives

(Vi + Vids + $Vis0?sdt) — (¢ds + ¢Dsdt) — (V — ¢s)rdt = 0
which becomes, after the subsitution ¢ = Vi,
Vi + (r — D)sV, + 0%V, —rV = 0.

This is the Black-Scholes PDE for options on an asset with continuous dividend yield D. It
is of course consistent with the one we obtained using binomial trees: the solution of this
PDE (with V(s,T) = f(s) at the final time T) satisfies

V(s(t),1) = e "7 Brn[f(s(T)]

if we understand the risk-neutral process to be the one solving ds = (r — D)sdt + osdw.
The proof is essentially the same as the argument we gave at the end of the Section 6 notes.

A shortcut to deriving explicit solutions. It is not necessary to derive new solution
formulas. Instead we can use our existing solution formulas (derived for a non-dividend-
paying asset) together with the following simple rule: To value an option on an asset with
continuous dividend yield D and maturity T, reduce the spot price by e LT then apply
the no-dividend-yield formula at this reduced spot price. Thus, for example, the value at
time 0 of a call with strike K is

soe PTN(dy) — Ke "I N (dy)

where
P log(soe PT/K) + (r+ 1o®)T _log(so/K) + (r— D+ 10T
b oVT B oVT
and
J log(soe PT/K) + (r — 10®)T  log(so/K) + (r — D — 30T
2 = = '

oVT oVT

Similarly the value of a put is Ke "' N(—dg) — spePT N(—dy).

The justification of this rule is easy. We may consider just t = 0. Starting from the valuation
formula as the discounted risk-neutral expectation, we observe that if X Gaussian with mean
(r — D — £0*)T and variance 0T then

1 9
80€X _ 806(7’ D—50*)T+ow(T) _ (Soe_DT)CY



where Y has mean (r — £0%)T" and variance o?T. Thus the value of the option is
e~ TE[f(s0¢)] = e~ T E[(f (s~ PTe" )]

and the right hand side is the “ordinary” (non-dividend-paying) Black-Scholes formula
evaluated at the reduced spot price.

Of course we can also give a justification based on the Black-Scholes PDE. Let V solve the
PDE derived above, and consider the change of variables

5=se PT=0 V(s,t)=V(s,t).

One verifies by an elementary calculation that V solves the no-dividend Black-Scholes equa-
tion. Moreover its final-time data is still the option payoff, since § = s at ¢ = T. Since
5(0) = e~ P75(0), we conclude that

Option value = V(5(0),0) = V (e~ P75(0),0),

and the right hand side is again the “ordinary” (non-dividend-paying) Black-Scholes formula
evaluated at the reduced spot price.

Black’s formula. It’s confusing to have so many different formulas. Fisher Black observed
that the situation is simpler if we focus on the forward price rather than the spot price.
Recall that if our underlying asset has spot price so at time 0, then its forward price for
delivery at time T is

FO = Soe(riD)T.

The value of an option with payoff f(s(T) is evidently
e "TE[f(Fye?)] where Z has mean —%02T and variance 027

The advantage of this formula is that neither r nor D enters explicitly, except in the discount
factor e="7. Instead, they are taken into account by use of the forward price Fy. Viewed
this way, our formulas for the value of a call and a put become:

call = e "I [FyN(dy) — KN(dy)], put=e "T[KN(—dy) — FoN(—dy)]

with
p _ log(Fy/K) + 30°T p _ log(Fy/K) — 30°T

! T r o T

A final note. The financial intuition behind these results can be a bit confusing. It’s
natural to ask: why can’t we just assume the dividends are reinvested, effectively changing
the stochastic differential equation from ds = (u + %02)Sdt + osdw to ds = (u + %02 +
D)sdt + osdw, then use the Black-Scholes framework (which is anyway insensitive to the
drift)? The answer is this: we must be careful to recognize that the dividends are paid to
those who hold the risky asset — but not to those who simply hold options on it.



Derivative Securities — Section 9 — Fall 2004
Notes by Robert V. Kohn, Courant Institute of Mathematical Sciences.

Futures, and options on futures. Martingales and their role in option pricing.
A brief introduction to stochastic interest rates. But first some comments about the
final exam:

e The exam will be Monday December 20, in the normal class hour (7:10-9pm).

e The exam will be closed-book, however you may bring two pages of notes (8.5 x 11,
both sides, any font).

e The exam questions will focus on fundamental ideas and examples covered in the
lectures and homeworks.
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Futures. We discussed forward contracts in detail in Section 1. A forward contract with
delivery price K has payoff s(T') — K. We saw in Section 1 that value of this payoff is
determined by arbitrage. No model of asset dynamics is needed, the market need not be
complete, and no multiperiod trading is involved. In a constant interest rate environment
the value of the forward at time 0 is so — Ke™"T. The hypothesis of constant interest rate
is not really needed: the cash-and-carry argument involves no trading, so all that matters
is the value at time 0 of a dollar received at time 7'. Denoting this by B(0,T), the value of
the forward contract is so — K B(0,T).

We also discussed the forward price in Section 1. It is the special delivery price for which
the present value of the forward contract is 0. By elementary arithmetic, in a constant
interest rate environment the forward price at time 0 is Fy = sge””. Similarly the forward
price at time ¢ is F} = s,¢" T~ In a variable interest rate environment the forward price
is Ft = St/B(t,T)

A futures contract is similar to a forward — but not quite the same. Briefly, the investor
who holds a long futures contract:

(a) pays nothing to acquire the contract — here it resembles a forward contract, with the
forward price as delivery price;

(b) pays or receives funds daily as the value of the underlying asset varies — here it is
quite different from a forward, where no cash flow occurs till maturity;

(c¢) buys the underlying asset at its market value sp when the contract matures.

Thus the essential difference between a forward (with delivery price = forward price) and
a future is that the settlement of the forward occurs entirely at maturity, while the settle-
ment payoff of the future takes place daily. There are some other differences: futures are
standardized, and they are bought and sold by financial institutions — thus they are liquid,



traded instruments, which forwards are not. They are also often more liquid than the under-
lying asset itself. Thus while we often think of replicating an option by a (time-dependent)
portfolio of the underlying asset and a cash account, in practice it is often better to use a
(time-dependent) portfolio of futures on the underlying asset and a cash account.

Let us explain further how futures contracts work. Practical details aside (see Hull or
Jarrow-Turnbull for those), this means explaining the futures price and the role it plays in
settlement. We shall discuss this in the context of a binomial-tree market, following Section
5.7 of Jarrow-Turnbull. It’s sufficient to consider the two-period tree in the figure: once we
understand it, the multiperiod extension will be obvious. We write F (i, j) for the futures
price at time ¢ of a futures contract which matures at time j. Our goal is to understand a
specific futures contract — maturing in this example at time 2 — so the maturity j = 2 will
be fixed throughout our discussion; we shall determine its futures price F(i,2) by working
backward through the tree, starting at ¢ = 2 and ending at ¢ = 0.

Sou?
/ F(2,2) = Sou?
Sou) Sup

F(1,2

So / \ Soud
F(0,2) \ / F(2,2) = Soud Foow
Sod
F(1,2)
]_—down
\ Sod2

F(2,2) = Sod?

As usual, the essential calculation involves a single-period binomial model branch. Suppose
the stock price is s,ow and it can go up to sy, or down to Sqown. Suppose further that
the futures price is already known to be F,, and Fqown in the up and down states. To
determine the futures price now, Fnow, let’s look for a portfolio consisting of ¢ units of
stock and ¢ dollars risk-free that replicates the futures contract. The value of the futures
contract now is 0, since one pays nothing to acquire a futures contract. Its value in the up
state is Fup — Fnow, and its value in the down state is Fqown — Fnow, since the settlement
procedure involves a cash payment of Fiew — Foiq at each time period. So the replicating
portfolio must satisfy

¢5now + ¢ = 0
¢5up + @Z)erét = Fup — Frow
¢3down + werét = Fdown - Fnow-

We know, from our treatment of binomial markets, that the last two equations alone give

¢5now + Q;Z) = eir& [Q(Fup - fnow) + (1 - Q)(Fdown - fnow)]
= eir& [qfup + (1 - Q)fdown - Fnow]



where 5t
r
€ ""Snow — Sdown

q =
Sup — Sdown

is the risk-neutral probability of the up state. Now the first equation (the condition that
the futures contract have value 0 now) determines Fjoy:

0 = @dSnow + ¢ = eirét [q:'rup + (1 - Q):'rdown - :'rnow)]
whence
Frow = qfup + (1 - Q)fdown'

This formula can of course be iterated over multiple time periods to give
futures price at time t = Ery [futures price at time ¢]

for any ¢’ > t. At the time when the futures contract matures, its price is (by definition)
the spot price of the underlying asset.

For a standard muliplicative binomial tree in a constant interest rate environment the risk-
neutral probability is ¢ = (e’ — d)/(u — d), the same at every branch. Thus for the
two-period tree shown in the preceding figure

F(1,2) = qSOU2 + (1 — q)soud if the price is sou
" gsoud + (1 — q)sgd? if the price is sod

and
F(0,2) = ¢*sou® + 2¢(1 — q)soud + (1 — ¢)*sod*.

If the risk-free rate is constant then the futures price is equal to the forward price. This
is true for any market (see Hull or Jarrow/Turnbull for a proof). In the special case of a
binomial market it follows easily from the results just derived, together with the crucial
feature of the risk-neutral probabilities that

So — e_TTERN [S(T)]

(this was clear from Section 3, and explicit at the beginning of Section 4). Using these facts:
the futures price at time 0 for contracts maturing at time 7T is

Fo = Ern[s(T)] = sy

which is precisely the forward price.

Why have we fussed so much over futures prices, if in the end they are simply the same
as forward prices? The answer is two-fold: (a) to clarify the essential nature of a futures
contract (in particular its periodic settlement); (b) to prepare for modeling of interest-based
instruments, and non-constant stochastic risk-free rates.

Notice the similarity — and the difference — between the results

futures price at time 0 = Egry [futures price at ¢]



for a futures contract maturing at time 7" > ¢, and
value at time 0 = e~ "* Egy [value at time ¢]

for a tradeable asset such as the underlying stock or any option. People sometimes get
confused, and ask why there is no factor of e™"* in the formula for the futures price. The
answer is that these two formulas are intrinsically different. The futures price is not the
value of a tradeable asset.
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Options on futures. Now consider a European option with maturity 7T', whose payoff is
a function of a futures price F(T,T") for some 77 > T. A typical example — a call with
strike K — would give its holder the right to receive, at time T, one futures contract with
maturity 77, plus F(T,T") — K in cash. This instrument has payoff (F(T,T") — K )+, since
the futures contract itself has value 0.

Options on futures are attractive because they involve only delivery of futures contracts and
cash upon exercise — nobody has to purchase or sell the underlying asset. This is convenient,
since the futures contracts are usually more liquid than the underlying asset. Options are
traded on many kinds of futures, but options on interest rate futures have particularly active
markets. We’ll nevertheless continue to assume that the risk-free rate is constant for the
moment, returning to the case of options on interest rate futures in a future lecture.

If the payoff of an option is determined by a futures price, then it’s natural to value the
option using the tree of futures prices rather than the tree of stock prices. As usual the
value of the option is determined by working backward in the tree, so the heart of the
matter is the handling of a single-period binomial market. Suppose the futures price now
is Fnow and at the next period the futures prices are Fy, and Fyown. Assume further that
the option’s value at the next period is already known to be fy, in the up state, and fgown
in the down state.

contract value = Fup — Fo

/ option value = fup
contract value = 0
option value = fnow \

contract value = Fyown — Fo

option value = fqown

Rather than replicate the option using the underlying asset, it’s convenient to replicate it
using futures contracts. The value of the futures contract upon entry is 0, and its value at
the next time period is Fup — Fnow O Fdown — Fnow due the settlement procedure, so the
relevant price tree is as shown in the figure.

Our results on binomial trees determine the option price as

fnow = e_rét [pfup + (1 - p)fdown]

4



where p is the relevant risk-neutral probability, determined by
0= "0 [p(fup — Fnow) + (1 —P)(Fdown — FHOW)] .

The last relation amounts to Fnow = pFup + (1 — p)Fdown, SO we recogize that p = ¢ is
the same risk-neutral probability we used to determine the futures prices. However let us
forget this fact for a moment, and consider pricing the option using only the tree of forward
prices. Then the convenient definition of p is

- j:now — Fdown
- )
fup - fdown

and the option price is determined by

fnow - e—rét [pfup + (1 - p)fdown] .

Working backward in the tree, we obtain (if the interest rate is constant) that the option
value is its discounted expected payoft:

option value at time 0 = e~"7 Egy [payoff at time T7.

Let’s compare this result to the one obtained long ago for pricing ordinary options on
lognormal assets. There the option price was the discounted risk-neutral expected value,
. . erOts L —s . . . . .
using risk-neutral measure m = =—"tewx—2down = Here the option price is the discounted risk-

Sup —~Sdown
neutral value, using risk-neutral measure p = 7;?)%]{;“‘“. We see that the two situations
u own

are parallel, except that we must set r = 0 in the definition of the risk-neutral probability.
Passing as usual to the continuous-time limit, we conclude that an option on a futures
contract can be valued using Black’s formula: if the futures price F; is lognormal with
volatility o then an option with maturity 7" and payoff f(Fr) has value

e "TE[f(Foe?)] where Z has mean —302T and variance 0T
In particular, for a call (payoff (Fr — K)4) or a put (payoff (K — Fr)1) we get the value
call = e "T[FyN(dy) — KN(dy)], put=e "T[KN(—dy)— FoN(—dy)]
with
_ log(Fy/K) + 30°T

 log(Fy/K) — 20T
oVT ’ B '

d
! o T

do

Comparing these results with those of Section 8, we see that pricing an option on a futures
price is analogous to pricing an option on an asset with continuous dividend yield equal to
the risk-free rate.

We avoided making reference to the original stock price tree in the preceding argument.
In particular we avoided using the fact that when interest rates are constant, forward and
future prices are the same: F; = F; = s,e” ). But we could alternatively have based our
analysis on this fact. Indeed, it easily implies the crucial relation

rot
Fnow - j:down € ""Snow — Sdown

j:up - Fdown Sup — Sdown



from which all else follows. (In our prior notation this relation says that p = q.)

There is of course an alternative route to Black’s formula using stochastic PDE’s. Let us stop
distinguishing between the forward price F' and the futures price F, since this discussion is
restricted to the constant-interest-rate environment where they are the same. The critical
assertion is that if V(F'(¢),t) is the value of the option as a function of futures price, then
V solves V; + %U2F2VFF —rV = 0 with final value f(F'), where f is the payoff. (This is
equivalent to the assertion that V(Fy,0) = e "TE[f(F(T))] where dF = oFdw, and its
solution is given by Black’s formula.) Arguing as in the last section, consider a portfolio
consisting of a short position in the option and a long position in the hedge portfolio (which
consists of ¢ = (OV/OF)(F(t),t) futures and V(F(t),t) dollars risk-free). Its value at time
tis
—V+¢-0+V =0

since a futures contract costs nothing at the time of acquisition. Its value at time t + dt is
—(V +6V) + ¢dF + V(1 + rdt);

the middle term ¢ F represents the cost of settlement at time ¢ 4 dt. To get the PDE we
must (a) use Ito’s formula to evaluate §V, then (b) set the value at time ¢ + 0t to 0. We
suppose the futures price solves dF' = pFdt + o Fdw for some u. Then steps (a) and (b)
lead to

(Vidt + VpdF + $Vppo®F2dt) — VedF — rVdt.

The dF terms cancel, and what remains is the desired relation

Vi + 20°F*Vep — 1V = 0.
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Martingales. The basic prescription for working backward in a binomial tree is this: if f
is the value of a tradeable security (such as an option) then

fnow - efrét [qup + (1 - Q)fdown] - eirétERN [fnext]

and if F is the futures price of a tradeable security then
fnow - [qfup + (1 - Q)Fdown] - ERN[:Fnext]a

where ¢ is the risk-neutral probability, defined by

frét[

Snow = € qSup + (1 - Q)Sdown] - eirétERN [Snext]'

When the risk-free rate is constant the factors of e~ don’t bother us — we just bring them
out front. When the risk-free rate is stochastic, however, we must handle them differently.
To this end it is convenient to introduce a money market account which earns interest at the
risk-free rate. Let A(t) be its balance, with A(0) = 1. In the constant interest rate setting



obviously A(t) = e"; in the variable interest rate setting we still have A(t + §t) = " A(t),
however r might vary from time to time, and even (if interest rates are stochastic) from one
binomial subtree to another. With this this convention, the prescription for determining
the price of a tradeable security becomes

fnow /Anow - ERN [fnext /Anext]

since Anow/Anext = e~ " where r is the risk-free rate. (This relation is valid even if the

risk-free rate varies from one subtree to the next). Working backward in the tree, this
relation generalizes to one relating the option value at any pair of times 0 <t <t < T

f()/A(t) = Erx[f () /A(t)).

Here, as usual, the risk-neutral expectation weights each state at time ¢’ by the probability of
reaching it via a coin-flipping process starting from time ¢t — with independent, biased coins
at each node of the tree, corresponding to the risk-neutral probabilities of the associated
subtrees.

The preceding results say, in essence, that certain processes are martingales. Concentrating
on binomial trees, a “process” is just a function g whose values are defined at every node.
A process is said to be a martingale relative to the risk-neutral probabilities if it satisfies

9(t) = Ernlg(t)]
for all ¢t < t’. The risk-neutral probabilities are determined by the fact that
e s5(t)/A(t) is a martingale relative to the risk-neutral probabilities
where s(t) is the stock price process. Option prices are determined by the fact that
e f(t)/A(t) is a martingale relative to the risk-neutral probabilities
if f is the value of a tradeable asset. Futures prices are determined by the fact that

e F(t) is a martingale relative to the risk-neutral probabilities.

One advantage of this framework is that it makes easy contact with the continuous-time
theory. The central connection is this: in continuous time, the solution of a stochastic
differential equation dy = fdt 4+ gdw is a martingale if f = 0. Indeed, the expected value
of a dw-stochastic integral is 0, so for any ¢ < t’ we have E[y(t)] = E Utt, f(r) dT} =
ftt, E[f(7)] dr; for the right hand side to vanish (for all ¢ < t') we must have E[f] = 0. If f

is deterministic then this condition says simply that f = 0.

We can use this insight to explain and/or confirm some results previously obtained by other

means. We return here to the constant-interest-rate environment, so A(t) = e'.

Question: why does the risk-neutral stock price process satisfy ds = rsdt + osdw? An-
swer: because the risk-neutral stock price has the property that s(t)/A(t) = s(t)e™" is a



martingale. Explanation: if we assume that the risk-neutral price process has the form
ds = fdt 4+ gdw for some f, we easily find that

d(se™™) = e "ds —re "sdt = (f —rs)dt +e " gdw.

So se™" is a martingale exactly if f = rs. (You may wonder why the risk-neutral stock

price process has the same volatility as the subjective stock price process. This is because
changing the drift has the effect of re-weighting the probabilites of paths, without actually
changing the set of “possible” paths; changing the volatility on the other hand has the effect
of considering an entirely different set of “possible paths.” This is the essential content of
Girsanov’s theorem, which is discussed and applied in the course Continuous-Time Finance.)

Question: why does the option price satisfy the Black-Scholes PDE? Answer: because the
option price normalized by A(t) must be a martingale. Explanation: suppose the option
price has the form V(s(t),t) for some function V(s,t). Then

d(V(s(t),)e ™) = eV —re "Vt
= e "(Vidt + Vids + %%50'282dt) —re "V dt
= e "V, +rsVi+ %0'282‘/55 —rV)dt + e "osVidw.
For this to be a martingale the coefficient of dt must vanish. That is exactly the Black-
Scholes PDE.

Question: why does the solution of the Black-Scholes PDE give the discounted expected
payoff of the option? Answer: because the option price normalized by A(t) is a martingale.
Explanation: suppose V solves the Black-Scholes PDE, with final value V(s,T") = f(s). We
have shown that e="*V (s(t),t) is a martingale. Therefore

V(s(0),0) = Enn [ "'V (s(t),1)]
for any ¢ > 0. Bringing e~" out of the expectation and setting t = T gives
V(5(0),0) = e Epx [V(s(T), T)] = e Erx [£(s(T)]
as asserted.
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A brief introduction to stochastic interest rates. When considering interest-based
instruments, the essential source of randomness is the interest rate itself. Let us briefly
explain how the binomial-tree framework can be used for modeling stochastic interest rates,
following Jarrow-Turnbull Section 15.2. The basic idea is shown in the figure: each node of
the tree is assigned a risk-free rate, different from node to node; it is the one-period risk-free
rate for the binomial subtree just to the right of that node.

What probabilities should we assign to the branches? It might seem natural to start by
figuring out what the subjective probabilities are. But why bother? All we really need



7(2)uu = 10.8583%

7(1), = 8.3223%

7(0) = 6.1982%

r(2)yq = 7.8583%
r(1)q = 4.9223%

7(2)aq = 4.8583%

for option pricing are the risk-neutral probabilities. Moreover we know (from Homework
3) that there is some freedom in the choice of the risk-neutral probability ¢, and that for
lognormal dynamics it is always possible to set ¢ = 1/2. So the usual practice is to

e restrict attention to the risk-neutral interest rate process.
e assume the risk-neutral probability is ¢ = 1/2 at each branch, and

e choose the interest rates at the various nodes so that the long-term interest rates
associated with the tree match those observed in the marketplace.

The last bullet — the calibration of the tree to market information — is of course crucial.
We’ll return to it in a few weeks. For now let’s just be sure we understand what it means.
In other words let’s be sure we understand how such a tree determines long-term interest
rates. As an example let’s determine B(0,3), the value at time 0 of a dollar received at
time 3, for the tree shown in the figure. (Put differently: B(0,3) is the price at time 0
of a zero-coupon bond which matures at time 3.) We take the convention that 6t = 1 for
simplicity.

Consider first time period 2. The value at time 2 of a dollar received at time 3 is B(2, 3);
it has a different value at each time-2 node. These values are computed from the fact that

B(2,3) = 6—7’&[%3(37 3)up + %B(S, 3)down] = e "
since B(3,3) =1 in every state, by definition. Thus

e "2uu = 897104 at node uu
B(2,3) ={ e "(ud = 924425 at node ud
e "(2dd — 952578 at node dd.

Now we have the information needed to compute B(1,3), the value at time 1 of a dollar
received at time 3. Applying the rule

B(1,3) = e "1 B(2,3)up + 1 B(2,3)down]



at each node gives

efr(l)u

-.897104 + 1 - .924425) = .838036 at node u
B(LS) = { e—r(l)d( i

-.924425 + 1 - 952578) = .893424  at node d.

~~
D=0

Finally we compute B(0,3) by applying the same rule:

B(0.3) = ¢ "[3B(1,3)up + 3B(1,3)down]
= e "1 . 838036 + 1 - .893424] = .8137.

10



Derivative Securities — Section 10 — Fall 2004
Notes by Robert V. Kohn, Courant Institute of Mathematical Sciences.

Interest-based instruments: bonds, forward rate agreements, and swaps. This
section provides a fast introduction to the basic language of interest-based instruments, then
introduces some specific, practically-important examples, including forward rate agreements
and swaps. This material can be found in both Hull (chapters 5 and 6) and Jarrow-Turnbull
(chapters 13 and 14); personally I find Hull easier to read.
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Bond prices and term structure. The time-value of money is expressed by the discount
factor
B(t,T) = value at time ¢ of a dollar received at time 7.

This is, by its very definition, the price at time t of a zero-coupon bond which pays one dollar
at time 7T'. If interest rates are stochastic then B(t,T") will not be known until time ¢. Prior
to time ¢ it is random — just as in our discussion of equity prices, s(t) was random. Note
however that B(t,T') is a function of two variables, the initiation time ¢ and the maturity
time T'. Its dependence on T reflects the term structure of interest rates. We usually take
the convention that the present time is ¢ = 0; thus what is observable now is B(0,7") for all
T>0.

There are several equivalent ways to represent the time-value of money. The yield Y (¢,T)
is defined by
B(t,T) = ¢ Y &T)(T-1),

it is the unique constant interest rate that would have the same effect as B(¢,T) under
continuous compounding. The term rate R(t,T) is defined by

1
1+ RET)T —t)

B(t,T) =

it is the unique interest rate that would have the same effect as B(¢,T") with no compounding.
The instantaneous forward rate f(t,T) is defined by

B(t,T)=¢" Ji g ar.

it is unique deterministic time-varying interest rate that describes all the discount factors
with initial time ¢ and various maturities.! We can easily solve for Y (t,T), R(t,T), or
f(t,T) in terms of B(t,T). Therefore each contains the same information as B(t,T) as t
and T vary. (Let us also mention one more: the discount rate I(¢,7T"), defined by B(t,T) =
1—1(¢,T)(T—t). It has little conceptual importance; however interest rates for US Treasury
bills are usually presented by tabulating these discount rates.)

Most long-term bonds have coupon payments as well as a final payment. The value of the
bond at time 0 is the sum of the present values of all future payments. For a fixed-rate bond

Do not confuse this with the forward term rate, introduced below and called fo(t, T).



the coupon payments (amount ¢; at time ¢;) are fixed in advance, as is the final payment
(amount F' at time 7T"). The value of the bond at time ¢ is thus

cash price = chB(t,tj) + FB(t,T).

This is known as the cash price; it is a consequence of the principle of no arbitrage. Notice
that the cash price is a discontinuous function of time: it rises gradually between coupon
payments, then falls abruptly at each coupon date ¢; because the holder of the bond collects
the coupon payment. The cash price is not the value you’ll see quoted in the newspaper.
What you find there is the difference between the cash price and the interest accrued since
the last coupon date:

quoted price = Z c;B(t,tj) + FB(t,T) — accrued interest.

Notice that the quoted price is a continuous function of time, since the accrued interest is
discontinuous (it resets to zero at each coupon payment) and the two discontinuities cancel.

A floating-rate bond is one whose interest rate (coupon rate) is reset at each coupon date. By
definition, after each coupon payment its value returns to its face value. A typical example
is a one-year floating-rate note with semiannual payments and face value one dollar, pegged
to the LIBOR (London Interbank Offer) rate. Suppose at date 0 the LIBOR term interest
rate for six-month-maturity is 5.25 percent per annum, but at the six-month reset the
LIBOR six-month-maturity rate has changed to 5.6 percent per annum. Then the coupon
payment due at six months is .0525/2 = .02625, and the coupon payment due at one year
is .056/2 = .028; in addition the face value (one dollar) is repaid since the bond matures.
Note the convention: interest is paid at the end of each period, using the interest rate set
at the beginning of the period.

The value of the fixed-rate bond was the discounted value of its future income stream. The
same is true of the floating-rate bond, provided that we discount using the LIBOR rate. In
other words for this purpose B(t,T) should be the value at time ¢t of a LIBOR contract
worth one dollar at time 7. In fact, the value of the floating-rate bond at six months (just
after the first coupon payment) is the value at that time of the payments to be made at
one year. If ¢ is six months and 7" is 1 year then this is

B(t,T)(.028 + 1) = (028 +1) = 1.

1+4.028
The bond could be sold for this value — so holding it at six months is exactly the same as

having one dollar of income at six months. The value of the bond at time 0 is similarly

1
B(0,t)(first coupon + value at six months) = m(.o%% +1)=1

Our calculation is clearly not special to the example; it resides in the fact that B(¢,T) =
1/(14+ R(t, T)(T —1)).
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Forward rates and forward rate agreements. When interest rates are deterministic
B(0,t)B(t,T) = B(0,T) (this was on Homework 1). When they are random this is clearly
not the case, since B(0,t) and B(0,7T) are known at time 0 while B(¢,T) is not. However
the ratio

Fy(t,T) = B(0,T)/B(0,t)

still has an important interpretation: it is the discount factor (for time-t borrowing, with
maturity 7') that can be locked in now, at no cost, by a combination of market positions.
In fact, consider the following portfolio:

(a) long a zero-coupon bond worth one dollar at time T (present value B(0,T)), and
(b) short a zero-coupon bond worth B(0,7")/B(0,t) at time ¢ (present value —B(0,T)).

Its present value is 0, and its holder pays B(0,7)/B(0,t) at time ¢ and receives one dollar
at time 7. Thus the holder of this portfolio has “locked in” Fy(¢,T') as his discount rate for
borrowing from time t to time 7.

This discussion makes reference to just three times: 0, ¢ and 7. So it is natural and
conventional to work with term rates rather discount rates. Defining fy(¢,7") by

1
Bt T) =17 folt, T)(T —1)

we have shown that fo(t,T) is the forward term rate for borrowing from time t to time 7.2
In other words, an agreement now to borrow or lend later (at time ¢, with maturity 7") has
present value zero, if it stipulates that the term rate is fo(¢, 7).

What about a contract to borrow or lend at a rate Ry other than fy(¢,7)? This is known
as a forward rate agreement. We can value it by an easy modification of the argument used
above. Suppose the principal (the amount to be borrowed at time t) is L. Then the contract
provides a payment at time 1" of

(1+ RxAT)L = (14 foAT)L + (Ri — fo)ATL

where fo = fo(t,T) and AT = T — t. So the contract is equivalent to a forward rate
agreement at rate fo(¢,7) on principal L plus an additional payment of (Rx — fo)AT - L
at time T'. The forward agreement at rate fy has present value 0, so the contract’s present
value (to the lender) is

B(0,T)(Rx — fo)AT - L.

The following observations are useful in connection with swaps (which we’ll discuss shortly):

(1) A forward rate agreement is equivalent to an agreement that the lending party may
pay interest at the market rate R(t,T) but receive interest at the contract rate Ry .
Indeed, the lender pays L at time t and receives (1 + RxgAT)L at time T. We may
suppose that the payment at time ¢ is borrowed at the market rate. Then the lender

2Do not confuse this with the instantaneous forward rate discussed earlier.



is (a) borrowing L at the market rate R at time ¢, repaying (1 + RAT)L at time T,
and (b) lending L to the counterparty at time ¢, receiving repayment (1 + RxAT)L
at time T'. Briefly: the lender is exchanging the market rate R for the contract rate
Ry.

(2) A forward rate agreement can be priced by assuming that the market rate R(t,T) will
be the forward rate fo(t,T). Indeed, the pair of loans just considered have net cash
flow 0 at time ¢, and the lender receives (Rxg — R)AT - L at time T'. The value of R
is not known at time 0. But substitution of fj in place of R gives the correct value of
the contract at time O.
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Swaps. A swap is an exchange of one income or payment stream for another. The most
basic example is a (plain vanilla) interest rate swap, which exchanges the cash flow of a
floating-rate debt for that of a fixed-rate debt with the same principal. We shall restrict
our attention to this case.

A swap is, in a sense, the floating-rate bond analogue of a forward contract. It permits the
holder of a floating-rate bond to eliminate his interest-rate risk. This risk arises because
the future interest payments on a floating-rate bond are unknown. It can be eliminated by
entering into a swap contract, exchanging the income stream of the floating-rate bond for
that of a fixed-rate bond. What fixed rate to use? Any rate is possible — but in general
the associated swap contract will have some (positive or negative) value. However at any
given time there is a fixed rate that sets the present value of the swap to 0. This is rate
that would normally be used. Jarrow and Turnbull call it the par swap rate.

It is clear from the definition that a swap is equivalent to a portfolio of two bonds, one
short and the other long, one a fixed-rate bond and the other a floating-rate bond. Real
bonds would have coupon payments then would return the principal at maturity. In a swap
the coupon payments don’t match, so there is a cash flow at each coupon date; however
the principals do match, so there is no net cash flow at maturity. But the principal of the
associated bonds isn’t irrelevant — we need it to calculate the interest payments. It is called
the notional principal of the swap.

A swap can also be viewed as a collection of forward rate agreements. Indeed, we showed
above that the value of a floating-rate bond is equal to its principal just after each reset. So
being short the floating-rate bond and long the fixed-rate bond is equivalent to paying the
market interest rate and receiving the fixed interest rate. This amounts to a collection of
forward rate agreements — one for each coupon payment — all with the same principal (the
notional principal of the swap) and the same interest rate (the fixed rate of the swap).

Valuing a swap is easy: it suffices to value each associated bond then take the difference.
(An alternative, equivalent procedure is to value each associated forward rate agreement
and add them up.) The following example is a slightly modified version of the one in
Jarrow-Turnbull Section 14.1. Suppose an institution receives fixed payments at 7.15% per
annum and floating payments determined by LIBOR. We assume there are two payments
per year, the maturity is two years, and the notional principal is N. To value the fixed side



of the swap we must find the present value of the future coupon payments. It is natural
to use the LIBOR discount rate for B(0,7") (Hull makes this choice) though it would be
possible to use the treasure-bill discount rates instead (Jarrow-Turnbull makes this choice).
Let us assume

B(0,t1) = .9679, B(0,t3) = .9362, B(0,t3) = .9052, B(0,ts) = .8749

where t; = 182 days, to = 365 days, t3 = 548 days, and t4 = 730 days are the precise
payment dates. The value of the fixed side of the swap is then

Vix = N{.9679 x .0715 x (182/365) + .9362 x .0715 x (183/365)
+.9052 x 0715 x (183/365) + .8749 x .0715 x (182/365)} = (0.1317)N

Notice that we counted only the coupon payments, with no final payment of principal.

Now let’s value the floating side of the swap. Of course we cannot know its cash flows at
each time — this would require knowledge of B(t;,t;+1) for each i, which cannot be known at
time 0. However to value the swap all we really need to know is B(0,t4). Indeed, the value
of the floating bond at time 0 is just its notional principal N. But we did not count the
return of principal Vg, so we must not count it here either. Thus the value of the floating
side of the swap is

Vioat = N — B(0,t4)N = (0.1251)N.

The value of the swap is the difference, namely
‘/swap = Viix — Vioat = (00066)N

This is, of course, the value of the swap to the party receiving the fixed rate and paying the
floating rate. The value to the other party is —(0.0066)N.

OK, that was easy. But the answer didn’t come out zero. What fixed rate could have been
used to make the answer come out zero — in other words, what is the par swap rate? That’s
easy: we must replace .0715 in the above by a variable x, set the value of the swap to 0,
and solve for . This gives

2-{.9679 x (182/365) +.9362 x (183/365) +.9052 x (183/365) +.8749 x (182/365)} = 0.1251,

which simplifies to 1.8421x = 0.1251 whence z = .0679. Thus the par swap rate is 6.79%
per annum.

We have discussed only the simplest kind of swap — a “plain vanilla interest rate swap”. But
the general principle should be clear. Another widely used instrument is the “plain vanilla
foreign currency swap,” which exchanges a fixed-rate income stream in a foreign currency
for a fixed-rate income stream in dollars. Such an instrument can be used to eliminate
foreign currency risk. See Jarrow-Turnbull section 14.2 for a discussion of its valuation.
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Forwards versus futures. There is a well-developed market for futures contracts on
treasury bonds. At first this may seem surprising, since there are so many different types
of bonds and a futures contract must refer to a well-defined underlying. In practice this
difficulty is avoided by rules that permit a variety of similar bonds to be delivered when the
contract matures, with cash adjustments depending on the specific bond delivered. This
feature makes the futures market complicated and interesting.

Here however we wish to focus on a different issue, namely the relationship between forward
and future prices. (This discussion follows section 12.3 of the book by Avellaneda and
Laurence. Note however that what they call F'(¢,T) is what we are calling fy(¢,7").) Our
purpose is partly to emphasize that the two are different, and partly to get a handle on how
the dynamics of interest rates determines forward rates.

We have in mind the binomial-tree, risk-neutral-expectation setting explained at the end of
Section 9. However we shall use the notation of a continuous-time model (mainly: integrals
rather than sums) since this is less cumbersome. Our starting point is the fact that

B(t,T)/A(t) = Erx [1/A(T))]

where A(t) is the value of the money-market fund at time ¢. In the continuous time setting
A(T) = A(t) exp ftT r(s) ds so the preceding formula becomes

T
B(t, T) = ERN [eft r(s) ds:| .

A typical interest rate future involves 3-month Eurodollar contracts: at the contract’s
maturity the holder must make a 3-month loan to the counterparty, at interest rate equal
to the 3-month-term LIBOR rate. We have called this rate R(¢,T"), where T'=t + 3 months,
and t is the maturity date of the futures contract. We know from Section 9 that the
associated futures price fo(t, T') — which determines the daily settlements during the course
of the contract — is a martingale, in other words

fo(t,T) = Egx [R(t,T)] .

Let us seek a similar representation for the forward term rate fy(¢,7"), defined as above by
1 B(0,T)

— = Fy(t,T) =
1+ fo(t,T)AT (¢, T) B(0,t)
with AT =T — t. Solving for fy(t,T") gives
1
fo(t,T) = W(B(Oat) - B(0,T)).

Rewriting the expression in parentheses as a risk-neutral expectation gives

j = 7E e f ( ) S f T‘(s) 8:|
fo( Y ) :!T'B(O’T) RN 07 s)d. T
= - E e fO 7‘(8) ds l—e e - eft(s)ds
== - E f 7(8) ds 71 —B( t’):|



making use in the last step of the fact that risk-neutral expectations are determined working
backward in time. Now, the relation B(t,7') = 1/[1 + R(t,T)AT] can be rewritten as

w = R(t,T)B(t,T),
so we have shown that
folt,T) = B(Ol,T)ERN e o dspy, T)B(t,T)}
= EN;LT)ERN e‘JZT@”“fauJUe—LT“$dﬂ,

using once more the fact that risk-neutral expectations are determined working backward
in time. Combining the two exponential terms, we conclude finally that

T

R(t, T)e_ fo r(s) ds:|

e~ fOT r(s) ds:|

ERrnN

fO(th) =

ERrnN

Thus the forward rate fo(t,7") is not the risk-neutral expectation of the term rate R(t,T).
Rather it is the expectation of R(t,T") with respect to a different probability measure, the

one obtained by weighting each path by exp (— fOT r(s) ds).

It is clear from this calculation that forward rates and futures prices are different. We can
also see something about the relation between the two. In fact, writing R = R(¢,T) and

D =exp|— T'1(s)ds) we have
0

E[RD] — E[R]E|[D]
E[D] '

forward rate — futures price =

where E represents risk-neutral expectation. If R and D were independent the right hand
side would be zero and forward rates would equal futures prices. In general however we
should expect R and D to be negatively correlated, since R is a term interest rate and D is
a discount factor. Recognizing that E[RD]| — E[R|E[D] is the covariance of R and D, we
conclude that this expression should normally be negative, implying that

forward rate < futures price.

This is in fact what is observed (the difference is relatively small). A scheme for adjusting
the futures price to obtain the forward rate is sometimes called a “convexity adjustment”. It
should be clear from our analysis that different models of stochastic interest rate dynamics
lead to different convexity adjustment rules.
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Caps, floors, and swaptions. Easiest first: a swaption is just an option on a swap.
When it matures, its holder has the right to enter into a specified swap contract. He’ll do



so of course only if this swap contract has positive value. Since a swap is equivalent to a
pair of bonds, a swaption can be viewed as an option on a pair of bonds. Similarly, since a
swap is equivalent to a collection of forward rate agreements, a swaption can be viewed as
an option on a collection of forward rate agreements.

Now let’s discuss caps. The borrower in a floating-rate loan does not know his future
expenses, since they depend on the floating interest rate. He could eliminate this uncertainty
entirely by entering into a swap agreement. But suppose all he wants is insurance against
the worst-case scenario of a high interest rate. The cap was invented for him: it pays the
difference between the market interest rate and a specified cap rate at each coupon date,
if this difference is positive. By purchasing a cap, the borrower insures in effect that he’ll
never have to pay an interest rate aboved the cap rate. The cap can be viewed as a collection
of caplets, one associated with each coupon payment. Each caplet amounts to an option on
a bond. It is roughly speaking a call option on the market rate at the coupon time.

A floor is like a cap, but it insures a sufficiently high interest rate rather than a sufficiently
low one. It can be viewed as a collection of floorlets, one associated with each coupon
payment. Each floorlet is again an option on a bond — roughly speaking a put option on
the market rate at the coupon time.

There is a version of put-call parity in this setting: cap-floor=swap, if the fixed rate specified
by all three instruments is the same.

Thus caps and floors are collections of options on bonds; swaptions are options on collections
of bonds. We'll discuss them in more detail in the next section, and we’ll explain how they
can be priced using a variant of Black’s formula.



Derivative Securities — Section 11
Notes by Robert V. Kohn, Courant Institute of Mathematical Sciences.

Options on interest-based instruments: pricing of bond options, caps, floors, and
swaptions. The most widely-used approach to pricing options on caps, floors, swaptions,
and similar instruments is Black’s model. We discuss how this model works, why it works,
and when it is appropriate. The main alternative to Black’s model is the use of a suitable
interest rate tree (or a continuous-time model of the risk-free interest rate dynamics). We
discuss briefly the calibration of a binomial tree — essentially, a special case of the Black-
Derman-Toy model.
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Black’s model. My discussion of Black’s model and its applications follows mainly chapter
20 of Hull, augmented by some examples from Clewlow and Strickland.

The essence of Black’s model is this: consider an option with maturity 7', whose payoff
¢(Vr) is determined by the value Vp of some interest-related instrument (a discount rate,
a term rate, etc). For example, in the case of a call ¢(Vr) = (Vr — K)4. Black’s model
stipulates that

(a) the value of the option today is its discounted expected payoff.

No surprise there — it’s the same principle we’ve been using all this time for valuing options
on stocks. If the payoff occurs at time 7" then the discount factor is B(0,7") so statement
(a) means

option value = B(0,T)E.[¢(Vr)].

We write F, rather than Fryn because in the stochastic interest rate setting this is not the
risk-neutral expectation; we’ll explain why FE, is different from the risk-neutral expectation
later on. For the moment however, we concentrate on making Black’s model computable.
For this purpose we simply specify that (under the distribution associated with E.)

(b) the value of the underlying instrument at maturity, Vr, is lognormal; in other words,
Vo has the form eX where X is Gaussian.

(c) the mean E,[Vr] is the forward price of V (for contracts written at time 0, with
delivery date T').

We have not specified the variance of X = log Vr; it must be given as data. It is customary
to specify the “volatility of the forward price” o, with the convention that

log Vi has standard deviation ov/T.

Notice that the Gaussian random variable X = log Vr is fully specified by knowledge of its
standard deviation ov/T and the mean of its exponential E,[eX], since if X has mean m
then F,[eX] = exp(m + 30°T).



Most of the practical examples involve calls or puts. For a call, with payoff (Vr — K)4,
hypothesis (b) gives
E.[(Vr — K)+] = E.[VIN(d1) — KN (d2)

where

_ log(E.[Vr)/K) + 50°T 0 log(E.[Vr]|/K) — 30T
- ovT CET ovT

This is a direct consequence of the lemma we used long ago (in Section 5) to evaluate the
Black-Scholes formula. Using hypotheses (a) and (c) we get

d1 :dl—U\/T.

value of a call = B(0,T)[FoN(d1) — KN(d2)]

where Fy is the forward price of V' today, for delivery at time 7', and

log(Fy/K) + 30°T g — log(Fy/K) — 302

T
9 :d - \/T
o T 2 o T L=

dq

These formulas are nearly identical to the ones we obtained in Sections 8 and 9 for pricing
options on foreign currency rates, options on stocks with continuous dividend yield, and
options on futures. The only apparent difference is the discount factor: in the constant
interest rate setting of Sections 8 and 9 it was e™"T; in the present stochastic interest rate
setting it is B(0, 7).

It is by no means obvious that Black’s formula is correct in a stochastic interest rate setting.
We’ll give the honest justification a little later. But here is a rough, heuristic justification.
Since the value of the underlying security is stochastic, we may think of it as having its own
lognormal dynamics. If we treat the risk-free rate as being constant then Black’s formula
can certainly be used. Since the payoff takes place at time T, the only reasonable constant
interest rate to use is the one for which e™"7 = B(0,T), and this leads to the version of
Black’s formula given above.

Black’s model applied to options on bonds. Here is an example, taken from Clewlow
and Strickland (section 6.6.1). Let us price a one-year European call option on a 5-year
discount bond. Assume:

e The current term structure is flat at 5 percent per annum; in other words B(0,t) =
e~9 when t is measured in years.

e The strike of the option is 0.8; in other words the payoff is (B(1,5) — 0.8)+ at time
T=1.

e The forward bond price volatility o is 10 percent.
Then the forward bond price is Fy = B(0,5)/B(0,1) = .8187 so

g log(.8187/.8000) + 3 (0.1)2(1)

=0.2814, dy=dy —oVT =0.2814 — 0.1V1 = .1814
1 (0.1)\/1 2 1—0




and the discount factor for income received at the maturity of the option is B(0,1) = .9512.
So the value of the call option now, at time 0, is

9512[.8187N(.2814) — .8N(.1814)] = .0404.

Black’s formula can also be used to value options on coupon-paying bonds; no new principles
are involved, but the calculation of the forward price of the bond must take into account
the coupons and their payment dates; see Hull’s Example 20.1.

One should avoid using the same o for options with different maturities. And one should
never use the same o for underlyings with different maturities. Here’s why: suppose the
option has maturity 7" and the underlying bond has maturity 7/ > T. Then the value
V; of the underlying is known at both ¢ = 0 (all market data is known at time 0) and at
t =T’ (all bonds tend to their par values as ¢t approaches maturity). So the variance of V;
vanishes at both t = 0 and ¢t = T”. A common model (if simplified) model says the variance
of V; is 03t(T" — t) with o constant, for all 0 < ¢t < T”. In this case the variance of Vi
is 02T (T' — T), in other words 0 = ogy/T' — T. Thus o depends on the time-to-maturity
T' —T. In practice o — or more precisely o/T — is usually inferred from market data.

Black’s model applied to caps. A cap provides, at each coupon date of a bond, the
difference between the payment associated with a floating rate and that associated with a
specified cap rate, if this difference is positive. The ith caplet is associated with the time
interval (t;,t;+1); if R; = R(t;,t;+1) is the term rate for this interval, Ry is the cap rate,
and L is the principal, then the ith caplet pays

L (tiyr = t:) - (Ri — Rk )+
at time t;41. Its value according to Black’s formula is therefore
B(0,ti+1)LAt[fiN(d1) — Rk N(d2)].

Here Ajt = tit1 — ti; fi = fo(ti,tix1) is the forward term rate for time interval under

consideration, defined by
1 B(0,ti1)

1+ fidit  B(0,6)

and
log(fi/Rk) + 507t log(fi/Rr) — 307t
= = =dy — 0iV/1;.
ot oiv/ti
The volatilities o; must be specified for each i; in practice they are inferred from market
data. The value of a cap is obtained by adding the values of its caplets.

dy ,  d

A floor is to a cap as a put is to a call: using the same notation as above, the ith floorlet

pays
LA#(Ri — Ry)+

at time ¢;4.1. Its value according to Black’s formula is therefore

B(0,ti41) LA#[RE N(—dy) — fiN(—d1)]



where di and dy are as above. The value of a floor is obtained by adding the values of its
floorlets.

Here’s an example, taken from Section 20.3 of Hull. Consider a contract that caps the
interest on a 3-month, $10,000 loan one year from now; we suppose the interest is capped
at 8% per annum (compounded quarterly). This is a simple caplet, with t; = 1 year and ¢y
= 1.25 years. To value it, we need:

e The forward term rate for a 3-month loan starting one year from now; suppose this
is 7% per annum (compounded quarterly).

e The discount factor associated to income 15 months from now; suppose this is .9220.
e The volatility of the 3-month forward rate underlying the caplet; suppose this is 0.20.

With this data, we obtain

o _ los(07/.08) + 1(0.2)%(1)
L 0.2v/1

so the value of the caplet is, according to Black’s formula,

= —0.5677, do=dy —0.2/1=—0.7677

(.9220)(10,000)(1/4)[.07N (—.5677) — .08 N (—.7677)] = 5.19 dollars.

Problem 3 of HW6 is very much like the preceding example, except that the necessary
data is partly hidden in financial jargon. Here’s some help interpreting that problem. The
relevant term rate is LIBOR 3-month rate, 9 months from now. The statement that “the
9-month Eurodollar futures price is 92”7 implies (if we ignore the difference between futures
and forwards) that the present 3-month forward term rate for borrowing 9 months from
now is 8% per annum. The statement that “the interest rate volatility implied by a 9-month
Eurodollar option is 15 percent per annum” gives o = .15%.

Black’s model applied to swaptions. A swaption is an option to enter into a swap at
some future date 7' (the maturity of the option) with a specified fixed rate Rx. To be able
to value it, we must first work a bit to represent its payoff.

Let Rgwap be the par swap rate at time 7', when the option matures. If 1 < ... <ty are
the coupon dates of the swap and tg = T then Rgwap is characterized (see Problem 2b of
HW6) by

i B(T, ;) Rewap (ti — ti-1)L = (1 — B(T, ty))L
=1

where L is the notional principal. Moreover the left hand side is the value at time T of the
fixed payments at rate Rgyap while the right hand side is the value of the variable payments.
Suppose the swaption gives its holder the right to pay the fixed rate Rx and receive the



floating rate. Then it will be in the money if Rgwap > Rk, and in that case its value to the
holder at time T is

N
Vioat — Vixed = (1—B(T,ty))L =Y B(T,t;) R (t; —ti—1)L
=1
N N
= Y B(T,ti)Rewap(ti — ti=1)L = > B(T,t;) R (t; — ti—1)L
=1 =1

N
= (Rowap — Rx)Y_B(T,t;)(t; — ti—1)L.
=1

The ith term is the payoff of an option on Rgyap with maturity 7" and cash flow
L(ti - ti—l)(stap - RK)+
received at time t;. Black’s formula gives the time-0 value of this option as
B(0,t;)L(t; — ti—1)[FswapN (d1) — R N(d2)]
where Fiyap is the forward swap rate and

log(Fawan /R ls2T log(Fiswan/Ric) — 22T
dy = og( o/RK) + 30 oy = og( p/RK) — 50 —dy — oVT.

oVT oVT

The forward swap rate is obtained by taking the definition of the par swap rate, given above,
and replacing B(T,t;) by the forward rate Fy(T,t;) = B(0,t;)/B(0,T) for each i. To get
the value of the swap itself we sum over all i:

value of swap = LA[FywapN(d1) — RN (dg)] where A =N B(0,t;)(t; — ti_1).

Here’s an example, taken from Clewlow and Strickland section 6.6.1. Suppose the yield
curve is flat at 5 percent per annum (continuously compounded). Let us price an option that
matures in 2 years and gives its holder the right to enter a one-year swap with semiannual
payments, receiving floating rate and paying fixed term rate 5 percent per annum. We
suppose the volatility of the forward swap rate is 20% per annum.

The first step is to find the forward swap rate Fyyap. It satisfies

2

2 B0t

(0,t;) B(0,t2)
507 )

Fowap(1/2) = (1 - 50T

with T = 2, t; = 2.5, and to = 3.0. Since the yield curve is flat at 5% compounded
continuously, we have

1

B(0,2.5)

DWW, 4.9) _ —(05)(.5) _
B(0.2) e 9753,

= e~ (M) — 9512



and simple arithmetic gives Fyyap = .0506, in other words 5.06%. Now

. log(.0506/.0500) + 3(0.2)%(2)

=0.1587, dy =d; —0.2v/2 = —.0971,
! 0.2v2 -0

and
2

STB(0,t)(ti — tio1) = 3(e7 V@) 4~ (09B)) = 8716,
=1

so the value of the swaption is
8716L[.0506 N (.1587) — .05N (—.0971)] = .0052L

where L is the notional principal of the underlying swap.
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When and why is Black’s model correct? Black’s model is widely-used and appropriate
for pricing European-style options on bonds, and analogous instruments such as caps, floors,
and swaptions. It has two key advantages: (a) simplicity, and (b) directness. By simplicity
I mean not that Black’s model is easy to understand, but rather that it requires just one
parameter (the volatility) to be inferred from market data. By directness I mean that we
model the underlying instrument directly — the basic hypothesis of Black’s model is the
lognormal character of the underlying.

The main alternative to Black’s model is the use of an interest-rate tree (or a continuous-
time analogue thereof). Such a tree models the risk-neutral interest-rate process, which
can then be used to value bonds of all types and maturities, and options of all types and
maturities on these bonds. Interest-rate trees are not “simple” in the sense used above: to
get started we must calibrate the entire tree to market data (e.g. the yield curve). And
they are not “direct” in the sense used above: we are modeling the risk-neutral interest
rate process, not the underlying instrument itself; thus there are two potential sources
of modeling error: one in modeling the value of the underlying instrument, the other in
modeling how the option’s value depends on that of the underlying instrument.

The simplicity and directness of Black’s model are also responsible for its disadvantages.
Black’s model must be used separately for each class of instruments — we cannot use it,
for example, to hedge a cap using bonds of various maturities. For consistent pricing
and hedging of multiple instruments one must use a more fundamental model such as an
interest rate tree. Another restriction of Black’s model: it can only be used for European-
style options, whose maturity date is fixed in advance. Many bond options permit early
exercise — sometimes American-style (permitting exercise at any time) but more commonly
Bermudan (permitting exercise at a list of specified dates, typically coupon dates). Black’s
model does not allow for early exercise. Trees are much more convenient for this purpose,
since early exercise is easily accounted for as we work backward in the tree.

Now we turn to the question of why Black’s model is correct. The explanation involves
“change of numeraire”. (The following is a binomial-tree version of Hull’s section 19.5.)
The word numeraire refers to a choice of units.



Up to now our numeraire has been cash (dollars). Its growth as a function of time is
described by the money-market account introduced in Section 9. The money-market account
has balance is A(0) = 1 initially, and its balance evolves in time by Apext = "t A ow. We are
accustomed to finding the value f of a tradeable instrument (such as an option) by working
backward in the tree using the risk-neutral probabilities. At each step this amounts to

fnow = eir& [qup + (1 - Q)fdown]

where ¢ and 1 — ¢ are the risk-neutral probabilities of the up and down states. As we noted
in Section 9, this can be expressed as

fnow /Anow - ERN [fnext /Anext]a

and it can be iterated in time to give
f)/A®t) = Ern[f(t)JA)] fort <t

This is captured by the statement that “f(t)/A(t) is a martingale relative to the risk-neutral
probabilities.”

But sometimes the money-market account is not the convenient comparison. In fact we may
use any tradeable security as the numeraire — though when we do so we must also change
the probabilities. Indeed, for any tradeable security g there is a choice of probabilities on
the tree such that

fnow _ q*@_i_(l_q*)fdown

Inow up Jdown

This is an easy consequence of the two relations

fnow = e_r&[qup + (1 - Q)fdown] and  gnow = e—r5t [qgup + (1 - Q)gdown]a

which hold (using the risk-neutral ¢) since both f and g are tradeable. A little algebra
shows that these relations imply the preceding formula with

_ Gup
q3up + (1 - Q)gdown

g«

(The value of ¢, now varies from one binomial subtree to another, even if ¢ was uniform
throughout the tree.) Writing FE, for the expectation operator with weight ¢., we have
defined ¢, so that

fnow /gnow = I, [fnext /gnext] .

Iterating this relation gives (as in the risk-neutral case)

ft)/9(t) = EJf({t)/g(t)] for t <t

in other words “f(t)/g(t) is a martingale relative to the probability associated with E..”
In particular

£(0)/9(0) = E.[f(T)/9(T)]

where T is the maturity of an option we may wish to price.



Let us apply this result to explain Black’s formula. For simplicity we focus on options
whose maturity 7" is also the time the payment is received. (This is true for options on
bonds, not for caplets or swaptions — but the modification needed for caplets and swaptions
is straightforward.) The convenient choice of g is then

g(t) = B, T).
Since ¢g(T") = 1 this choice gives

f(0) = g(O)E.[f(T)] = B(0, T)E.[f(T)].

We shall apply this twice: once with f equal to the value of the underlying instrument,
what we called V; on page one of these notes; and a second time with f equal to the value
of the option. The first application gives

E.[Vr] = V/B(0,T)

and we recognize the right hand side as the forward price of the instrument. For this
reason the probability distribution associated with this E, is called forward risk-neutral.
The second application gives

option value = B(0,T)E,[¢(Vr)]

where ¢(Vr) is the payoff of the option — for example ¢(Vr) = (Vr — K)4 if the option is a
call.

This explains Black’s formula, except for one crucial feature: the hypothesis that Vp is
lognormal with respect to the distribution associated with FE, (the forward-risk-neutral
distribution). This is of course only asserted in the continuous-time limit, and only if the
risk-neutral interest rate process is itself lognormal. The assertion is most easily explained
using continuous-time (stochastic differential equation) methods, and we will not attempt
to address it here.
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Interest rate trees. We have already discussed the limitations of Black’s model. Consis-
tent pricing and hedging of diverse interest-based instruments requires a different approach.
So does the pricing of American or Bermudan options, which permit early exercise.

A typical alternative is the use of a binomial tree. We explained briefly how this works
in Section 9, where we discussed how to pass from the tree to the various discount factors
B(0,t). Valuing options on the tree is also easy (just work backward). So is hedging (each
binomial submarket is complete, so a risky instrument can be hedged using any pair of
zero-coupon bonds). These topics are discussed very clearly in Chapter 15 of Jarrow &
Turnbull and I recommend reading them there.

To make this a practical alternative, however, we must say something about how to calibrate
the tree. Jarrow and Turnbull aren’t very clear on this; for an excellent treatment see the
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presentation of the Black-Derman-Toy model in Chapter 8 of Clewlow and Strickland. To
give the general flavor, I’ll discuss just the simplest version — calibration of the tree to the
yield curve, with constant volatility — for a two-period tree of the type discussed in Section
9 (see the figure).

The basic ansatz is this:
e at time 0: r(0) = ap;

o5t o5t

e at time 1: (1), = aje and 7(1)g = a;e” 7V

o at time 2: 7(2)uy = a227V%, 1(2)4q = ag, and 1(2)gq = aze"27V,

More generally: at time j, the possible values of r(j) are ajukdj “k with u = e m, d=
e*"m, and k ranging from 0 to j. The parameter o is the volatility of the spot rate; we
assume it is known (e.g. from market data) and constant. The parameters ag,ai, az, etc.
represent a time-dependent drift in the spot rate (more precisely u; = (1/6t)log(a;) is the
drift in the spot rate, since a; = e“iét). The task of calibration is to find the drift parameters
ap, a1, etc. from the market observables, which are B(0,1), B(0,2), B(0, 3), etc.

We proceed inductively. Getting started is easy: B(0,1) = e "0 5o aq = r(0) is directly
observable. To determine a; let Q(1), be the value at time 0 of the option whose value at
time 1 is 1 in the up state and 0 in the down state; let Q(1)4 be the value at time 0 of the
option whose value at time 1 is 1 in the down state and 0 in the up state. Their values are

evident from the tree:
Q) = 57O Q(1)g = 3O,
They are useful because examination of the tree gives
B(0,2) = Q(1)ue "M 4 Q(1) e,

The left hand side is known, while the right hand side depends on ai; so this equation
determines a; (it must be found numerically — no analytical solution is available).

Let’s do one more step to make the scheme clear. To determine as we define Q(2)yu, Q(2)ud,
and Q)(2)44 to be the values at time 0 of options worth 1 and the indicated time-2 node (the



uwu node for Q(2)yy, etc.) and worth 0 at the other time-2 nodes. Their values are evident
from the tree:

Q2w = %e_r(l)“&Q(l)u
Q2ua = LeMuQ(1), + LerWattg(1),
Q2)aa = LeWadtQ(1),,

Notice that a; enters this calculation but as does not. Now observe that
B(0,3) = Q(2)yue "D uud 4 Q(2),qe " Puadt L Q(2)gqe " Paadt,

The left hand side is known, while the right hand side depends on as; so this equation
determines ag (solving for it numerically).

The general idea should now be clear: at each new timestep j we must find the j + 1 values
of Q(j)zz; the tree gives us an formula based on the values of Q(j — 1), and the time
j — 1 interest rates 7(j — 1),. Then B(0,7 4+ 1) can be expressed in terms of the various
Q(J)z2 and the time-j interest rates ()., giving a nonlinear equation to solve for a;. This
procedure can easily be turned into an implementable algorithm. The only thing I haven’t
explained is how to index the nodes systematically, leading to general formulas for Q(j).z
and B(j)zy. This is left as an exercise — or you can find it explained in section 8.4 of
Clewlow and Strickland.

10



Derivative Securities — Fall 2004 — Semester Review
Distributed 12/13/04

1. One-period market models

Arbitrage-based pricing: value of a forward contract on a non-dividend-paying
stock; value of a forward contract for foreign currency; put-call parity; etc.

Binomial market: value any contingent claim by finding a hedge portfolio. Ex-
pression for the value as the discounted risk-neutral expectation. The risk-neutral
probability is uniquely determined by the condition that it give the right value
for a forward.

Trinomial and more general markets: we can give upper and lower bounds for
the value of a contingent claim by solving a pair of linear programming problems.
The dual problem is an optimization over risk-neutral probabilities. A contingent
claim is replicatable exactly if the upper and lower bounds coincide.

Sample exam questions: value a forward contract by identifying a portfolio of known
value with the same payoff at time T. Or take advantage of a mispriced forward —
how much can you gain through this arbitrage?.

2. Multiperiod binomial trees

Valuing contingent claims: working backward in the tree.
Hedging: dynamic replication of a contingent claim.

The valuation formula: for a European option, value = discounted risk-neutral
expectation of payoff at maturity.

American options: check at each node for the possibility of early exercise.

Continuous dividend yield, foreign currency, options on futures: similar frame-
work, but the formula for the risk-neutral probability is different

Passage to the continuous-time limit: application of the central limit theorem.
(Don’t confuse the subjective and risk-neutral processes.)

Futures prices. (Note: the futures price is a martingale under the risk-neutral
probability; it is not the price of a tradeable.)

Sample exam questions: Value a contingent claim by working backward in a tree.
Specify the hedging strategy, including rebalancing What if the option is American,
i.e. permits early exercise? When considering an option on foreign currency, what is
the proper choice of the risk-neutral probability and why? Consider an N-step multi-
plicative tree with u = exp (udt + o+/6t) and d = exp (udt — o+/dt); if the probability
of going up is p and the probability of going down is 1 — p, find the mean and variance
of log s(Ndt).

3. Derivation and use of the Black-Scholes formulas



e I'll give you the formula for E[e?X restricted to X > k] if you need it. But you’ll
need to know how to choose the mean and variance of X, what to use for a, etc.
for a specific application.

e Option values: deriving the BS formula for valuing a put or a call; interpretations
of the terms; analogous formulas for other options such as a powered call.

e Hedging: deriving the formulas for Delta, Vega, etc.

e Qualitative properties, for puts and calls. Early exercise can be optimal for an
American put.

e Continuous dividend yield, options on futures: Black’s formula

Sample exam questions: for the risk-neutral price process, find the probability that
its value at time 7' is greater than K. Derive a formula for the value or the Delta of
a particular option (like HW3 problem 6, valuing an option with payoff s%.; or HW4
problem 1, concerning an option with payoff (s — K)%).

. The basic continuous-time theory

e Stochastic differential equations. The lognormal stock process as a special case.

e Applications of Ito’s formula. Consequences of the fact that dw integrals have
mean value 0 (are martingales).

e Derivation of the Black-Scholes PDE based on hedging and rebalancing.

e Interpretation of the Black-Scholes PDE: e™"'V (s(t),t) is a martingale for the
risk-neutral price process, which solves ds = rsdt + osdw.

e Equivalence of pricing based on the solution formula (value = discounted ex-
pected payoff, using the risk-neutral probabilities) and based on solving the
Black-Scholes PDE (value = V(s¢,0) where V solves the PDE with the option
payoff as final-time at ¢t =1T'.)

Sample exam questions: show that if ds = rsdt + osdw then log s(t) is Gaussian with
mean r—(1/2)0? and variance o2¢t. Show that the solution of ds = rsdt+osdw has the
property that s(t)e™"" is a martingale, i.e. FE[s(t)e”"] is independent of time; show
further that if V (s, t) solves the Black-Scholes differential equation then V(s(t),t)e™"
is a martingale, i.e. E[V(s(t),t)e"""] is independent of time; use this to connect our
two methods for finding the value of an option (by solving the Black-Scholes PDE, and
by evaluating the discounted expected payoff using the risk-neutral process.) Derive
the Black-Scholes PDE by considering a suitable hedging strategy.

. Further continuous-time theory

e Equivalence of the Black-Scholes PDE and the linear heat equation
e American options
Sample exam questions: show that early exercise is never optimal, for an American

call on a non-dividend-paying stock. Show that it can be optimal for an American put.
Show that it can be optimal on an American call, if the underlying has continuous



dividend yield D with D > r. Value a perpetual call on an asset with nonzero dividend
yield [I would not ask you to reproduce from memory the change of variables that
transforms Black-Scholes to the linear heat equation.

. Stochastic interest rates

e Various representations: discount rates, term rates, etc.
e The forward rate Fy(¢t,T) = B(0,7)/B(0,t) and its interpretation.

Value of a forward rate agreement.

Value of a swap.

Binomial interest-rate trees: using a tree to evaluate B(0,7T) for various T, to
value options, and to hedge options.

Sample exam questions: Value a specific forward rate agreement. Value a specific
swap, or find the par swap rate. Given a tree, find the associated discount rates; use
it to value an option; hedge the option, e.g. by a suitable portfolio of bonds.

. Caps, floors, and swaptions
e Black’s formula applied to options on zero-coupon bonds; to caps (viewed as
sums of caplets) and floors (viewed as sums of floorlets); and to swaptions.
e Justification of Black’s formula by change of numeraire.
Sample exam questions: For a specific caplet, floorlet, or swaption, explain which
version of Black’s formula should be used (give an expression for the instrument’s

value, without actually doing any arithmetic). Explain, on a tree, why if f and g are
tradeables then there’s a measure that makes f/g a martingale.

. Credit risk

e Default probabilities and their relationship with defaultable bond prices.

e Credit default swaps; the CDS spread.

e Merton’s framework for relating equity prices with default probabilities.
Sample exam equations: extract default probabilities from bond prices; evaluate a

CDS spread. [New material covered on 12/13, like the last bullet above, will not be
on the exam.]



Derivative Securities — Homework 1 — distributed 9/13/04, due 9/27/04

(1) We used arbitrage to value a forward contract on a non-dividend-paying asset. Similar
principles can be used to value a forward contract on an asset with a dividend yield, or
a forward contract for foreign currency (where the foreign interest rate is like a dividend
yield).

(a) Suppose the underlying asset pays cash dividends continuously at constant rate q.
(This is a good approximation for a stock index fund.) Show that a forward contract
with delivery price K and maturity 7 has present value Spe~ 97 — Ke™"T where S is
the spot price and r is the risk-free interest rate. What is the forward rate (the choice
of K for which the contract has present value 0)?

(b) Now consider a forward contract to buy francs for K dollars/franc at time 7. Show
that its present value is Spe™ 9" — Ke™ "1 where Sy is the present exchange rate, r
is the risk-free interest rate for dollar investments, and ¢ is the risk-free rate for
franc investments. What is the forward exchange rate (the choice of K for which the
contract has present value 0)?

(2) [like Jarrow-Turnbull 2.1] The present exchange rate between US dollars and Euros is
1.22 $/Euro. The price of a domestic 180-day Treasury bill is $99.48 per $100 face value.
The price of the analogous Euro instrument is 99.46 Euros per 100 Euro face value.

(a) What is the theoretical 180-day forward exchange rate?

(b) Suppose the 180-day forward exchange rate available in the marketplace is 1.21 $/Euro.
This is less than the theoretical forward exchange rate, so an arbitrage is possible.
Describe a risk-free strategy for making money in this market. How much does it
gain, for a contract size of 100 Euro?

(3) Let B(¢t,T) be the cost at time ¢ of a risk-free dollar at time 7.

(a) Suppose B(0,1), B(0,2) and B(1,2) are all known at time O (i.e. interest rates are
deterministic). Show that the absence of arbitrage requires B(0,1)B(1,2) = B(0,2).

(b) Now suppose B(0,1) and B(0,2) are known at time 0 but B(1,2) will not be known
till time 1. What goes wrong with your argument for (a)? Show that if we know with
certainty that m < B(1,2) < M then we can still conclude mB(0,1) < B(0,2) <
MB(0,1).

(4) Which functions ¢(St) can be the value-at-maturity of a portfolio of calls? Such a
portfolio consisting of a; call options with strike price price K;, 1 < i < N, all having the
same maturity date 7. (We permit short as well as long positions, i.e. a; can be positive
or negative. We may suppose 0 < K1 < ... < Ky. The value of this portfolio at maturity

is ¢(St) = Zf\il ai(St — Ki)+.)

(a) Show that ¢ is a continuous, piecewise linear function of St, with ¢(Sr) = 0 for St
near 0, and ¢(S7) = aooST + boo When St is sufficiently large.



(b) Show that any such ¢ can be realized by a suitable portfolio, and the portfolio is
uniquely determined by ¢. (Hint: think about the graph of ¢. How does it determine
K; and a;7)

(¢) Show that aee = YN, a; and bee = — Y| 0, K;.

(5) An investor holds a European call with strike K, and maturity 7" on a non-dividend-
paying asset whose current price is Sp. Suppose the investor can write a put with any strike
strike price K, write a forward with any delivery price Ky, and can borrow any amount B
at the risk-free rate (if B is negative this is a loan). What are the conditions on K, Ky,
and B that make this combination of positions a constructive sale (i.e. that have the same
effect as selling the call)?

(6) [like Jarrow-Turnbull 3.10] The present price of a stock is 50. The market value of a
Furopean call with strike 47.5 and maturity 180 days is 4.375. The cost of a risk-free dollar
180 days hence is B(0, 180) = .9948.

(a) For a European put with a strike price of 47.5 you are quoted a price of 1.450. Show
this is inconsistent with put-call parity.

b) Describe how you can take advantage of this situation, by finding a combination of
g y g
purchases and sales which provides an instant profit with no liability 180 days from
now.

(7) Show, using the absence of arbitrage, that price of a call must be a decreasing function
of its strike price. In other words, if the price is ¢[Sy, K, T] as a function of spot price Sy,
strike price K, and maturity 7', show that ¢[Sp, K2, T] < ¢[So, K1,T] when K; < K.



Derivative Securities — Homework 1 Solutions
Distributed 9/27/04

(1a)

(1b)

Consider Portfolio 1 = ¢~97 units stock (with all dividends reinvested) + a bond
worth K at time T', and Portfolio 2 = the forward contract, with delivery price K.
Both have value Sy — K at maturity (note that portfolio 1 contains 1 unit of stock
at maturity, due to the reinvested dividends). So both have the same value now. But
the present value of portfolio 1 is clearly e=97'Sy — e " T K.

The forward rate K, is the value satisfying Soe~ 9T — K.e ™" = 0. This gives K, =
Soe(T_Q)T.

Note: the assertion of the problem is correct only if we assume dividends are paid at
a constant rate per share. This is the interpretation taken above.

This is really the same calculation as la, with interest on foreign currency holdings
taking the place of dividends.

Consider Portfolio 1 = ¢~ francs + dollar debt of e 77K, and Portfolio 2 =
the forward contract as stated. Both have value S — K at maturity, where St is
now the spot exchange rate (in dollars/franc) at time 7. So their present value is the
same. But the present value of portfolio 1 is clearly e=97' Sy — e™"T K| where Sy is the

spot exchange rate now, in dollars/franc. As in part (a), the forward exchange rate
is K, = Sper=a7T.

Evidently e = .9948 and e~ 97 = .9946. So the theoretical forward exchange rate

is 1.22 x 9398 = 1.2198 dollars/euro.

The price of the forward is too low, so the arbitrage involves buying forwards.

e go long on a forward contract for X Euros with delivery price 1.21 dollars/euro

e borrow e~ 97X Euros now, convert to dollars at 1.22 dollars/euro and invest at
the dollar rate.

At maturity: Fulfill the contract, paying 1.21X dollars for X euros, and clear your
cash positions. Euros cancel, and you have e~97 x 1.22 x e"” x X dollars. You pocket

(1.22¢0 DT —1.21)X = (1.2198 — 1.21) X = 0.0098X dollars

If X =100, you make .98 cents risk free at maturity.

Compare Portfolio 1 = a bond worth 1 dollar at time 2, and Portfolio 2 = a bond
worth B(1,2) at time 1, to be reinvested at time 1. Both have the same value at
time 2, namely 1 dollar. So their present values are equal. But the present value of
Portfolio 1 is B(0,2), while that of Portfolio 2 is B(0,1)B(1,2).

The argument fails because B(1,2) is not known at time 0, so we don’t know how
to choose Portfolio 2. But we know B(1,2) > m then we can use Portfolio 2 = a
bond worth m at time 1, to be reinvested at time 1. By hypothesis Portfolio 1 is



(6a)

(6b)

worth a least as much as Portfolio 2 at time 2. So present value of Portfolio 1 >
present value of Portfolio 2, which gives B(0,2) > mB(0,1). The other inequality
B(0,2) < M B(0,1) is shown similarly, using Portfolio 2 = a bond worth M at time
1, to be reinvested at time 1.

The ith term has piecewise linear payoff and value 0 near ST = 0. These properties are
preserved under summation. The slope discontinuities are clearly at the strike prices.
Above the largest strike K the function ¢ is linear, so it has the form oo ST 4 boo
for some aso and b

Given such ¢, we can pick out the associated options from the discontinuities of ¢':
K; is the ith discontinuity of ¢', and a; = ¢/(K; + 0) — ¢/(K; — 0) is the value of the
slope discontinuity at K;.

For St > K all the calls in the sum are in the money, so
N N N
(Z) = Zai(ST — KZ) = <Z ai> ST — ZazKZ
i=1 i=1 i=1

The essence of put-call parity is (ST — K)+ — (K — S7)+ = St — K. Extension to
forwards with delivery prices:

(St — Ko)y — (K — S7)+ = (St — Ky) + (Ky — Ke).
So if you

e write a forward with delivery price K
e write a put with strike K,
e borrow (Kj — K.)e "l
your liability at maturity will be —(K.—S7)4 —(Sr—K¢)—(K;—K.) = —(St—K.)+,

exactly offsetting the call. Thus the conditions for a constructive sale are K, = K,
and B = (K; — K.)e L.

Put-call parity gives p = ¢ — f = 4.375 — (50 — 47.5%.9948) = 1.628. Thus the market
value of the put is too high.

Puts are underpriced, so you can profit by buying them:

e Buy the offered put at market value.

e Sell an ’artifical’ put which you construct from a forward and a call.
That is:

e buy a put from the market (pay 1.45)
e write a call (receive 4.375)

e buy a forward with delivery price 47.5 (pay 50 — 47.5 * .9948 = 2.747).



The excess of receipts over payments is .1780 = 1.628 — 1.450. This is pure profit,
since the positions above are self-cancelling at maturity.

(7) This problem is very similar to those above, so we rephrase it in more general terms:
let Pr denote your portfolio at time T, and let V/(Pr) denote the value of this portfolio.
The principle of no-arbitrage indicates that if V(Pr) > 0 then V(Fy) > 0. Now, let
K1 < K9 and consider the portfolio which has

e a long call, strike K

e a short call, strike K5.
This portfolio has positive value (examine its graph vs. St) and therefore it must have
a positive value at time 0. But at time zero its value is ¢[So, K1, T] — ¢[So, K2,T]. So,

we have shown that
C[So, Kl, T] — C[So, KQ, T] >0

Another way to see this: construct an arbitrage portfolio if the assertion fails. If
c[So, K1, T] < ¢[Sy, K2, T], then consider the portfolio with

e a long call, strike K — pay ¢[Sp, K1, T]

e a short call, strike Ky — receive ¢[Sp, K2, T

Your balance will be ¢[Sy, K2, T| — ¢[So, K1, T], which is greater than or equal to zero
by assumption. Now note:

e if at maturity S < K7 then both options are worthless, but you still can make
a profit from the above transaction:

(C[So, K27 T] - C[So, Kl, T])BTT

e if at maturity K1 < St < Ks, then your long call is in the money, but the short
call is worthless to its holder, so you make a profit of

(ST — Kl) + (C[So, KQ,T] — C[SQ, Kl,T])erT

e if at maturity Ko < S7, then both calls are in the money, and you receive
(St — K1) but pay out (Sp — K3), for a net profit of Ky — K, in addition to
your original gain of ¢[Sy, K2, T| — ¢[So, K1, T]. So, your total profit is

(C[SO,KQ,T] - C[So, Kl,T])eTT + <K2 — Kl)

In all circumstances we have realized a profit (except perhaps the first, in which case
we may come out even), even though we started with no money. Thus, ¢[Sy, K1,T] <
¢[So, K2, T| creates an arbitrage opportunity and cannot hold.



Derivative Securities — Homework 2 — distributed 9/27/04, due 10/11/04

Class mailing list: a new mailing list has been set up for this class. To sign up, go to
http://cs.nyu.edu/mailman/listinfo/q63_2791_001_fa04.

Problems 1 and 2 reinforce our discussion of one-period markets (the Section 2 notes). Prob-
lems 3-5 reinforce our discussion of multiperiod binomial trees (the Section 3 notes). The
classic article on binomial trees, still well worth reading, is J. Cox, S. Ross, and M. Rubin-
stein, Option pricing: a simplified approach, J. Financial Economics 7 (1979) 229-263. It is
available online through www.sciencedirect.com (to gain access using a non-NYU computer
use the NYU proxy server; for instructions see http://library.nyu.edu/help/proxy.html).

(1) Consider the one-period trinomial model with
e asset 1 = risk-free, interest rate r > 0
e asset 2 = risky, initial unit price sg, final unit prices sod, sg, Sou

with d < 1 < u. Assume that d < e"”" < u so the market admits no arbitrage. You want to
buy a call option on the risky asset with strike price K. Let’s find the largest and smallest
prices you should consider paying for it, based on considerations of arbitrage.

(a) Let 71, me, w3 be the risk-neutral probabilities associated to the down, no-change, and
up states respectively (these are the 7’s of the Section 2 notes). They must satisfy

mMAmtm=1 md+m+mu=c¢e"r, m >0 foreach i.

These relations restrict (71, w2, m3) to a line segment. What are its endpoints?

(b) Any contingent claim in this market is described by a vector f = (f1, fo, f3) giving
the payoffs if the final-time stock price is sod, sg, and spu respectively. Let V_(f)
and Vi (f) be the smallest and largest prices permitted for payoff f. Using part (a),
give simple formulas for V_(f) and Vi (f). (Your formulas should involve the min and
max of two expressions.) What choice of f corresponds to a call with strike K?

(¢) The payoff of a call is a convez function of the stock price, i..e F(x) = (sox — K)4 is
a convex function of z. Use Jensen’s inequality to show that the min in part (b) is
at the endpoint with 71 = 0 and the max is at the endpoint with mo = 0. Conclude
that for a call with strike K in this 3-period market the smallest and largest prices
consistent with the absence of arbitrage are

| 1—e T
V_ = ﬁ(SO — K)+ + ﬁ(sou — K)+
and . .
ue "™ —1 1—e"d
Vi= — =g (od = K) + — == (sou = K)y-

(2) Consider the following one-period market with 3 assets and 4 states:



e Asset 1 is a riskless bond, paying no interest.

e Asset 2 is a stock with initial price 1 dollar/share; its possible final prices are d and
u, with d < 1 < u.

e Asset 3 is another stock with initial price 1 dollar/share and possible final prices d
and u (same d and u).

e To keep the arithmetic simple, let’s assume that v = 1+ ¢ and d = 1 — € for some
€ > 0. To avoid confusion, let’s number the states: 1 = both stocks go up; 2 = asset
2 goes up, asset 3 goes down; 3 = asset 2 goes down, asset 3 goes up; 4 = both stocks
go down.

(a) What system of equations and inequalities characterizes the associated risk-neutral
probabilities?

(b) Show that the general solution to (a) is 7 = (t,5 —¢,3 —t,t) for 0 <t < 1/2.

(c) Consider the contingent claim with payoff f = (fi, fo, f3, f1). Let V_(f) and VL (f)
be the smallest and largest prices permitted by the absence of arbitrage. Using part
(b), give simple formulas for V_(f) and V,.(f), expressing each as the min or max of
two expressions.

(d) Does fo >0 for all @« and V_(f) = 0 imply f = 0? Explain.

(e) Which f’s are replicatable?

Problems 3-5 are from the book by Jarrow and Turnbull. For the binomial trees in these
problems please use constant risk-free rate r, and su, = uspowand Sqown = dSnow With

u = el

r—a?/2)6t+0/5t] d= 6[(1"—02/2)515—0'\/(%]

where r is the risk-free rate, o is the volatility of the underlying, and 6t is the time interval.
(We'll discuss the logic behind this choice soon; if you’d like to read ahead, see e.g. Chapter
5 of Jarrow-Turnbull, or my old Section 4 notes.) Convention concerning units: if r and
o are given “per year” then 0t = 1/2 for a time period of 6 months, 6t = 1/4 for a time
period of 3 months, etc.

(3) A European put option with strike price 45 dollars matures in one year. The underlying
asset has volatility 20 percent per annum, and the current spot price is 50 dollars. The
risk-free interest rate is 5.60 percent per annum. Divide the one-year interval into two
six-month intervals, and use the recombinant tree with u and d as given above.

(a) Show that u = 1.172832 and d = .883891. Evaluate the risk-neutral probabilities.
(b) Determine the put price by working backward through the tree.

(¢) Determine the put price by using the formula which gives it as an average over all
final-time payoffs. Of course your answer should be the same as for (b).



(d) Describe the associated trading strategy. In other words, specify how many units of
stock and how much debt you should hold at each node after rebalancing.

(4) The current stock price is 100, and the volatility is 30 percent per annum. The risk-free
interest rate is 6 percent per annum. Consider a one-year European call option on this
stock with strike price 100.

(a) Divide the one-year period into two six-month intervals, and use the recombinant tree
with u and d as given above. Calculate the risk-neutral probabilities. Show that the
option value is 13.65.

(b) Suppose the market price of the option is 14 7/8. Assuming the market is truly
described by the tree of part (a), there must be an arbitrage. Explain in detail
(specifying all trades) how you can take advantage of the “incorrect” market price to
earn a risk-free profit.

(4) A special kind of one-year put option is written on a stock. The current stock price is 40
and the current strike price is 40. At month 6, if the stock price is below 35 the strike price
is lowered to 35; otherwise it remains unchanged. The risk-free interest rate is 5 percent
per annum; the volatility of the stock is 35 percent per annum.

(a) Use a 2-period binomial tree with the usual choices of u and d to value the option.
(b) Now use a 4-period binomial tree to value the option.

(¢c) What is the difficulty with valuing this type of option?



Derivative Securities — Homework 2 Solutions
Distributed 10/11/04

Problem 1

(a)

Let 7y, 79, w3 be the risk-neutral probabilities. They satisfy (by definition — these are
the 7’s of the Section 2 notes)

T Amet+m3 =1 md+m+mu=e"r, m >0 for each i.

We have three equations and two equality constraints, so the solutions should form a
line segment; let’s find it. Solving for m; and 73 in terms of mo gives

T = (u— erTi:Zz(u— Do = (e” —di:zz(l —d)
and the constraints m; > 0 become
u—eT T _ g
Ty < o1 Ty < =4 my > 0.

One verifies that w > d, r > 0 imply “;frlT < erlT_—_d since (u—e" ) (1—d)— (" —d)(u—

rT
1) = (u—d)(1 —e™) < 0. So the range of possible values for my is 0 < 7y < “=C—
and the endpoints of the segment of risk-neutral probabilities are

’LL—ETT erT_d u_erT erT_l
7T_<u—d’0’u—d and 7= (0, u—l’O’ 1|

We conclude that for any contingent claim f = (fi, f2, f3), the smallest and largest
prices permited by arbitrage are V_(f) and V.. (f) respectively, where

u_erT erT_d u_erT erT_l
V. — T,
(f)=e mln{ g ht et
and
rT rT rT rT
_ T u—e et —d, u—e e —1
Vi(f)=e maX{ e A ek s w u_lfs}

This applies to any contingent claim, so in particular it applies to the call, which has
payoff (s7 — K)4. We have only to substitute

fi=(sod=K)+ fa=(s0—K)+ f3=_(sou—K)+

into the preceding formulas for V.



(¢) The preceding answer is satisfactory, however we can improve it by observing that for
a call the max is achieved at the endpoint with 7o = 0 and the min is achieved at the
endpoint with m; = 0. To see this, observe that

3 rT rT

u—e u—1 et —d 1-d
;ﬂ'ifi = (u—d —u_dﬂ2>f1+ﬂ2f2+<u_d —u_dW2>f3
1 1-—

d
LA St dfg) 3.

= (term independent of my) + ( fo— “-
u—

To justify our assertion we must show that for a call, the coefficient of w9 is negative.
This follows from Jensen’s inequality and the convexity of the function F'(z) = (spz —

K);. In fact:
u—1 1—-d u—1 1—-d
= F F
u—dfl—l_u—df3 u—d (d)+u—d (u)
> F<U_1d+1_du> by Jensen
u—d u—d
= F()=fo

S0 fo — Z—:Cll fi— i;_g f3 < 0. Thus our final conclusion is

. rT rT
Vo(f) = 7T [“ S 1f3]

u—1 u—1
ue™ —1 1—eT
= — 1 (so = K)i + ————(s0u — K)+
and similarly
ue™ " —1 1—e"Td
Vi(f) = ﬁ(sod —K)y+ ﬁ(sou - K)4.

Problem 2
(a) The cash flow matrix is

1 1 1 1 1 1 1
u d d|=|14+¢ 1+¢e¢ 1—€¢ 1—¢
d u d l1+e 1—€ 1+€ 1—¢

Dia =

IS

The equality constraints on the risk-neutral probabilities are ), Diqmq = 1,7 = 1,2, 3.
This amounts to the linear system

T+ +mg+my = 1
umy +umy +dng +dry = 1
um +dmy +umg +dry = 1



(b) The above equations reduce easily to mo = 73, T = 74, 71 + 72 + 13 + 74 = 1. The
general solution is thus
T=(t3s—t1-t1).

We also have the positivity constraints m, > 0; these hold exactly for 0 < t < % (Note
that the market admits no arbitrage, since choosing 0 < ¢ < 1 gives a risk-neutral
probability with each m, > 0.)

Final answer to part b: the risk-neutral probabilities form a line segment in R* with
endpoints (0, %, %, 0) and (%,O, 0, %)

(c) The general theory gives
V_(f) = min f -7 and Vi(f) = max f - 7

for the smallest and largest values permitted by arbitrage. But the restriction of a
linear function to a line segment always assumes its minimum and maximum values
at the endpoints, and the endpoint values are f - (0, %, %,0) = (fo+ f3)/2 and f -
(%,0,0, %) = (f1+ f4)/2). So we have

V_(f) = smin{fo+ f3, f1 + f1} and Vi (f) = smax{fo+ f3, f1 + fa}-

(d) No: if fo = f3=0and f; >0, f4 > 0 then V_(f) =0 but f # 0. Such a claim has
nonnegative and sometimes positive payoff, yet arbitrage considerations alone don’t
force it to have a positive value. (Of course such an f should have a positive value.
But to explain why, one must go beyond arbitrage considerations, using arguments
based on the optimization of utility.)

(e) f isreplicatable exactly if f -7 is constant along the segment of risk-neutral probabili-
ties, i.e. if f1(1,—1,—1,1). In other words f is replicatable exactly if fi+ f4 = fo+ fs.

[That was the easy way to do this part. The hard way, also acceptable, is to look for
a replicating portfolio by solving four linear equations (one for each state) in three
unknowns (representing the portfolio) — and to show it has a solution exactly when

fit fa=fot f5]
Problem 3
(a) u=exp[(r — 302)6t + o/5t] = 1.172832 and d = exp[(r — 302)0t — 0/t] = .883891
using r = .056, 0 = 0.2, §t = 0.5. These give ¢ = (" — d)/(u — d) = .500118.

(b) The tree of stock prices and option values is shown in the figure. It is obtained
by working backward in the tree, using final value f = (45 — sp); and the rule
frow = € g fup + (1 — @) faown]. In particular the option price is $1.402715.



sou? = 68.776745
f=0

Sou = 58.6416
=0

soud = 51.83278

=50
So f:()

f =1.40271
sod = 44.19455

f = 2.885773

sod? = 39.063165
f = 5.936835

Figure 1: Problem 3 — Option valuation on a tree.

(c) Option price = e [g? -0+ 2¢(1 — q) - 0+ (1 — ¢)? - 5.936835] = 1.402715

(d) The initial replicating portfolio has ¢ = (fup — faown)/(Sup — Sdown) = —.199748 units
of stock, and fy — ¢gsg = 11.390115 dollars of cash invested in a riskless bond.

If the stock goes up to sgu, then ¢ = 0, so you clear your short stock position by
buying .199748 units of stock. This costs 11.713542 dollars, which is exactly the value
of the bond (with interest). Your portfolio is empty, since at the next stage the payoff
is sure to be 0.

If the stock goes down to spd, then the new ¢ is -.464919, so you short another .265171
units of stock, investing the proceeds in the riskless bond. This brings your total bond
holding (with interest) to value 2.885773 + .464919sod = 23.432659. At the final time
this bond is worth 24.098045 due to interest. If the final stock price is soud then
your stock position is worth (soud))(—.464919) = —24.098044, i.e. your net position
is 0 (modulo roundoff). If the stock’s final price is sod? then your stock position is
worth (sod?)(—.464919) = —18.1612076 so your net position is worth 5.936837 dollars,
exactly the payoff of the option. Either way, the replicating portfolio has final value
equal to that of the option.

Problem 4

(a) et = 9% =1.030, u = 1.245, d = 0.815, ¢ = 0.500, all given to three decimal places.

The tree of price and option values is shown in the figure. Evidently the value assigned
to the option is 13.718.

(b) An arbitrageur makes money by “buying cheap and selling dear.” So: if an investment
bank writing the option can sell it for 14 7/8 then it is assured a profit of 14 7/8 - 13.65
= 1.225 by investing in the replicating portfolio and trading as necessary. That’s a
profit of 1.225 today, equivalent to 1.225e¢%6 = 1.3 a year from now.



sou? = 155.156

f =55.156
sou = 124.5
f=27517
soud = 101.511
so = 100
f=1511
f=13.718
sod = 81.49
f=.734
sod? = 66.42
f=0

Figure 2: Problem 4 — Option valuation using a tree.

Problem 5

(a)

e’ =1.0253, u = 1.2737, d = .7764, ¢ = 0.500 to adequate accuracy. The payoff is
history-dependent, so we must not “recombine” the tree. The price tree is shown in
the top part of the figure. The option value is e "[(1/4)(.444)+(1/4)(10.888)] = 2.695.

We could similarly use a fully-not-recombined tree, but it saves arithmetic to recom-
bine where the character of the option permits. Now €% = 1.0126, u = 1.1879,
d = 0.8371, and ¢ = .500 to adequate accuracy. The price tree is shown in the bot-
tom part of the figure. The option value is the discounted expected payoff using the
risk-neutral probability:

5 1 1 1
lue=¢e" |—(.45 —(12.13 —(7.13 —(15.36)| = 3.337.
value = e 16( )+8( )+8( )-1-16( )

The problem is that the most obvious trees to use (nonrecombinant) are computa-
tionally infeasible. This option can be prices using partially-recombinant trees, but
this requires an ad-hoc analysis.



souz7 f=0

ou < soud, f =0.444
<W7 -

S0

Sod
sod?, f =10.888
79.65,
/67.()5 56.13,
56.444
47.25
47.516 39.55,
40 / 39.776 <
33.296 27.87,
\ 39.55,
33.484 33.296
28.029 27.87,
23.463

f=0,prob 1/16

f=0,prob 4/16

f = .45,prob 5/16

f =12.13, prob 2/16
f =0,prob 1/16

f=7.13,prob 2/16

19.64, f = 15.36, prob 1/16

Figure 3: Problem 5 — Valuation of “history dependent” option.



Derivative Securities — Homework 3 — distributed 10/11/04, due 10/25/04

Problem 1 provides practice with lognormal statistics. Problems 2-4 explore the conse-
quences of our formula for the value of an option, as the discounted risk-neutral expected
payoff. Problem 5 makes sure you have access to a numerical tool for playing with the Black-
Scholes formula and the associated “Greeks.” Problem 6 examines the question: exactly
which binomial trees are consistent, in the continuous-time limit, with our continuous-time
valuation formula.

Convention: when we say a risky asset has “lognormal dynamics with drift x4 and volatility
o” we mean log s(ta) — log s(t1) has mean ju(tz — t1) and variance o2(to — t1); here p and
o are constant. When pricing options, we assume the underlying has lognormal dynamics
and pays no dividend, and the risk-free rate is (constant) r.

(1) Consider a stock whose price has lognormal dynamics with drift x4 and volatility o (as
defined above). Suppose the stock price now is sg.

(a) Give a 95% confidence interval for the price at time 7', using the fact that with 95%
confidence, a Gaussian random variable lies within 1.96 standard deviations of its
mean.

(b) Give the mean and variance of the price at time 7.

(c) Give a formula for the likelihood that an option with strike price K and maturity T
will be in-the-money at maturity.

(d) If the mean return is 16% per annum and the volatility is 30% per annum, what do
(a) and (b) tell you about tomorrow’s closing price in terms of today’s closing price?

(e) What is the probability that sp > E[s7]? (Note: the answer is not 1/2.)

(2) Consider a derivative with payoff s7 at maturity. Show that its value at time ¢ is

8?6[%02n(n—1)+r(n—1)](T—t)

where r is the risk-free rate and o is the volatility of the underlying asset. (Hint: use the
option valuation formula e~"7 Ery[payofi].)

(3) Consider a squared call with strike K and maturity 7, i.e. an option whose payoff at

maturity is (s7 — K)2.

(a) Evaluate its hedge ratio (its “Delta”) by differentiating under the integral, then eval-
uating the resulting expression.

(b) Give a formula for the value of the squared call at time 0, analogous to the standard
formula soN(d1) — Ke " N(dy) for an ordinary call.



(Hint: For part (b) use the fact that (e* — K)? = e** — 2Ke® + K2. You could of course
differentiate your answer to (b) to find Delta, but that’s the hard way.)

(4) Consider a “cash-or-nothing” option with strike price K, i.e. an option whose payoff at
maturity is

1 ifsp>K
f(ST)_{ 0 ifsp <K

It can be interpreted as a bet that the stock will be worth at least K at time T

(a) Give a formula for its value at time ¢, in terms of the spot price s;.

(b) Give a formula for its Delta (i.e. its hedge ratio). How does the Delta behave as ¢
gets close to T7

(c) Why is it difficult, in practice, to hedge such an instrument?

[Comment: Such options are rarely found “naked” but they often arise in “structured
products” calling for a fixed payment to be made if an asset price is above a certain value
on a certain date. In view of (c) it is not entirely clear that the Black-Scholes valuation
formula is valid for such an option. What do you think?)

(5) Suppose r is 5 percent per annum and o is 20 percent per annum. Let’s consider standard
put and call options with strike price K = 50. Do this problem using the Black-Scholes
formulas (not a binomial tree).

(a) Suppose the spot price is sy = 50 and the maturity is one year. Find the value, Delta,
and Vega of the put. Same request for the call.

(b) Graph the value of a European call as a function of the spot price sg, for several
maturities. Display all the graphs on a single set of axes, and comment on the trends
they reveal.

(c) Same as (b) but for a European put.

(d) Your answer to (c) should show that the value of the put is lower than (K — sg)4 for
so < sy and higher for sg > s.. Estimate the critical value s, when the maturity 7" is
2 years.

[Comment: Use whatever means (matlab, mathematica, spreadsheet) is most convenient,
but say briefly what you used. One point of this problem is to visualize the behavior of
the Black-Scholes pricing formulas. Another is to be sure you have a convenient tool for
exploring further on your own.]

(6) We saw in Section 4 that different binomial trees (associated with different values of )
can give the same values for options in the continuum limit. So it makes sense to ask: for
a given risk-free rate r and volatility o, which binomial trees give the correct continuum
limit? Let us refine this question a bit. We consider only recombinant trees of the form
Sup = USnow, Sdown = dSnow. The continuum limit corresponds to n — oo time steps of



size 0t = T'/n. We expect u and d to depend on n, i.e. u = uy,, d = d,. For any fixed n
the value of the option is e "7 Egn[f(s7)]; this is the value obtained by working backward
through the tree, using the risk-neutral probability ¢ = ¢, = (¢’ — d)/(u — d). In the
continuum limit we know the value should be e™"7 E[f(soe*)] where X is Gaussian with
mean (r — %JQ)T and variance o2T. Our task is to find conditions on u, and d,, such that

Ern|f(s7)] — E[f(s0e™)] asn — occ. (1)

The main point of this problem is to show that (1) holds if u = u,, and d = d,, are chosen
so that ,
qu+ (1—q)d=e"  qu+ (1 —q)d® =Tt (2)

Of course the first relation is equivalent to the definition of the risk-neutral probability
g = @n, so only the second relation is new. Notice that (2) gives two equations in three
unknowns (u, d, q), so there is one remaining degree of freedom.

bn

(a) Define a, and b, by u, = e and d,, = €’». Show, by arguing as in the Section 4

notes, that (1) holds if
n(Qnan + (1 - QH)bn) - (T - %UQ)T and nQn(l - Qn)(an - bn)2 - J2T (3)
as n — oQ.

(b) Show, by algebraic manipulation, that (2) is equivalent to

1—
_ 1ot 4, o265t _ rét < 4q o265t >
= 1+ 1)) d= 1- 1
u=e < \/ . (e )) e \/1 = q(e )

so that

—qn

n

dn w
1_Qn

an = 1ot +log |1+

wn] b, = rit + log {1 —

with w,, = e — 1,
(c) Use the Taylor expansion of log(1 + x) near z = 0 to verify the limits (3) as n — oo.

(d) How should we choose w,, and d,, if we want ¢, = 1/2 ezxactly for each n?



Derivative Securities — Homework 3 Solutions
Distributed 11/25/04

Problem 1.

(a)

s(T) = spe™ where X is normal with mean p7" and variance o2T. We have

Prob {MT —1.960VT < X < uT + 1.960\/T} = 0.95

SO
Prob{SOeuT—l.Q&r\/T < S(T) < SO€,LLT+1.96U\/T} = 0.95.

Expressed more informally:

sperT1960VT < o(T) < g0etT+1960VT  with confidence 95%.

1
The mean is spe/ T430°T by the lemma at the end of the Section 4 notes. To get the

variance, observe that s?(T) = s2e?X, and 2X is normal with mean 2u7" and variance

402T. So E[s2(T)] = s2e2+T+20°T and the variance is

E[s*(T)] = (Els(T)))* = sge@ )T (T — 1),

s(T) = spe® > K <= X > log(K/sq). The probability that this occurs is

o0 1 2 /9,2 >~ 1 2

—(z—pT)? /20 Td :/ —y /2d

—e x —e
~/log(K/so) oV 2T Yo 27 Y

with y = (x — uT)/oVT, yo = [log(K/so) — pT]/ovT. In terms of the cumulative

normal N (y) this is

Prob{s(I) > K} =1- N (k’g(K/f;%_ “T> :

Working in years, we're given p = .16, 0 = .30, and T' = 1/365. So uT = 4.3836x 1074,
02T = 2.4658 x 107°, and 1.960v/T = 3.0777 x 10~2. Using part (a),

9701 < s(T)/sp < 1.0317 with confidence 95%.

Using part (b), s(T) has mean 1.00056s¢ and variance .000247s2.
Using the result of part (c), with K = E(s(T')), we find that

Prob{s(T) > E(s(T))} =1 - N <10g(E(8(;Fz/)%80) - uT>

The mean E(s(T")) is given by part (b), and we find that

log(E(s(T))/s0) =puT _ oVT

oVT 2

1




— Prob{s(T) > E(s(T))} =1— N <#>

So, for example, with "= 1 (one year) and o = .30 as in (d), we get that

Prob{ s(T) > E(s(T))} = .4404

Problem 2. There’s no loss of generality taking ¢ = 0. Recall th at with respect to the risk-
neutral probability s(T') = spe® with X Gaussian, having mean (r — %O’2)T and variance
o?T. So s"(T) = spe"X, and nX is Gaussian with mean n(r — 302)T" and variance n?c*T.
Thus . .

Ern[s"(T)] = soe[n(r_igz)ﬂ'?"zgzﬂ

and the value of the option is e ™7 Exn[s™(T)], which simplifies to
() €Xp Kr(n — 1)+ io%n(n - 1)) T}

If t # 0, we have need only replace sg by s(t) and T' by T'— ¢ in this formula to get the
answer to the question.

Problem 3. The solution formula gives
V=e¢"TE {(soex - K)i]

for the value of the option, where X is Gaussian with mean (r — %02)T and variance o2T.
Differentiating inside the expectation gives

ov

A="—=c¢"TE|2(speX — K). e¥]|.

P [2(s06™ — K) e
(This calculation is legitimate because the payoff is continuous and piecewise differentiable.
We're using a result from advanced calculus about differentiating under integrals.) Prepar-
ing for the task of evaluating these expectations: the derivation of the Black-Scholes formula
shows that

E [eX restricted to X > ln(K/so)} ="' N(dy)

and

E[1 restricted to X > In(K/sg)] = N(d2)
with the usual definitions
In(so/K) + (r + £6*)T

d =
! o T

wnd (s0/K) + (r — Lo?)
In(so/K) + (r — 50%)T
=di —oVT.
o/ T 1=

Another application of the usual lemma shows that

dy =

E [62X restricted to X > ln(K/so)} = e(2r+02)TN(d0)

2



with

In(so/K) + (r+ 30T
do = = =di +oVT.
’ VT 1

Now let’s use these facts:

(a)

(b)

The hedge ratio A is
e (250 TN (dg) — 2K TN (dh)]

or equivalently ,
250e" TN (dy) — 2K N (dy).

The value of the option is
e T {s%e(2r+02)TN(do) — 2K s0e" TN (dy) + K2N(d2)}
or equivalently

s2e TN (do) — 2K soN (dy) + K2 "7 N(dy)

Problem 4.

(a)

The solution formula specifies the value of this option at time 0 as

e "TE[1 restricted to X > In(K/sq)]

where X is Gaussian with mean (r — %az)T and variance 02T, This is, of course, e "7

times the probability (with respect to the risk-neutral process) that the option is in
the money at maturity. We know from deriving the Black-Scholes solution formula
that this is precisely e "7 N(dy). The value at any time ¢ is obtained by replacing sg
by s; and T by T — t:

In(s¢/K) + (r — %02)(T —t)

e = e "IN (dy), dy = .
value = e (do) 2 T

We cannot differentiate under the expectation this time, because the payoff is dis-
continuous. Instead we must differentiate the solution formula obtained in (a). This
gives

Delta = e_T(T_t)N/(dg)%
t
1
— —T(T—t)N/ d .
¢ (d2) sio/ T —t
Remembering that N'(d) = L e=d/2 ig the density of a standard Gaussian, we

¥

T
conclude that

202 (T—t)

Delta = ¢ "(T—1) l
s

1 - [ln(K/st)f(T-faz/Q)(Tft)]2
76 .
t | ov2m(T —t)

3



Notice that the expression in curly brackets is the density of a Gaussian random
variable with mean (r — $02)(T — t) and standard deviation o+/T — ¢, evaluated at
In(K/s¢).

Close to maturity, the option’s value is nearly 0 if s; is significantly less than K
(specifically: if (s;/K) — 1 < o/T —t). Similarly its value is nearly 1 if s; is sig-
nificantly greater than K (specifically: if (s;/K) — 1> ov/T —t). Correspondingly,
A is very large if s; ~ K and ¢t ~ T; it has order of magnitude = 1 for

o+/2m(T—t)
s =K+ KoyT —t.

Hedging is impractical because it requires taking a hugely leveraged position if s; =~
K near maturity. (For large Delta, the hedge portfolio has a large stock position,
purchased with mostly borrowed funds.) Such a position would be extremely sensitive
to inaccuracies of the model (failing to trade continuously in time, getting the volatility
wrong, etc). No sensible person would put so much faith in a model that is, after all,
at best an approximate description of the real world.

Problem 5. I used Matlab. First I created an mfile that computes the value, delta, and
vega of a call, as functions of the spot price, strike price, risk-free rate, volatility, and time-
to-maturity; then I created an mfile that computes the values for several different maturities
and graphs the results. I did this separately for calls and puts.

(a)

(b)

(d)

For the put: Value = 2.7868, Delta = -.3632, Vega = 18.762. For the call: Value =
5.2253, Delta = .6368, Vega = 18.762. (Note that, by put-call parity, the put and the
call have the same vega, and Delta(call) - Delta(put) = 1.)

See the figure, which graphs the value of the call when the time-to-maturity is .1,
.6, 1.1, 1.6, 2.1, and 2.6 years. As t increases (time-to-maturity decreases) the value
decreases and approaches the payoff. As s increases, the slope (Delta) increases mono-
tonically from nearly 0 to nearly 1. The payoff is already smoothed considerably when
when T = .1.

See the figure, which graphs the value of the put when the time-to-maturity is .1,
.6, 1.1, 1.6, 2.1, and 2.6 years. As t increases (time-to-maturity decreases) the value
increases when s is much less than the strike, and it decreases when s is much larger
than the strike. As s increases, the slope (Delta) decreases from nearly -1 to nearly 0.
The graph of the value always crosses the graph of the payout, at a location s.(t) < K;
this location is nearly (but not exactly) independent of t.

When the time-to-maturity is 2 years, value+s—50 is —.0207 for s = 44.6 and +.0331
for s = 44.7, so s, is between 44.6 and 44.7.

The Matlab mfiles I used for valuing and graphing the call are given at the end of this
solution sheet.
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Figure 1: The value of the call (left) and the put (right) as a function of spot price, at
various times-to-maturity, for Problem 3.

Problem 6.

(a) Arguing as in the notes,
S(T) — soeXnan"F(n_Xn)bn

at the end of a binomial process with n steps (1" = ndt), where
X, = number of heads in n flips of a biased coin (g, = prob. of heads).

For valuing an option g, shold be the risk-neutral probability of the “up” state.

The exponent X,,a, + (n — X,,)by, is the sum of n independent, identically distributed
random variables, each taking value a, with probability ¢, and b, with probability
1 — ¢p. Each of these random variables has

mean = q,a, + (1 — q,)by,

and

variance = gnap + (1 = ¢o)b, = (@nan + (1 = ¢)bn)* = gu(1 = ¢n)(an — by)?

SO
Xpan + (n — X,,)b, has mean n(gna, + (1 — ¢,)b,) and variance ng, (1 — ¢,)(a, — by)?%.

A variant of the central limit theorem (strictly speaking: Lindeberg’s theorem — the
point is that for different choices of n we’re using slightly different basic random
variables) says that the limit of X,,a,+(n—X,,)b, is Gaussian. So to check whether we
get the desired (risk-neutral) distribution we need only match the mean and variance,
i.e. we need only require

n(Qnan + (1 - Qn)bn) - (T - %02)T and ’I’an(l - Qn)(an - bn)2 - O-2T'



(b)

Set o = €™ and § = e(2r+a?)dt, Solving the first equation of (2) for u, then substi-
tuting the result into the second equation of (2) and simplifying, we get

a? —qB
1—g¢q

Theroots are d = a=, /11 (8 — a?), and the associated values of u are o %(ﬁ —a?).

Since u > d by definition we conclude that

u:a+1/%(ﬁ—a2), d=a-— %_q(ﬂ—cﬂ)

which simplifies to the desired formula.

d? — 2a d+ =0.

Since log(1 +z) = 2 — 2% + 2% + ... (and since w, — 0 as n — 00) we have

1-— 1-—

an = rét+4/ ( qn)wn - qnwn + error of order |575|3/2

b, = rit— Wn, dn wn + error of order \5t!3/2
1 - Qn 1 - Qn

Checking conditions (3) we find:

n(qnan + (1 — @u)bn) = n[rét — sw, + O(|6t[>?)
= T — 30T + error of order T/\/n

— (r—ga )T asn — oo

and similarly

ngn(1 — qn)(an —bp)? = nge(l— <[1/ ,/ ] Vwn + O(6t )

wn + O(|5t|3/2)}

= ngn(l—qn) {m

= no?6t + error of order T/\/n

— o?T asn— oo.

(d) Substitute ¢ = 1/2 into the assertion of part (b): to get ¢ = 1/2 exactly, at each n,

we should use

u=e" (1 + [602& — 1} 1/2) and d= e (1 — [e”zﬁ — 1} 1/2> .



Derivative Securities — Homework 3 Solution Addendum
Matlab m-files associated with Problem 5.

For brevity, I give only the files associated with the call.

File call.m

function value=call(r, sigma, T, K, s0)

% This is mfile call.m; it computes the value and Greeks for a call.

% 1 = risk-free rate (example: 5% per year means r=.05)

% sigma = volatility (example: 20% per year means sigma=.2)

% T = maturity (example: one year means T=1)

% K = strike price

% s0 = spot price

% output is call(1)=value, call(2)=delta, call(3)=gamma, call(4)=vega
% generate parameters d1, d2

dl = log(s0/K) + (r+ (sigman2)/2)*T;

dl = d1/(sigma*sqrt(T))
d2 = d1- (sigma*sqrt(T))
% N1 = N(d1), N2 = N(d2) using relation between cumulative normal
% and the error function erf

N1 = (erf(d1/sqrt(2)) + 1 )/2;

N2 = (erf(d2/sqrt(2)) + 1)/2;

% f = normal distribution evaluated at d1

f= exp(-d1A2/2) /sqrt(2*pi);

% evaluate using the Black-Scholes formula

value(1) = s0 * N1 - K * N2 * exp(-r*T);

)
)

value(2)=N1;
value(3)=f/(s0*sigma*sqrt(T));
value(4)=s0*sqrt(T)*f;

File bscalls.m
% This is mfile bscalls.m; it visualizes the graphs of some calls

% In array value(i,j), each value of i corresponds to a different time-to-maturity:
% i=1,2,...,6 correspond to T=.1, T=.6; T=1.1, T=1.6, T=2.1, and T=2.6.

value=[];
for i=.1:.5:2.6
valuei=[];

for j=30:1:70

x=call(.05,.2,1,50,j);

valuei = [valuei,x(1)];

end
value=[value;valuei;
end

hold off

for k=1:1:5
plot(30:1:70,value(k,:))
hold on

end



Derivative Securities — Homework 4 — distributed 10/25/04, due 11/08/04

These problems provide some practice with the Black-Scholes PDE (Problem 1) and stochas-
tic differential equations (Problems 2-5).

1) We considered, in HW3, a derivative whose payoff was s™(T') at maturity, where s(¢) has
lognormal dynamics with constant volatility o, and the risk-free rate is r (also constant).
We showed there that the derivative has value

s"(t) exp ([30%n(n = 1) +r(n - DT ~ 1))
at time t. Let’s give a different derivation of the same result, using the Black-Scholes PDE.

(a) Substitute V(s,t) = h(t)s"™ into the Black-Scholes PDE. What ODE must h(t) solve?
What is the appropriate final-time condition?

(b) Verify that h(t) = exp ([%JQn(n 1) 4+r(n—-1)T - t)) solves the ODE you found
in (a), with the appropriate final-time condition.

(2) Consider the solution of
ds =r(t)sdt+ o(t)sdw, s(0)= so. (1)
where 7(t) and o(t) are deterministic functions of time.

(a) Show that log s(t) is a Gaussian random variable, with mean [;[r(s) — 102(s)] ds and
variance [J o%(s) ds.

(b) Show that s(T") = sp exp ([F — 1T + E\/TZ) where Z is a standard Gaussian,

1 (T 1 (T
F:T/O r(s)ds and EQZT/O o?(s) ds.

[Comment: we’'ll show soon that (1) is the “risk-neutral” stock price process when the risk-
free rate and volatility are deterministic functions of ¢t. This problem shows that options
can be valued in that setting using the standard Black-Scholes formula, with r replaced by
7 and o replaced by @]

(3) We showed in class using Ito’s formula that if s(t) = s(0)e*T%® then ds = (u +
30%)sdt + osdw.

(a) Conclude that E[s(t)] — E[s(0)] = (u + 20?) [y E[s(r)]dr, where E denotes expected
value.

(b) Conclude that E[s(t)] = S(Q)G(M—l-%oi)t‘



[Comment: taking ¢ = 1, this gives a new proof of the lemma, stated at the end of the Section
4 notes, that if X is Gaussian with mean z and standard deviation o then E[eX] = e#o%/2 ]

(4) This problem should help you understand Ito’s formula. If w is Brownian motion, then
Ito’s formula tells us that z = w? satisfies the stochastic differential equation dz = 2wdw-+dt.
Let’s see this directly:

(a) Suppose a = tg < t; < ... < ty_1 < ty = b. Show that w?(t;y1) — w?(t;) =
2w(ty)(w(tiv1) — w(ti)) + (w(tiv1) — w(t;))?, whence

N-—1 N-—1
w?(b) — =23 w(ts)(w(ti) )+ > (wltiv1) — w(t))?
1=0 1=0

(b) Let’s assume for simplicity that t;11 —¢; = (b—a)/N. Find the mean and variance of

S =Yy (wtipr) — w(ti))?.
(c) Conclude by taking N — oo that

w?(b) — w?(a) = Z/bwdw+ (b—a).

[Comment: we did parts of this calculation in the notes and in class, but because it’s so
enlightening I'm asking you to go through it carefully here.]

(5) Here’s a cute application of the Ito calculus. Let

where w(t) is Brownian motion (with w(0) = 0). Show using Ito’s formula that for k =
2,3,...,

Bilt) = %k:(k .y /Ot Be_s(s) ds

Deduce that E[w*(t)] = 3t2. What is E[wS(t)]?

[Comment: the moments of w can also be calculated from its distribution function, since
w(t) is Gaussian with mean 0 and variance 1. But the method in this problem is easier,
and good practice with Ito’s lemma.)



Derivative Securities — Homework 4 Solutions
Distributed 11/08/04

Problem 1. Substitution of V(s,t) = h(t)s™ into the Black-Scholes PDE yields
[he + rnh + 30°n(n — 1)h — rh]s" =
which holds (for all s) only if
1.2

hi=—ch, c=rn+ic’n(n—1)—r=(n—1)(r+ic°n).

The final-time condition V' (s,T) = s™ gives h(T') = 1. The general solution of this ODE for
h is

h(t) = h(]e_Ct
and the final-time condition gives hge™¢I = 1 whence
ho = GCT.

Thus .
h(t) _ ec(T—t) _ e(n—l)(r+§a2n)(T—t)

as asserted.

Problem 2

(a) We note that d(log(s(t))) is given by Ito’s lemma:

d(log(s(t))) = fds - —ds ds

252

ds = r(t)sdt + o(t)sdw, so ds - ds = o(t)?sdt which gives

d(log(s(t))) = —(r(t )sdt + o(t)sdw) — 2—;0( t)%s2dt

L
= ET )dt+o()d

If we write the above equation as an integral we get

log(s()) — log(s(0)) = /Ot (r(T) - ;a(f)2> dr + /Ota ) dw(r

Now, the first term on the right hand side has no randomness to it, so its expected
value is itself. The second term is an integral with respect to brownian motion, so its
expected value is zero (see section 7 notes). So,

E(log(s(£))) = log(s(0)) + / < )2> dr.



To find the variance, we use the fact that for a random variable X, var(X) = E(X —
m)? where m is the mean of the random variable. So,

2

var(log(s(t))) = E <log(s(t)) ~log(s(0)) — /0 t <7“(7') _ ;J(T)2> dT>

= FE </Ot U(T)dw>2
= F (/Ot U(T)2d7'>

= /Ot o(t)?dr

Finally, to see log(s(t)) is a Gaussian random variable, we just note that the term
3 o(1)dw must be Gaussian. To prove this:

/t o(7)dw = lim Z o(7;) (w(Tj4+1) — w(T)))
0 0=m1<...<,=t

is a limit of sums of Gaussian random variables (we use here the hypothesis that
o(7) is deterministic, so each term o(7;)[w(7j1+1) — w(7;)] is Gaussian). Now, sums
of Gaussians are Gaussian, and a limit of Gaussians is again Gaussian (provided the
means and variances converge, which is the case here). Thus the stochastic integral
J3 o()dw is Gaussian. So therefore is

log(s(t)) = log(s +/ ( - fo' 2) dt+/0ta T)dw

since the first two terms are deterministic. In summary: log(s(t)) is Gaussian. We
computed its mean and variance above, and these completely specify its distribution.

We’ve shown that

log(s(t)) ~ <log —i—/ ( — 70 )2) dr, /Ota(r)2d7>

Any a random variable X ~ N(m,v?) can be written X = m + vZ where Z is a
standard Gaussian, Z ~ N(0,1). Thus, letting

1 T
Fo— f/ r()dt
52 = t)?dt,
’ T/

log(s(T)) ~ N <log(s(0)) + <F — 552) T, 52T>

So finally putting together all of what’s above, and exponentiating log(s(T")) we get:

we have that

s(T) = s(0) exp ([F — ;&2] T+ &ﬁZ)

where Z ~ N(0,1) as before.



Problem 3 We use the fact that every stochastic differential equation has an equivalent
integral form, and the fact that stochastic integrals of the form [ ; gdw have expected value
0 (here w is Brownian motion).
(a) Integrating the SDE gives s(t) — s(0) = [q(u + 202)s(7) dr + [ os(7) dw(r). Taking
the expected value of both sides we get the desired assertion, since the expected value
of the stochastic integral is 0 and p + 3 152 is constant.

(b) Let f(t) = E[s(t)]. The assertion of (a) is that f(t) — f(0) = (u+ 30?) fg f(r)dr

Differentiation gives df /dt = (u+ 302)f, so f(t) = f(0)e (w30 R Finally f(0) =
E[s(0)] = sg since s(0) was specified as data (i.e. it is deterministic).

Problem 4
(a) This is a simple algebraic manipulation.

(b) Ajw = w(tiy1) — w(ti) is Gaussian, with mean 0 and standard deviation At =
V(b —a)/N. So (Aw)? = b b2 72 where {Z2}Y, are independent random variables,
each distributed as the square of a standard Gaussum Evidently the mean of Z; is
1, and its variance is finite (in fact it is 2, as one easily shows using Problem 6). So

the mean of S is b — a and the variance of S is proportional to 1/N (in fact it is
2(b—a)?/N).

(c¢) Part (b) shows that the S — (b — a) in distribution. Actually we can say more, since
the law of large numbers is directly applicable:

Zi 4+ 7%

Sy =(b—a) ~

— (b—a)E[Z} = (b—a) almost surely.

The sum 2N w(t;)(w(tis1) — w(t;)) converges to the stochastic integral f; wdw,
by the very definition of a stochastic integral.
Problem 5 Ito’s formula gives
d(w*) = kw*tdw + 3k(k — 1)wh2dt.

Integrating then taking the expected value of each side (as in Problem 4) gives the desired
assertion

Be(t) = Sk(k — 1) /Ot Bh_o(s)ds

since w(0) = 0 and the stochastic integral [w* 'dw has expected value 0. From the
definition of Brownian motion, £2(t) = E[w?(t)] = t. So

Bu(t) = Ew*(t)] =6 /Ot sds = 3t2

and .
Bs(t) = E[uwb(t)] = 15/ 3s2ds = 15¢3.
0



Derivative Securities — Homework 5 — distributed 11/15/04, due 11/29/04

(1) Consider options on an underlying with continuous dividend yield D (assumed constant
and positive). Show that the value of a European call with strike K is smaller than sy — K
when sq is sufficiently large. Conclude that it can be optimal to exercise an American call
prior to maturity.

(2) Let’s value a perpetual American put with strike K, written on a non-dividend-paying
stock with lognormal dynamics. By definition this instrument never matures, and it can be
exercised at any time ¢ yielding payoff (K — s(t))4. Since it never matures, we expect its
value to be a function of s(t) alone, i.e. to have the form V(s(t)) where

%VSSUQS2 +rsVe—rV <0 and V(s)> (K —s)t
for all s. Moreover we expect that there is an exercise threshold s, such that
%‘/550252 +rsVs—rV =0 for s > s,

and
V(s)= (K —s)y fors < sy,

and we expect that V' and Vj are continuous at s,. Finally we expect that V(s) — 0 as
§ — 00.

(a) Show that if k = 2r/c? then f(s) = As+Bs~" solves the PDE % f"o%s?+rsf'—rf =0
for any choice of the constants A and B. (If you know some PDE then you’ll recognize
that this is the most general possible solution.)

(b) Show that to have f(s.) = (K — s4) and f(co) = 0 we must set A = 0 and B =
sk(K — Sx).

*

(¢) Show that the choice s, = HikK gives f’(s«) = —1, and that the resulting function
f(s) has all the properties listed above for V(s). This is the desired function V(s)

which values the perpetual American put.

(3) [Jarrow-Turnbull, chapter 7, problem 2]. An American put option with a maturity of
one year and a strike price of 60 is written on a non-dividend-paying stock. Assume the
current stock price sg is 60, the volatility ¢ is 35 percent per year, and the risk-free rate r
is 6 percent per year. To keep things simple, let’s use a two-period binomial tree to value
the option.

(a) Construct an appropriate two-period recombining price tree using u = exp[(r —
$02)8t + o+/6t] and d = exp|(r — $02)6t — o+/6t]. Notice that when 6t is 6 months,
u = 1.2800, d = .7803, and the risk-neutral probability of the up state is ¢ = .5007.
(You may round this to ¢ = .5.) Value the option by working backward through the
tree. Don’t forget to check whether early exercise is optimal.



(b) Describe the replicating portfolio at each node. Verify that the associated trading
strategy is self-financing, and that it replicates the payoff.

(4) [like Jarrow-Turnbull, chapter 11, problem 5]. Consider a call option written on Euros
with a maturity of one year. The spot exchange rate is 1.30 dollars/Euro, its volatility is
12 percent per year, and the strike price is 1.1818. The contract size is 250,000 Euros. To
keep things simple, let’s use a two-period binomial tree to value the option. Assume that if
you invest one dollar for six months at the risk-free rate it will be worth 1.0151 dollars, and
if you invest one Euro for six months at the risk-free rate it will be worth 1.0305 Euros.

(a) Construct an appropriate two-period recombining price tree using u = exp[(r — D —
$02)5t + 0/6t] = 1.068436 and d = exp[(r — D — 20%)6t — o/3t] = .901667.

(b) Explain briefly how we should use this tree to value the option. How does the Euro
interest rate affect the calculation?

(c) If the option is European (exercisable only at maturity) what is its value? (You may
round off the risk-neutral probability to ¢ = .5).

(d) If the option is American (exercisable at six months or at maturity) what is its value?

(e) Describe the hedging strategy at each node. (The hedge portfolio consists of a Euro
bond holding and a dollar bond holding. Notice that each bond earns interest at
the appropriate risk-free rate. I am asking for the dollar-investor’s hedge portfolio;
equivalently, I'm asking for the trading strategy a dollar investor can use to replicate
the option.)

5) The Section 9 notes discuss use of Black’s formula to price options on futures. Focusing
for simplicity on calls: if the futures price F; is lognormal with volatility o then the value
of a European call with maturity 7' (whose payoff is (Fr — K) at time T)is e "7 [Fy N (dy) —
KN(dy)], where dy = [log(Fy/K) + $0°T)/oV/T and dy = [log(Fy/K) — 30°T]/oV/T.

(a) Suppose the underlying is a non-dividend paying stock with volatility o, and the
futures prices under consideration are for delivery at time Tr. What value do you use
for op in Black’s formula?

(b) This call can be hedged by continuously trading futures contracts (with delivery time
Tr) and the risk-free asset. Describe the appropriate trading strategy.

(¢) The call can alternatively be hedged by continuously trading the underlying and the
risk-free asset. Describe the appropriate trading strategy.

6) [Jarrow & Turnbull, Chapter 15, problem 4.] Consider the binomial tree of interest rates
shown in the figure (each time interval is one year, and the rates shown are per annum with
continuous compounding). Assume the risk-neutral probabilities are 1/2 for each branch.

(a) Find the values of B(0,1), B(0,2), and B(0,3).



7(2)uu = 7.44%

r(1)y = 6.17%

7(2)uq = 6.09%

r(1)g = 5.05%

r(2)dd = 499%

(b) Consider the following European call option written on a one year Treasury bill: its
maturity is T = 2, and its strike is 0.945, so the payoff at time 2 is (B(2,3) —0.945) ..
Find the value of this option at time O.

(c) Suppose you wish to hedge this option using two-year and three-year treasury bills.
Find the hedge portfolio at time 0. [Hint: to find the hedge portfolio at a given node,
solve an appropriate system of two linear equations in two unknowns.]



Derivative Securities — Homework 5 Solutions
Distributed 12/06/04

Problem 1. We want to show that
Soe PTN(dy) — Ke "I N(dy) < Sy — K

If Sy is very large with respect to K (and all other parameters, for convenience), then
So — K ~ Sy, and dy,dy >> 1. So, N(dy) ~ N(d2) ~ 1 and hence

So— K ~ 8g
Soe PTN(dy) — Ke ™' N(dy) ~ Soe PTN(dy)
and since Spe " PTN(dy) < Sp for all dy if D > 0 we get the result that
Soe PTN(dy) — Ke ™' N(dy) < Sp — K.

Problem 2. If V is independent of ¢ then the Black-Scholes PDE becomes %02521/55 +
rsVs —rV = 0. Trying V(s) = s~ we find that this is a solution if
1o%a(a+1)—ra—r=(ic*a—7)(a+1)=0
which holds when a = —1 and when @ = k = 2r/o?. Since the equation is linear we
conclude that V(s) = As + Bs™* is a solution for any choice of the constants A and B.
(Since the equation is of second-order, the solution space is two-dimensional, so this is the
most general possible solution.) The condition V(s) — 0 as s — oo forces A = 0. We thus
expect that
) (K =s)y fors<s,
Vis) = { Bs~k for s > s,
for some choice of B and s,. The values of B and s, are determined by the condition
that both V and V; be continuous at s = s,. If s, < K then continuity of V requires
K — s, = Bs;k, whence
B =s"(K —s,).
Still assuming s, < K, we see that continuity of V, requires —1 = —kBs;*~1; substituting

the preceding formula for B then solving for s, gives

B k
k41

This value is less than K, so our calculation is self-consistent. It remains to show that the

Sx

function V defined this way satisfies
%0282‘/55 +7rsVs—rV <0 and V > (K —s);

for all s. The first assertion is easy, since %0'282‘/55 4+ rsVg —rV = 0 for s > s, and
%0252‘/55 +1rsVs —rV = —rK < 0 for s < s,. The second assertion is only slightly
harder: for s < s, we have V — (K — s); = 0; for s, < s < K we see that the function
g(s) =V(s) — (K —s) has ¢ > 0 and g(s4) =0, so g > 0; for s > K the assertion is clear
since V' > 0.



Problem 3.

(a)

At the end of one period the stock price is either 76.8 or 46.818. At the end of
two periods it can be 98.304, 59.927, or 36.5321. The corresponding values of the
option at time two are 0, 0.073, and 23.4679 respectively. At time 1, if the stock
price is 76.8 then the option value is (1/2)(.073)/1.030455 = .0354. At time 1, if
the stock price is 46.818, the value of the option without early exercise would be
(1/2)(.073+23.4679)/1.030455=11.422575, but early exercise yields 13.182 which is
better. So early exercise is optimal at this node, and the value is 13.182. At time 0
the value of the option is (1/2)(.0354+13.182)/1.030455=6.4139.

The replicating portfolio at time 0 has (0.0354-13.182)/(76.8-46.82) = -.4385 units of
stock, worth -26.31, and a bond position worth 6.4139 + 26.31 = 32.72. The value of
the replicating portfolio is equal to that of the option.

e At time 1, the bond is worth 32.72*1.030455=33.72. If the stock price is 76.8 then
the position of -.4385 units is worth -33.68. Rebalancing must occur to produce a
new portfolio with (0-.073)/(98.304-59.927)=-.0019 units of stock, worth -0.1460,
and a bond worth .0354 + .1460 = .1814. No new investment is required. If
instead the stock price is 46.82 then then the stock position is worth -20.53. The
holder of the option should exercise it, and the replicating portfolio provides a
liquidated value exactly equal to the payoff. If the holder of the option foolishly
fails to exercise it, then the holder of the replicating portfolio can put (13.182-
11.422575) in his pocket and rebalance to create the replicating portfolio worth
11.422575 appropriate for the European option.

e At time 2, the value of the replicating portfolio is in each case the value of the op-
tion’s payoff. (If the stock price reached 46.82 but the holder of the option failed
to exercise it, then the holder of the replicating portfolio achieves an arbitrage —
i.e. a gain obtained with no risk of loss.)

Problem 4.

(a)
(b)

()

(d)

The appropriate tree is below, and lists the possible exchange rates at each time.

The tree can be used just as with stocks to compute the value of the option: we take
the discounted, risk-neutral expectation of the payout on the tree. The Euro interest
rate enters only in the calculation of the risk neutral probability, which is roughly 1/2.

For the European option, the valuation is given in the tree below. We work backward
in the tree, taking discounted risk neutral expectations. The final value of the contract
is 250,000 Euros x {dollar value}/euro = $250,000 x 0.1075 = $26,875. See Figure 2.

Valuing the American option is a little more difficult since we have to check whether
early exercise is better after 1 period. At the up node, the value of the contract
exercised early would be 1.3889 — 1.1818 = 0.2071 > 0.18363, so early exercise is
optimal. At the down node, early exercise would give 1.1721—1.1818 < 0 and therefore
is not optimal. The resulting tree has a different up node, and thus the American
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Figure 1: Problem 4a: Tree of exchange rates ($/Euro).
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Figure 2: Problem 4c: Tree of European option values ($/Euro).

option has a different value. The final value of the contract is $250,000 x 0.1191 =
$29, 775. (See Figure 3.)

We'll do the replication for a contract on 1 Euro; the extension to 250,000 euros will
be clear (just multiply by 250,000).

The strategy is to hold ¢ dollars and i Euros, each invested at their risk-free rates.
The value of this portfolio, in dollars, is ¢ 4+ 1.31. At the end of one period, we want
¢ and 1 to satisfy:

el + s1ePT = option up

el + sq1pePT = option down

where s; is the spot exchange rate at 6 months. So,

1.0151¢ + 1.3889 x 1.0305¢) = 0.2071
1.0151¢ + 1.1721 x 1.0305¢) = 0.0348

Solving these equations gives ¢ = —0.8834 and ¢ = 0.7712. As a consistency check
we also note that ¢ + 1.3¢ = 0.1191, which is the value of the option.
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Figure 3: Problem 4d: Tree of American option values ($/Euro).

At the other nodes, the argument is the same: determine ¢ and 1 so that the value
of the portfolio will match the payoff at the up and down nodes. The only subtlety
is that at the 6 month up node, we have replicated the American option, and there
it is optimal for the holder to exercise the option. If the holder foolishly does not
exercise, then we only need the European value at that node to replicate the proceeding
up/down nodes. That is, we only need $0.1863 to replicate the possibilites of 0.3022
and 0.0706. However, we will have $0.2071, and therefore can pocket $0.0208. In this
event we gain a risk-free profit of $0.0208 x 1.0151 = $0.0211 on each Euro in the
contract.

Problem 5.

(a) The two volatilities should be the same. To see this, note that when interest rates
are constant (as they are here), the futures price is the forward price, and so F; =
e"T—1) G, Taking d of this expression to see what SDE F} satisfies gives:

d(F) = d(eTg,)

= —re"TDG,dt + " T-1gg,
—rFydt + " TV (1S,dt + 0.5,dBy)
—rFiydt + rF;dt + o F;d By
= oldB;

(b) On intuitive grounds the ‘delta’ for this contract should just be g—g. (Since we're

dealing with a call option, we have a very explicit formula for this, namely 0V /OF =
N(dy). To see why the hedge portfolio holds OV/OF futures, consider a replication
strategy (our argument is identical to that in Section 6 of the notes): we hold a
portfolio of ¢ shares of futures contracts and v units of money market. We want
to choose ¢ so that the growth of the portfolio which has a long option and short ¢
futures will grow deterministically, so that the addition of the money market account
can replicate the option. So, letting Il = V(F},t) — ¢F};, we take d and hold ¢ fixed,



giving:

dll = dV, — ¢dF,
ov ov 10%V
= {terms}dt + <g_;UFt — ¢0Ft> dB;

which is deterministic iff ¢ = g—g.

(c) We invoke the same argument, with Il = V(F},t) — ¢S; and get

dll = {terms}dt + (6—VJFt - qbaSt) dBy

OF
= {terms}dt + (g—?aer(Tt)St - qbaSt> dB;
oV _
— ¢ — a_F‘er(T t)

Problem 6.
(a) For the bond with maturity 1:
B(0,1) = e~9%% = 94696.
For the bond with maturity 2: its value at time 1 is

e 0617 = 94016 at node u
B(1,2) = { e—0505 — 95075 at node d

so its value at time 0 is
B(0,2) = .94696 - (1/2)[.94016 + .95075] = .89531.
For the bond with maturity 3: its value at time 2 is

e~ 0744 — 92830 at node uu
B(2,3) ={ %% = 94092 at node ud
e—0499 — 05132 at node dd

so its value at time 1 is

B(13) = | 91016+ (1/2)[92830 + 94092] — 87868 at node u
2/ =) .95075 - (1/2)[.94092 + .95132] = .89952 at node d

and its value at time 0 is

B(0,3) = .94696 - (1/2)[.87868 + ..89952] = .84194.



(b)

At time 2, the option’s value is

(192830 — .945)4+ =0 at node uu
Vo =4¢ (94092 — .945), =0 at node ud
(.95132 — .945), = .00632 at node dd.

Working backward in the tree, we find that its value at time 1 is

Vi 94016 - (1/2)[0+0] =0 at node u
L= 195075 - (1/2)[0 4 .00632] = .00300 at node d

and its value at time 0 is

Vo = .94696 - (1/2)[0 + .00300] = .00142

We wish to build a hedge portfolio consisting of a zero-coupon bond worth ¢o dollars
at time 2, and a zero-coupon bond worth ¢3 dollars at time 3. Their present values
are of course ¢2B(0,2) and ¢3B(0,3) respectively. To provide a perfect hedge, the
portfolio’s value must match that of the option at time 1, at both nodes u and d. This
gives two equations in the two unknowns ¢o and ¢s3:

¢2 % 94016 + ¢3 x 87868 = 0
¢ x 95075 + ¢3 x .89952 = .00300

which has the unique solution
By = —0.25623, 3 = 0.27416.

Of course the value of the hedge portfolio at time 0 should match the value of the
option, and indeed it does:

@2 X .89531 4 @3 x .84194 = .00142.



Derivative Securities — Homework 6 (complete version) — distributed 12/6/04,
due 12/13/04

Note 1: As previously announced, the final exam will be Monday December 20, in the
normal class hour and location. You may bring two pages of notes (8.5 x 11, both sides,
any font). The exam questions will focus on fundamental ideas and examples covered in
the lectures and homework.

Note 2: The “first installment” of HW6 posted 12/2/04 had just 4 problems, corresponding
to material covered in lecture on 11/29/04. This “complete version” consists of those 4
problems plus two more on material covered 12/6/04.

1) [Jarrow-Turnbull chapter 14, problems 1 and 2, somewhat modified.] Suppose the LIBOR
discount rate B(0,t) are given by the table below. Consider a 3-year swap whose floating
payments are at the then-current LIBOR rate, and whose fixed payments are at the term

rate of Rgy, per annum.
payment date t; B(0,t;)

0.5 9748
1.0 .9492
1.5 .9227
2.0 .8960
2.5 .8687
3.0 .8413

(a) Suppose Rgy is 6.5 percent per annum and the notional principal is 1 million dollars.
What is the value of the swap?

(b) What is the par swap rate? In other words: what value of Rgy sets the value of the
swap to 07

2) There are two ways to think about the value of a swap:

(i) One approach (presented in class on 11/29/04) views the swap as a collection of
forward rate agreements. If the payment dates are 0 < t; < ... < ty and L is the
notional principal, this approach gives

N

swap value = Z B(O, ti)[RﬁX - fO(ti—h ti)](ti - ti_l)L
=1

where fo(t;—1,t;) is the forward term rate for lending from ¢;_; to t;, defined by

B(0,t—1)

-1
B(0,t;)

Jo(tio1,ti)(ti — tic1) =
(ii) The other approach (implicit but not explicit in the Section 10 notes) views the swap
as a long position in a coupon bond paying Rgy plus a short position in a floating rate
bond. This approach gives the formula
N
swap value = > B(0,t;) Rx(t; — ti—1)L — (1 — B(0,tn))L.
i=1



Show that these two approaches are consistent, i.e. the swap values given in (i) and (ii)
above are equal.

3) [Hull, Chapter 22, problem 28, slightly modified.] Calculate the price of a cap on the
three-month LIBOR rate in nine months’ time when the principal amount is $1000. Use
Black’s model and the following information:

e The nine-month Eurodollar futures price is 92 (ignore the difference between forwards
and futures).

e The interest rate volatility implied by a nine-month Eurodollar option is 15 percent
per annum.

e The current 12-month interest rate with continuous compounding is 7.5 percent per
annum.

e The cap rate is 8 percent per annum.

[See the Section 11 notes for help interpreting this jargon.]

4) [Hull, Chapter 22, problem 29] Suppose the LIBOR yield curve is flat at 8% with annual
compounding. Consider a swaption that gives its holder the right to receive 7.6% in a
five-year swap starting in four years. Payments are made annually. The volatility for the
swap rate is 25% per annum and the principal is $1 million. Use Black’s model to price the
swaption.

5) [Hull, Chapter 26, problem 16, slightly modified]. Suppose the risk-free yield curve is
flat at 6% with annual compounding. One-year, two-year, and three-year bonds yield 7.2%,
7.4%, and 7.6% with annual compounding. All pay 6% coupons. Assume that in case of
default the recovery is 40% of principal, with no payment of accrued interest. Find the
risk-neutral probability of default during each year.

6) [Hull, Chapter 27, problem 20, slightly modified.] Suppose the risk-free yield curve is flat
at 6% per annum with continuous compounding, and defaults can occur at times 1 year, 2
years, 3 years, and 4 years in a four-year plain vanilla credit default swap with semiannual
payments. Suppose the recovery rate is 20% and the probabilities of default at times 1
yr, 2yrs, 3yrs, and 4yrs are .01, .015, .02, and .025 respectively. The reference obligation
is a bond paying a coupon semiannually of 8% per year. Assume any default takes place
immediately before a coupon date, and the recovery does not include any accrued interest.
What is the credit default swap spread?



Derivative Securities — Homework 6 Solutions
Distributed 12/13/04

Problem 1.
(a) The value of the fixed-rate payments is
R LAt(B(0,.5) + -+ + B(0,3)) = RaxL(.5)(.9748 + - - - + .8413) = 2.72635Rg, L.
Since Rgyx = .065 this is .1772128L. The value of the floating payments is
[1— B(0,3)]L = .1587L.

Therefore the value of the swap is (.1772128 — .1587)L = .0185128L. Since L = 10°
the value is 18,512.8 dollars.

(b) Using the calculations in part (a), we see that the par swap rate solves
2.72635 Ry = .1587.
This gives Rg, = .0582097, in other words (approximately) 5.82 percent.

Problem 2. We just need to show that the different expressions for the floating sides are

equal. Using the fact that fo(ti—1,¢;)(t; — ti—1) = Bé%;)l) — 1 we get

M=

B(0,t;) fo(ti—1,t:)(t: — ti—1)L

Vf loat

.
Il

Il
h
.MZ L

Il
—

2

= L

™ =

[B(0,t;—1) — B(0,t;)]

1
(0,0) = B(0,tn)]
1- B0, tx)].

|
~
= .

= L

Thus the two expressions for the floating side are equal, and the two swap values are
consistent.

Problem 3. There is only one payment date, so this cap is really a caplet. According to
Black’s model its value is

B(0,T")LAT [foN(d1) — RxgN(d2)]



with

T' = time when funds are received = 1 year
B(0,T") = e % = 9277
L = principal = 1000 dollars
AT = term of loan = .25 year
Rx = cap rate = .08 per annum
fo = forward term rate = .08 per annum.

Brief explanation about fy: we are told that the Eurodollar futures price is 92. We suppose
the Eurodollar futures price refers to a 3-month contract (this is the market convention).
Ignoring the difference between forwards and futures means viewing the futures price as
a forward term rate; this means we can secure, at no cost now, the right to a 3 month
Eurodollar contract starting 9 months from now at 100-92=8 percent per annum (another
market convention). Therefore fy = .08.

In the definition of d; and do we are given ¢ = .15 per annum, and the option’s maturity
date is T' = .75 years. Since fy = Rx we have log(fo/Rx) =0 and
di = LoVT = (5)(.15)V.75 = .0650, dy =di — VT = —LoVT = —.0650.
Since N (.0650) = .5259 and N(—.0650) = .4741 we conclude that
value = (.9277)(1000)(.25)[.08 - .5259 — .08 - .4741] = 0.96.

The present value of the cap is 96 cents.

Problem 4. The swap gives its holder the right to receive the fixed rate. So it is in the
money if R > Rgwap When the option matures. Therefore it is like a put on Rgywap. This is
different from the example in the Section 11 notes — we must use the Black-Scholes formula
for a put rather than a call. Black’s formula becomes is

swaption value = LA [RgN(—dz2) — FywapN(—d1)]
with

A = > B(0,t;)Ait = (1.08)7° + - 4 (1.08) 7Y = 2.9348
L = 10 dollars
Rk = .076
log(Fswap/Ri) + %O'ZT
ovT
dy = dy—oVT.

In the calculation of d; and ds we are given ¢ = .25, and T' = 4 is the maturity date of the
option. It remains to find Fyyap. Since the yield curve is flat, the forward term rate for any



future period is 8 percent per annum (compounded annually), so it is intuitively clear that
Fiwap = .08. Of course our formula gives the same result: it determines Fyyap by solving

Faap [(1.08)’1 TR (1.08)*5} =1—(1.08)75.

Applying the identity p+ -+ p° = 2422 with p = (1.08)"" we get Fyyap = 3 — 1 = .08
as expected. Now

. log(.08/.076) + 3(.25)%(4)
' (:25)(2)

and using N (.1474) = .5586 and N(—.3526) = .3622 we get

= 3526, dy=d; — (.25)(2) = —.1474,

value of swaption = (2.9348)L[(.076)(.5586) — (.08)(.3622)] = .039554L.

The swaption is worth $39,554.

Problem 5.

We assume the coupons are paid annually. Moreover if a bond defaults during a certain
year, we assume the coupon due at the end of the year is not paid, and the recovery (40%
of principal) is paid at the end of the year.

To begin, let’s find the risky bond prices from the yield information in the problem. We
use the standard relationship between a bond’s yield and its price (ignoring the possibility of
default); for example the yield y of a two-year bond with principal P and coupon payment
c is related to the price of the bond by

price = ¢/(1+y) + /(1 +y)* + P/(1 +y)*.

Using the data in the problem, for bonds with principal one dollar, we find:

price of 1-yr bond = .06/1.072 +1/1.072 = .9888
price of 2-yr bond = .06/1.074 + .06/(1.074)? 4 1/(1.074)% = .9748
price of 3-yr bond = .06/1.076 + .06/(1.076)% + .06/(1.076)> + 1/(1.076)> = .9585.

Now we find the default probabilities from the fact that these bond prices must be the
RN-expected discounted values of the associated cash flows. Let p; be the probability that
a default occurs in year i.

Focusing on the one-year bond first, we have

9888 = (1 — p1)(.06/1.06 + 1/1.06) + p1(.4/1.06) = 1 — p; + .3774p,

so p; = (.9888 — 1)/(.3774 — 1) = .0180.
Considering the two-year bond next, we have

9748 = p1(.4/1.06) + p2[.06/1.06 + .4/(1.06)%] 4 (1 — p1 — p2)[1]

using for the last term the fact that .06/1.06 +.06/(1.06)? + 1/(1.06)? = 1. Since we know
p1, this reduces to a linear equation for po, namely

9748 = 0068 + .4126ps + (.9820 — po).



It follows that po = (.9748 — .0068 — .9820)/(.4126 — 1) = .0238.
Finally we use the three-year bond price to find ps. We have

9585 = pi1(.4/1.06) + p2[.06/1.06 + .4/(1.06)°]
+p3[.06/1.06 + .06/(1.06)? 4 .4/(1.06)%] + (1 — py — p2 — p3)[1].
Using the known values of p; and po this becomes
.9585 = .0166 + .4459p3 + (.9582 — p3)

so p3 = (.9585 — .0166 — .9582)/(.4459 — 1) = .0294.

Notice that the probabilities p; used above are actual probabilities, not conditional
probabilities. They can be written in terms of the conditional probabilities of default (also
called hazard rates)

q; = prob of default in year i, given that the bond survived to year ¢

by
p1 = prob of default in year 1 = ¢
po = prob of default in year 2 = (1 —q1)q2
ps = prob of default in year 3 = (1 —q1)(1 — ¢2)gs.

It was most natural for this problem to solve directly for the unconditional probabilities p;;
but the conditional probabilities g; can easily be found, if desired, from the formulas just
above.

Problem 6.
As in the notes, the CDS spread s is given by
_ (A =R) >, piB.(0, i)
mu(T) + 327 piu(ti)
where R is the recovery rate, p; are the risk-neutral probabilites of default (extracted from
bond prices presumably), B, is the risk-free bond price, 7 is the probability of no default,

and u(t;) is the present value of payments per payment dollar. With semi-annual payments,
this becomes

/1 1
t;) = ZB.(0,n —1/2) + =B.(0,
ult) = 32 (5B-0m = 1/2 4 5B.(0.m))
Plugging in ¢ = 1,...,4 and using 6% continuous compounding we get u(1l) = 0.9561,
u(2) = 1.8565, u(3) = 2.7045, and u(4) = 3.5031. Then

(1—R)> i piB.(0,9)
Tu(4) + Yty pu(i)
0.0473

3.4370
= 0.0138

So, since payments are semiannual, the terms of the CDS under the CDS spread s should
be that the buyer pays $0.0138/2 per dollar face value of the underlying defaultable bond
every six months.



Derivative Securities Final Exam
Fall 2004 — G63.2791 — Professor Kohn

You may bring two 8.5 x 11 pages of notes [both sides] to this exam.

Put your answers on the exam paper; use the back of the page if you need more space,
and attach additional sheets if necessary. I will grade only your exam paper, not your
scratch paper.

Part A consists of 3 “longer-answer” problems, worth 20 points each. Part B consists
of 10 “shorter-answer” problems, worth 10 each. The total possible score is thus 160.

Show your work, and explain all answers (at least briefly). Partial credit will be given
for correct ideas.

NAME:

A) Longer-answer problems: 20 points each

Al)
A2)
A3)

B) Shorter-answer problems: 10 points each

Total:

B1) B6)
B2) B7)
B3) BS)
B4) B9)
B5) B10)




Part A: Longer-answer questions. Each of the 3 problems in Part A has several parts,
worth a total of 20 points.

1. (20 points) Suppose the price of a non-dividend-paying stock is restricted to the multi-

plicative binomial tree shown below. Notice that u = 3, d = 1/2. Assume the risk-free

36

rate satisfies e’ = 2. Consider a European put option with strike price K = 3.

(a) Find the value of this option by working backward in the tree.

(b) Specify the replicating (hedge) portfolio at time ¢ = 0.

(¢) Suppose the stock goes up to 12 in the first time period. How should the replicating
portfolio be changed?

(d) Now consider the associated American put — with the same strike and underlying,
but permitting early exercise. Is its value at time 0 different? Explain briefly.



2. (20 points) Consider a non-dividend-paying stock whose price at time ¢ is s(t) = e¥(*)
where y solves the stochastic differential equation dy = upy dt + oy dw. Notice that
y = log s.

(a) What stochastic differential equation does s solve?

(b) Consider an option on this stock, and assume its value at time ¢ has the form
V(s(t),t). Find the associated hedge, by determining the choice of ¢ that makes
dV — ¢ds have no “dw” term.

(c) What partial differential equation does V' solve?



3. Suppose y solves the stochastic differential equation dy = py dt+ oydw with y(0) = yo.

(a) Show that if V(y,t) solves V; + pyVy + 302y*Vyy — rV = 0 then e "V (y,t) is a
martingale.

(b) Now suppose that in addition to the PDE, V satisfies the final-time condition
V(y,T) = f(y). Show that V(yo,0) = e_rTEy(O):yO [f(y(T))].



Part B: Shorter-answer questions. The problems in Part B can be answered relatively
briefly; they are worth 10 points each.

1. (10 points) Consider the payoff f(sr) sketched below. How can it be achieved by a
combination of call options?

5 10 20 25

[Note: the payoff is 0 for sp < 5 and for sp > 25; it equals 5 for 10 < sp < 20; its
slope is 1 for 5 < sp < 10; and its slope is —1 for 20 < s < 25.]

2. (10 points) Let B(0,T) be the price in dollars of a risk-free bond worth one dollar at
time 7', and let D(0,T) be the price in Euros of a risk-free bond worth one Euro at
time T'. Consider a forward contract, which obligates the holder to buy 100 Euros
at K dollars per Euro, at time T. Express its value today (time 0) in terms of the
current exchange rate Sy (in dollars per Euro). Briefly justify your answer.



3. (10 points) Consider the trading strategy that replicates the payoff of a European call
on a non-dividend-paying stock with lognormal dynamics. Does it ever require you to

take a short position in the underlying? Explain briefly.

4. (10 points) We learned that to hedge an option with value V(s(t),t) you should hold
—A units of the underlying, where A = 0V/0s. Suppose rather than the underlying,
you wish to hedge using futures on the underlying. What should your futures position
be at time t? (Assume the risk-free rate is constant r.)



5. (10 points) Consider a non-dividend-paying stock with lognormal dynamics, ds =
ps dt + os dw. The risk-free rate is r (assumed constant). Consider the digital option
that’s worth 1 at time T if s > K and 0 otherwise. What is its value at time 07

6. (10 points) Consider a lognormal stock with continuous dividend yield d. (This means
the stock price satisfies ds = ps dt + osdw, and if you start with one share at time 0
and reinvest all dividends in stock you'll have e¥ shares at time t.) Show that early
exercise can be optimal for an American call on such a stock.



7. (10 points) Suppose the yield curve is flat at 5%. Consider the following two-year
swap: it starts at the end of year 1; the holder pays 6% per annum and receives the
floating rate for years 2 and 3; payments are annual. What is the present value of this

swap?

8. (10 points) Consider a floorlet with fixed rate Ry for lending one year from now with
maturity two years from now. Explain how Black’s formula specifies its value now (at
time 0) in terms of the notional principal L, the current prices of zero-coupon bonds

B(0,T), and a suitable volatility parameter.



9. (10 points) When we use Black’s formula to value options with maturity 7" on an
underlying V', we are asserting (or assuming) the existence of a probability measure
such that (a) the underlying is lognormal, and (b) the option with payoff f(Vr) has
value B(0,T)E[f(Vr)]. Show that if these hypotheses hold then the E[Vr] must be
the forward price of V' for delivery at time T'.

10. (10 points) This problem concerns credit risk. Let B(0,7") be the price of a risk-
free zero-coupon bond worth T at maturity. Consider two-year corporate bond with
principal L, paying annual coupons at 5 percent per annum. Let p; be the risk-free
probability of default in year 1, and ps the risk-free probability of default in year 2.
Assume that after default there is no recovery of principal or interest. What is the
present value of the corporate bond?
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