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Preface

Since around the turn of the millennium there has been a general acceptance that one of
the more practical improvements one may make in the light of the shortfalls of the classical
Black—Scholes model is to replace the underlying source of randomness, a Brownian motion,
by a Lévy process. Working with Lévy processes allows one to capture distributional char-
acteristics in the stock returns such as semi-heavy tails and asymmetry, as well as allowing
for jumps in the price process with the interpretation as market shocks and effects due to
trading taking place in business time rather than real time. In addition, Lévy processes in
general, as well as having the same properties as Brownian motion in the form of stationary
independent increments, have many well understood probabilistic and analytical properties
which make them attractive as mathematical tools.

At the same time, exotic derivatives are gaining increasing importance as financial
instruments and are traded nowadays in large quantities in over the counter markets. The
consequence of working with markets driven by Lévy processes forces a number of new
mathematical challenges with respect to exotic derivatives. Many exotic options are based on
the evolving historical path of the underlying. In terms of pricing and hedging, this requires
an understanding of fluctuation theory, stochastic calculus and distributional decompositions
associated with Lévy processes. This current volume is a compendium of articles, each of
which consists of a discursive review and recent research on the topic of Exotic Option
Pricing and Advanced Lévy Models written by leading scientists in this field.

This text is organized as follows. The first two chapters can be seen as an introduc-
tion to Lévy processes and their applications. The first chapter, by A. E. Kyprianou and
R. Loeffen, gives a brief introduction to Lévy processes, providing several examples which
are commonly used in finance, as well as examining in more detail some of their fine and
coarse path properties. To apply Lévy processes in practice one needs good numerics. In
Chapter 2, N. Webber discusses recent progress in the development of simulation methods
suitable for most of the widely used Lévy processes. Speed-up methods, bridge algorithms
and stratified sampling are some of the many ingredients. These techniques are applied in
the context of the valuation of different kinds of exotic options.

In the second part, one can see Lévy-driven equity models at work. In Chapter 3,
H. Geman and D. Madan use pure jump models, in particular from the CGMY class, for
the evolution of stock prices and investigate in this setting the relationship between the
statistical and risk-neutral densities. Statistical estimation is conducted on different world
indexes. Their conclusions depart from the standard applications of utility theory to asset
pricing which assume a representative agent who is long the market. They argue that one
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must have at a minimum a two-agent model in which some weight is given to an agent
who is short the market. In Chapter 4, W. Schoutens, E. Simons and J. Tistaert calibrate
different Lévy-based stochastic volatility models to a real market option surface and price
by Monte Carlo techniques a range of exotics options. Although the different models dis-
cussed can all be nicely calibrated to the option surface — leading to almost identical vanilla
prices — exotic option prices under the different models discussed can differ considerably.
This investigation is pushed further by looking at the prices of moment derivatives, a new
kind of derivative paying out realized higher moments. Even more pronounced differences
are reported in this case. The study reveals that there is a clear issue of model risk and
warns of blind use of fancy models in the realm of exotic options.

The third part is devoted to pricing, hedging and general theory of different exotics
options of a European nature. In Chapter 5, E. Eberlein and A. Papapantoleon consider
time-inhomogeneous Lévy processes (or additive processes) to give a better explanation
of the so-called ‘volatility smile’, as well as the ‘term structure of smiles’. They derive
different kinds of symmetry relations for various exotic options. Their contribution also
contains an extensive review of current literature on exotics driven in Lévy markets. In
Chapter 6, H. Albrecher and W. Schoutens present a simple static super-hedging strategy
for the Asian option, based on stop-loss transforms and comonotonic theory. A numerical
implementation is given in detail and the hedging performance is illustrated for several
stochastic volatility models. Real options form the main theme of Chapter 7, authored by
P. Barrieu and N. Bellamy. There, the impact of market crises on investment decisions is
analysed through real options under a jump-diffusion model, where the jumps characterize
the crisis effects. In Chapter 8, J.M. Corcuera, D. Nualart and W. Schoutens show how
moment derivatives can complete Lévy-type markets in the sense that, by allowing trade in
these derivatives, any contingent claim can be perfectly hedged by a dynamic portfolio in
terms of bonds, stocks and moment-derivative related products.

In the fourth part, exotics of an American nature are considered. Optimal stopping prob-
lems are central here. Chapter 9 is a contribution at the special request of the editors. This
consists of T. Chan’s original unpublished manuscript dating back to early 2000, in which
many important features of the perpetual American put pricing problem are observed for
the case of a Lévy-driven stock which has no positive jumps. G. Peskir and N. Uys work
in Chapter 10 under the traditional Black—Scholes market but consider a new type of Asian
option where the holder may exercise at any time up to the expiry of the option. Using recent
techniques developed by Peskir concerning local time—space calculus, they are able to give
an integral equation characterizing uniquely the optimal exercise boundary. Solving this
integral equation numerically brings forward stability issues connected with the Hartman—
Watson distribution. In Chapter 11, P. Carr and A. Hirsa give forward equations for the
value of an American put in a Lévy market. A numerical scheme for the VG case for very
fast pricing of an American put is given in its Appendix. In the same spirit, A. Almendral
discusses the numerical valuation of American options under the CGMY model. A numer-
ical solution scheme for the Partial-Integro-Differential Equation is provided; computations
are accelerated by the Fast-Fourier Transform. Pricing American options and their early
exercise boundaries can be carried out within seconds.

The final part considers game options. In Chapter 13, C. Kiihn and J. Kallsen give a review
of the very recent literature concerning game-type options, that is, options in which both
holder and writer have the right to exercise. Game-type options are very closely related to
convertible bonds and Kiihn and Kallsen also bring this point forward in their contribution.
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Last, but by far not least, P. Gapeev gives a concrete example of a new game-type option
within the Black—Scholes market for which an explicit representation can be obtained.

We should like to thank all contributors for working hard to keep to the tempo that has
allowed us to compile this text within a reasonable period of time. We would also like to
heartily thank the referees, all of whom responded gracefully to the firm request to produce
their reports within a shorter than normal period of time and without compromising their
integrity.

This book grew out of the 2004 Workshop, Exotic Option Pricing under Advanced Lévy
Models, hosted at EURANDOM in The Netherlands. In addition to the excellent man-
agerial and organizational support offered by EURANDOM, it was generously supported
by grants from Nederlands Organizatie voor Wetenschappelijk Onderzoek (The Dutch Or-
ganization for Scientific Research), Koninklijke Nederlandse Akademie van Wetenschappen
(The Royal Dutch Academy of Science) and The Journal of Applied Econometrics. Spe-
cial thanks goes to Jef Teugels and Lucienne Coolen. Thanks also to wilmott .com and
mathfinance.de for publicizing the event.

A. E. Kyprianou, Edinburgh, UK
W. Schoutens, Leuven, Belgium
P. Wilmott, London, UK
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. by their Coarse and Fine Path Properties |
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Abstract

We give a brief introduction to Lévy processes and indicate the diversity of this class
of stochastic processes by quoting a number of complete characterizations of coarse
and fine path properties. The theory is exemplified by distinguishing such properties for
Lévy processes which are currently used extensively in financial models. Specifically,
we treat jump-diffusion models (including Merton and Kou models), spectrally one-sided
processes, truncated stable processes (including CGMY and Variance Gamma models),
Meixner processes and generalized hyperbolic processes (including hyperbolic and normal
inverse Gaussian processes).

1.1 INTRODUCTION

The main purpose of this text is to provide an entrée to the compilation Exotic Options
and Advanced Lévy Models. Since path fluctuations of Lévy processes play an inevitable
role in the computations which lead to the pricing of exotic options, we have chosen to
give a review of what subtleties may be encountered there. In addition to giving a brief
introduction to the general structure of Lévy processes, path variation and its manifes-
tation in the Lévy—Khintchine formula, we shall introduce classifications of drifting and
oscillation, regularity of the half line, the ability to visit fixed points and creeping. The
theory is exemplified by distinguishing such properties for Lévy processes which are cur-
rently used extensively in financial models. Specifically, we treat jump-diffusion models
(including Merton and Kou models), spectrally one-sided processes, truncated stable pro-
cesses (including CGMY and variance gamma models), Meixner processes and generalized
hyperbolic processes (including hyperbolic and normal inverse Gaussian processes).

To support the presentation of more advanced path properties and for the sake of com-
pleteness, a number of known facts and properties concerning these processes are reproduced
from the literature. We have relied heavily upon the texts by Schoutens (2003) and Cont
and Tankov (2004) for inspiration. Another useful text in this respect is that of Boyarchenko
and Levendorskii (2002).

Exotic Option Pricing and Advanced Lévy Models. Edited by A. E. Kyprianou, W. Schoutens and P. Wilmott
Copyright © 2005 John Wiley & Sons, Ltd.
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The job of exhibiting the more theoretical facts concerning path properties have been
greatly eased by the existence of the two indispensable monographs on Lévy processes,
namely Bertoin (1996) and Sato (1999); see, in addition, the more recent monograph of
Applebaum (2004) which also contains a section on mathematical finance. In the course of
this text, we shall also briefly indicate the relevance of the path properties considered to a
number of exotic options. In some cases, the links to exotics is rather vague due to the fact
that the understanding of pricing exotics and advanced Lévy models is still a ‘developing
market’, so to speak. Nonetheless, we believe that these issues will in due course become
of significance as research progresses.

1.2 LEVY PROCESSES

We start with the definition of a real valued Lévy process followed by the Lévy—Khintchine
characterization.

Definition 1 A Lévy process X = {X; : t > 0} is a stochastic process defined on a probability
space (2, F, P) which satisfies the following properties:

(i) The paths of X are right continuous with left limits almost surely.

(ii) Xo = 0 almost surely.
(iii) X has independent increments; for0 < s <t, X, — X; is independent of 6 (X, : u < s).
(iv) X has stationary increments, for 0 <s <t, X, — X, is equal in distribution to X,_;.

It turns out that there is an intimate relationship between Lévy processes and a class of
distributions known as infinitely divisible distributions which gives a precise impression of
how varied the class of Lévy processes really is. To this end, let us devote a little time to
discussing infinitely divisible distributions.

Definition 2 We say that a real valued random variable © has an infinitely divisible distri-
bution if for eachn = 1, 2, ... . there exists a sequence of iid random variables ®y, ... , ®,
such that

®i®l,n+"'+®n,n

where £ is equality in distribution. Alternatively, we could have expressed this relation in
terms of probability laws. That is to say, the law u of a real valued random variable is
infinitely divisible if for each n = 1,2, ... there exists another law W, of a real valued
random variable such that u = ", the n-fold convolution of .

The full extent to which we may characterize infinitely divisible distributions is carried
out via their characteristic function (or Fourier transform of their law) and an expression
known as the Lévy—Khintchine formula.

Theorem 3 (Lévy—Khintchine formula) A probability law u of a real valued random vari-
able is infinitely divisible with characteristic exponent W,

/ e (dx) = e Y™ foru e R,
R
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if and only if there exists a triple (y, o, I1), where y € R, 0 > 0 and I1 is a measure supported
on R\{0} satisfying fR (1 A xz) IM(dx) < oo, such that

1 )
W (u) =iyu+ Eazuz + / (1 —e"* +iux1y<1)II(dx)
R

for every u € R.

Definition 4 The measure I1 is called the Lévy (characteristic) measure and the triple
(y, 0, IT) are called the Lévy triple.

Note that the requirement that fR(l A x?)TI(dx) < oo necessarily implies that the tails of
IT are finite. On the other hand, should IT be an infinite measure due to unbounded mass in
the neighbourhood of the origin, then it must at least integrate locally against x> for small
values of x.

Let us now make firm the relationship between Lévy processes and infinitely divisible
distributions. From the definition of a Lévy process we see that for any ¢t > 0, X, is a
random variable whose law belongs to the class of infinitely divisible distributions. This
follows from the fact that for any n = 1, 2, ...

Xi = Xy + Xogyn — Xiyn) + - + (X = Xu—1y1/n) (1.1)

together with the fact that X has stationary independent increments. Suppose now that we
define forall u e R, t >0 _
v, (u) = —logE (e”‘x’)

then by using equation (1.1) twice we have for any two positive integers m, n that
mWy (u) =V, (u) = n“pm/n ()

and hence for any rational ¢t > 0
W, (u) =tWy (u). (1.2)

If ¢ is an irrational number, then we can choose a decreasing sequence of rationals {z, : n > 1}

such thatt, | t asn tends to infinity. Almost sure right continuity of X implies right continuity

of exp{—V¥; (1)} (by dominated convergence) and hence equation (1.2) holds for all # > 0.
In conclusion, any Lévy process has the property that

E (eiuX,) — eft\I’(u)

where W (1) := W (u) is the characteristic exponent of X; which has an infinitely divisible
distribution.

Definition 5 In the sequel we shall also refer to V (u) as the characteristic exponent of the
Lévy process.

Note that the law of a Lévy process is uniquely determined by its characteristic exponent.
This is because the latter characterizes uniquely all one-dimensional distributions of X.
From the property of stationary independent increments, it thus follows that the character-
istic exponent characterizes uniquely all finite dimensional distributions which themselves
uniquely characterize the law of X.
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It is now clear that each Lévy process can be associated with an infinitely divisible
distribution. What is not clear is whether given an infinitely divisible distribution, one may
construct a Lévy process such that X has that distribution. This latter issue is resolved by
the following theorem which gives the Lévy—Khintchine formula for Lévy processes.

Theorem 6 Suppose that y € R, 0 > 0 and Il is a measure on R\{0} such that fR(l A
|x|)T1(dx) < oo. From this triple define for each u € R

1 .
W (u) =iyu+ 5azuz + / [1— ™ + iux1(jy <11 (dx). (1.3)
R

Then there exists a probability space (2, F,P) on which a Lévy process is defined having
characteristic exponent V.

It is clear from the Lévy—Khintchine formula that a general Lévy process must necessarily
take the form
—yt+oB + Ji,t >0

where B := {B; : t > 0} is a standard Brownian motion (and thus has normally distributed
increments contributing the term ou?/2 to W) and J := {J, : t > 0} is a process indepen-
dent of B. It is the process J which essentially is responsible for the huge diversity in the
class of Lévy processes and also for the discontinuities or jumps in the path of X which
are typically present.

The proof of Theorem 6 is rather complicated but nonetheless very rewarding as it also
reveals much more about the general structure of the process J. In Section 1.4.1 we shall give
a brief outline of the main points of the proof and in particular how one additionally gets a
precise classification of the path variation from it. We move first, however, to some examples
of Lévy processes, in particular those which have become quite popular in financial modelling.

1.3 EXAMPLES OF LEVY PROCESSES IN FINANCE

Appealing to the idea of stochastically perturbed multiplicative growth the classic Black—
Scholes model proposes that the value of a risky asset should be modeled by an exponential
Brownian motion with drift. It has long been known that this assumption drastically fails to
match the reality of observed data. Cont (2001) exemplifies some of the more outstanding
issues. The main problem being that log returns on real data exhibit (semi) heavy tails while
log returns in the Black—Scholes model are normally distributed and hence light tailed.
Among the many suggestions which were proposed to address this particular problem was
the simple idea to replace the use of a Brownian motion with drift by a Lévy processes.
That is to say, a risky asset is modeled by the process

seXt >0

where s > 0 is the initial value of the asset and X is a Lévy process.

There are essentially four main classes of Lévy processes which feature heavily in current
mainstream literature on market modeling with pure Lévy processes (we exclude from the
discussion stochastic volatility models such as those of Barndorff—Nielsen and Shephard
(2001)). These are the jump-diffusion processes (consisting of a Brownian motion with drift
plus an independent compound Poisson process), the generalized tempered stable processes
(which include more specific examples such as Variance Gamma processes and CGMY),
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Generalized Hyperbolic processes and Meixner processes. There is also a small minority of
papers which have proposed to work with the arguably less realistic case of spectrally one-
sided Lévy processes. Below, we shall give more details on all of the above key processes
and their insertion into the literature.

1.3.1 Compound Poisson processes and jump-diffusions

Compound Poisson processes form the simplest class of Lévy processes in the sense of
understanding their paths. Suppose that £ is a random variable with honest distribution F
supported on R but with no atom at 0. Let

Ny
X, = Z?gi, t>0
i=l1

where {& :i > 1} are independent copies of & and N := {N, : t > 0} is an independent
Poisson process with rate A > 0. Then, X = {X, : t > 0} is a compound Poisson process. The
fact that X is a Lévy process can easily be verified by computing the joint characteristic of the
variables X; — X and X, — X, for 0 < v <u < s <t < oo and showing that it factorizes.
Indeed, standard facts concerning the characteristic function of the Poisson distribution leads
to the following expression for the characteristic exponent of X,

W) =l — Fu)) = /(1 — ")\ F (dx)
R

where F (u) = E(¢'*¢). Consequently, we can easily identify the Lévy triple via ¢ = 0 and
y =— fR xAF(dx) and IT(dx) = AF (dx). Note that IT has finite total mass. It is not difficult
to reason that any Lévy process whose Lévy triple has this property must necessarily be a
compound Poisson process. Since the jumps of the process X are spaced out by independent
exponential distributions, the same is true of X and hence X is pathwise piecewise constant.
Up to adding a linear drift, compound Poisson processes are the only Lévy processes which
are piecewise linear.

The first model for risky assets in finance which had jumps was proposed by Merton
(1976) and consisted of the log-price following an independent sum of a compound Poisson
process, together with a Brownian motion with drift. That is,

Ny
X, = —yt+aB,+ZEi, t>0
i=1

where y € R, {B; : t > 0} is a Brownian motion and {&; : i > 0} are normally distributed.
Kou (2002) assumed the above structure, the so called jump-diffusion model, but chose
the jump distribution to be that of a two-sided exponential distribution. Kou’s choice of
jump distribution was heavily influenced by the fact that analysis of first passage problems
become analytically tractable which itself is important for the valuation of American put
options (see Chapter 11 below). Building on this idea, Asmussen et al. (2004) introduce a
jump-diffusion model with two-sided phasetype distributed jumps. The latter form a class of
distributions which generalize the two-sided exponential distribution and like Kou’s model,
have the desired property that first passage problems are analytically tractable.
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1.3.2 Spectrally one-sided processes

Quite simply, spectrally one-sided processes are characterized by the property that the sup-
port of the Lévy measure is restricted to the upper or the lower half line. In the latter
case, that is I1(0, co) = 0, one talks of spectrally negative Lévy processes. Without loss of
generality we can and shall restrict our discussion to this case unless otherwise stated in the
sequel.

Spectrally negative Lévy processes have not yet proved to be a convincing tool for
modeling the evolution of a risky asset. The fact that the support of the Lévy measure
is restricted to the lower half line does not necessarily imply that the distribution of the
Lévy process itself is also restricted to the lower half line. Indeed, there are many examples
of spectrally negative processes whose finite time distributions are supported on R. One
example, which has had its case argued for in a financial context by Carr and Wu (2003)
and Cartea and Howison (2005), is a spectrally negative stable process of index o € (1, 2).
To be more precise, this is a process whose Lévy measure takes the form

M(dx) = 1 oyclx| " "%dx

for some constant ¢ > 0 and whose parameter o is identically zero. A lengthy calculation
reveals that this process has the Lévy—Khintchine exponent

W(u) = clul® (1 + i tan nTa signu) .

Chan (2000, 2004), Mordecki (1999, 2002) and Avram et al. (2002, 2004), have also
worked with a general spectrally negative Lévy process for the purpose of pricing Amer-
ican put and Russian options. In their case, the choice of model was based purely on
a degree of analytical tractability centred around the fact that when the path of a spec-
trally negative process passes from one point to another above it, it visits all other points
between them.

1.3.3 Meixner processes

The Meixner process is defined through the Meixner distribution which has a density func-
tion given by

. _ (2cos(B/2))* Bx — ) i(x — )
SMeixner (x5 @, B, 8, 1) = m exXp (T) 'F <5 + T)

2

where o« > 0, —7 < 8 < 7,8 > 0,m € R. The Meixner distribution is infinitely divisible
with a characteristic exponent

‘ _ cos(8/2)  \*\ .
Whleixner () = — 10g ((m) ) — 14U,

and therefore there exists a Lévy process with the above characteristic exponent. The Lévy
triplet (y, o, IT) is given by

’

y = —adtan(B/2) + 28 /oo de -
1 sinh(wx/a)
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o =0 and

. exp(Bx/a)
M(dx) = Sx sinh(7r x /o) dx. (1.4)

The Meixner process appeared as an example of a Lévy process having a particular mar-
tingale relation with respect to orthogonal polynomials (see Schoutens and Teugels (1998)
and Schoutens (2000)). Grigelionis (1999) and Schoutens (2001, 2002) established the use of
the Meixner process in mathematical finance. Relationships between Mexiner distributions
and other infinitely divisible laws also appear in the paper of Pitman and Yor (2003).

1.3.4 Generalized tempered stable processes and subclasses

The generalized tempered stable process has Lévy density v := dI1/dx given by

Cp
x1+ap

A, Cn An
€ 'Xl{x>0} + me Xl{x<0}»

v(x) =
with 0 =0, where @, <2, @, <2, 1, >0, 4, >0,¢c, >0and ¢, > 0.
These processes take their name from stable processes which have Lévy measures of the
form

Cp Cn
IM(dx) = Wl[x>0} + ml{x<0] dx,

for a € (0,2) and ¢, ¢, > 0. Stable processes with index a € (0, 1] have no moments
and when o € (1,2) only a first moment exists. Generalized tempered stable processes
differ in that they have an exponential weighting in the Lévy measure. This guarantees
the existence of all moments, thus making them suitable for financial modelling where
a moment-generating function is necessary. Since the shape of the Lévy measure in the
neighbourhood of the origin determines the occurrence of small jumps and hence the small
time path behaviour, the exponential weighting also means that on small time scales stable
processes and generalized tempered stable processes behave in a very similar manner.
Generalized tempered stable processes come under a number of different names. They
are sometimes called KoBoL processes, named after the authors Koponen (1995) and
Boyarchenko and Levendorskii (2002). Carr ef al. (2002, 2003) have also studied this six-
parameter family of processes and as a consequence of their work they are also referred to
as generalized CGMY processes or, for reasons which will shortly become clear, CCGMYY
processes. There seems to be no uniform terminology used for this class of processes at the
moment and hence we have simply elected to follow the choice of Cont and Tankov (2004).
Since

/ [x|v(x)dx < o0
R\(=1,1)

it turns out to be more convenient to express the Lévy—Khintchine formula in the form

W(u) =iuy’ + /w (1 — ™ + jux)v(x)dx (1.5)
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where y' =y — fR\(f L xv(x)dx < oo. In this case, the characteristic exponent is given
by '

W(u) =iuy' — A, — A,, where

iucy + cp(p — i) log <1 - %) ifa, =1
p
A (i” +1 (1 1”)) if &, = 0
=1 —c,| —+1log|1—-— if o), =
p F )‘-p )\-p p
R .
p iu inap .
C(—=ap)r, cp ((1 - —) -1+ > otherwise
Ap Ap
. . iu .
—iuc, + ¢, (A +iu) log (1 + k_> ifo, =1
A " g (14 if @, = 0
n = —Cp | —— (0] — 1 o, =
An g An
i\ iuay, )
C(—ap)Aymcy, <<1 + —) —1- ) otherwise
)‘-n )\'Vl

(see Cont and Tankov (2004), p. 122).

Whena, =a, =Y,c, =c, =C, A, = M and A, = G, the generalized tempered stable
process becomes the so called CGMY process, named after the authors who first introduced
it, i.e. Carr et al. (2002). The characteristic exponent of the CGMY process for ¥ # 0 and
Y # 1 is often written as

Wegmy ) = —CT(=Y)[(M — i)Y — MY + (G +iu)Y — GV)] —iup, (1.6)

which is the case for an appropriate choice of y’, namely

"=Cr(-Y) rmt_ya! +i
= — — 1.
Y v G g

The properties of the CGMY process can thus be inferred from the properties of the gener-
alized tempered stable process. Note that in this light, generalized tempered stable processes
are also referred to as CCGMY'Y.

As a limiting case of the CGMY process, but still within the class of generalized tempered
stable processes, we have the variance gamma process. The latter was introduced as a
predecessor to the CGMY process by Madan and Seneta (1987) and treated in a number of
further papers by Madan and co-authors. The variance gamma process can be obtained by
starting with the parameter choices for the CGMY but then taking the limit as Y tends to zero.
This corresponds to a generalized tempered stable process with «, = a, = 0. Working with

y'=—C/M + C/G + u, we obtain the variance gamma process with the characteristic
exponent
Wya) = C |log (1 - %) +10g (1+ ™ i (1.7)
vg(u) = og i og G wup. .

The characteristic exponent is usually written as

v = Liog (1 —itwcu + Loeu?) —i
vg(u) = - og 10ku + 20 Ku i,
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where

V0222 —06 V0222 10
-— and G=——————

C=1/k, M= 2 2

for 6 € R and « > 0. Again, the properties of the variance gamma process can be derived

from the properties of the generalized tempered stable process.

1.3.5 Generalized hyperbolic processes and subclasses

The density of a generalized hyperbolic distribution is given by

fon(ea. B r8 ) = €O + (x = W) K,y (/8 + (o = p)?) S0,
(Ol2 _ IBZ)A/Z
V2 1284K,, (3 o2 — ,62)

where C =

and with @« >0, 0 < |B| <a, L €R, § >0 and u € R. The function K, stands for the
modified Bessel function of the third kind with index A. This distribution turns out to be
infinitely divisible with a characteristic exponent

W) = —1 - N\ KGR —Brind)
GH(u) = —log <a2_(ﬁ+iu)2> K, (8y/a2 — $2) e

These facts are non-trivial to prove—see Halgreen (1979) who gives the proofs. The cor-
responding Lévy measure is rather complicated, being expressed as integrals of special
functions. We refrain from offering the Lévy density here on account of its complexity and
since we shall not use it in the sequel.

Generalized hyperbolic processes were introduced within the context of mathematical
finance by Barndorff-Nielsen (1995, 1998) and Erbelein and Prause (1998).

When A = 1, we obtain the special case of a hyperbolic process and when A = —%, the
normal inverse Gaussian process is obtained. Because the modified Bessel function has a
simple form when A = —1, namely

z$
Tl _
K 1(@=,/7z2e",
2 2

the characteristic exponent can be simplified to

Unigw) =8 (Voo = B+ i) - a? = 7).

Eberlein and Hammerstein (2002) investigated some limiting cases of generalized hyper-
bolic distributions and processes. Because for A > 0

K 1r()¥)(z)_A h 0
~ = = when z — 0,
A ) ) Z
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we have that

Yan(w) ~ —log (m 28/a? — (B + iu)?

o — (B +iu)? u? 2Biu
=Mog< a? — B2 ) =Mog<1+a2—ﬂ2 B az—ﬁ2>

when 6 — 0 and for u = 0. Here we write f ~ g when u — 00 to mean that lim,_,  f (u)/
g(u) = 1. So, we see that when § — 0 and for u =0, A=1/k, B =60/0? and a =

2 /52 .o . .
W, the characteristic exponent of the generalized hyperbolic process converges

to the characteristic exponent of the variance gamma process. Because the variance gamma
process is obtained by a limiting procedure, its path properties cannot be deduced directly
from those of the generalized hyperbolic process. Indeed, we shall see they are fundamentally
different processes.

o — p? >*/2< 25/a — p? )

1.4 PATH PROPERTIES

In the following sections, we shall discuss a number of coarse and fine path properties
of general Lévy processes. These include path variation, hitting of points, creeping and
regularity of the half line.

With the exception of the last property, none of the above have played a prominent role
in mainstream literature on the modeling of financial markets. Initial concerns of Lévy-
driven models were focused around the pricing of vanilla-type options, that is, options
whose value depends on the distribution of the underlying Lévy process at a fixed point in
time. Recently, more and more attention has been paid to exotic options which are typically
path dependent. Fluctuation theory and path properties of Brownian motion being well
understood has meant that many examples of exotic options under the assumptions of the
classical Black—Scholes models can and have been worked out in the literature. We refer
to objects such as American options, Russian options, Asian options, Bermudan options,
lookback options, Parisian options, Israeli or game options, Mongolian options, and so on.
However, dealing with exotic options in Lévy-driven markets has proved to be considerably
more difficult as a consequence of the more complicated, and to some extent, incomplete
nature of the theory of fluctuations of Lévy processes.

Nonetheless, it is clear that an understanding of course and fine path properties plays a
role in the evaluation of exotics. In the analysis below, we shall indicate classes of exotics
which are related to the described path property.

1.4.1 Path variation

Understanding the path variation for a Lévy process boils down to a better understanding of
the Lévy—Khintchine formula. We therefore give a sketch proof of Theorem 6 which shows
that for any given Lévy triple (y, o, I1) there exists a Lévy process whose characteristic
exponent is given by the Lévy—Khintchine formula.

Reconsidering the formula for W, note that we may write it in the form

W) = |:iuy + %02u2:| + UR\( 1 1)(1 - e"“)n(dx)]

+ [/ (1 —e" + ixu)n(dx)}
O<|x|<1
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and define the three terms in square brackets as W), W® and W™ respectively. As
remarked upon earlier, the first of these terms, W1, can be identified as belonging to
a Brownian motion with drift {o B, — yt : t > 0}. From Section 1.3.1 we may also iden-
tify U@ as belonging to an independent compound Poisson process with intensity A =
IT(R\(—1, 1)) and jump distribution F(dx) = 1(x>1)I1(dx)/A. Note that this compound
Poisson process has jump sizes of at least 1. The third term in the decomposition of the
Lévy—Khintchine exponent above turns out to be the limit of a sequence of compound
Poisson processes with a compensating drift, the reasoning behind which we shall now very
briefly sketch.
For each 1 > € > 0, consider the Lévy processes X defined by

X9 =y~ / xT(dx), 120 (1.8)

e<|x|<l1

where Y© = {Y,(E) : t > 0} is a compound Poisson process with intensity A, := I[T({x : € <
|x| < 1}) and jump distribution 1¢c<|x|<1)[1(dx)/A¢. An easy calculation shows that ) G
which is also a compensated Poisson process, is also a martingale. It can also be shown
with the help of the property [ (—1.1) xTI(dx) < oo that it is a square integrable martingale.

Again from Section 1.3.1, we see that the characteristic exponent of X>) is given by

W (y) = / (1 — " + iux)T(dx).
e<|x|<1

For some fixed T > 0, we may now think of {{X,G’e) :t>[0,T]}:0<e< 1} as a
sequence of right continuous square integrable martingales with respect to an appropriate
filtration independent of €. The latter space, when equipped with a suitable inner product,
turns out to be a Hilbert space. It can also be shown, again with the help of the condition
f(_l’l)le'l(dx) < 00, that {{Xt(3’€) 1t >1[0,T]}: 0 <€ < 1} is also a Cauchy sequence in
this Hilbert space. One may show (in the right mathematical sense) that a limiting process
X® exists which inherits from its approximating sequence the properties of stationary and
independent increments and paths being right continuous with left limits. Its characteristic
exponent is also given by

lim @ = ¢y,
€l0

Note that, in general, the sequence of compound Poisson processes {Y (€ : 0 < € < 1} does not
converge without compensation. However, under the right condition {Y(© : 0 < € < 1} does
converge. This will be dealt with shortly. The decomposition of W into ¥V, w® and w®
thus corresponds to the decomposition of X into the independent sum of a Brownian motion
with drift, a compound Poisson process of large jumps and a residual process of arbitrarily
small compensated jumps. This decomposition is known as the Lévy—It6 decomposition.
Let us reconsider the limiting process X®. From the analysis above, in particular from
equation (1.8), it transpires that the sequence of compound Poisson processes {Y©) : 0 <
€ < 1} has a limit, say Y, if, and only if, f(il’l) |x|IT(dx) < oco. In this case, it can be
shown that the limiting process has a countable number of jumps and further, for each
t>0,) -, |AYs| < oo almost surely. Hence, we conclude that a Lévy process has paths
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of bounded variation on each finite time interval, or more simply, has bounded variation,
if, and only fif,

/(l A lx)I(dx) < oo (1.9)
R
in which case we may always write the Lévy—Khintchine formula in the form
V(u) = —iud + / (1 — ") (dx). (1.10)
R

Note that we simply take d =y — f(—l,l) xIT(dx) which is finite because of equation (1.9).
The particular form of ¥ given above will turn out to be important in the following sections
when describing other path properties. If within the class of bounded variation processes
we have d > 0 and supp IT C (0, c0), then X is an non-decreasing process (it drifts and
jumps only upwards). In this case, it is called a subordinator.

If a process has unbounded variation on each finite time interval, then we shall say for
simplicity that it has unbounded variation.

We conclude this section by remarking that we shall mention no specific links between
processes of bounded and unbounded variation to particular exotic options. The division of
Lévy processes according to path variation plays an important role in the further classifica-
tion of forthcoming path properties. These properties have, in turn, links with features of
exotic options and hence we make the association there.

1.4.2 Hitting points
We say that a Lévy process X can hit a point x € R if

P(X; = x for at least one t > 0) > 0.
Let
C ={x eR: P(X; = x for at least one ¢ > 0) > 0}

be the set of points that a Lévy process can hit. We say a Lévy process can hit points if
C # (0. Kesten (1969) and Bretagnolle (1971) give the following classification.

Theorem 7 Suppose that X is not a compound Poisson process. Then X can hit points if
and only if

/m (é) du < 0. (1.11)
R \1+W(w)

Moreover,

(i) If 0 > 0O, then X can hit points and C = R.

(ii) If o = 0, but X is of unbounded variation and X can hit points, then C = R.

(iii) If X is of bounded variation, then X can hit points, if and only if, d # 0 where d is the
drift in the representation (equation (1.10)) of its Lévy—Khintchine exponent \V. In this
case, C = R unless X or —X is a subordinator and then C = (0, 00) or C = (—00, 0),
respectively.
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The case of a compound Poisson process will be discussed in Section 1.5.1. Excluding
the latter case, from the Lévy—Khintchine formula we have that

RV () = 102u2+/ (1 — cos(ux))I(dx)
2 R\(0)
and
(W (u)) = yu + / (—sin(ux) + ux1jy<1))I(dx).
R\{0)

We see that for all u € R, we have R(¥(u)) > 0, RV (u)) = R(V(—u)) and I(¥(n)) =
—3J(¥(—u)). So, because

% ( 1 ) _ 14+ R (n))
AL+ Y@ ) TR+ S @)

N 1 . . . . . .
we see that i (m) as a function of u is always bigger than zero and is symmetric. It is
also continuous, because the characteristic exponent is continuous. So, for all p > 0 we have

p 1
[ (o=
T+ W)
- 1 o0 1
[ Yare [P (b
oo NI+ W) » A+ W)

and the question as to whether the integral (equation (1.11)) is finite or infinite depends

and

on what happens when u — oo. If, for example, %R =< g(u) when u — oo, then

1
1+ (u)
we can use g to deduce whether the integral (equation (1.11)) is finite or infinite. Note,
we use the notation f =< g to mean that there exists a p > 0,a > 0 and b > 0 such that
ag(m) < f(u) < bg(u) for all u > p, This technique will be used quite a lot in the examples
we consider later on in the text.

An example of an exotic option which in principle makes use of the ability of a Lévy
process to hit points is the so-called callable put option. This option belongs to a more
general class of exotics called Game or Israeli options, described in Kifer (2000) (see
also the review by Kiihn and Kallsen (2005) in this volume). Roughly speaking, these
options have the same structure as American-type options but for one significant difference.
The writer also has the option to cancel the contract at any time before its expiry. The
consequence of the writer cancelling the contract is that the holder is paid what they would
have received had they exercised at that moment, plus an additional amount (considered as a
penalty for the writer). When the claim of the holder is the same as that of the American put
and the penalty of the writer is a constant, &, then this option has been named a callable put
in Kiihn and Kyprianou (2005) (also an Israeli §-penalty put option in Kyprianou (2004)).
In the latter two papers, the value and optimal strategies of writer and holder of this exotic
option have been calculated explicitly for the Black—Scholes market. It turns out there that
the optimal strategy of the writer is to cancel the option when the value of the underlying
asset hits precisely the strike price, providing that this happens early on enough in the
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contract. Clearly, this strategy takes advantage of case (i) of the above theorem. Suppose
now for the same exotic option that instead of an exponential Brownian motion we work
with an exponential Lévy process which cannot hit points. What would be the optimal
strategies of the writer (and hence the holder)?

1.4.3 Creeping

Define for each x > 0 the first passage time
tj =inf{t > 0: X, > x}.

Here, we work with the definitions inf ¥ = oo and if ‘L')j_ = 00, then X o = 00. We say that
a Lévy process X creeps upwards if for all x > 0 “

P(X +=x) > 0

and that X creeps downwards if —X creeps upwards. Creeping simply means that with
positive probability, a path of a Lévy process continuously passes a fixed level instead of
jumping over it.

A deep and yet enchanting aspect of Lévy processes, excursion theory, allows for the
following non-trivial deduction concerning the range of {X + :x > 0}. With probability
one, the random set {X X = 0} N [0, oo) corresponds precisely to the range of a certain
subordinator, killed at an independent exponential time with parameter ¢ > 0. The case
that ¢ = 0 should be understood to mean that there is no killing and hence that 77 < oo
almost surely for all x > 0. In the obvious way, by considering —X, we may draw the same
conclusions for the range of {—Xr; :x >0} N[0, o) where
7. :=inf{r > 0: X, < x}.

X

Suppose that «(u) and k(1) are the characteristic exponents of the aforementioned subor-
dinators for the ranges of the upward and downward first passage processes, respectively.
Note, for example, that for u € R

k(1) :q—iau+/ (1 — ") (dx)
(0,00)
for some 7 satisfying fooo(l A x)m(dx) < oo and a > 0 (recall that g is the killing rate). It
is now clear from Theorem 7 that X creeps upwards, if and only if, a > 0. The so-called
Wiener—Hopf factorization tells us where these two exponents k¥ and ¥ are to be found:

W(u) = k()R (—u). (1.12)

Unfortunately, there are very few examples of Lévy processes for which the factors « and
% are known. Nonetheless, the following complete characterization of upward creeping has
been established.

Theorem 8 The Lévy process X creeps upwards, if and only if, one of the following three
situations occurs:

(i) X has bounded variation and d > 0 where d is the drift in the representation
(equation (1.10)) of its Lévy—Khintchine exponent V.
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(ii) X has a Gaussian component, (o > 0).
(iii) X has unbounded variation, no Gaussian component and

xIT([x, 00))
/ dx < oo. (1.13)
f fy I1((—oo, u])dudy

This theorem is the collective work of Miller (1973) and Rogers (1984), with the crowning
conclusion in case (iii) being given recently by Vigon (2002).

As far as collective statements about creeping upwards and downwards are concerned,
the situation is fairly straightforward to resolve with the help of the following easily proved
lemma. (See Bertoin (1996), p. 16).

Lemma 9 Let X be a Lévy process with characteristic exponent V(u).
(i) If X has finite variation then

. Y
lim

utoo U

= —id

where d is the drift appearing in the representation (equation (1.10)) of W.
(ii) For a Gaussian coefficient o > 0,

v 1
fim 2@ _ 12
utoo U 2

From the above lemma we see, for example, that

if and only if, X creeps upwards. Consequently, from the Wiener—Hopf factorization
(equation (1.12)) the following well-established result holds (see Bertoin (1996), p. 175).

Lemma 10 A Lévy process creeps both upwards and downwards, if and only if it has a
Gaussian component.

There is also a relation between hitting points and creeping. Clearly, a process which
creeps can hit points. In the case of bounded variation we see that hitting points is equivalent
to creeping upwards or downwards. However, in the case of unbounded variation, it can be
that a process does not creep upwards or downwards, but still can hit points. We will see an
example of this later on—see Remark 17. A process which hits a point but does not creep
over it must therefore do so by jumping above and below that point an infinite number of
times before hitting it.

When considering the relevance of creeping to exotic option pricing, one need only
consider any kind of option involving first passage. This would include, for example, barrier
options as well as Russian and American put options. Taking the latter case with infinite
horizon, the optimal strategy is given by first passage below a fixed value of the underlying
Lévy process. The value of this option may thus be split into two parts, namely, the premium
for exercise by jumping clear of the boundary and the premium for creeping over the
boundary. For the finite expiry case, it is known that the optimal strategy of the holder is
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to exercise when the underlying Lévy process crosses a time-varying barrier. In this case, a
more general concept of creeping over moving boundaries may be introduced and it would
be interesting to know whether the ability to creep over the optimal exercise boundary has
any influence on the continuity or smoothness properties of the boundary as a function
of time.

1.4.4 Regularity of the half line

For a Lévy process X (which starts at zero) we say that 0 is regular for (0, co) (equiv. the
upper half line) if X enters (0, co) immediately. That is to say, if

P(z® =0) =1, where 7 =inf{t >0: X, € (0, 0)}.

Because of the Blumenthal 0—1 law, the probability P(t®) = 0) is necessarily zero or
one. When this probability is zero, we say that O is irregular for (0, c0). We also say
that O is regular for (—oo0, 0) (equiv. the lower half line) if —X is regular for the upper
half line.

The following theorem is the conclusion of a number of works and gives a complete
characterization of regularity for the upper half line (see Shtatland (1965), Rogozin (1968)
and Bertoin (1997)).

Theorem 11 For a Lévy process X, the point 0 is regular for (0, 00), if and only if, one of
the following three situations occurs:

(i) X is a process of unbounded variation.
(ii) X is a process of bounded variation and d > 0 where d is the drift in the representation
(equation (1.10)) of its Lévy—Khintchine exponent V.
(iii) X is a process of bounded variation, d = 0 (with d as in (ii)) and

/l *11(dx) =00 (1.14)
0 Jo M(=oo,—y)dy '

Regularity of the lower half line has already proved to be of special interest to the
pricing of American put options. In Alili and Kyprianou (2004). a perpetual American put
is considered where the underlying market is driven by a general Lévy process. Building
on the work of Mordecki (1999, 2002), Boyarchenko and Levendorskii (2002a) and Chan
(2000, 2004), it is shown that the traditional condition of smooth pasting at the optimal
exercise boundary may no longer be taken for granted. Indeed necessary and sufficient
conditions are given for no smooth pasting. This condition is quite simply the regularity of
(—00, 0) for O (in other words the regularity of the upper half line for —X).

It was conjectured in Alili and Kyprianou (2005) that the very same condition would
also characterize the appearance of smooth fit for the finite expiry American put where
the boundary is time varying. Indeed, numerical simulations in Matache et al. (2003) and
Almendral (2004) support this conjecture. A financial interpretation of a non-smooth fit
condition has yet to be clarified.
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1.5 EXAMPLES REVISITED
1.5.1 Compound Poisson processes and jump-diffusions

Suppose that X is a compound Poisson process. Clearly, X has paths of bounded variation,
cannot creep upwards or downwards and is irregular for the upper and lower half lines.
Since the Lévy measure is bounded, it is easy to reason that the real and imaginary part

of its characteristic W (u), and hence N ( ), is bounded away from zero and that the

T
integral (equation (1.11)) is infinite. Nonetheless, certain compound Poisson processes can
hit points. Take the simple example of a Poisson process. This is a process which hits
{0, 1,2, ... .}. Other similar examples where the jump distribution is supported on a lattice
are possible. This is the reason for the exclusion of compound Poisson processes from
Theorem 7. However, it can be said that so long as the jump distribution F is diffuse, a
compound Poisson process can hit no point other than 0, its initial holding point.

If X is a jump-diffusion then the above properties change drastically. In particular, if the
Gaussian component is non-zero then this will dominate the paths of the process. This is
because, until the first jump, which occurs at arbitrarily large times with positive probability,
the process behaves as a Brownian motion with drift. It is clear that paths will be of
unbounded variation, there will be regularity for the upper and lower half lines, the process
may creep both upwards and downwards and any point can be hit with positive probability.
Note the latter fact is a well-known property of Brownian motion and does not require
Theorem 7.

1.5.2 Spectrally negative processes

By definition, spectrally negative processes creep upwards and hence can hit points. There-
fore, unless there is a Gaussian component present, they cannot creep downwards. It is
possible to have such processes of both bounded and unbounded variation according to the
finiteness of the integral f?l |x|I1(dx). Clearly, if it is a process of unbounded variation,
then there is regularity for the upper and lower half lines.

If it is a process of bounded variation and not the negative of the subordinator, then by
reconsidering equation (1.10) we see that necessarily the process must take the form of a
strictly positive drift minus a subordinator. Consequently, from Theorem 11 in this case,
there is regularity for the upper half line but not for the lower half line. This, in turn, implies
that for spectrally negative Lévy processes, regularity of the lower half line coincides with
having paths of infinite variation.

1.5.3 Meixner process
We begin with a known fact concerning path variation.

Proposition 12 The Meixner process is of unbounded variation and hence is regular for the
upper and lower half lines.

Proof. Denote v(x) as the density of the Lévy measure (equation (1.4)). We have to
prove that f(—l,l) |x|v(x)dx is infinite. For x € (0, 1) we have

exp(Bx/a) _ e(B+m)x/a - 2 1
sinh(rx /o) e2r¥/e — | T T edmx/a _

[x[v(x) =6
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1 1
1
[) |X|U()C)dx /0 ZSWM

1
= 28| —— log (6(2”/“)" —1)—x
27 /o

and so

v

1
=00
0

showing in particular that f(—l.l) |x|v(x)dx = oo.
Proposition 13 A Meixner process cannot hit points and therefore cannot creep.

Proof. To see whether the Meixner process can hit points we have to employ the integral
given in equation (1.11). In order to use this, we first split the characteristic exponent into
its real and imaginary part. First note that

(#4577 = (32 eom () im0 ) o ()
cosh =cos| =B )cosh| -au | —sin| =B ) sinh | —aou ) i.
2 2 2 2 2

Then with

R ) Y T e

S%,B) sinh (%om))

—sin
g = arctan
cos (

B) cosh (3ou)
we have
W(u) = —28log(cos(B/2)) + 28 log(r) + (26g — mu)i
and hence
| 142000 (st ) — (289 = muji "
1+ (1 + 28 log (COS :3/2) )2 + (28 — mu)?

14268 log

(cos(%m )

() : |
I+ W) (1 +25log (W)) + (28 — mu)?

When u — oo, then cosh(au/2) = sinh(au/2) < e**/?, and so r =<e*/? and log(r/
cos(B/2)) < you when u — oo. Further, (28q — mu)* < m*u*> when u — oo, because

arctan(z) € (—%n, %n) for all z € R. So

N ! = L dau =u"! when u— oc.
1+ W) (1 + dau)? + m2u?

Because for all p > 0, flfo u~'du = oo, we find that the integral (equation (1.11)) is infinite
and therefore the Meixner process cannot hit points.
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1.5.4 Generalized tempered stable process
We again begin with a known statement concerning path variation.

Proposition 14 The generalized tempered stable process has bounded variation, if and only
if, ap < land a, < 1.

Proof. We have to determine whether the integral given in equation (1.9) is finite or
infinite, where this integral is given by

1 1 c 0 Cn
/ |x v (x)dx =/ —Pe—wdx+f — " eM¥dy.
-1 0 X —1 (=x)en

It is clear, however, that this boils down to whether

1 0
/ x%rdx +/ (—x)"%dx
0 -1

is finite or infinite and the above expression is only finite when «, < 1 and «,, < 1.

Proposition 15 In the case of unbounded variation, a generalized tempered stable process
creeps upwards, if and only if, ap < o.

Proof. Because the integral given in equation (1.13) is independent of ¢, and ¢,, we can
assume without loss of generality that ¢, = ¢, = 1. In the following calculations, by, by, . ..
are constants in R.

Recall from the previous proposition that we have unbounded variation if «, € [1, 2)
or a, € [1,2). We shall therefore prove the result under the additional assumption that
there is unbounded variation because «;,, € [1, 2). Similar arguments then deliver the same
conclusions when we assume that there is unbounded variation because «, € [1, 2).

For u € (0, 1] we have

TI([u, 00))

o0
= / e ¥ x~(Fep)dy

u

00 1
/ e Prx—(en)dy +/ e % dx = by + bye " ifa, < —1

1 u

o0 1
< / e r¥dx —l—/ xldx = b3 — log(u) ifoa,=0
100 ul
/ e Mr¥dx +/ x~ ) 4y = by + bsu™ if @, € (—1,2)\{0}
1 u

and for u € [—1,0)

I[M((—o0, u]) = fu e)‘"x(—x)_(1+“")dx

oo

v

/ e_)hn (_x)_(l"ran)dx — bé(_u)_an + b7
—1
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if o, € [1, 2). Hence

/y (o0, u) du > { by(=y) " by +bio(y + 1) if @, € (1,2)

1 birlog(—=y) + bia(y + 1) ifa, =1
and then
oy biax 2 4 biux? + bisx if a, € (1,2)
((— dudy > 13 14 15 i oty ;
/_xf_l (=00, u]) du y—{ bie(x 10g(x) — x) + bi7x + bigx  if @y = 1.

We then have for o, € (—1,2)\{0} and o, € (1, 2)

XH([.X, OO)) b4x + bsx*ap‘Fl
<
S0 2 (o0, ul) dudy ~ bisx=*2 +biax? + bisx

_ by + bsx ™%
© bpzxetl £ byyx +bys

for x € (0, 1]. Define the right side of the above inequality f(x) and note that it is continuous
for all x € (0, 1]. When x — 0, then

f = x%~! for op <0 and fx xOn—1=ep

for a, > 0.

Hence, fol f(x)dx < oo for @), < o, and therefore the integral (equation (1.13)) is finite
for these parameter values. When o, < —1 or @, =0 or a, = 1, there is a similar upper
bound for which the same conclusions can be drawn. We have thus so far shown that there
is creeping upwards if o, < o,.

To prove the ‘only-if” part, note that the Lévy density of —X is v(—x) and this density is
the same as v(x) except that the p-parameters and the n-parameters have switched places.
So, we can immediately conclude from the previous analysis that X creeps downwards if
ap > o, and then from Lemma 10 we see that since there is no Gaussian component, X
cannot creep upwards if «, > o,. Now only the case remains when o), = a, € [1,2). In
this case, we can use for u € (0, 1] the lower bound for IT((—o0, —u]) as a lower bound
for IT([u, c0)) and the upper bound for IT([u, o0)) as an upper bound for IT((—oo, —u])
in order to create a lower bound for the integral (equation (1.13)) which turns out to be
infinite.

Proposition 16 In the case of unbounded variation, a generalized tempered stable process
can hit points, unless o, = a, = 1 and ¢, = c,,.

Proof. Because this process creeps upwards or downwards when o), # «,, we only have

to prove that the process can hit points when o), =, =a €[1,2). Let r, = [1+ ;‘—j,
p
qp = arctan <—)\Lp), rm=./1+ /”\—; and g, = arctan (%ﬂ) Then

Ay = By costagy) = 1)+, (7 i) +52)
An(w) = Bu(r cos(agn) — 1)+, (7 sin(eg,) — 5),
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with 8, = F(—oc))»‘;‘,c,, and B, = I'(—a)A%c,. So, for o), =, € (1,2)

N ( ! ) - 1 —N(Ap () — R(A,(u))
14+ W(u) [1—N(A, W) — RA @) + [uy — (A, W) — I(A, )]?
1 — R(A, ) — R(A, @) 1

T = R4, ) — RA @) 1= R(A, @) — R(A, W)

We see that the above upper bound of 9{( ) as a function of u is continuous and

=T
symmetric. So, the question whether the integral of this function from minus infinity to
infinity is finite or infinite depends on how the function behaves when u — oco. When
u— oo, thenr, xr, xu, g, — —%JT and g, — %n. So, cos(ag,) = cos(ag,) — a for
u — 00, where a is a constant smaller than zero. Because I'(—«) > 0 for @ € (1, 2), we have
that 1 — RN(A,(w)) — R(A,(u)) < u® when u — oo. Because forall r > 0 f,oo u~*du < oo,
the integral of the upper bound is finite and hence this process can hit points when o), =
a, € (1,2).

Now, let o), = o, = 1. Then by using the same expressions for r,, ,, g, and g, as
above,

Ap(u) = cp(rplog(ry) +uqy) +icy(u + Apq, — ulog(ry))
An(u) = cn(Ap log(r) — ugy) +ica(—u + Angn + ulog(ry))
and then when u — oo,
1 —NRA,m) —NA, () <u

uy' —J3(Ap,(u) — I(A, () < ulog(u) if c, #cy
uy' —J(Ap,(u) —I(A, () <uoruy’ —I(A,w) —I(A,(w) <1 ifc,=cy.

So, when ¢, # c,, then N ( and because for large ¢,

i o
1+‘I’(H))  ulog?(u)

oo

’

/OO 1 _ 1
: ulog?(u) ~ log(u)

t

the process can hit points. For the case where ¢, = ¢;, then ‘R( ) =u~" and the

1
14+W(u)
integral given in equation (1.11) is infinite.

Remark 17 The last two propositions give us an example of a Lévy process which can
hit points but cannot creep. Take the example of a CGMY process where the parameter
Y € (1,2). To some extent this is not surprising. As noted earlier, the small time behaviour
of generalized tempered stable processes should in principle be similar to the behaviour
of stable processes due to the similarities in their Lévy measures in the neighbourhood of
the origin. In this sense, the class of CGMY processes mentioned are closely related to a
symmetric stable processes of unbounded variation and for this class it is well known that
they can hit points but cannot creep. To see the latter fact, note from Lemma 10 that it is clear
that a symmetric stable process (or indeed any Lévy process which is symmetric without a
Gaussian component) cannot creep upwards nor downwards on account of symmetry. On the
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other hand, it is well known (cf. Chapter VIII in Bertoin (1996)) that for a symmetric stable
process of index a, ¥ (u) = cl|u|* for some constant ¢ > 0, and there is unbounded variation
when « € (1, 2). It is easily verified that with this choice of W, the integral (equation (1.11))
is finite.

In the case that a generalized tempered stable process has bounded variation, that is,
when «), < 1 and a, < 1, we can use the drift d to determine whether the process can hit
points, creeps or whether 0 is regular for (0, co). However, then we have to know what the
drift looks like. Comparing equations (1.2) and (1.6), we see thatd = —y' — f_oooo xv(x)dx.
The latter integral can be computed explicitly; however, it is easier to use Lemma 9 (i)
to identify the drift term since the Lévy—Khintchine formula is polynomial when there is
bounded variation. Indeed, it is easy to see by inspection that

d=—y —d, —d,,

where .
—cpa,T(—ap)ry’  if @, € (—oo, D\{0}
d, = Cp . and
r lf O{p = O
p
entn T (=) A%~ if o, € (—o0, 1)\{0}
d” = Cp .
_A_ if o, = 0.
n

Remark 18 For the special cases of the CGMY and variance gamma processes, we note
that the representation of the Lévy—Khintchine formula given in equations (1.6) and (1.7)
yields in both cases that the drift term d = u.

Proposition 19 When a generalized tempered stable process has bounded variation and drift
equal to zero, then O is regular for (0, 00), if and only if, a, > a, and at least one of these
two parameters is not smaller than zero.

Proof. We can use the integral (equation (1.14)) to determine whether O is regular for
(0, 00). For y € (0, 1) we have

-y AnX -y Anx
I((—00, —)) =/ S — z[ Cn®
-1

—o (_x)1+£¥n (__x)l"roln *
- et by 4 by ifa, #0
=), (—x)tHen T T | bzlog(y) ifa, =0

and

—1 c eknx -y C e}\nx
I1((—o0, —y)) =f "7dx+/ L dx
—1

oo (_x)1+ozn (_x)l-‘ro(n

-1 ¢ etnx - Cn
= /_oo oy /_1 oy
| ba+bsy™ ifa, #0
“ | b+ brlog(y) ifa, =0,
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where by, by, ... are constants in R. So,

byx + bgx et < [FTI((—00, —y))dy < byx + boxnt! ifa, A0

b3(xlog(x) —x) < fox I[T((—o0, —y))dy < bgx + by(xlog(x) —x) ifa, =0.

Note that the constants by, by, ... have values such that the above upper and lower bound-
aries are strictly positive for x > 0. Now, when «, < 1, &, < 1 and «, # 0, then

xv(x) - xcpx 1T o x Tt e Ay

Jo T((—00, =y)dy = bax +bgx=*l by 4 bgx

Let f(x) be the value of the right-hand side of above inequality for x € (0, 1). Then, as
x — 0, then

f)=<x'""% ifa, <0 and f(x)=<x"%"" ifa,>0.

We conclude that the upper bound is finite if o, <0 and @, <0 and if a, < o, and
hence therefore O is irregular for (0, co) in these cases. Because the lower bound on
f(;r IT((—o0, —y))dy has the same form as the upper bound, we can immediately conclude
that in the other cases when «, # 0, 0 is regular for (0, co0). Now only the case remains
when «,, = 0. Here we have

xv(x) - xcpx—l—txpe—)»px Cpx—l—otpe—)»px

Jo (=00, —y))dy = bs(xlog(x) —x)  bs(log(x) — 1)

Let g(x) be the value of the right-hand side of above inequality for x € (0, 1). Then, when
x— 0,
-1

§@x) = xter Jog(x)

Because for all t < 1,

t
—1
— dx < oo,
/0 x 1% Jog(x)

if and only if, o, < O, the upper bound is finite in this case and hence the integral (equation
(1.14)) is finite. The lower bound has again the same form as the upper bound and so we
conclude that this integral (equation (1.14)) is infinite when &, > 0 and &, = 0.

1.5.5 Generalized hyperbolic process

Because the Lévy measure of this process is very complicated, it is very difficult to use this
measure to determine whether the process is of finite of infinite variation. However, this
can also be determined by using the characteristic exponent with the help of Lemma 9. We
follow the ideas in given Cont and Tankov (2004).

Proposition 20 A generalized hyperbolic process is of unbounded variation and has no
Gaussian component and hence 0 is regular for the upper and lower half lines.
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Proof. Using the properties of the logarithm we have

V(u) = —% log(oz2 — ,32) + %log(oz2 - B+ iu)z)

~log (K,\ (5 w2 — B+ iu)2)> + log (KA (5 o2 — ,32)) —iuu.

Let r = /(a? — B2 + u2)2 + 4p2u? and g = arctan (i) Then

a?—B24u?

v = _% log(e” — %) + %(log(r) +ig) — 9 (log (K, (5v/7ei) )
=3 (1og (K (57et))) + og (K, (32 = 7)) — s

When u — oo, r ~ u? and g — 0. The modified Bessel function, K;, has the following

property:
if @ — 0o then K (a + bi) ~ e~@tt) [T
if a en K, (a 4+ bi) ~e 2@ 1 b

1 : lqi
So, K;, (Sﬁefql) ~ gm0vre2 T and therefore
28 /re2?

R <log (Kx (8\/;7e%"i))> ~ —8/7 cos <%q> + %log(n) - %log (284/7)
and

3 (e (. (7)) ~ <+ (39) - o

when u — oo. So, (¥ (u)) ~ du and we conclude from Lemma 9 that the process is of
infinite variation and has no Gaussian component.

Proposition 21 A generalized hyperbolic process cannot hit points and hence cannot creep.

Proof. We have seen from the proof above that N(W(u)) ~ Su and that J(W(u)) ~

84/7 sin (%q) + pu, when u — oo. This implies that i ( =< u~! when u — oo and

1
1+W(u)
therefore the process cannot hit points.

1.6 CONCLUSIONS

Let us conclude with some tables with our findings for some of the more popular models
we have mentioned. It will be useful to recall the notation

C ={x eR: P(X; = x for at least one ¢t > 0) > 0}.
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Meixner processes

. _ cos(8/2)  \*\ .
Wheixner () = — log <<COSh((O{M — 1ﬂ)/2> > — 1UU.

Path variation: Unbounded variation.

Hitting points: C = .

Creeping: No creeping upwards or downwards.
Regularity: Always regular for (0, co) and (—oo0, 0).

CGMY processes
Weomy () = —CT(=Y)[(M —iu)" — M¥ + (G +iw)" — G")] —iup.
Path variation: Unbounded variation < Y € [1, 2).

Hitting points: C=0 < Y =1orY € (0,1) and u =0,
otherwise C = R.

Creeping: Upwards creeping < Y € (0, 1) and p > 0.
Downwards creeping < Y € (0, 1) and u < 0.
Regularity: Irregular for (0, 00) < Y € (0, 1) and u < O.

Irregular for (—00,0) < Y € (0, 1) and ¢ > 0.

Variance gamma processes

Wyg) = C [tog (1= ) +10g (14 “ '
velu) = 0g I og G Lup.

Path variation: Bounded variation
Hitting points: C =¥ < p = 0, otherwise C = R.

Creeping: Upwards creeping < u > 0,
Downwards creeping < p < 0
Regularity: Regular for (0, 00) < u > 0.

Regular for (—o00,0) & p <0.

Generalized hyperbolic processes

o — 1 2= p \PKE/E-BErwd))
o) = log (0‘2—(ﬂ+iu)2> Kovae—py )

Path variation: Unbounded variation.
Hitting points: C =

Creeping: No creeping upwards or downwards.
Regularity: Always regular for (0, co) and (—o0, 0).
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. Simulation Methods with Lévy Processes |

Nick Webber
University of Warwick, Coventry, UK

Abstract

Lévy processes are increasingly important tools for modelling asset return’s processes and
interest rates. Although when Lévy processes are used, direct integration methods are
sometimes available to price standard European options, other numerical techniques must
generally be employed to price instruments whose pay-offs are either path-dependent or
American.

This article discusses recent progress made in developing simulation methods suit-
able for some of the most widely used Lévy processes. Bridge algorithms are given for
the VG and NIG processes and these algorithms are applied to valuing average rate
options.

We consider the valuation of barrier options. It is shown how simulation bias can be
reduced in this case. Once bias is absent, speed-up methods can be applied. Results
are presented illustrating the bias reduction achieved for up-and-out and up-and-in barrier
options.

2.1 INTRODUCTION

An important objective in financial mathematics is to find models of asset returns, interest
rates and other financial processes in order to value and hedge derivative securities, and
for VaR and risk management purposes. Once a model has been found it is hoped that the
relevant values, hedge ratios, reserves and risk factors can be computed.

The standard Black—Scholes assumption, used in many applications and not just for
simple options pricing, is that asset returns are normally distributed, and that joint returns
distributions are normal.

Alas, this assumption is false. Marginal distributions are not normal and joint distributions
are not jointly normal (so that, in particular, the joint distribution does not have a Gaussian
copula). The side-effects of assuming joint normality are unfortunately not ignorable. Market
option implied volatilities have distinct smiles and historical returns distributions are fat
tailed and skewed — unlike those predicted by a joint normality assumption.

To overcome this problem, a number of different approaches are possible, some of which
are discussed below. This article focuses on modelling univariate returns as Lévy processes
and the application of simulation methods for option valuation. We are particularly con-
cerned with finding effective numerical methods that can be used in practice to facilitate
the calculation of option values when asset returns processes are Lévy.

Exotic Option Pricing and Advanced Lévy Models. Edited by A. E. Kyprianou, W. Schoutens and P. Wilmott
Copyright © 2005 John Wiley & Sons, Ltd.
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The next section briefly discusses modelling returns as Lévy processes. In Section 2.3, we
discuss an approach towards finding numerical methods based on the subordinator decom-
position of a Lévy process. Sections 2.4 and 2.5 present theory and results related to fast
simulation methods, while Section 2.6 applies the methods, together with bias reduction
methods, to continuously reset barrier options. The final section provides a summary of our
conclusions.

2.2 MODELLING PRICE AND RATE MOVEMENTS

Write S; for the value at time 7 > 0 of an asset value, conditional upon Sy. Different
approaches to modelling asset price movements are possible, a number of which have been
explored in the literature.

1. A standard modelling technique in mathematical finance is to model S = (§;),;>o by
specifying the SDE it satisfies. For example, by specifying SDEs for the asset process
and for a stochastic volatility (for instance, Heston (1993) [15]).

2. By specifying the conditional distributions of S. For instance, by

(a) giving the conditional distributions F (S; | So) themselves, or by

(b) giving the densities f (S; | So), if they exist (for instance option pricing by log-normal
mixtures (see Brigo and Mercurio (2001) [6])).

(c) Giving the inverse distribution functions, F ~1(S, | Sp) (for instance, Corrado (2001)
[9D.

As a time-changed Brownian motion (for instance, Geman et al. (2001) [13]).

4. As aLévy process determined by its Lévy triple, (a, o, v). The process might have a Lévy
density k (x), where v (dx) = k (x) dx. (In practical applications one might approximate
the Lévy process as a compound Poisson process.) Some of the many contributions here
are cited in the next section.

5. By its time copula (see Bouyé et al. (2000) [4]).

(O8]

Which ever way one models S, how might one calibrate to prices? It may be possible to
use an implied pricing method to fit exactly to an implied volatility surface. More usually,
a functional form is specified, either explicitly or implicitly, and parameter values in the
functional form chosen to fit as closely as possible, by some criterion, to prices.

We choose here to assume that a Lévy Process is given, whose triple (a, o, v) is param-
eterized, and whose parameter values can be chosen to match to observed prices.

2.2.1 Modelling with Lévy processes
Consider an asset price process S = (S;),>¢. Under the pricing measure with respect to the
accumulator account numeraire suppose that

S, = Syexp (rt + L, — wt) 2.1)

where L = (L,),» is a Lévy process, r is the constant short rate and & = In (E [exp (L1)])

compensates for the drift in L, so that (S,e_”) .~ is a martingale. Equation (2.1) is a
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standard assumption in the literature (Madan et al. (1998) [19], Barndorff-Nielsen and Shep-
hard (2000) [2], Eberlein and Keller (1995) [11], etc).

Much work has been carried out, for various choices of L, to price options and to
calibrate to empirical distributions. Important contributions include Carr et al. (2001) [7],
Eberlein (2000) [10], Barndorff-Nielsen (2000) [2] and Rydberg (1999) [25].

There are also a number of interest rate models powered by Lévy processes in the literature
(for instance, Eberlein and Raible (1999) [12]). One could consider a model for the short
rate r = (r;),>o in which under the pricing measure

dry =a (u () —r,)dt +odL,, 2.2)

but we do not pursue interest rate models any further here.

The problem with equations (2.1) and (2.2) is that, in general, it is hard to price non-
vanilla derivatives in models incorporating these processes. For instance, how would one
value path-dependent options or Bermudan or American puts? Even for vanilla European
options, finding a price may require a difficult numerical integration of a density function
approaching the pathological.

In a ‘Black—Scholes world’, where L is a multiple of a Wiener process, even if analytical
solutions are unavailable, PDE, Monte Carlo integration and lattice methods can generally be
found that provide adequate numerical solutions to many pricing problems. Lattice methods
are cheap, flexible and accurate, and can price American and Bermudan options. Monte
Carlo methods can often be a long step and very good speed-up methods are available, so
that path-dependent options are often quick and easy to price.

In a Lévy world, the behaviour of the Lévy measure over short time horizons can cause
immense practical problems. Analytic solutions may involve difficult numerical integration
(Madan et al. (1998) [19]). Fourier transform methods can work well for European options
as long as the time horizon is not too short (Carr and Madan (1999) [8]). Monte Carlo
methods can be used, either directly on the asset price process (equation (2.2) or indirectly
through a representation of L as a subordinated Brownian motion (Rydberg (1997) [24]),
a mean-variance mixture, or though an approximation as a compound Poisson process.
However, sampling over a small time step is very hard if a Lévy density becomes unbounded
near zero. PDE methods, such as the method of lines, can work for certain processes, but
for a general process can prove very hard to use. Lattice methods need very high order
branching and again a time step that is not too small.

The problem is that on the one hand there are too many small jumps, and on the other
there are too many big jumps.

2.2.2 Lattice methods

Given the caveats noted above, can a lattice method work at all? The answer turns out to
be yes, and hinges on one of the defining properties of Lévy processes: convergence in
probability.

A process X = (X;),>( converges in probability if

Ve >0, Pr|X; — X;| >¢]—>0ass — t. 2.3)
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For a process which does not converge in probability, a lattice method might indeed be hard
to construct. Consider the following example. Let 1 € R™. Define (X,),~¢ as

Pr(X, =0] =1,
if # € Q then rlX; = 0] 2

PriX, =2] =1, o
. Pr[X, =0] = 1, '
if t € R\Q then |

PriX, =1]=1.

This process clearly does not converge in probability. A computer only sees (essentially)
rational values of ¢, a set of measure zero and a numerical method would not see the process
taking values 1, even though this possibility occurs on a set of measure 1.

If a process does converge in probability then, by definition, as At — 0, the probability
of branching further away from a node at X, than a fixed distance AX goes to zero, so that
lattice methods cannot immediately be ruled out.

Kellezi and Webber (2003) [17] devised a lattice method and applied it to VG and NIG
processes. They obtained discrete branching probabilities from several alternative represen-
tations of the Lévy processes L.

1. Directly from the density function of L ,. Essentially, this is equivalent to fitting to the
characteristic function of the Lévy process.

2. From a representation as a subordinated Brownian motion, when the subordinator repre-
sentation is known.

3. From the representation as a Lévy triple (a, o, v), via an approximation as a compound
Poisson process.

4. From the moments of the process.

The last possibility can be rejected very rapidly. Even if the moments of the process
are known, it is still possible to match only a finite number of them. In any case, moment
matching is equivalent to fitting the characteristic function only at zero.

Kellezi and Webber (2004) [17] found it preferable to construct a lattice directly from
the density function (known for the examples they give). Nevertheless, their lattice has very
high order branching, is relatively slow, still runs into problems when attempting to price
American options, and in any case cannot value path-dependent options.

Instead of investigating lattice methods any further, this article now turns its attention to
simulation methods. Although these may not be usable with Bermudan or American options
(although perhaps primal-dual methods could still work), they can value path-dependent
options.

2.2.3 Simulation methods

It is often not possible to directly and accurately simulate a Lévy process; it may not be
possible to sample directly from the distribution of L;. When it is not possible to simulate
directly from some distribution, either a terminal distribution in a long-step Monte Carlo
method, or a distribution, exact or otherwise, representing a small time step Af, several
alternatives are possible. For instance:

1. Represent the distribution as a mean-variance mixture.
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2. Express an underlying process as a time-changed Brownian motion.!
3. In the worst case, approximate the Lévy measure as compound Poisson.

Given two densities, f (x | ) and g(«), where @ € B and g is a density on B, their
mixture distribution has the density

Jo (%) =/Bf(x [ ¥) g (y)dy. (2.5)

When f depends upon a single parameter « via its mean and variance, f, (x) is a mean-
variance mixture.

Given such a representation, it may be possible to (i) draw from g to get a y, and then
(ii) draw from f (x | y) for x.

If a time-change representation exists, so that X; = wy; for a Brownian motion w and a
time change / (see below), then it may be possible to (i) sample from £ (¢) to get a random
time t, and then (ii) sample from w;.

The time-change representation is used in the rest of this article.

2.3 A BASIS FOR A NUMERICAL APPROACH

We exploit the time-change representation of a Lévy process. Let X = (X;),>( be a one-
dimensional semi-martingale, and then (Monroe (1978) [20]) X is representable as a time-
changed Brownian motion,

X, = Wh(t), (2.6)

where w is a Brownian motion, with drift x« and volatility o, say, and h = (h;),5o is a
stochastic time change. A Lévy process L is a semi-martingale and so this representation
can be used. In general, # and w need not be independent. However, we assume that they
are independent; this assumption is valid for all the processes we consider below.

We consider only the case when the time-change % is an increasing Lévy process. Then,
X will also be a Lévy process. Since w; = ut + oz, for a Wiener process (z;),>¢, We can
write L, = ph, + o zp(.

Both the variance gamma (VG) and the normal inverse Gaussian (NIG) processes have
time changes h, whose conditional distributions are taken from a set of generalized inverse
Gaussian (GIG) distributions. Write §; = §¢. If h, ~ GIG(é;, A, y) has a GIG distribution,
then the density ftGIG of h; is

F916 (hs s, a,y) = (L A;hHexp ! 6—’2+y2h 2.7)
! e 8 ) 2K, (8:y) 2\ n :

The set of GIG distributions is not closed under convolution.

' A time-change representation may yield a mean-variance representation.
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The VG process. The gamma distribution is the limit of the GIG distribution as § — 0
and A — t/v. If h, ~ T'(z, tv) is a gamma variate, its density ftr conditional on kg = 0 is

M) = )”,71255) 2.8)

If L is VG we have
L,=LY(t |0, v, ) = puh; + 02h0 2.9)

where A, has the density given by equation (2.8). For the VG process, the compensator w
in equation (2.1) is

1 1,
wo=—In|{l—pv—=0“v]. (2.10)
v 2

The NIG process. The inverse Gaussian process is GIG with A = —%. If hy ~1G (&, y)
is an inverse Gaussian process, then the density flG (x) of h; is

1G _i*% _ly_z _ﬁz 2.11
f (x)_mx exp 2x<x y) . (2.11)

An NIG process L can be written
Lo=LNC(t | p.0.8.y) = put + Bhy + 2n0) (2.12)

where h; has the density given by equation (2.11). For the NIG case, the compensator w is

w=u+5(y—,/a2—(ﬂ+1)2> (2.13)

where o? = 2 + 2.

2.3.1 The subordinator approach to simulation
Suppose we have a European derivative, with payoff Hr at time 7 and value ¢, at times
t < T, so that c; = Hr. In the martingale valuation framework, we have

ca =E [er], (2.14)

where ¢r = c7 £ for a numeraire p,, with expectations [E, [e] =E[e | F;] taken with
respect to the martingale measure associated with p;.

Suppose that Hr and p, depend on a single-state variable S;, which in turn depends
upon a Lévy process L,. In particular, suppose that, as in equation (2.1), under the pricing
measure

S, = Syexp (rt + L, — wt) (2.15)

where r is a constant short rate.
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Now, suppose that L has a subordinator representation L, = wy(. Since w, and & ()
are independent, the filtration F, decomposes as F; = F* x F"' and we can iterate the
expectation:

¢ =Efer | Fi (2.16)
=E[er | 7' x 7] (2.17)
=E[E[cr | 7" x Fp] | F¥ < F]. (2.18)
Informally, we can write
¢ =E/ [Efcr | Al (2.19)

where E [c7 | h] represents the expected value of ¢r, conditional upon knowing the path of
h up to time 7.

The inner and outer expectations can be simulated separately and so a possible procedure
to value ¢, by simulating L, is to:

1. Simulate a path {h;,};—1,.. y of h up to time T.

2. Given {h;}, generate a path for w at times {/;} and set L, = wy,).
3. Compute ¢z from the path of L.

4. Repeat 10000 times (say) and average.

This procedure can be used to value not just vanilla European options but also options
that payoff at a directly determined stopping time, such as barrier options.>

2.3.2 Applying the subordinator approach

There are two expectations from equation (2.19). Each could, in principle, be computed by
using either a lattice valuation method or a Monte Carlo valuation method.? Each possible
pairing of valuation methods can be assessed for its appropriateness or inappropriateness
for valuing path-dependent options (P or NP), for valuing options such as American or
Bermudan type which may be exercised early (A or NA), and for its ease of calibration (C
or NC). We obtain Table 2.1.

Using a Monte Carlo method for the inner expectation and a lattice method for the outer
expectation results in the random lattice method (Kuan and Webber (2003) [18]).

Table 2.1 Valuation methods

Method Outer
MC Lattice
Inner MC P, NA, NC NP, A, NC
Lattice NP, ~A, C NP, A, C

2 However, not options whose stopping times are determined by optimality conditions, such as American options.
31t is not immediately clear how a PDE method might be used.
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Rydberg (1997) [24] effectively used a Monte Carlo method for both the inner and outer
expectation to simulate the NIG process. The procedure was later developed by Ribeiro and
Webber (2002, 2003a, b) [21]-[23] who showed how to apply effective speed-up methods
and bias-reduction methods. We expound their approach in the remainder of this article.

2.4 CONSTRUCTING BRIDGES FOR LEVY PROCESSES

Plain Monte Carlo methods are very slow to achieve acceptable accuracy.* Various speed-
up methods need to be employed to produce reasonable computation times. One efficient
method is path regularization by stratified sampling. This ensures that sample points form
a less clustered draw from the sample space 2 than a plain Monte Carlo method would
produce. If an entire sample path is needed, rather than just a draw from the terminal time,
then stratified sampling has to be used in conjunction with a bridge method.

2.4.1 Stratified sampling and bridge methods

We discuss here the background to stratified sampling and bridge methods. Good reviews
can be found in Jackel (2002) [16] and Glasserman (2003) [14].

Stratified sampling. It is easy to generate a stratified sample from the unit interval [0, 1].
Let v, ~UI0,1], i = 1? ..., O, be a sample of size Q from the uniform distribution
U [0, 1], and then u; = % is a stratified sample of size Q from U [0, 1]. The set {u;}
is guaranteed to have minimal clustering above the scale 1/Q.

Stratified samples can be produced from other distributions by inverse transform. Suppose
that X ~ Fy is a random variate with distribution function Fx and that F Uis computable.
Let u ~ U [0, 1] be a uniform variate, and then Fy ! (u) ~ Fx has distribution Fy.

Given a stratified sample u;, i = 1, ..., Q from U [0, 1], the set F;l up),i=1,...,0,
is a stratified sample from Fy.

Bridge sampling. Given a Lévy process L, where L, has distribution F; at time ¢ (con-
ditional on L), suppose that we have found a sample, L; y, i =1,..., Q, of L;, from
F;,, possibly stratified. Given a value for L¢ at time 0 =y, we would like to construct
an entire sample path Lo = L; 0, ..., L; y with the correct conditional distributions. This
means being able to sample L; ;, at time 0 < ¢; < ty, conditional upon the values of L; g
and Li,N'

In general, suppose that X ~ Fx, Y ~ Fy and Z ~ Fz, with densities fx, fy and fz,
respectively, are random variates such that Z = Y + X. For instance, X, Y and Z could be
increments in a Lévy process L.

Given a draw z of Z, we want to sample from the conditional distribution X | Z. Write
Jfx.y (x,y) for the joint density of X and Y. Then

fxy (x,z—x)

_ 2.20
Juz (=06 -
_ S0 fre=x) when X, Y are independent. (2.21)

fz (2)

4 Measured by the square root of the second moment of the Monte Carlo estimate. An internally generated estimate
of this is the Monte Carlo standard error.
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For a Lévy process L, take X ~ F;,, ¥ ~ F,j, Z ~ Ft,-+t_,~, say, and then ffilr,-+rj x)=
fx)z (x) is the bridge density of L.

If the densities f; are known, then the bridge density of L can be computed and perhaps
a sampling method can be found.

2.4.2 Bridge sampling and the subordinator representation

When L, = wy() has a subordinator representation we could construct a stratified bridge
sample of L by first obtaining a stratified bridge sample of A, and then constructing a
stratified bridge sample of w at the times given by our path for /. The bridge distribution of
a Brownian motion is well known and it is easy to sample from it. We need only to know
the bridge distribution of the subordinator /4, and to be able to sample from it.

Ribeiro and Webber (2002, 2003b) [21], [23] find the bridge density and a sampling
method for the bridge density, for both the gamma and the inverse Gaussian processes.
We summarize their results here.

Let 0 =hog <--- < hy be a series of values at increasing times for the subordinator
process h. Given h; and hy at times #; < #;, we want to sample /; at an intermediate time
L <t <Ik.

Write z = hy —h;, x =h; —h;,and y =hy — h;, and set T, =ty — t;, T, =1t; — t;, and
Ty = Ix — 1.

The gamma process. Given /; and hy, the bridge density of x from a gamma process

with parameter v is
rE+y) (f> ' <1 - f) ﬁ (2.22)
(3T () \z &

An algorithm to sample from this density is

1
fxiz(x) =~
z

1. Generate b; ~ B(z,/v, 7,/v), where B is the beta distribution.
2. Set hj = h; +bj (hi — hy).

Existing algorithms to sample (by inverse transform) from the beta distribution are rela-
tively slow. Even so, the numerical results in Section 2.5 below demonstrate the very great

speed-ups possible with this sampling method.

The inverse Gaussian process. The bridge density of x from an inverse Gaussian process
with parameter § is

_3 2 2
8§ ety xy) 2 l,(t2 7 =t
-0 D) Texp (42 -k, 2.23
Ixiz (x) N ( . P ( R U (2.23)

where y = z — x.
An algorithm to sample from this density is

1. Generate ¢ ~ x7.
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2.2
2. Set A = Y% and 1 = Ty /Ty, and compute roots s and s,
wq u

= — — —4ur 242, 2.24
SL=p+ T o VARAG + g (2.24)

2
o=t (2.25)

s

3. Set s = s; with probability p,

(14 s1)

- rrTsy 226
P=0+ww+s) (226)

or else set s = 5.
4. Finally, set hj = h; + 1= (e — hy).

Since sampling from a X12 distribution, by inverse transform or otherwise, is very fast,
sampling from the inverse Gaussian distribution is also very quick.

Using the bridge. Given a method for sampling from the subordinator process h;, we
adopt the following algorithm.

1. Given ho = 0, construct a stratified sample %; y of hy.

2. Using the bridge distribution, construct h; x> conditional on hg and h; y.

3. Using binary chop, continue to generate a path &; ; for times #;, j =0, ..., N.
4. Generate Wh; and hence §; ; conditional on h; ;.

At each intermediate time it is possible to continue to stratify the sample path. Generating
a sample path requires a sequence of uniform variates from which samples with the desired
distributions are obtained (by inverse transform). If n uniform variates are needed, this is
equivalent to a draw from a unit hypercube of dimension n. To stratify m < n of these draws,
one performs a stratified sample on an m-dimensional hypercube, selecting the remaining
n —m draws without stratification. In practice, it is only possible to make a fully stratified
draw from a hypercube of dimension 3 or so. To make a stratified draw from a hypercube
of dimension m > 3, low discrepancy sampling is often used.

For the VG process it takes one uniform variate to generate (by inverse transform) a draw
from the gamma bridge distribution for #; and one more for each normal variate wy,; for
the NIG process, it takes two uniform variates to draw for each h; and one more for wy,.
So, the VG process requires two uniform variates at each time step, and the NIG process
requires three.

Even if sampling with low discrepancy sequences it may only be possible in practice to
sample reliably from a unit hypercube of dimension at most a few dozen. A freely available
downloadable code for generating Sobol sequence numbers® goes up to dimension 39. This
means that (with binary chop) for the VG process it is possible to stratify at up to 16 times
and for the NIG process one can stratify at up to 8 times. Draws for other times have to be
made with ordinary non-stratified sampling. Even with this restriction, very good speed-ups
are possible.

5 See Bratley and Bennett (1988) [5]. Code is downloadable from www.netlib.org/toms/659.
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2.5 VALUING DISCRETELY RESET PATH-DEPENDENT
OPTIONS

A discretely reset path-dependent option is one in which the option payoff is computed from
observations of the underlying asset value at certain discrete times (the reset times). In this
section, we value discretely reset path-dependent options when returns to the underlying asset
are either VG or NIG processes. We present convergence results (taken from Ribeiro and
Webber (2002, 20035) [21] [23]) and show how true standard errors are improved relative
to plain Monte Carlo.

When a Monte Carlo method is used with stratified sampling, successive Monte Carlo
estimates are correlated with one another. This means that the internally generated standard
error measure is not a true reflection of the standard deviation of the Monte Carlo estimate.
In the tables below, the true standard deviation is estimated by taking the sample standard
deviation of the Monte Carlo estimates obtained from 100 replications of the Monte Carlo
procedure.

To compare two Monte Carlo methods, we use the efficiency gain of one method over the
other. Suppose we have two Monte Carlo procedures. Monte Carlo method i, i = 1, 2, gives
an estimate with standard deviation o; in a time ¢;. If the time taken ¢ is proportional to the
number of sample paths Q, and if o is O (— %) in Q, then the efficiency gain E| », defined as

Ei,=22 (2.27)

is how many times faster method 1 is to achieve the same standard deviation as method 2.

In the following tables, K is the number of stratification times. K = 0 is plain Monte
Carlo with Q = 10° paths. Bridge Monte Carlo uses Q = 10* paths. The benchmark is full
low discrepancy with Q = 10°.

The initial asset value is Sy = 100, the short rate is » = 0.1 and the option strike is X =
100 with maturity time 7 = 1. The VG case uses parameter values o = 0.12136, v = 0.3
and u = —0.1436 (based upon Madan et al. (1998) [19]). The NIG case uses parameters
o =7549, B = —4.089, 6 = 3 and u = 0 (based upon Rydberg (1997) [24]). Programmes
were written in VBA 6.0 run on a 900 Mhz PC.

Tables 2.2 and 2.3 give values, standard deviations and computation times (in seconds)
for a discretely reset average rate option when the underlying asset has either VG or NIG
returns process. More illuminating are Tables 2.4 and 2.5, which give the efficiency gains
in each case.

In the VG case, speed-ups of up to a factor of about 400 are possible and up to about
200 for the NIG case. Speed-ups tend to improve as both the number of reset dates and the
number of stratification times increase, although this is not so evident in this example for
the NIG case.

Here, we have given only a few of the results of Ribeiro and Webber. They investigate
many more cases, including discrete barrier and lookback options, demonstrating in each
case that worthwhile speed-ups are attainable.

Further speed-ups would seem to be possible. In both the VG and NIG cases, the number
of stratification dates was constrained by the dimension of the low discrepancy sequence
generated by the available software. There have also been criticisms of the quality of this
generator (Jackel (2002) [16]). With a better quality generator, capable of producing low
discrepancy sequences of higher dimension, increased speed-ups would be possible.
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Table 2.2 Values, standard deviations and computation times for average rate call options: compar-
ison of plain and bridge Monte Carlo methods for the VG case (Ribeiro and Webber (2003b) [23])

K 4 resets 8 resets 16 resets 32 resets 64 resets 256 resets
6.7720 6.0666 5.7274 5.5497 5.4625 5.4075

0 (0.0064) (0.0058) (0.0055) (0.0053) (0.0052) (0.0052)
[85.6] [175.0] [335.4] [647.5] [1277] [5034]
6.7993 6.0290 5.7234 5.5242 5.4830 5.3874

1 (0.029) (0.025) (0.023) (0.025) (0.029) (0.024)
[2.4] [3.5] [5.5] [9.3] [17.0] [52.2]
6.7635 6.0741 5.7187 5.5208 5.4761 5.376

2 (0.011) (0.012) (0.014) (0.014) (0.013) (0.013)
[4.0] [5.0] [6.9] [10.8] [18.5] [54.9]
6.7594 6.0656 5.7149 5.5510 5.4765 5.3934

4 (—) (0.0065) (0.0067) (0.0072) (0.0063) (0.0064)
[13.0] [14.0] [16.0] [19.9] [27.6] [62.9]
6.0711 5.7283 5.5465 5.4667 5.3997

8 — (—) (0.0029) (0.0033) (0.0035) (0.0035)
[33.8] [35.8] [39.6] [47.4] [83.0]
5.7245 5.5527 5.4627 5.4008

16 — — (—) (0.0014) (0.0017) (0.0017)
[77.3] [80.7] [88.1] [123.1]

6.7626 6.0702 5.7250
Benchmark (—) (—) (—) — — —
[1297] [3370] [7638]

Reproduced by permission of L.D. Donaldson.

In the VG case, the stratification algorithm for the gamma bridge distribution is con-
strained by the method used to generate stratified beta variates by inverse transform.® An
improved algorithm for the inverse transform of the beta distribution would result in even
greater speed-ups in this case.

2.6 VALUING CONTINUOUSLY RESET PATH-DEPENDENT
OPTIONS

We would like to obtain for continuously reset barrier and lookback options the speed-ups
that were found for discretely reset barrier and lookback options by Ribeiro and Web-
ber (2002, 2003b) [21][23]. These same authors (2003a) [22] find an approximate method
to achieve this result.

Particular problems arise when applying numerical methods to continuous barrier options.
It turns out that the values of discretely reset barrier options converge only very slowly to
values of corresponding continuously reset barrier options as the number of reset dates
increases. Since numerical methods are set in discrete time, the values they find for contin-
uously reset barrier options may converge only very slowly to the true value.

6 The algorithm uses a root searching method.
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Table 2.3 Values, standard deviations and computation times for average rate call options: compar-
ison of plain and bridge Monte Carlo methods for the NIG case (Ribeiro and Webber (2002) [21])

K 4 resets 8 resets 16 resets 32 resets 64 resets 256 resets
0 8.5856 7.7892 7.4059 7.2312 7.1286 7.0698
0 _’106 (0.0103) (0.0094) (0.0089) (0.0087) (0.0086) (0.0086)
- [71.6] [141.4] [278.6] [551.8] [1101.4] [4390.1]
8.6326 7.8205 7.3874 7.2347 7.0763 7.0656
1 (0.044) (0.042) (0.048) (0.041) (0.047) (0.044)
[1.9] [2.4] [4.9] [7.7] [15.1] [58.8]
8.5530 7.7695 7.4282 7.2457 7.0721 7.0497
2 (0.021) (0.022) (0.022) (0.026) (0.026) (0.021)
[1.8] [2.1] [4.8] [7.7] [15.0] [58.8]
8.5695 7.7963 7.4181 7.2105 7.1249 7.0430
4 (—) (0.010) (0.011) 0.011) (0.011) (0.012)
[1.8] [2.0] [4.7] [7.6] [14.9] [58.6]
7.7959 7.4045 7.2121 7.1296 7.0519
8 — (—) (0.0048) (0.0059) (0.0051) (0.0059)
[1.7] [4.3] [7.3] [14.6] [58.4]
8.5807 7.8072
Benchmark (—) (—) — — — _
[169] [169]

Table 2.4 Efficiency gains for average rate call options: comparison of plain and bridge Monte Carlo
methods for the VG case (Ribeiro and Webber (2003b) [23])

K 4 resets 8 resets 16 resets 32 resets 64 resets 256 resets
1 1.7 2.7 3.5 3.1 2.4 4.5
2 7.2 8.2 7.5 8.6 11 15
4 — 10 14 18 32 53
8 — — 34 42 60 134
16 — — — 115 136 383

Reproduced by permission of L.D. Donaldson.

Table 2.5 Efficiency gains for average rate call options: comparison of plain and bridge Monte Carlo
methods for the NIG case (Ribeiro and Webber (2002) [21])

K 4 resets 8 resets 16 resets 32 resets 64 resets 256 resets
1 2.1 3.0 2.0 3.2 2.4 2.9
2 9.8 12.4 9.9 8.2 8.2 12.2
4 — 58.8 42.3 42.8 45.7 40.1
8 — — 219.4 167.1 216.2 157.0
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For a Monte Carlo method, this feature is called ‘simulation bias’. A discrete sample
path for an underlying asset may not exceed a barrier level, but on the continuous path
sampled by the discrete path, the barrier may have been hit in between times observed by
the discrete sample path.

For lookback options, the maximum (minimum) found along a discrete path will always
be less than (more than) the true maximum (minimum) achieved along the continuous path.

When the underlying asset has a geometric Brownian motion, simulation bias correction
methods are available (Beaglehole et al. (1997) [3] and El Babsiri and Noel (1998) [1]). In
this section, following Ribeiro and Webber, we show how these ideas can be extended to
asset processes driven by Lévy processes. Only when bias has been removed, or at least
significantly reduced, does it makes sense to apply speed-up methods such as the bridge
methods discussed in previous sections.

2.6.1 Options on extreme values and simulation bias

Consider a continuously reset option maturing at time 7', and let B be a barrier level. Given
a (continuous) sample path {S;},c[o. 7 for at asset value, set

Moy = max {S;} (2.28)
' t€[0,T]

mor = min {S;}, (2.29)
t€[0,T]

An up-and-in barrier option with barrier level B has payoff Hr (w)1 (Mo.r=B)> where Hr (w)
is the payoff at time 7 of the knocked-in option. Similarly, an up-and-out barrier option
has payoft Hr (w) I{ Mo <B)> where now Hr () is the payoff to the option at time 7 if it
is not knocked out.

A fixed strike lookback option has payoff (Mo — X)
option has payoff (Sr —mo ), .

An ordinary Monte Carlo method, without bias correction would value a floating strike
lookback as follows: Discretize time as 0 =ty <t} < --- <ty = T. Suppose the initial
asset value at time £ is Sp.

. and a floating strike lookback

1. For j =1,..., O, generate the jth sample path {S,-j}izo,..,N, with Sé = So.
2. For each j set m; = min,-{Sij} and H; = (S]Jv —mj)4.
3. Having generated H;, j =1,..., Q, set ¢p = e”Té ZFI”Q H;.

where ¢ is the (ordinary) Monte Carlo estimate of the option value at time fy. This is a very
poor estimate of the true option value. For a floating strike lookback, ¢y will significantly
underestimate the true option value. The problem here is that the extreme value will lie in
between observations {Sl.J }i=o,..n. The effect is very slow convergence, with very high bias.

The way to overcome the problem is to sample for My r and mg r from their conditional
distributions.

Suppose that the conditional extremes distribution Fé’fT (u) =Pr [mo,r <u|So, ST] is
(1) known and (ii) workable with, so that one can sample from it. Then, Beaglehole
et al. (1997) [3] and El Babsiri and Noel (1998) [1] proposed the following corrected
algorithm:
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1. For j =1,..., O, generate jth sample path {S,-j}i=0,..,N, with Sé = 5.

2. Now generate ml/ it | Sl.j , Si'j+1 from the distribution F,’i’fti+1

(u) of my, ., and set m; =
J

ii+1

3. Set H; = (S,Jv - mj)+ as before.

4. Finally set ¢y = e_’Té > i=1..0Hj.

min; {m

where ¢ is now an unbiased estimate of the true option value.

2.6.2 Bias correction for Lévy processes

Fg'p (u) is known when (S;),>( has geometric Brownian motion. In our case, S; has geo-
metric Lévy motion and Fj’; () will not usually be known. However, we can find an
approximation procedure that gives very good results.

Write Pr [rX <t | Xo, XT, Bt] for the probability that the hitting time 7% of a process X
to a barrier level B,, conditional on its values X and X7 at times O and 7, is less than z.

Let R = (R),>¢ with R, =1n(S;/S0), and set B = In (B/Sp). Let M&T, etc. denote the
minimum of a process S in the interval [0, T']. Then, we have, for example, for an up-and-in
barrier option,

Pr[Mg; = B | So, Sr]=Pr[t® < T | So, Sr, B] (2.30)
=Pr[t® < T | R, Ry, B] (2.31)

=Pr[tR " <T|Ry,Rr — (r —) T, B — (r — 0t) 1] (2.32)
[t"<T|LoLr.B—(r—ow)t] (2.33)

where L, = w (h;) (we suppose w; has volatility o).

For a geometric Lévy motion, the bridge hitting time distribution is equivalent to a bridge
hitting time distribution of a Lévy process to a non-constant barrier. In two special cases,
it is possible to get rid of the non-constant term.

First, when L, is a Brownian motion, so that #, = ¢, the (r — w)  term can be absorbed into
the drift of w, and §; is just a geometric Brownian motion. In this case, F(’)’fr (u) is known,

F{'y (W) =Pr[M§; < B | So, St] (2.34)
=Pr[M§; < B | Ry, Rr] (2.35)

2
=1—exp <_ﬁ (B—Ro) (B - RT)> . (2.36)

It is straightforward to sample from this distribution. Let u ~ U [0, 1] be a uniform
variate, then

~ 1 5 5
M= (Ro+Rr+ \/(Ro — Rr)?—202TIn (u)) (2.37)

is a draw from M[,.
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Secondly, suppose r = w, and so (r — w)t = 0. If h; is deterministic, then, immediately,

Pr[M§; < B| Sy, St] =Pr[M§; < B | Ry, Rr] (2.38)
=Pr[Mg; < B| Lo Lt] (2.39)
=Pr [M;,U(o),h(T) <B| Wh(0), wh(T)] (2.40)

_ (B — wio) (B — wnr))
=1—exp (—2 ST (T) — 1 () . (2.41)

If h, is stochastic, then we can apply iterated expectation:

1. Simulate a path for &;.

2. Conditional on this, sample for M(i -

3. At step (2), h, is deterministic and so it is possible to use the result from the first case
above.

Note that, in fact, it is unnecessary to sample an entire path of 4,, and so just sample it
at the terminal time 7.

In the general case when r # w, there is a non-constant barrier and it is necessary to
make an approximation. This approximation is good as the time step goes to zero.

Note that E =B — (r —w)t is a linear barrier. As T — 0, the maximum deviation

r—w)T of B, from B goes to zero, and the proportional deviation % also goes to
zero. Hence, when T is small we make the approximation -

Pr[M§; > B S, Sr]=Pr[t" <T|Lo.L7.B—(r —w)t] (2.42)

~Pr[tt <T | Lo Lt +(r— o) T, B] (2.43)

=Pr[M{; =B |Lo. Lt +(r —o)T]. (2.44)

We have reduced the problem to the second case considered above. The algorithm becomes:

1. Discretize time between O and T, 0 =1y, ...,ty = T, so that At; =t;41 — t; is suffi-
ciently small.

2. Draw a sample path 0 = hy, ..., hy = hr for h.

3. Sample Mtfy i, over each sub-interval and apply the standard bias correction computation
as in Section 2.6.1.

We see in the examples below, taken from Ribeiro and Webber (2003a) [22], that this
procedure is very effective.

2.6.3 Variation: exceedence probabilities

The algorithm just described requires us to sample M;i i1 OVer each time step to determine
if the barrier level has been breached. Sometimes, an alternative procedure is available that
enables us to avoid this sampling, computing instead the probability of hitting the barrier
over the entire sample path.
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Write fs . (S, t) for joint density of S7 and 7. Then, fs . (S,7) = fr (r | §) fs (S), where
fs is the density of Sy and f; (v | S) is the conditional density of t (on S7).
The value ¢y of a barrier option, for instance, an up-and-in, is

co=e"T / Hr (8) Lip<r) fs.o (S, ) dSdt (2.45)
=7 / < / Hr ($)Ye<ry f (T | S) dr) fs(S)dS (2.46)
—e 7 f Hy () Fy3° fs (S)dS (2.47)
where
Fyy = /I{,ST}f, (t | S)dt =Pr[t < T | So, Sy = S] (2.48)

is the bridge hitting time distribution. A
Now, instead of sampling from the maximum at each step, for each sample of S, compute

J . J J
FOS OT’ST and set H; = (S% -X ) FOS OT’ST. If FOS OT'ST can only be approximated accurately for
: : Lo \
small values of T', generate a sample path {Slj } for S and set
i=0,..,N
50,8 si.s]
Ry =1- ] (1 - F,,_,,,_H“) (2.49)
i=0,..,N—1

over the jth path.
The obvious analogous procedure can be followed for up-and-out barrier options.
Compared to the previous algorithm, this procedure has a much reduced standard error
since it significantly reduces the amount of sampling required.

2.6.4 Application of the bias correction algorithm

We now quote results from Ribeiro and Webber (2003a) [22] showing the convergence of
the bias correction algorithm when valuing up-and-out and up-and-in barrier options when
the underlying asset is driven by, either a VG or an NIG process. Parameter values are
the same as in Section 2.5. Ribeiro and Webber give additional results showing how the
algorithm performs for various barrier and lookback options.

Figures 2.1 and 2.2 value an up-and-out barrier option in the VG and NIG cases, respec-
tively. The barrier level is B = 120. These figures show convergence as the number of time
steps increases of (i) the ordinary Monte Carlo methods, (ii) the sampling (random) algo-
rithm of Section 2.6.2, and (iii) the exceedence algorithm of Section 2.6.3. The horizontal
axis is denominated in computation time (in seconds), rather than the number of time steps,
so that the three methods can be fairly compared.

We see that in each case the bias-corrected methods are converging to a very different
level than the level reached by the ordinary method. In fact, the ordinary method is still
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Figure 2.1 Convergence data for the up-and-out barrier option—VG case (Ribeiro and Webber
(2000a) [22])
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Figure 2.2 Convergence data for the up-and-out barrier option—NIG case (Ribeiro and Webber
(2000a) [22])

converging and will only approach the true option value asymptotically. Note that the
apparent variation in values given by the exceedence method is significantly less than that
given by the sampling method.

Figures 2.3 and 2.4 show convergence data for up-and-in barrier options for the VG and
NIG cases, respectively. Just like the up-and-out options, the ordinary Monte Carlo method
is not achieving values anywhere near the bias-corrected values.
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Once bias has been removed, it now makes sense to apply the speed-ups developed in
Section 2.4. Ribeiro and Webber report the result of doing this, finding very good speed-ups
here as before.

2.7 CONCLUSIONS

To use Lévy processes, you need good numerics. Based on work carried out by Ribeiro and
Webber, this article has looked at simulation methods for Lévy processes.

We have seen that very good speed-ups are possible when the subordinator representation
is used as a starting point for a bridge distribution simulation method used in conjunction
with stratified sampling. For the VG and NIG processes, the relevant bridge distributions
are available and quick sampling methods have been developed.

The subordinator approach seems very fruitful, and no doubt can be developed further.
This article has only discussed its use with the VG and NIG processes, but in principle there
is no reason why this approach should not be applied to other classes of Lévy processes
and other types of options.

REFERENCES

[1] El Babsiri, M. and Noel, G. (1998), “Simulating path dependent options: A new approach”,
Journal of Derivatives, Winter; 65—83.

[2] Barndorff-Nielsen, O.E. and Shephard, N. (2000), “Modelling by Lévy processes for financial
econometrics”, Mimeo, University of Aarhus, Denmark, pp. 1-38.

[3] Beaglehole, D.R., Dybvig, P.H. and Zhou, G. (1997), “Going to extremes: Correcting simulation
bias in exotic option valuation”, Financial Analysts Journal, January/February, 62—68.

[4] Bouyé, E., Durrleman, V., Nikeghbali, A., Riboulet, G. and Roncalli, T. (2000), “Copulas for
finance: A reading guide and some applications”, Mimeo, GRO, Crédit Lyonnais, Paris, France
(July).

[5] Bratley, P. and Bennett, L.F. (1988), “Algorithm 659 implementing Sobol’s quasirandom
sequence generator”, Working Paper, University of Montreal, Montreal, QU, Canada, pp.
88-100.

[6] Brigo, D. and Mercurio, F. (2001), Interest Rate Models: Theory and Practice, Springer Finance,
Springer-Verlag, Berlin, Germany.

[7] Carr, P., Geman, H., Madan, D.B. and Yor, M. (2003), “Stochastic volatility for Lévy processes”,
Mathematical Finance, 13, 345-382.

[8] Carr, P. and Madan, D.B. (1998), “Option valuation using the fast Fourier transform”, Mimeo,
Journal of Computational Finance, 2, 61-73.

[9] Corrado, C.J. (2001), “Option pricing based on the generalized lambda distribution”, The Journal
of Futures Markets, 21, 213-236.

[10] Eberlein, E. (2001), “Application of generalized hyperbolic Lévy motions to finance”, in O.E.
Barndorff-Nielsen, T. Mikosch and S. Resnich (Eds), Lévy Processes: Theory and Applications,
Birkhdusar, Boston, MA, USA, pp. 319-336.

[11] Eberlein, E. and Keller, U. (1995), “Hyperbolic distributions in finance”, Bernoulli, 1, 281-299.

[12] Eberlein, E. and Raible, S. (1999), “Term structure models driven by general Lévy processes”,
Mathematical Finance, 9, 31-35.

[13] Geman, H., Madan, D.B. and Yor, M. (2000), “Time changes hidden in Brownian subordination”,
Working Paper, University of Maryland, College Park, MD, USA.



Simulation Methods with Lévy Processes 49

[14]

[15]

[16]

[17]

[18]

[19]

[20]

(21]

[22]

(23]

[24]

[25]

Glasserman, P. (2003), Monte Carlo Methods in Financial Engineering, Springer-Verlag, Berlin,
Germany.

Heston, S.L. (1993), “A closed-form solution for options with stochastic volatility with applica-
tions to bond and currency options”, Review of Financial Studies, 6, 327-343.

Jackel, P. (2002), Monte Carlo Methods in Finance, Wiley Finance Series, Wiley, Chichester,
UK.

Kellezi, E. and Webber, N. (2004), “Valuing Bermudan options when asset returns are Lévy
processes”, Quantitative Finance, 4, 87—100.

Kuan, G. and Webber, N. (2003), “Calibrating interest rate models driven by Lévy processes
with a random lattice”, Working Paper, Cass Business School, City University, London, UK.
Madan, D.B., Carr, P.P. and Chang, E.C. (1998), “The variance gamma process and option
pricing”, European Finance Review, 2, 79—105.

Monroe, 1. (1978), “Processes that can be embedded in Brownian motion”, Annals of Probability,
6, 42-56.

Ribeiro, C. and Webber, W. (2002), “A Monte Carlo method for the normal inverse Gaussian
option valuation model using an inverse Gaussian bridge”, Working Paper, Cass Business School,
City University, London, UK.

Ribeiro, C. and Webber, N. (2003a), “Correcting for simulation bias in Monte Carlo methods
to value exotic options in models driven by Lévy processes”, Working Paper, Cass Business
School, City University, London, UK.

Ribeiro, C. and Webber, N. (2003b), “Valuing path-dependent options in the variance-gamma
model by Monte Carlo with a gamma bridge”, Journal of Computational Finance, 7, 81-100.
Rydberg, T.H. (1997), “The normal inverse Gaussian Lévy process: Simulation and approxima-
tion”, Communications in Statistics: Stochastic Models, 13, 887-910.

Rydberg, T.H. (1999), “Generalized hyperbolic diffusion processes with applications in finance”,
Mathematical Finance, 9, 183-201.






3
Risks in Returns: A Pure Jump

Perspective

Hélyette Geman
University of Paris Dauphine and ESSEC, France

and

Dilip B. Madan
Robert H. Smith School of Business, University of Maryland, USA

Abstract

From a financial perspective, two return densities are critical: They evaluate the likelihood
and prices of events and are usually referred to as statistical and risk neutral densities. We
use pure jump models for the evolution of stock prices and investigate in this setting the
relationship between these two entities. We infer from this analysis that prices dominate
likelihoods in both tails of the return distribution while the opposite is the case in the center. It
is also observed that the domination is greater on the downside as compared to the upside.
Consequently, the ratio of the two densities has an asymmetric U-shape. These results are
inconsistent with the standard applications of utility theory to asset pricing which assume a
representative agent who is long the market; in this case, the previous ratio is monotonically
decreasing in returns and is not U-shaped. For a market consistent application of utility
theory, it is required that, at a minimum, one admits a two-agent model in which some
weight is given to an agent who is short the market. When prices exceed probabilities, the
purchase of claims contingent on these events reflects a negative risk premium or a price
paid to buy insurance. In the opposite case, we have a positive risk premium earned as
compensation for risk bearing and the purchase is an investment. The purchase of stock is
then seen as a portfolio combining investment and insurance.

3.1 INTRODUCTION

It is now well recognized in financial analysis that one may associate with each economic
event two probability measures. The first assesses the likelihood of the event and is called
the statistical, physical or real measure. A large part of traditional statistical and econometric
analysis of economic data is singularly focused on the study of this measure and its descrip-
tion as a stochastic process in either discrete or continuous time. On the other hand, from
the analysis of contingent claims in modern option pricing theory, it is known that futures
prices (to avoid discounting considerations) of contracts paying a dollar on the realization
of the event, define another probability measure that is called the risk neutral, martingale
or pricing measure. A considerable part of empirical analysis in finance is devoted solely
to this measure, partly motivated by the Breeden and Litzenberger (1978) observation on
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how market option prices partially reveal this measure. The existence of the latter measure
and its equivalence to the first is fundamentally tied to assumptions of market efficiency
and the absence of arbitrage (Kreps (1981), Harrison and Pliska (1981) and Delbaen and
Schachermayer (1994)). Understanding the transition from one to the other is critical in the
management of financial risks. The following simple example illustrates the role played by
both measures.

To focus attention, we consider at time ¢, for an equity index at the current level U,
the event associated with this index reaching particular levels L at some prespecified time,
T > t. Denote by p; r(U;, L) the statistical density of this event; the corresponding risk
neutral density is g; 7 (U;, L). These two densities interact in the determination, for example,
of the value at risk in a contingent claim with cash flow ¢y (L) at time 7. The change in
value over an interval of length 4, of this cash flow on a marked to market basis is the
random variable

o0 o0
e Tt / er (LYGn1Upen, LYdL — "7 / er(L)q.,r(U;, L) dL
0 0
= CD(Ut» Ut+h)»

where it is supposed that interest rates are constant at the continuously compounded rate of
r. The risk in this position is assessed by the statistical density

Disi+h (Ur, Urgp)

and the value at risk at the 0.95 confidence interval defined as the corresponding quantile
of the statistical distribution.

We note importantly that the contingent claim example is in fact quite general. It is
now recognized explicitly that even bonds are claims contingent on the absence of counter-
party default while equity is itself an option in the presence of outstanding bonds, or even
otherwise when we take particular note of limited liability.

An equally important entity is the ratio of the two densities

ql,T(Ula L)

yer (U, L) =
A pir(Us, L)

which is called the change of measure density (or the Radon—Nikodym derivative of the
measure g with respect to the measure p). By incorporating the measure change into the
valuations above, one may perform all expectations with respect to the statistical measure
and write the change in value as

o0
o) / er(L)Yin 1 Ursns L) pront Ussn, L) dL
0

o0
—e 0 / er(L)y.r (U, LY p.r(U;, LY dL
0
= O (U, Uryp)

It is clear from these expressions that an understanding of the measure change y; 7 (U;, L)
makes important contributions to risk management and investment decisions. The difficulty



Risks in Returns: A Pure Jump Perspective 53

however, lies in making observations on the measure change. This is because, although
one may extract g, v from option prices using the methods of Breeden and Litzenberger
(1978), this occurs at values of T reflecting traded option maturities 7 — ¢ at time ¢; these
are typically at intervals of a month. In contrast, the statistical density is best estimated
at the horizon of daily returns. This time discrepancy is difficult to overcome. There is
little one may do about accessing risk neutral densities at maturities below the first liquid
traded maturity. On the other hand, one may be tempted to construct monthly returns out of
daily returns assuming independence and stationarity; however, the considerable evidence
in support of correlated squared returns makes these assumptions problematic. For other
recent approaches in this direction, the reader is referred to Jackwerth (2000) and Bliss and
Panigirtzoglou (2002).

The approach we take here is to attempt to observe from options data and time series
data the limiting densities as T approaches ¢. Furthermore, to recover the classical financial
setting focusing on log returns, we first change variables to these magnitudes by making
the transformation L = U,¢' and subsume the dependence on the current observed level U,
into the subscript ¢.

%,T(l) = 5]1,T(Ut, Uzel)Utel
per() = por (U, UieUye!

These limiting densities may be constructed on normalization by (T — ¢) as follows

G
ko) = lim _q;ﬂ)

. 51,T(l)
O =g T

We note importantly that the division by (T — ¢) is necessary as the numerator in each
case goes to zero for [ #% 0 and goes to infinity for / = O (as the limiting measures are Dirac
measures at [ = 0). Another key and different observation is the fact that, unfortunately,
for continuous processes both limits remain zero for ! # 0. For discontinuous processes in
contrast, the situation is different; in this wide collection, we choose for tractability the class
of purely discontinuous Lévy processes. For these pure jump processes, the above limits are
well defined for all / # 0 and converge to the Lévy measures defined by ko (/), and kp(l),
respectively.

The statistical Lévy measure, kp (/), has the heuristic interpretation of the expected number
of jumps of size / in log returns per unit time. Analogously, ko (/) is the futures price of a
contract paying at unit time the dollar number of jumps of size / that occur in this period.
Apart from these horizon matching considerations, the use of Lévy processes in modeling
asset returns, both statistically and risk neutrally, has a number of other well noted advantages.
First, from the statistical perspective, it is well known that kurtosis levels in short period
returns are substantially above 3, arguing for non-Gaussian distributions. Lévy processes
easily accommodate a much richer structure of moments for short horizon returns, including
negative skewness when needed. Risk neutrally, these processes easily capture short maturity
skews that are prominent in options data. The transition from the statistical to the risk neutral
probability is also less constrained, as, in principle, all moments may be altered, unlike
the diffusion case where local volatilities must remain the same. For further details on the
applications of Lévy processes in finance, we refer the reader to Schoutens (2003).
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From the perspective of studying the ratio of the risk neutral to the statistical Lévy
measure, it is useful to work with processes that have simple analytical forms for this
entity and are capable of both providing a good fit to the data and of synthesizing the high
activity levels observed in the markets. This leads us to ‘infinite activity’ Lévy processes
(see Geman et al. (2001)) that have a sufficiently rich parametric structure to capture at least
the first four moments of the local motions. A particularly attractive example is provided
by the CGMY model (Carr ef al. (2002)) with further properties described in the next
section. Other candidates include the Normal Inverse Gaussian model of Barndorff-Nielsen
(1998), the Meixner process studied by Schoutens and Teugels (1998), and the generalized
hyperbolic model (Barndorff-Nielsen (1977), Eberlein and Prause (1998) and Prause (1999)).

The next section presents the details of the CGMY model employed in this current study.
This section is followed by estimation details presented in Section 3.3, for both the statistical
analysis and the inference of the risk neutral process. In comparing the two probabilities
at the instantaneous level, we consider explicitly here the structure of returns on securities
paying the market gap risk. These are securities that pay a dollar whenever there is a
large up or down move of a prespecified size. Section 3.4 presents the results for five world
equity indexes (USA, UK, Germany, Spain and Japan) showing that world-wide tail gap risk
securities for both positive and negative moves are insurance-based with expected negative
rates of return reflecting the presence of insurance premia, while the central part of the
return distribution represents investment where positive rates of return reflect the expected
risk compensation.

We anticipate that market participants taking long positions protect themselves by buying
downside gap risk claims and pay the requisite insurance charge for this service. On the
other hand, participants short the market protect themselves by buying upside gap risk claims
and pay the insurance charge on this side. The relative strength of the long side to the short
side is then reflected in the larger premia for downside gap risk claims, as compared to
the comparable upside gap risk claims. We see in the structure of the change of measure
density the ways in which investment risk and insurance protection complement each other
in the financial markets of the world.

3.2 CGMY MODEL DETAILS

The general idea is to model the statistical and risk neutral log price relative over an
interval, X (¢ +h) — X (t) = In(S(t + h)/S(¢)), as the increment of a purely discontinuous
Lévy process. Such processes have independent and identically distributed increments over
non-overlapping intervals of equal length with infinitely divisible densities. They are char-
acterized by the Lévy-Khintchine decomposition for their characteristic exponents, ¥ (#) by

E [exp(iuX (1))] = exp (—t () 3.1)
V) =iyu+ /oo (14 iuxljy<q — ™) k(x) dx

where y is called the drift coefficient and k(x) is the Lévy density that integrates x2 in a
neighborhood of 0. The processes may, in general, have infinite variation in that the limiting
sum of absolute changes in the log price over smaller and smaller time intervals tends to
infinity. In the special case of a finite limit, we have finite variation and the characteristic
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exponent then has the representation

oo

V() =iyu +/ (1 — ™) k(x)dx.

—0o0

In the finite variation case, the process for X (r) may be written as the difference of two
increasing processes

X() = Xp(t) — X, (1)

where the increasing processes X, (), X, (¢) have characteristic exponents, v/, (u), ¥, (1)
0 .
Vo) =iypu +/ (1 - e’“x) k(x)dx
0

V() = ivau + /oo (1 — ™) k(—x)dx
0
Y =Vp—Vn

For the infinite variation case, we add to the difference of two increasing compound
Poisson processes X9, X7 with characteristic exponents

V) =iypu +Af,f (1—€") fo(x)dx

Wl (u) iynu+AZ/ (1 —e™) fi(x)dx

o0 k
k;:/ k(x)dx ; fl‘f(x)z )Sj) , X >a
a P
X =/_ak<x>dx; fw="C e

Y =Vp—Vn

the limit as ¢ tends to zero, of the compensated jump compound Poisson martingale X°(z)

X0 = Y MXbecjangea =t | k(o)

s<t e<|x|<a

that accommodates the behavior of the infinite variation small jump component with char-
acteristic exponent

Yo (u) = / (1 +iuxteqpyica — ei’”) k(x)dx.
e<l|x|<a

The precise model is specified on providing an explicit form for the Lévy measure k(x) dx.
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For this choice, we adopt a synthesis of the known Lévy measures for the gamma process
and the process with increments having the stable distribution. The result is a parametri-
cally rich synthesis permitting control over local skewness and kurtosis, that accommodate
long tail distributions yet has finite moments and permits both finite and infinite variation
processes. This is the CGMY model with Lévy measure

—Mx e—G\x\

keomr() = €y Lo + Oy o (32)
For G = M = 0, we get the stable process and Y = 0 yields the variance gamma model that
is also the difference of two gamma processes. The values of ¥ > 1 have infinite variation,
while the values of ¥ > 0 have infinitely many jumps in any interval or represent infinite
activity processes.
The characteristic function for the CGMY process is obtained by explicitly evaluating the
integral in the exponent of the characteristic function (equation (3.1)) against the specific
Lévy measure (equation (3.2)) (see Carr et al. (2002) for further details) to get that

bcuy() = EfeXcamr®]

=exp (tCT(=Y) [(M —iw)" — M" + (G +iuw)" — G"])
The stock price process associated with the CGMY model has the construction
S(t) = S(0) exp (at + Xcomy(t) — t log (E [e*camr(D]))
and the characteristic function for the log stock price is given by
sy () = exp (u(In(S(0) + (a — log pcemy(—i))t))bcemy (). (3.3)

For the estimation of the statistical process we employ Fourier inversion methods to
maximize the log likelihood of demeaned daily stock returns binned into cells at which the
Fourier inversion computes the probability element. For the risk neutral process, we employ
monthly option data and use Fourier inversion as described in Carr and Madan (1998) to
estimate the risk neutral process.

The process for the measure change is then given explicitly as the stochastic exponential
of the compensated jump martingale

t [ee)
Wt(t)=/0/ (H(x) — D(u(dx, ds) — kcguy(x) dx ds)

where the counting measure u(dx, ds) counts all of the jumps in the process Xcouy(t) at
the level x, while the Lévy measure compensates these occurrences by their arrival rate
under the model. The function H (x) is the ratio of the two Lévy densities and, as noted in
the introduction, it is also the limit of the ratio of the two probability elements over short
horizons.

The stochastic exponential, M (t), of m(¢) may be explicitly written out and is given by

M(t) = exp (—tf (H(x) — Dkcemy(x) dx dS)) H H(AXcomy(s))

s<t
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and along any path one exaggerates the probability by the ratio of the limiting risk neutral
probability to its statistical counterpart, renormalized to constitute a probability.

Once we have estimated the two Lévy measures we may explicitly compute the function
H (x). This function must satisfy certain integrability in the neighborhood of zero, but if we
focus attention on the complement of a small interval near zero, then one may accommodate
robust estimates of both the statistical and risk neutral processes. To maintain this robustness,
we consider the function H in the complement of an interval around zero. This is also
consistent with the broad concerns of risk management where the focus is on the effects of
the larger moves.

The explicit expression for the function H(x), written as the ratio of two CGMY Lévy
densities, is not particularly instructive, but the function may be easily computed and it is the
economic content of this entity that is of interest to us. This is best revealed by considering
the short horizon ratio of the risk neutral and statistical probability elements in the space of
log price relatives. For each size of move in the log price relative, here represented by x on
the real line, the function H (x) is the ratio of the price of a claim paying a dollar were this
move to occur, to its probability. Hence, we may see the reciprocal (H (x))~! as the ratio of a
security expected cash flow to its price, and so as a rate of return. Since the two probabilities
integrate to unity, if these rates of return are equalized across all the assets represented by
the jump size x, then this equalized rate of return is unity and the two probabilities are
identical. Such an outcome rarely occurs, with rates of return being typically positive for
values of x near zero, while they are negative for values of x away from zero on both sides.
We also broadly understand securities with positive rates of return as risky investments with
the return as a measure of risk compensation. For negative rates of return, these occur when
a security is a hedge for market participants and the inflated price is inclusive of a risk
premium. Essentially, securities associated with small jump sizes constitute risk that the
investing public is willing to undertake as part of the nature of markets, but large moves
on either side elicit premia from participants who are long the market, while the short side
wishes to cover against the large positive moves. As a result, there is a hedging demand for
large moves based on insurance considerations. We naturally expect this hedging demand
to be considerably pronounced with respect to market indices and restrict attention here to
world market equity indices. The objective then reduces to the estimation of the statistical
and risk neutral Lévy processes in the CGMY parametric class, followed by a construction
and comment on the explicitly observed country specific functions H (x).

In contrast to the procedure followed in Carr et al. (2002), we shall here directly price
securities paying a dollar when price moves occur in the tail of the distribution and directly
compute the return on the securities. Negative returns we associate with securities having
an insurance theoretic basis with investment securities reflecting positive returns. The basic
pattern we observe is that investment occurs in the center of the distribution, while insur-
ance claims relate to the two tails. Of course, market participants who are long the market
and those who are short focus their insurance activities on opposite tails with the asymme-
try arising from the relative strength of the long positions. The pricing details and return
computations in the context of the CGMY model are described in detail in the next section.

3.3 ESTIMATION DETAILS

The CGMY model is analytical in its characteristic function (see equation (3.3)) and this
makes estimation feasible via the fast Fourier transform for both the statistical density and
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the option prices using the methods of Carr and Madan (1998). This section briefly reviews
the methods employed. We note up front the difficulty of comparing these two densities as
the statistical process is best studied by modeling daily continuously compounded returns
while the most liquid short maturity options are around a month in the time to maturity.
As already noted, we hope to make the comparison via the implied instantaneous returns as
they are captured in the Lévy measure for the two processes. Equally importantly, we do
not impose restrictions on the relationship between the two measures as the foundations for
such restrictions are questionable at best. Furthermore, such an imposition can lead to a poor
quality of estimation in one or both of the two measures involved. We take up the details
for the statistical estimation first, followed by a description of the risk neutral estimation.

3.3.1 Statistical estimation

The statistical density f(x,) for the daily continuously compounded return x;, = In(S;/S;-1)
may be evaluated by

1 *© —iu X
o =5 / e IR DE g ) d,
T J_o

One may then employ maximum likelihood estimation whereby we maximize, over the
CGMY parameter set, the objective Zthl In(f(x;)). However, this is a computationally
expensive procedure as it requires a separate Fourier inversion for each data point x,. We
choose instead to maximize the likelihood of the binned data. Specifically, we first construct
a histogram with cell centers at the points a;, for i = 1, ... ,N. The histogram places the
proportion p; in the cell with center ;. The centers are chosen to match the points at which
the Fourier inversion computes the density. A single Fourier inversion then yields the values
f(a;) fori =1,... ,N and the log likelihood of the binned data is given by

N
> piln(f(a)).

i=1

We maximize this binned likelihood over the parameter space of the CGMY model.

Our interest is in the Lévy measure of the process and this defines the martingale com-
ponent of the statistical process. We therefore do not estimate a mean rate of return, and
perform the statistical estimation on the demeaned sample of time series returns. From the
perspective of the instantaneous component this is adequate as there is no instantaneous
mean return. The mean return is always realized over an interval of time and we seek to
compare martingale components at the level of the instant. The pure jump perspective is
important in this endeavor as continuous processes disappear at the instantaneous level with
both the mean and the variance vanishing at comparable speeds. Pure jump processes on
the contrary maintain an instantaneous risk exposure that one may assess via an estimate of
the Lévy measure.

The purpose of the statistical estimation is to get a good grasp, at least, or at a minimum,
of the unconditional return density. The focus on the binned data is precise in this regard.
There are many other aspects of the statistical process that are not being evaluated in such a
procedure. The nature of conditioning in describing forward returns, for example, is a point
of omission. Other matters include autocorrelation in squared returns or stochastic volatility,
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the form of long-range dependence, and the structure of joint densities or correlation across
assets. Since our aim is to compare short horizon probability elements, statistical and risk
neutral, we do this here at an unconditional univariate level.

We do, however, wish to assess the quality of this unconditional characterization. There
are a number of metrics one may employ in this regard. The p—value of a chi-squared
goodness of fit statistic is one such measure. Other alternatives include gg—plots, the
Kolmogorov—Smirnov statistic and the cross entropic or Hellinger distances between the
estimated and empirical densities. These magnitudes are instructive in the context of alter-
natives for comparative or benchmarking purposes. For these reasons, we include the
well-understood case of the Gaussian distribution and the parametric special case of the VG
model. Given that these alternatives are special cases within the CGMY class, we present
estimated chi-squared statistics and probability levels for the binned data.

3.3.2 Risk neutral estimation

Risk neutral estimation is essentially the estimation of a pricing measure and all of the
parameters of the risk neutral process can be viewed as one-to-one with the market prices
of specific assets at a point of time. The question arises as to how the risk neutral process
should be estimated. Clearly, the input for this exercise includes prices of options (and we
focus on out-of-the-money options) of all strikes and maturities as they were traded across
a period of calendar time.

The precise estimation strategy depends on the task at hand. For example, one may hold
risk neutral parameters constant through the time period across all strikes and maturities if
one wishes to assess the adequacy of a particular martingale measure choice through time,
with respect to its ability to explain the observed prices. This is the approach taken in many
studies and we cite here Bates (1996, 2000) and Duffie et al. (2000). Alternatively, one
may recognize, as we do, that a one- or two-dimensional Markov process is inadequate as
a candidate for describing the evolution of the volatility surface and we do not wish to
evaluate the adequacy of a particularly simple (Lévy process) martingale measure choice
through time. When we go across calendar time, there are substantial movements in both
risk neutral volatilities and skewness. Furthermore, with respect to Lévy processes, we quote
the results of Konikov and Madan (2002) suggesting that such a process is even inadequate
with respect to explaining the prices of options across all maturities at a single point of time.

Given our focus on the instantaneous move structure, we consider the estimation of
risk neutral parameters using just the options of the shortest liquid maturity. We therefore
employ just options with maturities between one and two months. It is now well known
that a variety of Lévy processes are adequate to this task and we employ the CGMY model
for the purpose here. Forcing constancy of these parameters across calendar time is likely
to lead to a loss of quality in describing the risk neutral measure on each day and therefore
bias the comparison of the short maturity risk neutral and statistical probability elements
we wish to make. We therefore follow the method employed in, for example, Bakshi ef al.
(1997) and conduct separate estimates for each day. For other nonparametric approaches,
the reader is referred to Ait-Sahalia and Lo (1998).

With respect to the specific procedure, we estimate parameters by minimizing the root
mean square error between the observed prices and the model prices. For computing the
model prices we employ the Fourier inversion methods introduced by Carr and Madan
(1998). Specifically, we note that the Fourier transform y (1) in log strike of modified call
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option prices e**c(k), where k is the logarithm of the strike and « > 0, is defined by
o0
y ) = / e**c(k)dk.
—o0

Carr and Madan (1998) show that y is analytic in the characteristic function of log prices
introduced in equation (3.3) as ¢in(s,)(#). Explicitly we have that

e s, — (o + i)
o2 4+a—u?+iQa+ Du

Ty u) =
The option prices then follow on Fourier inversion and

c(k) = %;ak)/ e "y (w)du.

3.3.3 Gap risk expectation and price

After we have estimated the statistical and risk neutral parameters in the CGMY class of
processes, we then evaluate and present a comparison of the expected payout and market
price of claims that pay a dollar for all down and up moves over a prespecified limit. This
allows us to evaluate the arrival rate of market gaps as judged by the statistical Lévy process
and simultaneously evaluate the up front price of claim that promises such payouts for a
one-year term.

The details for this calculation require us to evaluate the integral of the one-sided Lévy
measure for moves of size a with overall arrival rate ¢, exponential decay at rate 8 and
stable process coefficient y, which we denote as w(a, ¢, 8, y). Specifically, we have

o0 e*ﬂx
u)(a,c,ﬂ, )/):'/a Cxl—+ydx (34)
@ Ve | @p) Ve
=cB’| rp v y(I=v)
yEl:)):g (1 — gammainc (Ba,2 — y))

where I'(x) is the gamma function and gammainc is the incomplete gamma function

1 X
gammainc(x, v) = f g" e 8dyg.
') Jo

3.4 ESTIMATION RESULTS

We selected the index markets of the USA, UK, Germany, Spain and Japan for a detailed
analysis of the statistical and risk neutral densities and a comparison of the associated Lévy
measures. The risk neutral estimations were conducted for data on option prices on these
indexes for twelve days in the year 2002, taking a mid-month day for each of the twelve
months. The specific days were January 9, February 13, March 13, April 10, May 8, June
12, July 10, August 10, September 11, October 9, November 13 and December 11. For the
statistical estimation, we employed time series of daily continuously compounded returns
from January 1 1998 to December 31 2002.
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Table 3.1 Statistical estimation results

Parameter SPX DAX FTSE IBEX NIKKEI
Volatility 0.1679 0.2569 0.1718 0.2222 0.2445
o 0.1662 0.2545 0.1691 0.2202 0.2424
v 0.0034 0.0031 0.0024 0.0022 0.0024
0 —0.0447 —0.4548 —0.0765 —0.3502 0.0610
c 13.02 23.04 0.2927 2.79 5.11

G 94.64 65.24 51.99 63.08 68.57
M 100.2 78.10 56.37 75.60 66.16

Y 0.5348 0.4925 1.21 0.8963 0.7982
chisq Gauss 463.5 213.9 211.9 132.7 168.1
chisq VG 47.9 494 65.3 35.7 46.2
chisqg CGMY 42.0 49.8 48.8 322 47.3
pval Gauss 0.0 0.0 0.0 0.0 0.0
pval VG 8.82% 41.7% 0.2% 81% 54.7%
pval CGMY 22.6% 40.3% 7.5% 90.6% 50.2%

3.4.1 Statistical estimation results

The statistical estimation was conducted for the whole period on demeaned data and we
report estimates of the volatility, the parameters of the VG process as they appear in Carr
et al. (1998), and the parameters of the CGMY model. The former two are included for
comparative purposes. We also report chisquare goodness of fit statistics and associated
probability values for the three models. These results are all presented in Table 3.1.

We observe that both the VG and CGMY Lévy processes constitute a substantial improve-
ment over the Gaussian model, with the CGMY making a further improvement for the SPX,
FTSE and the IBEX. There are also strong statistical skews in the data for DAX and IBEX,
as is evidenced by large values for 6 in the VG estimates and for the departure for G from
M in the CGMY estimates. Except for the FTSE, all of the processes are estimated as being
of finite variation.

3.4.2 Risk neutral estimation results

The risk neutral estimations were conducted for each of the twelve days for options on
each of the five indexes. This gives us 60 sets of risk neutral parameter estimates. We first
present the average percentage error (APE), defined as the ratio of the average absolute
error relative to the average option price, and the number of option prices (NOP) used in
the fit for each of the five indexes for the twelve months. Except for three days on the FTSE
and one day on the NIKKEI the model successfully fits the option prices (Table 3.2).

We averaged the risk neutral parameter estimates over the twelve days and the results are
reported in Table 3.3.

3.4.3 Results on gap risk expectation and price

The gap risk of markets pertains to sudden large moves and we evaluate here the statistical
expectation and market price of such tail events. For moves of sizes ranging from one
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Table 3.2 Risk neutral fit summaries®

Month SPX DAX FTSE IBEX NIKKEI
APE  NOP APE NOP APE NOP APE NOP APE NOP

January 0.0069 18 0.0153 29 0.0207 29 0.0098 64 0.0077
February 0.0102 20 0.0097 33 0.0249 25 0.0076 49 0.0229
March 0.0122 20 0.0095 29 0.0105 24 0.0064 47 0.0248 1
April 0.0109 17 0.0132 28 0.0311 32 0.0111 43 0.0160
May 0.0111 24 0.0086 32 0.0072 30  0.0107 54 0.0297
June 0.0104 19 0.0094 28 0.0155 31 0.0081 51 0.0086
July 0.0095 17 0.0054 33 NA 35 0.0107 66 0.0229

August 0.0083 42 0.0109 43 0.0102 52 0.0083 71 0.0067
September  0.0069 21 0.0076 28 NA 41 0.0097 54 0.0111
October 0.0060 23 0.0059 28 0.0082 48 0.0076 70  0.0190
November  0.0069 29 0.0091 31 NA 37 0.0080 66 0.0107
December  0.0068 17 0.0069 24 0.0079 34 NA 27 0.0283

EEE N o NN N el e N ie SR e lie cio)

4NA, not available.

Table 3.3 Risk neutral parameter estimates

Market C G M Y

SPX 0.8689 6.9420 31.1907 0.8801
DAX 1.2594 5.7464 27.9887 0.9914
FTSE 0.2902 5.1308 41.7202 1.1902
IBEX 0.8757 8.2975 40.9873 0.9625
NIKKEI 3.6502 10.2038 28.5528 0.9228

percent to 5% in steps of one percent, in both directions up and down, we determine the
statistical expectation of such a move and its market price. The former is determined by
integrating the statistical Lévy density over the appropriate region, while the latter integrates
the risk neutral Lévy density. The parameters for these on all of the equity indexes studied
here have been reported in the last two subsections. The closed form formula for the price or
the expectation of the tail event is proportional to the value given by equation (3.4), with the
factor of proportionality being the time step. Table 3.4 reports these proportionality factors
for these expectations and market prices.

We observe from Table 3.4 that price is at a premium relative to probability for moves in
either direction. The premium increases with the size of the move, and is substantially higher
for negative moves as opposed to positive ones. This pattern in maintained in all markets.
For smaller moves like one percent, the up side security is an investment as opposed to an
insurance contract for the SPX and IBEX. Otherwise, all of the moves represent insurance
contracts displaying negative rates of return.

We also present in Figure 3.1 a graph of the rates of return on the digital claims paying
a dollar contingent on returns at a given level for each of the five world indexes studied
here. The region of insurance is clearly seen to be in the tail, with higher premiums for the
left tail or the down side moves.
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Table 3.4 Expectations and Prices of tail events

Size Expectation/ SPX DAX FTSE IBEX NIKKEI
price
1% Up expectation 26.77 56.64 20.85 38.69 54.86
Up price 24.47 59.34 24.09 28.70 128.75
Down expectation 29.22 70.63 22.38 47.39 52.73
Down price 42.94 97.70 50.00 57.16 194.15
2% Up expectation 4.42 12.30 3.86 6.87 11.52
Up price 7.59 18.04 543 7.47 40.43
Down expectation 5.13 17.81 4.38 9.75 10.76
Down price 19.36 42.64 19.35 23.94 80.46
3% Up expectation 0.98 3.51 1.09 1.75 3.37
Up price 3.24 7.72 1.83 2.75 17.58
Down expectation 1.21 5.85 1.31 2.86 3.07
Down price 11.54 24.97 10.67 13.56 44.85
4% Up expectation 0.25 1.13 0.37 0.53 1.14
Up price 1.59 3.83 0.74 1.18 8.81
Down expectation 0.32 2.16 0.47 0.98 1.02
Down price 7.73 16.60 6.82 8.73 28.36
5% Up expectation 0.07 0.39 0.14 0.17 0.42
Up price 0.84 2.07 0.33 0.56 4.78
Down expectation 0.09 0.86 0.18 0.37 0.37
Down price 5.54 11.86 473 6.04 19.26

These consistent negative returns are quite substantial on the down side but are lower for
the up side. This probably reflects the relative strength of those who are long the market
and seek to cover the down side tail. For the up moves, it is the relatively weaker short side
that is buying tail insurance and hence the lower absolute magnitude of negative returns on
these securities.

Option contracts may be broadly seen as offering long investors down side tail cover,
while the opposite holds for investors taking a short position. The investment is primarily
in the center of the return distribution, with both tails being covered by parties taking
opposite positions with respect to the aggregate market. These results are broadly consistent
with the earlier observations with respect to the USA market by Carr et al. (2002) and
Jackwerth (2000).

3.5 CONCLUSIONS

We compare statistical and risk neutral probability elements at a common maturity with
a view to learning the relationship between prices and likelihoods of events. There is an
inherent difficulty in making such a comparison as the two probability elements are not
available at a matching horizon. Typically, one has good data on daily returns but risk
neutral information is captured in the prices of options at, for example, a monthly horizon.
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Figure 3.1 Investment and insurance by country index: rates of return on Arrow Debreu Securities
contingent on the size of market moves

We work around this problem by considering both densities at the instantaneous level. The
pure jump perspective of this paper is important in this regard as continuous processes
collapse to delta functions at the instantaneous level, while pure jump Lévy processes
converge to their Lévy densities.

Motivated by the desire to compare Lévy densities that are capable of capturing both the
statistical return density and the prices of options, yet remain tractable for the evaluation of
expected cash flows and market prices of claims contingent on market moves, we work with
the CGMY model which includes the variance gamma, the stable and Brownian as special
cases. This model has a Lévy density that is defined completely in terms of elementary
functions and is therefore particularly well suited for the task at hand.

Statistical estimation is conducted on five world indexes, the SPX, DAX, FTSE, IBEX
and the NIKKEI. Risk neutral estimation employs option prices through 2002. A com-
parison of the Lévy measures, via an evaluation of tail event probabilities and prices,
reveals that tail prices substantially dominate probability in all markets and for moves
on either side. The down side premia of price over probability is greater for negative
moves as opposed to positive ones, and this is reflective of the insurance interests of the
long side relative to the short side. The premia also rise with the size of the move on
either side. These results support the view that tail event securities are insurance the-
oretic assets as opposed to investment assets, displaying the pattern of negative rates
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of return with prices inclusive of premia, while by contrast the center of the distribu-
tion represents the investment zone where positive rates of return reflect expected risk
compensation.

Researchers interested in pricing issues in the context of access to the statistical density
need to be aware of this two-sided feature of risk in markets. The pricing of risk has a
two-sided feature that must balance insurance premia against investment-based compensa-
tions for risk taking. Both features are simultaneously present in worldwide equity index
returns.
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Abstract

We show that several advanced equity option models incorporating stochastic volatility can
be calibrated very nicely to a realistic implied volatility surface. More specifically, we focus on
the Heston Stochastic Volatility model (with and without jumps in the stock price process),
the Barndorff-Nielsen—Shephard model and Lévy models with stochastic time. All of these
models are capable of accurately describing the marginal distribution of stock prices or
indices and hence lead to almost identical European vanilla option prices. As such, we can
hardly discriminate between the different processes on the basis of their smile-conform
pricing characteristics. We therefore are tempted to apply them to a range of exotics.
However, due to the different structure in path-behaviour between these models, we find
that the resulting exotics prices can vary significantly. We subsequently introduce moment
derivatives. These are derivatives that depend on the realized moments of (daily) log-returns.
An already traded example of these derivatives is the Variance Swap. We show how to
hedge these options and calculate their prices by Monte Carlo simulation. A comparison of
these moment derivatives premiums demonstrates an even bigger discrepancy between the
aforementioned models. This motivates a further study on how to model the fine stochastic
behaviour of assets over time.

4.1 INTRODUCTION

Since the seminal publication [5] of the Black—Scholes model in 1973, we have witnessed
a vast effort to relax a number of its restrictive assumptions. Empirical data show evidence
for non-normal distributed log-returns together with the presence of stochastic volatility.
Nowadays, a battery of models are available which capture non-normality and integrate
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stochastic volatility. We focus on the following advanced models: the Heston Stochastic
Volatility Model [14] and its generalization allowing for jumps in the stock price process
(see e.g. [1]), the Barndorff-Nielsen—Shephard model introduced in [2] and Lévy models
with stochastic time introduced by Carr ef al. [8]. This class of models are build out of a
Lévy process which is time-changed by a stochastic clock. The latter induces the desired
stochastic volatility effect.

Our paper continues along the lines of Hull and Suo [16] and Hirsa et al. [15] and
their study on the effect of model risk on the pricing of exotic options is extended in
various aspects. This current paper is organized as follows. Section 4.2 elaborates on
the technical details of the models and we state each of the closed-form characteris-
tic functions. The latter are the necessary ingredients for a calibration procedure, which
is tackled in Section 4.3. The pricing of the options in that framework is based on the
analytical formula of Carr and Madan [7]. We will show that all of the above models
can be calibrated very well to a representative set of European call options. Section 4.4
describes the simulation algorithms for the stochastic processes involved. Armed with
good calibration results and powerful simulation tools, we will price a range of exotics.
Section 4.5 presents the computational results for digital barriers, one-touch barriers, look-
backs and cliquet options under the different models. While the European vanilla option
prices hardly differ across all models considered, we obtain significant differences in the
prices of the exotics. These observations sparked our interest to push this study further
in Section 4.6 by introducing and pricing moment derivatives. We extend a hedging for-
mula as proposed by Carr and Lewis [6]. More precisely, we show how to hedge the
realized kth moment swap by a dynamic trading strategy in bonds and stocks, a static
position in vanilla options and a static position in the realized moment swaps of lower
order. This paper concludes with a formal discussion and gives some directions for further
research.

4.2 THE MODELS

We consider the risk-neutral dynamics of the different models. Let us shortly define some
concepts and introduce their notation.

Let S ={S;,0 <t < T} denote the stock price process and ¢ (u,t) the characteristic
function of the random variable log ;, i.e.

¢ (u, 1) = E[exp(iulog(S;))].

If for every integer n, ¢(u, t) is also the nth power of a characteristic function, we say
that the distribution is infinitely divisible. A Lévy process X = {X,,t > 0} is a stochastic
process which starts at zero and has independent and stationary increments such that the
distribution of the increment is an infinitely divisible distribution. A subordinator is a non-
negative non-decreasing Lévy process. A general reference on Lévy processes is Bertoin [4]:
for applications in finance see Schoutens [22].

The risk-free continuously compounded interest rate is assumed to be constant and denoted
by r. The dividend yield is also assumed to be constant and denoted by g.



Model Risk for Exotic and Moment Derivatives 69

4.2.1 The Heston stochastic volatility model
The stock price process in the Heston Stochastic Volatility model (HEST) follows the

Black—Scholes SDE in which the volatility is behaving stochastically over time:

ds
TI =(r—q)dt + o, dW;, Sy >0,
t

with the (squared) volatility following the classical Cox—Ingersoll-Ross (CIR) process:
do? = «k(n — o) dt +600,dW,, o9 >0,

where W = {W;, 1 > 0} and W = {W,,t > 0} are two correlated standard Brownian motions
such that Cov[dW,dW;] = pdt.

The characteristic function ¢ (u, t) is in this case given by (see Heston [14] or Bakshi
etal [1]):

¢ (u, t) = E[exp(iu log(S)))|So, o]
= exp(iu(log So + (r — g)1))

x exp(nd 2 ((k — pui — d)t — 21og((1 — ge™)/(1 — g))))
x exp(a0 2 (k — pOiu — d)(1 — e ) /(1 — ge=)),

where

d = ((pOui — k)% — 0% (—iu — u?))'/?, 4.1)
g = (k —pOui—d)/(k — pOui+d). “4.2)

4.2.2 The Heston stochastic volatility model with jumps

An extension of HEST introduces jumps in the asset price [1]. Jumps occur as a Pois-
son process and the percentage jump-sizes are lognormally distributed. An extension also
allowing jumps in the volatility was described in Knudsen and Nguyen-Ngoc [18]. We opt
to focus on the continuous version and the one with jumps in the stock price process only.

In the Heston Stochastic Volatility model with jumps (HESJ), the SDE of the stock price
process is extended to yield:

ds,
?‘=(r—q—xm)dt+o,dwt+1,dzv,, So >0,
t

where N = {N,,t > 0} is an independent Poisson process with intensity parameter A > 0,
ie. E[N;] = At. J; is the percentage jump size (conditional on a jump occurring) that
is assumed to be lognormally, identically and independently distributed over time, with
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unconditional mean w ;. The standard deviation of log(1 + J;) is oy:

2
log(1 4+ J;) ~ Normal (log(l +uy) — 07], a}) .

The SDE of the (squared) volatility process remains unchanged:
do,2 =x(n— crzz) dt + o, dW,, oy > 0,

where W = {W,, t > 0} and W = {W,, t > 0} are two correlated standard Brownian motions
such that Cov[dW; dW,] = pdt. Finally, J; and N are independent, as well as of W and
of W.

The characteristic function ¢ (u, ) is in this case given by:

¢ (u, 1) = E[exp(iulog(5,))|S0, 5]
= exp(iu(log Sy + (r — ¢)1))
x exp(nkf > ((k — pOui — d)t — 2log((1 — ge™") /(1 — g))))
x exp(050 (k — pOiu — d)(1 —e™) /(1 — ge™")),

x exp(— A siut + At (1 + p)" exp(o2(iu/2) i — 1)) — 1)),

where d and g are as in equations (4.1) and (4.2).

4.2.3 The Barndorff-Nielsen—Shephard model

This class of models, denoted by BN-S, were introduced in Barndorff-Nielsen and Shep-
hard [2] and have a comparable structure to HEST. The volatility is now modelled by
an Ornstein Uhlenbeck (OU) process driven by a subordinator. We use the classical and
tractable example of the Gamma-OU process. The marginal law of the volatility is Gamma-
distributed. Volatility can only jump upwards and then it will decay exponentially. A
co-movement effect between up-jumps in volatility and (down)-jumps in the stock price
is also incorporated. The price of the asset will jump downwards when an up-jump in
volatility takes place. In the absence of a jump, the asset price process moves continu-
ously and the volatility decays also continuously. Other choices for OU-processes can be
made: we mention especially the Inverse Gaussian OU process, leading also to a tractable
model.

The squared volatility now follows a SDE of the form:
do? = —ro? dr + dzy, (4.3)

where A > 0 and z = {z,, ¢t > 0} is a subordinator as introduced before.
The risk-neutral dynamics of the log-price Z, = log S; are given by:

dZ, = (r — q — Ak(—p) — 02/2) dt + o; AW, + pdzy;, Zy = log So,
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where W = {W;,t > 0} is a Brownian motion independent of z = {z,,7 > 0} and where
k(u) = log E[exp(—uz;)] is the cumulant function of z;. Note that the parameter p is
introducing a co-movement effect between the volatility and the asset price process.

As stated above, we chose the Gamma-OU process. For this process, z = {z;, ¢t > 0} is a
compound-Poisson process:

2= X (4.4)

where N = {N,,t > 0} is a Poisson process with intensity parameter a, i.e. E[N;] = at
and {x,,n =1,2,...} is an independent and identically distributed sequence, and each x,
follows an exponential law with mean 1/b. One can show that the process o2 = {atz, t > 0}
is a stationary process with a marginal law that follows a Gamma distribution with mean
a and variance a/b. This means that if one starts the process with an initial value sampled
from this Gamma distribution, at each future time point ¢, a,z is also following that Gamma
distribution. Under this law, the cumulant function reduces to:

k(u) = log E[exp(—uzy)] = —au(b +u)~".
In this case, one can write the characteristic function [3] of the log price in the form:

¢(u, 1) = E[exp(iu log S;)|So, ool
= exp (iu(log(So) + (r — q — arp(b — p)~")1))
X exp (—A_l(u2 +iu)(1 — exp(—kt))o()z/2)

X exp (a(b — )7} (b log <:—_1z]:,lo) + f2)\.t)) ,

fi = filw) = iup — 17" @?* + iu)(1 — exp(—r1))/2,
fr= @) =iup — 27 @ +iu) /2.

where

4.2.4 Lévy models with stochastic time

Another way to build in stochastic volatility effects is by making time stochastic. Periods
with high volatility can be looked at as if time runs faster than in periods with low volatility.
Applications of stochastic time change to asset pricing go back to Clark [9], who models
the asset price as a geometric Brownian motion time-changed by an independent Lévy
subordinator.

The Lévy models with stochastic time considered in this paper are built out of two
independent stochastic processes. The first process is a Lévy process. The behaviour of
the asset price will be modelled by the exponential of the Lévy process suitably time-
changed. Typical examples are the Normal distribution, leading to the Brownian motion,
the Normal Inverse Gaussian (NIG) distribution, the Variance Gamma (VG) distribution,
the (generalized) hyperbolic distribution, the Meixner distribution, the CGMY distribution
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and many others. An overview can be found in Schoutens [22]. We opt to work with the
VG and NIG processes for which simulation issues become quite standard.

The second process is a stochastic clock that builds in a stochastic volatility effect by
making time stochastic. The above mentioned (first) Lévy process will be subordinated (or
time-changed) by this stochastic clock. By definition of a subordinator, the time needs to
increase and the process modelling the rate of time change y = {y;, ¢ > 0} needs also to
be positive. The economic time elapsed in ¢ units of calendar time is then given by the
integrated process Y = {Y;, t > 0} where

t
Y, =/ ys ds.
0

Since y is a positive process, Y is an increasing process. We investigate two processes
y which can serve for the rate of time change: the CIR process (continuous) and the
Gamma-OU process (jump process).

We first discuss NIG and VG and subsequently introduce the stochastic clocks CIR and
Gamma-OU. In order to model the stock price process as a time-changed Lévy process, one
needs the link between the stochastic clock and the Lévy process. This role will be fulfilled
by the characteristic function enclosing both independent processes as described at the end
of this section.

NIG Lévy Process. A NIG process is based on the Normal Inverse Gaussian (NIG)
distribution, NIG(e, B, §), with parameters « > 0, —a < 8 < « and § > 0. Its characteristic
function is given by:

onicu; a, B,5) =exp (—3 (x/olz —(B+iu)? — a2 — ﬂz)) .

Since this is an infinitely divisible characteristic function, one can define the NIG-process
XVIG) — (xND 1 > 0}, with X{"'? = 0, as the process having stationary and indepen-
dent NIG distributed increments. So, an increment over the time interval [s, s + 7] follows a
NIG(«, B, 6t) law. A NIG-process is a pure jump process. One can relate the NIG-process
to an Inverse Gaussian time-changed Brownian motion, which is particularly useful for
simulation issues (see Section 4.4.1).

VG Lévy Process. The characteristic function of the VG(C, G, M), with parameters C >
0, G > 0and M > 0, is given by:

dvau: C.G. M) oM ‘
u; ) s = .
vern GM + (M — G)iu + u?

This distribution is infinitely divisible and one can define the VG-process X(V¢) =

{X,(VG),t > 0} as the process which starts at zero, has independent and stationary incre-
ments and where the increment XS(,LG) - X S(VG) over the time interval [s, s + ¢] follows
a VG(Ct, G, M) law. In Madan et al. [19], it was shown that the VG-process may also
be expressed as the difference of two independent Gamma processes, which is helpful for

simulation issues (see Section 4.4.2).
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CIR Stochastic Clock. Carr et al. [8] use as the rate of time change the CIR process that
solves the SDE:

dy, = k(n — y,) dt + Ay, /> dw,,

where W = {W;,t > 0} is a standard Brownian motion. The characteristic function of Y;
(given yy) is explicitly known (see Cox et al. [12]):

wcir(u, t; 1, n, A, yo) = Elexp(iuY;)|yo]
_exp(k?nt/A?) exp(2yoiu/(k + y coth(y1/2)))
"~ (cosh(yt/2) + k sinh(yt/2) /y)%n/??

where
v = vk — 222iu.
Gamma-OU Stochastic Clock. The rate of time change is now a solution of the SDE:
dy, = —Ay; dt +dzy,, (4.5)

where the process z = {z;,t > 0} is as in equation (4.4) a compound Poisson process. In
the Gamma-OU case, the characteristic function of ¥, (given yp) can be given explicitly.

or—ov(;t, A, a,b, yo) = Elexp(iuY;)|yo]

=exp [ iuyor (1 —e™) + ra blo b — iut
= exp o i —ab "B\ G ST = e '

Time-Changed Lévy Process. LetY = {Y;, 1 > 0} be the process we choose to model our
business time (remember that Y is the integrated process of y). Let us denote by ¢(u; t, yo)
the characteristic function of Y; given yq. The (risk-neutral) price process S = {S;, r > 0}
is now modelled as follows:

exp((r — g)1)

- Xy,), 4.6
O Elexp(Xy)lyo] < PX) (40)

t =

where X = {X;,t > 0} is a Lévy process. The factor exp((r — q)t)/E[exp(Xy,)|yol puts us
immediately into the risk-neutral world by a mean-correcting argument. Basically, we model
the stock price process as the ordinary exponential of a time-changed Lévy process. The
process incorporates jumps (through the Lévy process X;) and stochastic volatility (through
the time change Y;). The characteristic function ¢ (u, t) for the log of our stock price is
given by:

¢(u, 1) = Elexp(iu1og($,)1So, yol
@(—iyrx (u); t, yo)
Q(—irx (—i); 1, yo)l”

= exp(iu((r — g)t + log Sop)) 4.7)
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where

Yx(u) =log E[exp(iuX1)];

Yx(u) is called the characteristic exponent of the Lévy process,

Since we consider two Lévy processes (VG and NIG) and two stochastic clocks (CIR
and Gamma-OU), we will finally end up with four resulting models abbreviated as VG-
CIR, VG-OUT', NIG-CIR and NIG-OUT'. Because of (time)-scaling effects, one can set
yo = 1, and scale the present rate of time change to one. More precisely, we have that the
characteristic function ¢ (u, t) of equation (4.7) satisfies:

dniG-cir(u, t; . B, 8, i, 1, &, Yo) = dniG-cir(u, 15 o, B, 8yo, &, 1/y0, A/ /Yo, 1),
éniG-rou(u, t;a, B, 8, A, a, b, yo) = ¢nig-rov(u, t; a, B, 8yo, A, a, byo, 1),
dve.cir(, t; C, G, M, i, 1, &, y0) = pvi.cir(u, t; Cyo, G, M, i, 1/y0, 1//Y0, 1),

¢ve-rou(u,t;C,G, M, A, a, b, yo) = ¢pvg-rouv(u, t; Cyo, G, M, %, a, by, 1).

Actually, this time-scaling effect lies at the heart of the idea of incorporating stochastic
volatility through making time stochastic. Here, it comes down to the fact that instead of
making the volatility parameter (of the Black—Scholes model) stochastic, we are making
the parameter é in the NIG case and the parameter C in the VG case stochastic (via the
time). Note that this effect does not only influence the standard deviation (or volatility) of
the processes; the skewness and the kurtosis are also now fluctuating stochastically.

4.3 CALIBRATION

Carr and Madan [7] developed pricing methods for the classical vanilla options which can
be applied in general when the characteristic function of the risk-neutral stock price process
is known.

Let o be a positive constant such that the «th moment of the stock price exists. For all
stock price models encountered here, typically a value of o« = 0.75 will do fine. Carr and
Madan then showed that the price C(K, T) of a European call option with strike K and
time to maturity 7 is given by:

_ +o0
CK,T)= M / exp(—ivlog(K))e(v) dv, 4.8)
0
where
_exp(=rT)E[exp(i(v — (« + D1) log(S7))]
o) = a?4+a—v2+iRa+ v (4.9)
_ exp(—rT)¢p(w — (¢ + Di, T) .10)

a2+ a—v24+iQRa+ v

Using Fast Fourier Transforms, one can compute within a second the complete option
surface on an ordinary computer. We apply the above calculation method in our calibration
procedure and estimate the model parameters by minimizing the difference between market
prices and model prices in a least-squares sense.
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The data set consists of 144 plain vanilla call option prices with maturities ranging from
less than one month up to 5.16 years. These prices are based on the implied volatility surface
of the Eurostoxx 50 index, having a value of 2461.44 on October 7th, 2003. The volatilities
can be found in Table 4.1. For the sake of simplicity and to focus on the essence of the
stochastic behaviour of the asset, we set the risk-free interest rate equal to 3 percent and
the dividend yield to zero.

Table 4.1 Implied volatility surface data (Eurostoxx 50 index; October 7th, 2003)

Strike Maturity (year fraction)

0.0361 0.2000 1.1944 2.1916 4.2056 5.1639
1081.82 0.3804 0.3451 0.3150 0.3137
1212.12 0.3667 0.3350 0.3082 0.3073
1272.73 0.3603 0.3303 0.3050 0.3043
1514.24 0.3348 0.3116 0.2920 0.2921
1555.15 0.3305 0.3084 0.2899 0.2901
1870.30 0.3105 0.2973 0.2840 0.2730 0.2742
1900.00 0.3076 0.2946 0.2817 0.2714 0.2727
2000.00 0.2976 0.2858 0.2739 0.2660 0.2676

2100.00 0.3175 0.2877 0.2775 0.2672 0.2615 0.2634
2178.18 0.3030 0.2800 0.2709 0.2619 0.2580 0.2600
2200.00 0.2990 0.2778 0.2691 0.2604 0.2570 0.2591
2300.00 0.2800 0.2678 0.2608 0.2536 0.2525 0.2548
2400.00 0.2650 0.2580 0.2524 0.2468 0.2480 0.2505
2499.76 0.2472 0.2493 0.2446 0.2400 0.2435 0.2463
2500.00 0.2471 0.2493 0.2446 0.2400 0.2435 0.2463

2600.00 0.2405 0.2381 0.2358 0.2397 0.2426
2800.00 0.2251 0.2273 0.2322 0.2354
2822.73 0.2240 0.2263 0.2313 0.2346
2870.83 0.2213 0.2242 0.2295 0.2328
2900.00 0.2198 0.2230 0.2288 0.2321
3000.00 0.2148 0.2195 0.2263 0.2296
3153.64 0.2113 0.2141 0.2224 0.2258
3200.00 0.2103 0.2125 0.2212 0.2246
3360.00 0.2069 0.2065 0.2172 0.2206
3400.00 0.2060 0.2050 0.2162 0.2196
3600.00 0.1975 0.2112 0.2148
3626.79 0.1972 0.2105 0.2142
3700.00 0.1964 0.2086 0.2124
3800.00 0.1953 0.2059 0.2099
4000.00 0.1931 0.2006 0.2050
4070.00 0.1988 0.2032
4170.81 0.1961 0.2008
4714.83 0.1910 0.1957
4990.91 0.1904 0.1949
5000.00 0.1903 0.1949

5440.18 0.1938
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Figure 4.1 Calibration of the NIG-CIR model (Eurostoxx 50 index; October 7th, 2003)

Contrary to the approach described in Hirsa et al. [15], we search for a single global set
of parameters per model which we fit (and which captures smile information) across the
full range of maturities in the data set. This global parameter set can then be used to price
path-dependent derivatives (e.g. payoffs at multiple points during its lifetime or moment
derivatives; see Sections 4.6 and 4.7). This is in contrast with the parameter set resulting
from a fitting procedure at a single maturity date, which can in principle only be used to
price option payoffs occurring at that specific maturity.

The results of the global calibration are visualized in Figures 4.1 and 4.2 for the NIG-
CIR and the BN—S model, respectively. The other models give rise to completely similar
figures. Here, the circles are the market prices and the plus signs are the analytical prices
(calculated via equation (4.8) using the respective characteristic functions and obtained
parameters).

In Table 4.2, one finds the risk-neutral parameters for the different models. For compar-
ative purposes, one computes several global measures of fit. We consider the root mean
square error (rmse), the average absolute error as a percentage of the mean price (ape), the
average absolute error (aae) and the average relative percentage error (arpe):

Z (Market price — Model price)?

rmse =

- number of options
options

1 |Market price — Model price|

ape = - - E :
mean option price 4 number of options
options
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Figure 4.2 Calibration of the BN-S model (Eurostoxx 50 index; October 7th, 2003)

Table 4.2 Risk-neutral parameters for the different models

HEST
O'g = 0.0654, k = 0.6067, n = 0.0707,6 = 0.2928, p = —0.7571

HESJ

o = 0.0576, k = 0.4963, n = 0.0650, 6 = 0.2286, p = —0.9900, ;; = 0.1791,
o; =0.1346, A = 0.1382

BN-S

p = —4.6750, 1 = 0.5474, b = 18.6075, a = 0.6069, 62 = 0.0433
VG-CIR

C = 18.0968, G = 20.0276, M = 26.3971, x = 1.2145, n = 0.5501,
A=1.7913, yp = 1

VG-OUT

C = 6.1610, G = 9.6443, M = 16.0260, A = 1.6790, a = 0.3484,

b =0.7664, yo = 1

NIG-CIR

a = 16.1975, f = —3.1804, § = 1.0867, x = 1.2101, y = 0.5507,
A= 1.7864, yo = 1

NIG-OUT

o =8.8914, B = —3.1634, 5 = 0.6728, ). = 1.7478, a = 0.3442,
b=0.7628, yo = 1
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|Market price — Model price|
aae = Z

- number of options
options

1 Z |Market price — Model price|

arpe =

number of options Market price

options

In Table 4.3, an overview of these measures of fit are given.

Table 4.3 Global fit error measures for the different models

Model rmse ape aae arpe
HEST 3.0281 0.0048 2.4264 0.0174
HESJ 2.8101 0.0045 2.2469 0.0126
BN-S 3.5156 0.0056 2.8194 0.0221
VG-CIR 2.3823 0.0038 1.9337 0.0106
VG-OUTr 3.4351 0.0056 2.8238 0.0190
NIG-CIR 2.3485 0.0038 1.9194 0.0099

NIG-OUT" 3.2737 0.0054 2.7385 0.0175

44 SIMULATION

In this section, we describe in detail how the particular processes presented in Section 4.2,
can be implemented in practice in a Monte Carlo simulation pricing framework. For this,
we first discuss the numerical implementation of the four building block processes which
drive them. This will be followed by an explanation of how one assembles a time-changed
Lévy process.

4.4.1 NIG Lévy process

To simulate a NIG process, we first describe how to simulate NIG(«, 8, §) random num-
bers. The latter can be obtained by mixing Inverse Gaussian (IG) random numbers and
standard Normal numbers in the following manner. An IG(a, b) random variable X has a
characteristic function given by:

Elexp(iuX)] = exp(—av/ —2ui + b* — b).

First, simulate IG(1, §y/a? — B2) random numbers iy, for example, by using the Inverse
Gaussian generator of Michael, Schucany and Haas (see Devroye [13]). Then sample a
sequence of standard Normal random variables u;. NIG random numbers n; are then
obtained via:

ne = 828 iy + 8v/iguy.

Finally, the sample paths of a NIG(«, B, §) process X = {X,,t > 0} in the time points
t, =nAt,n=0,1,2,... can be generated by using the independent NIG(«, §, § At) ran-
dom numbers n; as follows:

X() = O, th = th*l +nk, k Z 1.
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4.4.2 VG Lévy process

Since a VG process can be viewed as the difference of two independent Gamma processes,
the simulation of a VG process becomes straightforward. A Gamma process with parame-
ters a, b > 0 is a Lévy process with Gamma(a, b) distributed increments, i.e. following a
Gamma distribution with mean a/b and variance a/b%. A VG process X(VO) = (xV9 1 >
0} with parameters C, G, M > 0 can be decomposed as X,(VG) = G;l) - G,O), where GV =
{G,(l), t > 0} is a Gamma process with parameters ¢ = C and b = M and G» = {G,(z), t>
0} is a Gamma process with parameters a = C and b = G. The generation of Gamma
numbers is quite standard. Possible generators are Johnk’s gamma generator and Berman’s
gamma generator [13].

4.4.3 CIR stochastic clock

The simulation of a CIR process y = {y;, t > 0} is straightforward. Basically, we discretize
the SDE:

dy, = k(n — y)dt + AYzl/z dW;, y0 =0,

where W, is a standard Brownian motion. Using a first-order accurate explicit differencing
scheme in time, the sample path of the CIR process y = {y;,# > 0} in the time points
t=nAt,n=0,1,2,...,is then given by:

1/2
Yio = Yty t(n — yi,_ )AL+ kyt,/_l N AT vy,

where {v,,n =1,2,...} is a series of independent standard Normally distributed random
numbers. For other more involved simulation schemes, like the Milstein scheme, resulting
in a higher-order discretization in time, we refer to Jiackel [17].

4.4.4 Gamma-OU stochastic clock

Recall that for the particular choice of an OU-Gamma process, the subordinator z = {z;, t >
0} in (equation (4.3)) is given by the compound Poisson process (equation (4.4)).

To simulate a Gamma(a, b)-OU process y = {y;,t > 0} in the time points f, = nAt,
n=0,1,2,..., we first simulate in the same time points a Poisson process N = {N;, t > 0}
with intensity parameter aA. Then (with the convention that an empty sum equals zero)

Ny,

Yo =1 =AADY,  + Y xpexp(—AAtii),
k=N, _,+1

where iy is a series of independent uniformly distributed random numbers and x; can be
obtained from your preferred uniform random number generator via x; = — log(ug)/b.

4.4.5 Path generation for time-changed Lévy process

The explanation of the building block processes above allow us next to assemble all the
parts of the time-changed Lévy process simulation puzzle. For this one can proceed through
the following five steps [22]:
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(i) simulate the rate of time change process y = {y;,0 <t < T};
(ii) calculate from (i) the time change Y = {Y; = fot ysds,0<t <T}
(iii) simulate the Lévy process X = {X,,0 <t < Yr};
(iv) calculate the time changed Lévy process Xy,, for 0 <t < T;
(v) calculate the stock price process using equation (4.6). The mean correcting factor is
calculated as:

exp((r —)1) __exp((r — @)1)
Elexp(Xr)lol — ¢(—ivx (=it 1)’

4.5 PRICING OF EXOTIC OPTIONS

As evidenced by the quality of the calibration on a set of European call options in Section 4.3,
we can hardly discriminate between the different processes on the basis of their smile-
conform pricing characteristics. We therefore put the models further to the test by applying
them to a range of more exotic options. These range from digital barriers, one-touch barrier
options, lookback options and finally cliquet options with local as well as global parameters.
These first-generation exotics with path-dependent payoffs were selected since they shed
more light on the dynamics of the stock processes. At the same time, the pricings of the cli-
quet options are highly sensitive to the forward smile characteristics induced by the models.

4.5.1 Exotic options
Let us consider contracts of duration 7, and denote the maximum and minimum process,

respectively, of a process ¥ = {Y;,,0 <t < T} as

M =sup{¥,;0<u <t)and m’ =inf(¥,;0<u<t}, 0<t<T.

4.5.1.1 Digital barriers

We first consider digital barrier options. These options remain worthless unless the stock
price hits some predefined barrier level H > Sy, in which case they pay at expiry a fixed
amount D, normalized to 1 in the current settings. Using risk-neutral valuation, assuming
no dividends and a constant interest rate r, the time t+ = 0 price is therefore given by:

digital = e T Eo[1(M5 > H)],

where the expectation is taken under the risk-neutral measure Q.

Observe that with the current definition of digital barriers their pricing reflects exactly the
chance of hitting the barrier prior to expiry. The behaviour of the stock after the barrier has
been hit does not influence the result, in contrast with the classic barrier options defined below.

4.5.1.2 One-touch barrier options
For one-touch barrier call options, we focus on the following four types:

e The down-and-out barrier call is worthless unless its minimum remains above some ‘low
barrier’ H, in which case it retains the structure of a European call with strike K. Its
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initial price is given by:
DOB = e "TEo[(St — K)T1(mj > H)]

e The down-and-in barrier is a normal European call with strike K, if its minimum went
below some ‘low barrier’ H. If this barrier was never reached during the lifetime of the
option, the option remains worthless. Its initial price is given by:

DIB = ¢ "TEo[(Sy — K) 1(m$ < H)]

e The up-and-in barrier is worthless unless its maximum crossed some ‘high barrier’ H, in
which case it obtains the structure of a European call with strike K. Its price is given by:

UIB = ¢ "TEol(Sr — K)*1(M3 > H)]

e The up-and-out barrier is worthless unless its maximum remains below some ‘high barrier’
H, in which case it retains the structure of a European call with strike K. Its price is
given by:

UOB = e "TEol(St — K)T1(M3 < H)]

4.5.1.3 Lookback options

The payoff of a lookback call option corresponds to the difference between the stock price
level at expiry St and the lowest level it has reached during its lifetime. The time ¢ = 0
price of a lookback call option is therefore given by:

LC =e"TE[ST —m3].

Clearly, of the three path-dependent options introduced so far, the lookback option depends
the most on the precise path dynamics.

4.5.1.4 Cliquet options

Finally, we also test the proposed models on the pricing of cliquet options. These still are
very popular options in the equity derivatives world which allow the investor to participate
(partially) in the performance of an underlying over a series of consecutive time periods
[#, ti+1] by ‘clicking in’ the sum of these local performances. The latter are measured
relative to the stock level §;; attained at the start of each new subperiod, and each of the local
performances is floored and/or capped to establish whatever desirable mix of positive and/or
negative payoff combination. Generally, on the final sum an additional global floor (cap)
is applied to guarantee a minimum (maximum) overall payoff. This can all be summarized
through the following payoff formula:

N

. . Sy — Sy
min <capglob, max (ﬂoorglob, Z min (caploc, max <ﬂ00rlacv fsi'*l
li-1

i=1
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Observe that the local floor and cap parameters effectively border the relevant ‘local’
price ranges by centering them around the future, and therefore unknown, spot levels ;.
The pricing will therefore depend in a non-trivial subtle manner on the forward volatil-
ity smile dynamics of the respective models, further complicated by the global parame-
ters of the contract. For an in-depth account of the related volatility issues, we refer to
Wilmott [24].

4.5.2 Exotic option prices

We price all exotic options through Monte Carlo simulation. We consistently average over
1000000 simulated paths. All options have a lifetime of three years. In order to check the
accuracy of our simulation algorithm, we simulated option prices for all European calls
available in the calibration set. All algorithms gave a very satisfactory result, with pricing
differences with respect to their analytic calibration values of less than 0.5 percent.

An important issue for the path-dependent lookback, barrier and digital barrier options
above, is the frequency at which the stock price is observed for purposes of determining
whether the barrier or its minimum level have been reached. In the numerical calculations
below, we have assumed a discrete number of observations, namely at the close of each
trading day. Moreover, we have assumed that a year consists of 250 trading days.

In Figure 4.3, we present simulation results with models for the digital barrier call option
as a function of the barrier level (ranging from 1.055p to 1.5S5p). As mentioned before,
aside from the discounting factor e~’7, the premiums can be interpreted as the chance of
hitting the barrier during the option lifetime. In Figures 4.4-4.6, we show prices for all
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Table 4.4 Exotic option prices

H/Sy NIG-OUT VG-CIR VG-OUT HEST HESJ BN-S  NIG-CIR

LC 722.34 724.80 713.49 84451 845.18  771.28 730.84
Call 509.76 511.80 509.33  510.88  510.89  509.89 512.21
DOB  0.95 300.25 293.28 31835 173.85 174.64  230.25 284.10
DOB 09 396.80 391.17 402.24  280.79  282.09 352.14 387.83
DOB  0.85 451.61 448.10 45297  359.05 360.99  423.21 446.52
DOB 0.8 481.65 479.83 481.74  414.65 416.63  461.82 479.77
DOB  0.75 497.00 496.95 496.80 452776 45433  481.85 496.78
DOB 0.7 504.31 505.24 504.05  477.37  479.12  492.62 505.38
DOB  0.65 507.53 509.10 507.21 49276 49425  498.93 509.34
DOB 0.6 508.88 510.75 508.53  501.74  502.84  503.17 511.09
DOB  0.55 509.43 511.40 509.06 50646  507.41  505.93 511.80
DOB 05 509.64 511.67 509.24 50891  509.51 507.68 512.08
DIB 0.95 209.51 218.51 19098  337.03 33625 279.61 228.10
DIB 0.9 112.95 120.62 107.08  230.09 228.80 157.72 124.37
DIB 0.85 58.14 63.69 56.35 151.83  149.90 86.65 65.68
DIB 0.8 28.11 31.96 27.59 96.24 94.26 48.04 3243
DIB 0.75 12.76 14.84 12.53 58.13 56.56 28.01 15.42
DIB 0.7 5.45 6.55 5.28 33.51 31.77 17.24 6.83
DIB 0.65 2.23 2.70 2.11 18.12 16.64 10.94 2.87
DIB 0.6 0.88 1.04 0.79 9.14 8.05 6.69 1.11
DIB 0.55 0.33 0.39 0.26 4.42 3.48 3.94 0.40
DIB 0.5 0.12 0.13 0.09 1.98 1.38 2.19 0.13
UIB 1.05 509.32 511.52 508.84  510.78  510.81  509.73 511.98
UIB 1.1 506.68 509.80 506.11  500.90 510.00 508.38 510.37
UIB 1.15 500.33 505.21 499.56  507.08 507.28  504.28 505.93
UIB 1.2 489.05 496.50 488.30  501.04 501.31  495.95 497.41
UIB 1.25 472.47 482.84 47139  490.73  490.93  482.66 483.94
UIB 1.3 450.54 463.62 449.23 47530 474.86  464.48 465.16
UIB 1.35 423.62 439.32 42232 454777 45247 44148 441.00
UIB 1.4 393.01 410.46 391.36 42896  424.09 414.98 412.16
UIB 1.45 359.77 378.05 357.80  399.24  389.56  385.50 380.04
UIB 1.5 325.25 343.46 32279 365.57 350.68  354.90 345.79
UOB  1.05 0.44 0.27 0.49 0.103 0.08 0.13 0.23
UoB 1.1 3.08 2.00 3.22 0.979 0.89 1.48 1.84
UOB 1.15 9.43 6.59 9.77 3.80 3.61 5.58 6.27
UOB 1.2 20.71 15.29 21.03 8.96 9.85 13.91 14.80
UOB  1.25 37.29 28.95 37.94 20.15 19.96 27.20 28.26
UOB 13 59.22 48.17 60.10 35.58 36.03 45.38 47.04
UOB 135 86.14 72.47 87.00 56.10 58.42 68.39 71.21
UOB 14 116.75 101.33 117.96 81.93 86.80 94.88 100.04
UOB 145 149.98 133.74 15152 111.65 12133  124.36 132.16
UOB 15 184.50 168.33 186.53  145.31 160.21 154.96 166.41
DIG 1.05 0.7995 0.8064 0.7909  0.8218 0.8189  0.8173 0.8118
DIG 1.1 0.7201 0.7334 0.7120  0.7478  0.7421  0.7360 0.7380

(continued overleaf’)
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Table 4.4 (continued)

H/Sy NIG-OUT VG-CIR VG-OUT HEST HESJ BN-S  NIG-CIR

DIG 1.15 0.6458 0.6628 0.6382  0.6762  0.6685  0.6580 0.6670
DIG 12 0.5744 0.5940 0.5678  0.6069  0.5971  0.5836 0.5977
DIG 125 0.5062 0.5273 0.5003  0.5408  0.5290  0.5138 0.5308
DIG 13 0.4418 0.4630 0.4363 04769  0.4637  0.4493 0.4668
DIG 135 0.3816 0.4021 0.3767  0.4169 04012  0.3893 0.4059
DIG 14 0.3264 0.3456 0.3217  0.3603  0.3426  0.3355 0.3490
DIG 145 0.2763 0.2940 0.2722  0.3087  0.2877  0.2870 0.2975
DIG 15 0.2321 0.2474 0.2280  0.2610  0.2374  0.2446 0.2510

Table 4.5 Lookback option prices for the different models

HEST HESJ BN-S VG-CIR VG-OUT NIG-CIR NIG-OUT"

844.51 845.19 771.28 724.80 713.49 730.84 722.34

one-touch barrier options (as a percentage of the spot). The strike K was always taken
equal to the spot Sp. For reference, we summarize in Table 4.4 all option prices for the
above discussed exotics. One can check that the barrier results agree well with the identity
DIB + DOB = vanilla call = UIB 4 UOB, suggesting that the simulation results are well
converged. Lookback prices are presented in Table 4.5. Consistently over all of the figures
the Heston prices suggest that this model (for the current calibration) results in paths dynam-
ics that are more volatile, breaching more frequently the imposed barriers. The results for
the Lévy models with stochastic time change seem to move in pairs, with the choice of
stochastic clock dominating over the details of the Lévy model upon which the stochastic
time change is applied. The first couple, VG-I and NIG-I" display very similar results,
overall showing the least volatile path dynamics, whereas the VG-CIR and NIG-CIR prices
consistently fall midway of the pack. Finally, the OU-I" results without stochastic clock
typically fall between the Heston and the VG-CIR and NIG-CIR prices.

Besides these qualitative observations, it is important to note the magnitude of the
observed differences. Lookback prices vary over about 15 percent and the one-touch barri-
ers over 200 percent, whereas for the digital barriers we found price differences of over 10
percent.

For the cliquet options, the prices are shown in Figures 4.8 and 4.9 for two different
combinations. The numerical values can be found in Tables 4.6 and 4.7. These results are
in-line with the previous observations. Variations of over 40 percent are noted.

4.6 PRICING OF MOMENT DERIVATIVES

These derivatives depend on the realized higher moments of the underlying. More precisely,
their payoff is a function of powers of the (daily) log-returns and allows to cover different
kinds of market shocks. Variance swaps were already created to cover changes in the volatil-
ity regime. Besides the latter, skewness and kurtosis also play an important role. To protect
against a wrongly estimated skewness or kurtosis, moment derivatives of higher order can
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Table 4.6 Cliquet prices: cap;,. = 0.08; flo_j, = 0.08; cap g1, = +00; flog, €10,0.20]; N = 3;
h=1t6n=23=3

Sfloglo NIG-CIR NIG-OUT VG-Our VG-CIR HESJ HEST BN-S

0.00 0.0785 0.0837 0.0835 0.0785 0.0667 0.0683 0.0696
0.01 0.0817 0.0866 0.0865 0.0817 0.0704 0.0719 0.0731
0.02 0.0850 0.0897 0.0896 0.0850 0.0743 0.0757 0.0767
0.03 0.0885 0.0930 0.0928 0.0885 0.0783 0.0796 0.0805
0.04 0.0922 0.0964 0.0963 0.0921 0.0825 0.0837 0.0845
0.05 0.0960 0.1000 0.0998 0.0960 0.0868 0.0879 0.0887
0.06 0.1000 0.1037 0.1036 0.1000 0.0913 0.0923 0.0930
0.07 0.1042 0.1076 0.1075 0.1042 0.0959 0.0969 0.0976
0.08 0.1086 0.1117 0.1116 0.1085 0.1008 0.1017 0.1024
0.09 0.1144 0.1174 0.1173 0.1144 0.1072 0.1080 0.1085
0.10 0.1203 0.1232 0.1231 0.1203 0.1137 0.1145 0.1149
0.11 0.1264 0.1292 0.1291 0.1264 0.1204 0.1211 0.1214
0.12 0.1327 0.1353 0.1352 0.1327 0.1272 0.1279 0.1280
0.13 0.1391 0.1415 0.1414 0.1391 0.1342 0.1348 0.1348
0.14 0.1456 0.1478 0.1478 0.1456 0.1412 0.1418 0.1418
0.15 0.1523 0.1543 0.1543 0.1523 0.1485 0.1489 0.1489
0.16 0.1591 0.1610 0.1610 0.1591 0.1558 0.1562 0.1561
0.17 0.1661 0.1677 0.1678 0.1661 0.1633 0.1637 0.1635
0.18 0.1732 0.1747 0.1747 0.1733 0.1709 0.1712 0.1711
0.19 0.1805 0.1817 0.1818 0.1806 0.1787 0.1789 0.1788
0.20 0.1880 0.1889 0.1890 0.1880 0.1866 0.1868 0.1867

Table 4.7  Cliquet prices: flo;,. = —0.03; cap,,, = 0.05; cap,, = +00; T =3; N =6, 1; =i/2

Sfloglo NIG-CIR NIG-OUr VG-OUr VG-CIR HESJ HEST BN-S

—0.05 0.0990 0.1092 0.1131 0.1001 0.0724 0.0762 0.0788
—0.04 0.0997 0.1098 0.1137 0.1008 0.0734 0.0771 0.0796
—0.03 0.1005 0.1104 0.1144 0.1017 0.0745 0.0781 0.0805
—0.02 0.1015 0.1112 0.1151 0.1026 0.0757 0.0762 0.0815
—0.01 0.1028 0.1124 0.1162 0.1039 0.0776 0.0811 0.0831
0.00 0.1044 0.1137 0.1175 0.1054 0.0798 0.0831 0.0849
0.01 0.1060 0.1152 0.1189 0.1071 0.0821 0.0853 0.0869
0.02 0.1079 0.1168 0.1204 0.1089 0.0847 0.0877 0.0891
0.03 0.1099 0.1185 0.1221 0.1109 0.0874 0.0904 0.0915
0.04 0.1121 0.1205 0.1240 0.1131 0.0904 0.0932 0.0942
0.05 0.1145 0.1226 0.1260 0.1154 0.0937 0.0963 0.0972
0.06 0.1171 0.1250 0.1283 0.1180 0.0971 0.0996 0.1004
0.07 0.1204 0.1280 0.1311 0.1213 0.1016 0.1039 0.1045
0.08 0.1239 0.1312 0.1342 0.1248 0.1063 0.1084 0.1088
0.09 0.1277 0.1346 0.1375 0.1286 0.1113 0.1132 0.1135
0.10 0.1317 0.1382 0.1410 0.1326 0.1165 0.1183 0.1185
0.11 0.1361 0.1421 0.1448 0.1368 0.1220 0.1237 0.1238
0.12 0.1406 0.1463 0.1488 0.1414 0.1278 0.1293 0.1294
0.13 0.1456 0.1508 0.1531 0.1462 0.1339 0.1352 0.1353
0.14 0.1508 0.1556 0.1576 0.1514 0.1403 0.1415 0.1415

0.15 0.1567 0.1611 0.1630 0.1573 0.1474 0.1484 0.1484
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be useful. Recent studies by Nualart and Schoutens [20] [21] and Corcuera et al. [10] [11]
suggest that functionals of powers of returns seem the natural choice to complete the market.
It was shown that allowing trade in the power-assets of all orders in an incomplete Lévy
market leads to a complete market. Power assets are strongly related to the realized higher
moments and they mainly coincide in a discrete time framework [11].

4.6.1 Moment swaps

Consider a finite set of discrete times {tp =0, #,...,%, = T} at which the path of the
underlying is monitored. We denote the price of the underlying at these points, i.e. S, by
S; for simplicity. Typically, the #; correspond to daily closing times and S; is the closing
price at day i. Note that then:

log(S;) —log(Si—1), i=1,...,n,
correspond to the daily log-returns. Next, we define the moment swaps. The kth-moment

swap is a contract where the parties agree to exchange at maturity:

n

n . k
MOMS® = N x (Z (log(Si) — log(Si—l))k> =N x (Z <log (SSl >> ) ’

i=1 i=1 i-1

where N is the nominal amount.
A special case of these swaps is the second moment swap, better known as the Variance
Swap. The non-centred payoff function in that case is given by:

VS =N x (Z (log(Si) — 10g(5i1))2) .

i=1

Basically, this contract swaps fixed (annualized) variance by the realized variance (second
moment) and as such provides protection against unexpected or unfavourable changes in
volatility. Higher moment swaps provide the same kind of protection. The MOMS® is
related to realized skewness and provides protection against changes in the symmetry of
the underlying distribution. MOMS™ derivatives are linked to realized kurtosis and provide
protection against the unexpected occurrences of very large jumps, or in other words, changes
in the tail behaviour of the underlying distribution.

4.6.2 Moment options

Related to the above discussed swaps, we define the associated options on the realized kth
moment. More precisely, a moment option of order k, pays out at maturity 7'

n +
(Zaog(sl-/s,-l))k — K) :

i=1

The price of these options under risk-neutral valuation is given by:

n +
MOMO® (K, T) = exp(—rT)E [(Z(log(Si/Si_l))" - K) } )

i=1
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Note that since odd moments can be negative, the strike price for these options can range
over the whole real line.

4.6.3 Hedging moment swaps

We focus on hedging the moment swaps which are written on the future price as underlying.
The price process of the future is given by F = {F, = exp((r — ¢)(T —1))S;}; we write
F; = F;;.

In line with the results obtained by Carr and Lewis [6], first consider the following
(Taylor-like) expansion of the kth power of the logarithmic function:

2
(log(x))¥ = k! <x — 1 —log(x) — W
(log(x))? (log(x))*! k1
—T ———— W-FO(()C—]) ))
Substituting x by F;/F;_; leads to
k—1 ;
AF; log(Fi/Fi-1))’
(og(F/Fr-)f =kt | 0 —log(Fy/Fion) = 3 M

j=2
+ C’)((AE/E_l)"“)) ,

where AF; = F; — F;_;.
Summing over i gives a decomposition of the MOMS® (on a future) payoff:

MOMS® = N x 3 (log(F;/ F;i-1)*

i=1

n k—1

S1D 3 Y PR L

Al
i=1 J

i—1

j=2
+ o«AE/E_l)"“))
= —Nk!(log(Fr) — log(Fy))

n k—1 n
+NKY A% _ N> 2 vomst) 1 o > (AF/Fip*!
e~ Fi, 5 J! ; S

i=1 j= i=

.11

Thus, up to (k + 1)th-order terms the sum of the kth powered log-returns decomposes into
the payouts from:

e —k! log-contracts on the future with payoff log(Fr) — log(Fp);
e a self-financing dynamic strategy (k! :_, ﬁ_—i) in futures;
e a series of moment contracts of order strictly smaller than k.
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The log-contract can be hedged by a dynamic trading strategy in combination with a
static position in bonds, European vanilla call and put options maturing at time T. More

precisely, first note that for any L > O:

1
log(F7) — log(Fo) = Z(FT — Fo) —u(Fr) + u(kop), (4.12)
for
x—L
ulx) = (T —log(x) + log(L)) .
Moreover Carr and Lewis [6] show that:
L 1 4 +o00 1 4
u(Fr) =u(Sr) = | F(K —Sr)TdK —i—/L F(ST — K)"dK. (4.13)

Since Fr — Fy = Zle AF;, substituting equation (4.13) into equations (4.12) and (4.11)
implies:

+00

L
MOMS® ~ Nk! (/ L(1r<—ST)+dK+/ L(ST —K)+dK>
o K2 . K? .

k—1

" 1 1 k! .
+N (k!Z( - —) AF; — u(Fy) —NZFMOMS(/).
i=1

F, L P

4.6.4 Pricing of moments swaps
We calculate under the different models, the risk-neutral expectation:

Eq [MOMS™®].

We consistently average over 1000000 simulated paths. All options have a lifetime of 1
year. In Table 4.8, we clearly see how the price differences are even more pronounced as

compared to the exotic option pricings discussed in Section 4.5.2.

Table 4.8 Moment swaps (N = 10 000) for the different models

BN-S VG-CIR VG-OUI' NIG-CIR  NIG-OUTI"

Order HEST

e TEg[MOMS®]  623.89 804.60  557.55 628.85 557.75 641.71
e TEg[MOMS®]  —0.0807 —31258 —21.03 —74.91 —21.69 —88.82
e TEg [MOMS™] 0.6366  322.40 7.8698 33.89 8.554 47.99
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4.6.5 Pricing of moments options

Next, we calculate the prices of moment call option, MOMO™®, paying out at maturity T':

n +
(Z(log(si/si_n)" - K) :

i=1

where the price of these call moment options is by the risk-neutral valuation:

MOMO™ (K, T) = exp(—rT)E |:Z(log(S,-/S,~1))k - K)+:| )
i=1

We plot in Figures 4.10—4.11 the price for moment options of order 2 and 3; corre-
sponding values for these options and fourth order moment option prices can be found
in Tables 4.9-4.11.

The disparity between the models is amplified. The Lévy models with stochastic time-
change seem again to move in the same pairs as in agreement with the results in
Section 4.5.2, but now only up to the third-order moment option. The BN—S model has
very pronounced second- and fourth-order moment option prices, while HEST drops (in
absolute value) to very low values for the fourth-order moment option when compared to
the other models.

4.7 CONCLUSIONS

We have looked at different models, all reflecting non-normal returns and stochastic volatil-
ity. Empirical work has generally supported the need for both ingredients.

We have demonstrated the clear ability of all proposed processes to produce a very
convincing fit to a market-conform volatility surface. At the same time, we have shown that
this calibration could be achieved in a timely manner by using a very fast computational

Table 4.9 Moment option data of order 2 (N = 10000) for the different models

K (bp) HEST BN-S VG-CIR VG-our NIG-CIR NIG-OUr
100 302.3301 491.4817 212.0101 183.3647 249.068 161.5099
200 219.1410 436.4667 152.6484 121.4477 186.381 100.5233
300 156.7058 394.0581 110.6050 83.4256 140.753 67.6916
400 109.5242 357.8177 80.4430 58.7503 106.257 47.7753
500 75.9747 326.6175 58.2142 42.1646 80.235 35.2828
600 52.4440 300.0791 42.2200 31.0541 60.917 26.9061
700 37.0312 277.1135 30.0486 23.5572 46.407 20.2450
800 25.9978 256.4670 21.2445 17.9608 36.175 15.0211
900 17.4472 238.1357 14.8481 14.1807 28.402 11.2782

1000 11.2276 221.1757 10.4386 11.1815 24.19 8.4718
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Table 4.10 Moment option data of order 3 (N = 10 000) for the different models

K HEST BN-S VG-CIR VG-oUr NIG-CIR NIG-OUT
—0.010 98.0459 79.9869 89.5862 84.6786 87.4962 82.2679
—0.009 88.2341 71.3740 79.9497 75.1442 78.1320 72.8796
—0.008 78.4223 62.8212 70.3448 65.6663 68.8121 63.5948
—0.007 68.6105 54.3490 60.8159 56.2683 59.5498 54.3998
—0.006 58.7987 46.0100 51.3447 46.9840 50.3831 45.3475
—0.005 48.9869 37.7781 41.9813 37.8554 41.3352 36.4821
—0.004 39.1751 29.6576 32.7639 28.9710 32.4824 27.8108
—0.003 29.3686 21.7306 23.7993 20.3739 23.8966 19.4166
—0.002 19.5673 14.0430 15.3273 12.3057 15.6840 11.4694
—0.001 9.8393 6.6657 7.5947 5.3112 8.1994 4.4442
0.000 0.7274 0.0997 1.9022 0.8162 2.4520 0.1462
0.001 0.0008 0 0.8012 0.2915 1.1520 0.0173
0.002 0 0 0.4866 0.1559 0.6438 0.0074
0.003 0 0 0.3267 0.0938 0.4213 0
0.004 0 0 0.2293 0.0486 0.2819 0
0.005 0 0 0.1614 0.0322 0.1998 0
0.006 0 0 0.1052 0.0224 0.1325 0
0.007 0 0 0.0648 0.0126 0.0873 0
0.008 0 0 0.0416 0.0028 0.0578 0
0.009 0 0 0.0268 0 0.0287 0
0.010 0 0 0.0170 0 0.0091 0
Table 4.11 Moment option data of order 4 (N = 10 000) for the different models
K HEST BN-S VG-CIR VG-ouUr NIG-CIR NIG-OUT
0.0001 0.0781 35.7465 1.9322 2.3416 5.2360 3.6095
0.0002 0.0259 35.4823 1.5977 2.0015 4.8754 3.3309
0.0003 0.0120 35.2471 1.3603 1.7655 4.6077 3.1274
0.0004 0.0065 35.0274 1.1821 1.5879 4.3995 2.9601
0.0005 0.0033 34.8220 1.0428 1.4542 4.2249 2.8158
0.0006 0.0011 34.6307 0.9281 1.3386 4.0755 2.6878
0.0007 0.0001 34.4525 0.8328 1.2403 3.9403 2.5750
0.0008 0 34.2810 0.7506 1.1552 3.8221 2.4746
0.0009 0 34.1127 0.6790 1.0805 3.7211 2.3819
0.0010 0 33.9479 0.6202 1.0160 3.6303 2.2979

procedure based on FFT. Note that an almost identical calibration means that at the time-
points of the maturities of the calibration data set the marginal distribution is fitted accurately
to the risk-neutral distribution implied by the market. If we have different models all leading
to such almost perfect calibrations, all models have almost the same marginal distributions.
It should, however, be clear that even if at all time-points 0 < ¢ < T marginal distributions
among different models coincide, this does not imply that exotic prices should also be
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the same. This can be seen from the following discrete-time example. Let n > 2 and X =
{Xi,i =1,...,n} be an iid sequence and let {u;,i = 1, ..., n} be an independent sequence
which randomly varies between u; = 0 and 1. We propose two discrete (be it unrealistic)
stock price models, SV and §®, with the same marginal distributions:

Si(l) =u;i X1+ —u;)X, and Sl-(z) =X;.

The first process flips randomly between two states X; and X,, both of which follow the
distribution of the iid sequence, and so do all of the marginals at the time pointsi = 1, ..., n.
The second process changes value in all time-points. The values are independent of each
other and all follow again the same distribution of the iid sequence. In both cases, all of the
marginal distributions (at every i = 1, ..., n) are the same (as the distribution underlying
the sequence X). It is clear, however, that the maximum and minimum of both processes
behave completely different. For the first process, the maximal max<; Sl.(l) = max(X, X»)
and the minimal process min;; Si(l) = min(X, X;) for i being large enough, whereas
for the second process there is much more variation possible and it clearly leads to other
distributions. In summary, it should be clear that equal marginal distributions of a process do
not at all imply equal marginal distributions of the associated minimal or maximal process.
This explains why matching European call prices do not lead necessarily to matching exotic
prices. It is the underlying fine-grain structure of the process that will have an important
impact on the path-dependent option prices.

We have illustrated this by pricing exotics by Monte Carlo simulation, showing that
price differences for one-touch barriers of over 200 percent are no exception. For lookback
call options, a price range of more than 15 percent among the models was observed. A
similar conclusion was valid for the digital barrier premiums. Even for cliquet options,
which only depend on the stock realizations over a limited amount of time-points, prices
vary substantially among the models. Moment derivatives amplify pricing disparity. At the
same time, the presented details of the Monte Carlo implementation should allow the reader
to embark on his/her own pricing experiments.

The conclusion is that great care should be taken when employing attractive ‘fancy-dancy’
models to price (or even more important, to evaluate hedge parameters for) exotics. As far
as we know, no detailed study about the underlying path structure of assets has been carried
out yet. Our study motivates such a deeper investigation.
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Symmetries and Pricing of Exotic

Options in Lévy Models
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Abstract

Standard models fail to reproduce observed prices of vanilla options because implied
volatilities exhibit a term structure of smiles. We consider time-inhomogeneous Lévy
processes to overcome these limitations. Then the scope of this paper is two-fold. On the
one hand, we apply measure changes in the spirit of Geman et al., to simplify the valuation
problem for various options. On the other hand, we discuss a method for the valuation of
European options and survey valuation methods for exotic options in Lévy models.

5.1 INTRODUCTION

The efforts to calibrate standard Gaussian models to the empirically observed volatility
surfaces very often do not produce satisfactory results. This phenomenon is not restricted to
data from equity markets, but it is observed in interest rate and foreign exchange markets as
well. There are two basic aspects to which the classical models cannot respond appropriately:
the underlying distribution is not flexible enough to capture the implied volatilities either
across different strikes or across different maturities. The first phenomenon is the so-called
volatility smile and the second one the term structure of smiles; together they lead to the
volatility surface, a typical example of which can be seen in Figure 5.1. One way to improve
the calibration results is to use stochastic volatility models; let us just mention Heston (1993)
for a very popular model, among the various stochastic volatility approaches.

A fundamentally different approach is to replace the driving process. Lévy processes
offer a large variety of distributions that are capable of fitting the return distributions in
the real world and the volatility smiles in the risk-neutral world. Nevertheless, they cannot
capture the term structure of smiles adequately. In order to take care of the change of the
smile across maturities, one has to go a step further and consider time-inhomogeneous Lévy
processes — also called additive processes — as the driving processes. For term structure
models this approach was introduced in Eberlein ef al. (2004) and further investigated
in Eberlein and Kluge (2004), where cap and swaption volatilities were calibrated quite
successfully. As far as plain vanilla options are concerned, a number of explicit pricing
formulas is available for Lévy-driven models, one of which is also discussed in this article.
The situation is much more difficult in the case of exotic options. The aim of this paper is
to derive symmetries and to survey valuation methods for exotic options in Lévy models.
By symmetries, we mean a relationship between pricing formulae for options of different

Exotic Option Pricing and Advanced Lévy Models. Edited by A. E. Kyprianou, W. Schoutens and P. Wilmott
Copyright © 2005 John Wiley & Sons, Ltd.
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14 -
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Delta (%) or strike 80 9971 2 3 Maturity

Figure 5.1 Implied volatilities of vanilla options on the Euro/Dollar rate: spot, 0.93; date, 5 Novem-
ber 2001. Data available at http://www.Mathfinance.de/FF/sampleinputdata.txt

type. Such a relation is of particular interest if it succeeds to derive the value of a complex
payoff from that of a simpler one. A typical example is Theorem 5.1 (see below), where
a floating strike Asian or lookback option can be priced via the formula for a fixed strike
Asian or lookback option. Moreover, some symmetries are derived in situations where a
put-call parity is not available.

The discussion here is rather general as far as the class of time-inhomogeneous Lévy
processes is concerned. For implementation of these models, a very convenient class are the
processes generated by the Generalized Hyperbolic distributions (cf. Eberlein and Prause
(2002)).

The paper is organized as follows: in the next section, we present time-inhomogeneous
Lévy processes, the asset price model and some useful results. In Section 5.3, we describe
a method for exploring symmetries in option pricing. The next section contains symmetries
and valuation methods for vanilla options while exotic options are tackled in the following
section. Finally, in Section 5.6 we present symmetries for options depending on two assets.

5.2  MODEL AND ASSUMPTIONS

Let (2, F, F, P) be a complete stochastic basis in the sense of Jacod and Shiryaev (2003,
1.1.3). Let T € R, be a fixed time horizon and assume that 7 = 7. We shall consider
T € [0, T]. The class of uniformly integrable martingales is denoted by M; for further
notation, we refer the reader to Jacod and Shiryaev (2003). Let D = {x € R : |x| > 1}.
Following Eberlein etal. (2004), we wuse as driving process L a time-
inhomogeneous Lévy process, more precisely, L = (L!,..., L% is a process with
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independent increments and absolutely continuous characteristics, in the sequel abbreviated
PITAC. The law of L, is described by the characteristic function

t
E[ei<u,Lt>] — exp/ I:l(bl, b5> — l(u, CSM>
0 2

[ E =1 =i (o] ds, (5.2.1)
R4

where b, € R, ¢, is a symmetric non-negative definite d x d matrix and A, is a Lévy
measure on R, i.e. it satisfies A,({0}) = 0 and [pa (1 A [x]*)A,(dx) < oo for all t € [0, T].
The Euclidean scalar product on R? is denoted by (-, -), the corresponding norm by | - |
while || - || denotes a norm on the set of d x d matrices. The transpose of a matrix or vector
v is denoted by v’ and 1 denotes the unit vector, i.e. 1= a, ..., )T, The process L
has cadlag paths and F = (F;),o 7, is the filtration generated by L; moreover, L satisfies
Assumptions (AC) and (EM) given below.

Assumption (AC). Assume that the triplets (b;, ¢, A;) satisfy

T
/ [|bt| + llel +/ (I |x|2)kt(dx)] dr < oo.
0 R4

Assumption (EM). Assume there exists a constant M > 1, such that the Lévy measures A,
satisfy

T
/ / exp(u, x)A,(dx)dr < oo, Yu e [-M, M)“.
o Jp

Under these assumptions, L is a special semimartingale and its triplet of semimartingale
characteristics (cf. Jacod and Shiryaev (2003, I1.2.6)) is given by

t t t
B; =/ byds, C; =/ ceds, v([0,f] x A) =/ / A (dx)ds, 5.2.2)
0 0 0 Ja

where A € B(R?). The triplet of semimartingale characteristics (B, C, v) completely char-
acterizes the distribution of L. Additionally, L is exponentially special (cf. Kallsen and
Shiryaev (2002) pp. 2.12-2.13).

We model the asset price process as an exponential PIIAC

S, = Soexp L, (5.2.3)

with (8%, ..., 8%) = (SéeLl, o, SgeLd), where the superscript i refers to the i-th coordi-
nate, i < d. We assume that PP is a risk neutral measure, i.e. the asset prices have mean rate
of return /ﬁ £y — 8 and the auxiliary processes TS‘;’ = Sf , once discounted at the rate r,
are P-martingales. Here, r is the risk-free rate and 8" is the dividend yield of the i-th asset.
Notice that finiteness of EE[S7] is ensured by Assumption (EM).
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The driving process L has the canonical decomposition (cf. Jacod and Shiryaev (2003),
11.2.38 and Eberlein ef al. (2004))

t t t
L, :/ bjds—i-/ c},/deerf f x(ut —v)(ds, dx) (5.2.4)
0 0 0 JRd

172 . . .
where, c,/ is a measurable version of the square root of ¢;, W a PP-standard Brownian

motion on RY, ! the random measure of jumps of the process L and v(d¢, dx) = A,(dx)ds
is the P-compensator of the jump measure - .

Because S is modelled under a risk neutral measure, the drift characteristic B is com-
pletely determined by the other two characteristics (C, v) and the rate of return of the asset.
Therefore, the i-th component of B, has the form

B! =/ (r—8i)ds—l/ (csl)"ds—/ f e —1—xHv(ds, dr). (5.2.5)
0 2 Jo o Jrd

In a foreign exchange context, 8’ can be viewed as the foreign interest rate.

In general, markets modelled by exponential time-inhomogeneous Lévy processes are
incomplete and there exists a large class of risk neutral (equivalent martingale) measures.
An exception occurs in interest rate models driven by Lévy processes, where — in certain
cases — there is a unique martingale measure; we refer to Theorem 6.4 in Eberlein et al.
(2004). Eberlein and Jacod (1997) provide a characterization of the class of equivalent
martingale measures for exponential Lévy models in the time-homogeneous case; this was
later extended to general semimartingales in Gushchin and Mordecki (2002).

In this article, we do not dive into the theory of choosing a martingale measure; we
rather assume that the choice has already taken place. We refer to Eberlein and Keller
(1995), Kallsen and Shiryaev (2002) for the Esscher transform, Frittelli (2000), Fujiwara
and Miyahara (2003) for the minimal entropy martingale measure and Bellini and Frittelli
(2002) for minimax martingale measures, to mention just a small part of the literature on this
subject. A unifying exposition — in terms of f-divergences — of the different methods for
selecting an equivalent martingale measure can be found in Goll and Riischendorf (2001).

Alternatively, one can consider the choice of the martingale measure as the result of a
calibration to the smile of the vanilla options market. Hakala and Wystup (2002) describe
the calibration procedure in detail; we refer to Cont and Tankov (2004) for a numerically
stable calibration method for Lévy driven models.

Remark 2.1. In the above setting, we can easily incorporate dynamic interest rates and
dividend yields (or foreign and domestic rates). Let D, denote the domestic and F; the
foreign savings account, respectively; then, they can have the form

t t
D, =exp / reds and F, =exp / Syds
0 0

and equation (5.2.5) has a similar form, taking r,; and §; into account.

Remark 2.2. The PIIAC L is an additive process, i.e. a process with independent incre-
ments, which is stochastically continuous and satisfies Lo = 0 a.s. (Sato (1999) Defini-
tion 1.6).
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Remark 2.3. If the triplet (b, ¢;, A;) is not time-dependent, then the PIIAC L becomes
a (homogeneous) Lévy process, i.e. a process with independent and stationary increments
(PIIS). In that case, the distribution of L is described by the Lévy triplet (b, c, A), where A
is the Lévy measure and the compensator of 11’ becomes a product measure of the form
v =1 ®A, where A denotes the Lebesgue measure. In that case, equation (5.2.1) takes
the form E[exp(i(u, L;))] = exp[? - ¥ (u)] where

V) =ilu,b) — %w, cu) + Rd(eiw’x) — 1 —i{u, x))A(dx) (5.2.6)

which is called the characteristic exponent of L.

Lemma 2.4. Forfixedt € [0, T), the distribution of L, is infinitely divisible with Lévy triplet
b, ', \), given by

t t t
b ;:/ b, ds, d ::/ cs ds, A/ (dx) ::/ As(dx) ds. (5.2.7)
0 0 0

(The integrals should be understood componentwise.)
Proof. We refer to the proof of Lemma 1 in Eberlein and Kluge (2004).

Remark 2.5. The PIIACs L', ..., L% are independent, if and only if, the matrices C, are
diagonal and the Lévy measures A, are supported by the union of the coordinate axes;
this follows directly from Exercise 12.10 in Sato (1999) or 1.5.2 in Bertoin (1996) and
Lemma 2.4. Describing the dependence is a more difficult task; we refer to Miiller and
Stoyan (2002) for a comprehensive exposition of various dependence concepts and their
applications. We also refer to Kallsen and Tankov (2004), where a Lévy copula is used to
describe the dependence of the components of multidimensional Lévy processes.

Remark 2.6. Assumption (EM) is sufficient for all our considerations, but is in general
too strong. In the sequel, we will replace (EM), on occasion, by the minimal necessary
assumptions. From a practical point of view though, it is not too restrictive to assume (EM),
since all examples of Lévy models we are interested in, e.g. the Generalized Hyperbolic
model (cf. Eberlein and Prause (2002)), the CGMY model (cf. Carr et al. (2002)) or the
Meixner model (cf. Schoutens (2002)), possess moments of all order.

We can relate the finiteness of the g-moment of L, for a PIIAC L and a submultiplicative
function g, with an integrability property of its compensator measure v. For the notions of
the g-moment and submultiplicative function, we refer to Definitions 25.1 and 25.2 in Sato
(1999).

Lemma 2.7. (g-Moment). Let g be a submultiplicative, locally bounded, measurable function
on RY. Then the following statements are equivalent

(1) fOTfD g(x)v(dt, dx) < o0
(2) E[g(Ly)] < 0.
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Proof. The result follows from Theorem 25.3 in Sato (1999) combined with Lemma 6 in
Eberlein and Kluge (2004).

Now, since g(x) = exp(u, x) is a submultiplicative function, we immediately get the
following equivalence concerning Assumption (EM).

Corollary 2.8. Let M > 1 be a constant. Then the following statements are equivalent

(1) fOTfD exp(u, x)v(dz, dx) < oo, Yu € [-M, M]¢
(2) E[exp(u, L7)] < oo, Yu e [-M, M]°.

We can describe the characteristic triplet of the dual of a one-dimensional PIIAC in
terms of the characteristic triplet of the original process. First, we introduce some necessary
notation and the next lemma provides the result.

Notation. We denote by —A; the Lévy measure defined by
—A(la, D) := 1 ([—b, —a))

for a,b e R, a < b, t € R;. Thus, —A, is a non-negative measure and the mirror image
of the original measure with respect to the vertical axis. For a compensator of the form
v(dt, dx) = A, (dx)dr, we denote by —v the (non-negative) measure, defined as

—v(dt, dx) 1= —, (dx)dt.

Whenever we use the symbol “—” in front of a Lévy measure or a compensator, we will
refer to measures defined as above.

Lemma 2.9 (dual characteristics). Let L be a PIIAC, as described above, with characteristic
triplet (B, C,v). Then L* := —L is again a PIIAC with characteristic triplet (B*, C*, v*),
where B* = —B, C* = C and v* = —v.

Proof. From the Lévy-Khintchine representation we have that

or, ) = E[e""] = exp/ot [119 u— —u + / €™ — 1 — iux)hy (dx)]
We get immediately

¢, () = @r,(—u)

— exp / [ibs(—u) _ Oy (ei(_“)" 11— i(—u)x),\s(dx)]ds
A 2

:exp/ [i( by)u — —u +/(e”‘( D 1 = iu(—x))h (dx)]ds
0

Then b} = —b;, c; = ¢;, and A} = —A, clearly satisty Assumption (AC). Hence, we can con-
clude that L* is also a PIIAC and has characteristics B} = [; b*ds = —B,, C} = [ cids =
C; and v*(dt, dx) = Ay (dx)dr = —v(dt, dx).
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5.3 GENERAL DESCRIPTION OF THE METHOD

In this section, we give a brief and general description of the method we shall use to explore
symmetries in option pricing. The method is based on the choice of a suitable numéraire
and a subsequent change of the underlying probability measure; we refer to Geman et al.
(1995) who pioneered this method.

The discounted asset price process, corrected for dividends, serves as the numéraire for
a number of cases, in case the option payoff is homogeneous of degree one. Using the
numéraire, evaluated at the time of maturity, as the Radon—Nikodym derivative, we form
a new measure. Under this new measure, the numéraire asset is riskless while all other
assets, including the savings account, are now risky. In case the payoff is homogeneous of
higher degree, say o > 1, we have to modify the asset price process so that it serves as
the numéraire. As a result, the asset dynamics under the new measure will depend on «
as well.

We consider three cases for the driving process L and the asset price process(es):

(P1): L = L' is a (1-d) PIIAC, L? =k is constant and S' = Sjexp L!, S* = expL? = K;
(P2): L =L"is a (1-d) PIIAC, S' = Sjexp L' and S* = h(S") is a functional of S';
(P3): L = (L', L?) is a 2-dimensional PIIAC and S = Sé expL,i=1,2.
Consider a payoff function

fiRy xR, — R, (5.3.1)

which is homogeneous of degree o > 1, that is, for «, x, y € ]R*+

Jlex,ky) =« fx,y);

for simplicity we assume that « = 1 and later — in the case of power options — we will treat
the case of a more general «.

According to the general arbitrage pricing theory (Delbaen and Schachermayer (1994,
1998)), the value V of an option on assets S', S? with payoff f is equal to its discounted
expected payoff under an equivalent martingale measure. Throughout this paper, we will
assume that options start at time 0 and mature at T; therefore we have

V=e¢"TE[f (S}, 57)]. (53.2)

We choose asset S' as the numéraire and express the value of the option in terms of this
numéraire, which yields

—rTsl SZ
e TR =L p(1,20) |, (5.3.3)
e 7S] Sy
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Define a new measure P via the Radon—Nikodym derivative

P TSk
dP ~ ')

= nr. (5.3.4)

After the change of measure, the valuation problem, under the measure l~°, becomes

V=c?TH [f (1, S;J)] (5.3.5)
where we define the process S!2 := g—?

The measures P and P are related via the density process 1, = E[nr|F;]; therefore P e P
and we can apply Girsanov’s theorem for semimartingales (cf. Jacod and Shiryaev (2003,
I11.3.24)); this will allow us to determine the dynamics of S 1.2 under P.

After some calculations, which depend on the particular choice of L% or S%, we can
transform the original valuation problem into a simpler one.

5.4 VANILLA OPTIONS

These results are motivated by Carr (1994), where a symmetry relationship between Euro-
pean call and put options in the Black and Scholes (1973) and Merton (1973) model was
derived. This result was later extended by Carr and Chesney (1996) to American options for
the Black—Scholes case and for general diffusion models; see also McDonald and Schroder
(1998) and Detemple (2001).

This relationship has an intuitive interpretation in foreign exchange markets (cf. Wystup
(2002)). Consider the Euro/Dollar market; then a call option on the Euro/Dollar exchange rate
S, with payoff (S; — K)™ has time-f value V,(S;, K; 4, r.) indollars and V,(S;, K; r4, r.)/S;
in euros. This euro-call option can also be viewed as a dollar-put option on the Dollar/Euro
rate with payoff KK = S;I)Jr and time-f value KVP(K’I, S;l; e, Fg) in euros. Since the
processes S and S—! have the same (Black—Scholes) volatility, by the absence of arbitrage
opportunities, their prices must be equal.

54.1 Symmetry

For vanilla options, the setting is that of (P1): L! = L is the driving R-valued PIIAC with
triplet (B, C, v), St = exp L' =S and L? =k, such that S? = ek = K, the strike price of
the option.

In accordance with the standard notation, we will use 052 instead of c;, which corresponds
to the volatility in the Black—Scholes model. Therefore, the characteristic C in equation
(5.2.2) has the form C, = [; o2ds.

We will prove a more general version of Carr’s symmetry, namely a symmetry relating
power options; the payoff of the power call and put option, respectively, is

[(Sr — K)F]" and [(k = sp)t]"

where o € N (more generally o € R). We introduce the following notation for the value of
a power call option with strike K and power index o

Ve(So, K, a;1,8,C,v) =e "TE[(Sr — K)]*
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where the asset is modelled as an exponential PITAC according to equations (5.2.3)—(5.2.5)
and x* = max{x, 0}. Similarly, for a power put option we set

V,(So, K 37,8, C,v) =e"TE[(K — Sp)*]".

Of course, for « = 1 we recover the European plain vanilla option and the power index o
will be omitted from the notation.

Assumption (EM) can be replaced by the following weaker assumption, which is the
minimal condition necessary for the symmetry results to hold. Let D, = DN R, and D_ =
DNR_.

Assumption (M). The Lévy measures A, of the distribution of L, satisfy

T T
/ / [x|A: (dx)dr < o0 and / / xe“ A (dx)dr < oo.
o Jp_ o Jp,

Theorem 4.1. Assume that (M) is in force and the asset price evolves as an exponential
PIIAC according to equations (5.2.3)—(5.2.5). We can relate the power call and put option
via the following symmetry:

Ve(So, K, a; 1,8, C,v) = K¥S§Cre®°1V, (S, K, a; 8,7, C, — fv) (5.4.1)

where the constants C and C* are given by equations (5.4.3) and (5.4.10), respectively (see
below), X = K1 % and f(x) =e**.

Proof. First, we note that [e®™S,]* = S¢ exp(a(8 — r)t + «L,) is not a P-martingale; we
denote by L* the martingale part of the exponent; hence

t t
LY = / aoydW, +/ / ax(ut —v)(ds, dx).
0 o Jr

Since L is exponentially special, with Theorem 2.18 in Kallsen and Shiryaev (2002) we
have that its exponential compensator, denoted C L%, has the form

1 t t
CLY = _/ a’olds +f /(e‘“ — 1 —ax)v(ds, dx)
2 Jo 0 Jr

and exp(L¥ — CL*) € M.
The price of the power call option expressed in units of the numéraire yields

- VC efrT o
VC = S—g = Sg E[(ST - K)+]

—rT qa o
_ | & STK —1_ o—1y+]"
=e E[w[(ff —ST)H
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T
_ e”K"’EI:eXp ((5 -nT + a/ bgds + CL"T‘)
0
x exp (L§ — CL%) [(Kfl - ST1)+]O‘]
- e—BTKaeTE[eXp (L5 —cLg) [k - s;b*ﬂ (54.2)

where, by using equations (5.2.5) and (5.2.2), we have that

logCr = (@ —r)T +aBr +CLY

_ T
=@ -p7+ 202D “/ o2ds
0

T
—+—f /(e"‘x —ae” +a — 1)v(ds, dx). (5.4.3)
o Jr

Define a new measure P via its Radon—Nikodym derivative

dpP
ap = P (L§ —CLY) =nr (5.4.4)

and the valuation problem (equation (5.4.2)) becomes
Ve =eTK“CrE[(K — Sp)*]" (5.4.5)

where K = K~! and S, := St:l.
Since the measures P and P are related via the density process (1;), which is a positive

martingale with 9 = 1, we immediately deduce that P % P and we can apply Girsanov’s
theorem for semimartingales (cf. Jacod and Shiryaev (2003) II1.3.24). The density process
can be represented in the usual form

dP . .
n = E[@‘}}} = exp (Lz - CLI)

t t
=exp |:/ ao,dW; +/ / ax(ut —v)(ds, dx)
0 0 JR

t
- 1/ a’olds —/I/(ew‘ -1 —ocx)v(ds,dx)i|. (5.4.6)
2 Jo ‘ 0o Jr

Consequently, we can identify the tuple (8, ¥) of predictable processes
B(t)=a and Y(t, x) =exp(ax)

which characterizes the change of measure.

From Girsanov’s theorem, combined with Theorem II.4.15 in Jacod and Shiryaev (2003),
we deduce that a PIIAC remains a PIIAC under the measure ]13, because the processes B
and Y are deterministic and the resulting characteristics under P satisfy Assumption (AC).
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As a consequence of Girsanov’s theorem for semlmartmgales we infer that Wt =W, —
fo aoyds is a P-Brownian motion and ¥ = Yv is the P compensator of the jumps of L.
Furthermore, as a corollary of Girsanov’s theorem, we can calculate the canonical decom-
position of L under ]ﬁ;

t t t
L, :/ bsds+f ades—i—/ /x(,uL — V) (ds, dx) (5.4.7)
0 0 0o JR
where
~ I~ 1 t
B, :/ bsds:(r—é)t—i—(a——)/ a?ds
0 2/ Jo
t
+ / / (e™ — e179% 4 1)T(ds, dx) (5.4.8)
0 JR
and hence, its triplet of characteristics is (E, C, 7). Define its dual process, L* := —L

and by Lemma 2.9, we get that its triplet is (B*, C*, v*) = (—E, C, —7v). The canonical
decomposition of L* is

t t t
L = —/ byds —i—/ o, dW; +/ / x(w® = v*)(ds, dx) (5.4.9)
0 0 0 Jr

and we can easily deduce that e =% Sy is not a ]f’—martingale for o # 1.
Adding the appropriate terms, we can re-write L* as L* := C* 4+ L, where

C* =(1-— a)/ olds — / /(e_‘” — 7% 4 1 — e™)V(ds, dx) (5.4.10)
0 0 JR

and L is such _that e _‘S)’E,_is a f’-martingale. The characteristic triplet of L is (B* —
C*,C,v*) and S; = 0_1 exp L;.
Therefore, we can conclude the proof
Ve =e " TK“CrE[(K — S1)*]"
~ ~  — o

=Tk, B [(K _ % ST)+]

= G_STKLYGTC&@;E [(:K — ET)+]D[
where K = Ke ¢ = K~1e77.

Setting = 1 in the previous theorem, we immediately get a symmetry between European
plain vanilla call and put options.

Corollary 4.2. Assuming that (M) is in force and the asset price evolves as an exponential
PIIAC, we can relate the European call and put option via the following symmetry:

V. (So, K;7,8,C,v) = KSoV, (s(;l, K %8, rC, —fv) (5.4.11)

where f(x) = e*.
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This symmetry relating European and also American plain vanilla call and put options,
in exponential Lévy models, was proved independently in Fajardo and Mordecki (2003).
Schroder (1999) proved similar results in a general semimartingale model; however, using
a Lévy or PIIAC as the driving motion allows for the explicit calculation of the distribution
under the new measure.

A different symmetry, again relating European and American call and put options, in
the Black—Scholes model, was derived by Peskir and Shiryaev (2002), where they use the
mathematical concept of negative volatility; their main result states that

Ve(St, K; 0) = V,(—=Sr, —K; —0). (5.4.12)

See also the discussion — and the corresponding cartoon — in Haug (2002).

In this framework, one can derive symmetry relationships between self-quanto and Euro-
pean plain vanilla options. This result is, of course, a special case of Theorem 6.4; never-
theless, we give a short proof since it simplifies considerably because the driving process
is one-dimensional.

The payoff of the self-quanto call and put option is

Sr(Sr — K)F and Sr(K — Sp)™,
respectively. Introduce the following notation for the value of the self-quanto call option
Voe(So, K5 1,8, C,v) = e "TE[Sr (St — K)T]
and similarly, for the self-quanto put option we set
Vp(So. K3 7,8, C,v) = e "TE[Sr(K — Sp)T].

Assumption (EM) can be replaced by the following weaker assumption, which is the min-
imal condition necessary for the symmetry results to hold.

Assumption (M'). The Lévy measures A, of the distribution of L, satisfy

T T
f f x|, (dx)ds < oo and f / eZ 1, (dx)dr < oo.
0o Jp_ 0 JDi

Theorem 4.3. Assume that the asset price evolves as an exponential PIIAC and (M) is in
force. We can relate the self-quanto and European plain vanilla call and put options via the
following symmetry:

Vye(So, K 7,8, C, v) = SoeT Ve(So, K*; 8,7, C, fv) (5.4.13)
Vp(So. Ki 1, 8, C,v) = STV, (S0, K*; 8,7, C, fv) (5.4.14)
where C* is given by equation (5.4.16) (see below), K* = Ke T and fx) =¢e".

Proof. Expressing the value of the self-quanto call option in units of the numéraire as
described in Section 5.3, we define a new measure P via its Radon—Nikodym derivative
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given by equation (5.3.4) and the original valuation problem becomes
Voe = e TE[(ST — K)*]. (5.4.15)

Now it suffices to calculate the characteristic triplet of L under P. Arguing as in the proof
of Theorem 4.1, the density process n has the form of equation (5.4.6) for « = 1; hence,
the tuple (B, Y) of predictable processes that describes the change of measure is

B()=1 and Y(¢,x) =exp(x).

Therefore, L has the canonical decomposition under P

t t t
L, =/ bxds+/ anWS+/ /x(,uL—TJ)(ds,dx)
0 0 0 JR

where
2
T O —x x
b,_r—8+—+/(e — 1+ x)e* A, (dr).
2 R
Notice that e =L is not a P-martingale, but if we define L* as

t t
LY :=@—r) +/ o dW; +/ / x(ut = )(ds, dx)
0 0o Jr

t 0_2 t
—/ —Lds —/ /(ex — 1 —x)e*v(ds, dx)
0o 2 o Jr

then e —9eli ¢ M. Next, we re-express L as L = L* + C*, where

T T
Cj =exp |:2(r —-0)T + / olds + / /(ex +e™* —2)ev(ds, dx):|. (5.4.16)
0 0 JR
By re-arranging the terms in equation (5.4.15), the result follows.

5.4.2 Valuation of European options

We outline a method for the valuation of vanilla options, based on bilateral Laplace trans-
forms, that was developed in the PhD thesis of Sebastian Raible (see Raible (2000) Chap. 3).
The method is extremely fast and allows for the valuation not only of plain vanilla Euro-
pean derivatives, but also of more complex payoffs, such as digital, self-quanto and power
options; in principle, every European payoff can be priced by using this method. Moreover,
a large variety of driving processes can be handled, including Lévy and additive processes.

The main idea of Raible’s method is to represent the option price as a convolution of
two functions and consider its bilateral Laplace transform; then, by using the property that
the Laplace transform of a convolution equals the product of the Laplace transforms of the
factors, we arrive at two Laplace transforms that are easier to calculate analytically than the
original one. Inverting this Laplace transform yields the option price.
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A similar method, in Fourier space, can be found in Lewis (2001). See also Carr and
Madan (1999) for some preliminary results that motivated this research. Lee (2004) uni-
fies and generalizes the existing Fourier-space methods and develops error bounds for the
discretized inverse transforms.

We first state the necessary assumptions regarding the distribution of the asset price
process and the option payoff respectively.

(L1): Assume that ¢, (z), the extended characteristic function of L, exists for all z € C
with Iz € I; D [0, 1].

(L2): Assume that Py ., the distribution of L, is absolutely continuous w.r.t. the Lebesgue
measure A with density p.

(LL3): Consider a European-style payoff function f(S7) that is integrable.

(L4): Assume that x — e ®¥| f(e™)| is bounded and integrable for all R € I, C R.

In order to price a European option with payoff function f(S7), we proceed as follows.
V=c"TEf(SD)]=¢"" / f(Sr)dP
Q

=e" /R [ (Soe")dP, (x)

=e T f £ (Soe™) p(x)dx (5.4.17)
R
because of absolute continuity. Define ¢ = —log Sy and g(x) = f(e™™ ), and then
V=o'l / gt —x)px)dx = e (g x p)(¢) (5.4.18)
R

which is a convolution at point {. Applying bilateral Laplace transforms on both sides of
equation (5.4.18) and using Theorem B.2 in Raible (2000), we get

Ly =e"T /R e ¥ (g * p)(x)dx

=e_’T/ e_”g(x)dx/ e ¥ p(x)dx
R R
=e T8, (2)L,(2) (5.4.19)

where £;,(z) denotes the bilateral Laplace transform of a function 4 at z € C, i.e. £4(z) :=
fR e~ h(x)dx. The Laplace transform of g is very easy to compute analytically and the
Laplace transform of p can be expressed as the extended characteristic function ¢;, of L7.
By numerically inverting this Laplace transform, we recover the option price.

The next theorem gives us an explicit expression for the price of an option with payoff
function f and driving PIIAC L.

Theorem 4.4. Assume that (L1)—(L4) are in force and let g(x) := f(e™ ) denote the mod-
ified payoff function of an option with payoff f(x) at time T. Assume that Iy N\ I, # ()
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and choose an R € I} N L. Letting V (¢) denote the price of this option, as a function of
¢ = —log Sy, we have

CR—rT

V(@) =

/ e L (R +iu)pr, (iR — u)du, (5.4.20)
R

whenever the integral on the right-hand side exists.

Proof. The claim can be proved by using the arguments of the proof of Theorem 3.2 in
Raible (2000); there, no explicit statement is made about the driving process L; hence, it
directly transfers to the case of a time-inhomogeneous Lévy process.

Remark 4.5. In order to apply this method, validity of the necessary assumptions has to
be verified. (L1), (L.3) and (L4) are easy to certify, while (L.2) is the most demanding one.
Let us mention that the distributions underlying the most popular Lévy processes, such as
the Generalized Hyperbolic Lévy motion (cf. Eberlein and Prause (2002)), possess a known
Lebesgue density.

Remark 4.6. The method of Raible for the valuation of European options can be applied
to general driving processes that satisfy Assumptions (L1)—(L4). Therefore, it can also be
applied to stochastic volatility models based on Lévy processes that have attracted much
interest lately; we refer to Barndorff-Nielsen and Shephard (2001), Eberlein ez al. (2003)
and Carr et al. (2003) for an account of different models.

5.4.3 Valuation of American options

The method of Raible, presented in the previous section, can be used for pricing several
types of European derivatives, but not path-dependent ones. The valuation of American
options in Lévy-driven models is quite a hard task and no analytical solution exists for the
finite horizon case.

For perpetual American options, i.e. options with infinite time horizon, Mordecki (2002)
derived formulae in the general case in terms of the law of the extrema of the Lévy
process, using a random walk approximation to the process. He also provides explicit solu-
tions for the case of a jump-diffusion with exponential jumps. Alili and Kyprianou (2005)
recapture the results of Mordecki by making use of excursion theory. Boyarchenko and Lev-
endorskii (2002c) obtained formulae for the price of the American put option in terms of the
Wiener—Hopf factors and derive some more explicit formulae for these factors. Asmussen
et al. (2004) find explicit expressions for the price of American put options for Lévy pro-
cesses with two-sided phase-type jumps; the solution uses the Wiener—Hopf factorization
and can also be applied to regime-switching Lévy processes with phase-type jumps.

For the valuation of finite time horizon American options, one has to resort to numerical
methods. Denote by x = In S the log price, T = T — ¢ the time to maturity and v(z, x) =
f(*, T — 7) the time- value of an option with payoff function g(e*) = ¢ (x). One approach
is to use numerical schemes for solving the corresponding partial integro-differential inequal-
ity (PIDI),

9
a—” —Av+rv>0 in (0,7) x R (5.4.21)
T
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subject to the conditions

v(T,x) > ¢(x), ae. in[0,T] xR
(w(t,x) — d(x)) (% —Av+ rv) =0, in(0, 7)) xR (5.4.22)
v(0, x) = ¢(x)
where
oi\dv o?d%v
+/ (v(x +y)—vx) — (e — 1)@(x)))»(dy) (5.4.23)
R dx

is the infinitesimal generator of the transition semigroup of L; see Matache et al. (2003,
2005) for all of the details and numerical solution of the problem using wavelets. Almen-
dral (2004) solves the problem numerically by using implicit—explicit methods in case the
CGMY is the driving process. Equation (5.4.21) is a backward PIDE in spot and time to
maturity; Carr and Hirsa (2003) develop a forward PIDE in strike and time of maturity and
solve it by using finite-difference methods.

Another alternative is to employ Monte Carlo methods adapted for optimal stopping
problems, such as the American option; we refer here to Rogers (2002) or Glasserman
(2003). Keéllezi and Webber (2004) constructed a lattice for Lévy-driven assets and applied
it to the valuation of Bermudan options. Levendorskii (2004) develops a non-Gaussian
analog of the method of lines and uses Carr’s randomization method in order to formulate an
approximate algorithm for the valuation of American options. Chesney and Jeanblanc (2004)
revisit the perpetual American problem and obtain formulae for the optimal boundary when
jumps are either only positive or only negative. Using these results, they approximate the
finite horizon problem in a fashion similar to Barone-Adesi and Whaley (1987). Empirical
tests show that this approximation provides good results only when the process is continuous
at the exercise boundary.

5.5 EXOTIC OPTIONS

The work on this topic follows along the lines of Henderson and Wojakowski (2002); they
proved an equivalence between the price of floating and fixed strike Asian options in the
Black—Scholes model. We also refer to Vanmaele er al. (2002) for a generalization of these
results to forward-start options and discrete averaging in the Black—Scholes model.

5.5.1 Symmetry

For exotic options, the setting is that of (P2): L' = L is the driving R-valued PIIAC
with triplet (B, C, v), St = S& exp L'= S and $? = h(S) is a functional of S. The most
prominent candidates for functionals are the maximum, the minimum and the (arithmetic)
average; let 0 =1t <#, <--- <t, =T be equidistant time points, and then the resulting
processes, in case of discrete monitoring, are

l n
Mr = max S;, Nr= min S, and ET:—ZS,I..
noo

0<; <T 0<t;<T
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Table 5.1 Types of payoffs for Asian and lookback options

Option type Asian payoff Lookback payoff
Fixed strike call (Er—K)* (M7 — K)*
Fixed strike put (K —X7)* (K — N7)™
Floating strike call St —=p)t (St — Np)*t
Floating strike put =r = Sp)t (M7 — S7)*

Therefore, we can exploit symmetries between floating and fixed strike Asian and lookback
options in this framework; the different types of payoffs of the Asian and lookback option
are summarized in Table 5.1.

We introduce the following notation for the value of the floating strike call option, be it
Asian or lookback

Ve(Sr, h(S); 7,8, C,v) =e " TE[(St — h(S)71) "]
and similarly, for the fixed strike put option we set
Vp(K, h(S);r,8,C,v) =e " TE[(K — h($)r)*];

a similar notation will be used for the other two cases.

Now we can state a result that relates the value of floating and fixed strike options. Notice
that because stationarity of the increments plays an important role in the proof, the result
is valid only for Lévy processes.

Theorem 5.1. Assuming that the asset price evolves as an exponential Lévy process, we can
relate the floating and fixed strike Asian or lookback option via the following symmetry:

Ve (St, h(S); 1, 8,02, 1) = V, (So, h(S); 8,7, 0%, — fA) (5.5.1)
V, (h(S), S5 7,8,0%, 1) = V.. (h(S), So; 8,7, 0%, — fA) (5.5.2)

where f(x) = e*.

Proof. We refer to the proof of Theorems 3.1 and 4.1 in Eberlein and Papapantoleon (2005).
The minimal assumptions necessary for the results to hold are also stated there.

Remark 5.2. These results also hold for forward-start Asian and lookback options, for
continuously monitored options, for partial options and for Asian options on the geometric
and harmonic average; see Eberlein and Papapantoleon (2005) for all of the details. Note
that the equivalence result is not valid for in-progress Asian options.

5.5.2 Valuation of barrier and lookback options

The valuation of barrier and lookback options for assets driven by general Lévy processes
is another hard mathematical problem. The difficulty stems from the fact that (a) the distri-
bution of the supremum or infimum of a Lévy process is not known explicitly, and (b) the
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overshoot distribution associated with the passage of a Lévy process across a barrier is also
not known explicitly.

Various authors have treated the problem in the case where the driving process is a
spectrally positive/negative Lévy process; see, for example, Rogers (2000), Schiirger (2002)
and Avram et al. (2004). Kou and Wang (2003, 2004) have derived explicit formulas for
the values of barrier and lookback options in a jump diffusion model where the jumps are
double-exponentially distributed; they make use of a special property of the exponential
distribution, namely the memoryless property, which allows them to explicitly calculate the
overshoot distribution. Lipton (2002) derives similar formulas for the same model, making
use of fluctuation theory.

Fluctuation theory and the Wiener—Hopf factorization of Lévy processes play a crucial
role in every attempt to derive closed form solutions for the value of barrier and lookback
options in Lévy-driven models. Introduce the notation

M, = sup Ly and N; = inf L

O<s<t O<s<t

and let 6 denote a random variable exponentially distributed with parameter ¢, independent
of L. Then, the celebrated Wiener—Hopf factorization of the Lévy process L states that

Elexp(izLg)] = E[exp(izMg)] - E[exp(izNy)] (5.53)
or equivalently
aq—v@) " =99, @), z€R, (5.5.4)

where Y denotes the characteristic exponent of L. The functions (p; and ¢, have the
following representations

0@ =exp [/Ooot—le—qfdt/ooo(ei“ - 1)Mf(dx)] (5.5.5)
(o) 0 )
90, (@) = exp[/o t_le_‘”dt/ (@ — D' @) | (5.5.6)

where p'(dx) = P, (dx) is the probability measure of L,. These results were first proved
for Lévy processes in Bingham (1975) — where an approximation of Lévy processes by
random walks is employed — and subsequently by Greenwood and Pitman (1980) — where
excursion theory is applied. See also the recent books by Sato (1999, Chapter 9) and Bertoin
(1996, Chapter VI) respectively, for an account of these two methods.

Building upon these results, various authors have derived formulae for the valuation
of barrier and lookback options; Boyarchenko and Levendorskii (2002a) apply methods
from potential theory and pseudodifferential operators to derive formulae for barrier and
touch options, while Nguyen-Ngoc and Yor (2005) use a probabilistic approach based on
excursion theory. Recently, Nguyen-Ngoc (2003) takes a similar probabilistic approach,
motivated from Carr and Madan (1999) and derives quite simple formulae for the value of
barrier and lookback options, which can be numerically evaluated with the use of Fourier
inversion algorithms in two and three dimensions.
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More specifically, let us denote by V.(Mr, K; T) the price of a fixed strike lookback
option with payoff (M7 — K)*, where M7 = maxg<,<7 S; and S is an exponential Lévy
process. Choose y > 1 and « > 0 such that E[e?f1] < &t and set Vol (Mr, K; T) =
e T=vky (M7, K; T) where k = log(K /Sp). Then, we have the following result.

Proposition 5.3. If k > 0O, then for all g, u > 0 we have:

o0 o0
/ e~4Tdr / e kVeY (My, Soek; T)dk
0 0
1 1

So
g+r+az(z—1)

[0 iria@ = D)+ @ = Dol (D=2 (55.7)

where 7 = u + y.
Proof. We refer to the proof of Proposition 3.9 in Nguyen-Ngoc (2003).

The formula for the value of the floating strike lookback option is — as one could eas-
ily foresee — a lot more complicated than equation (5.5.7). Using the symmetry result of
Theorem 5.1, this case can be dealt with via a change of the Lévy triplet and strike in the
previous proposition.

The Wiener—Hopf factors are not known explicitly in the general case and numerical com-
putation could be extremely time-consuming. Boyarchenko and Levendorskii (2002b) pro-
vide some more efficient formulas for the Wiener—Hopf factors of — what they call — regular
Lévy processes of exponential type (RLPE); for the definition refer to Section 1.2.2 in the
above-mentioned reference. Given that L is an RLPE, (p;IIr (z) has an analytic continuation
on the half plane Jz > w and

TN z OO In(g + ¥ (u))
@, (z) =exp [27”, /oo+iw 711& 0 du]. (5.5.8)

The family of RLPEs contains many popular — in mathematical finance — Lévy motions
such as the Generalized Hyperbolic and Variance Gamma models (see Boyarchenko and
Levendorskii (2002b)).

Discretely monitored options have received much less attention in the literature than
their continuous time counterparts. Borovkov and Novikov (2002) use Fourier methods and
Spitzer’s identity to derive formulae for fixed strike lookback options.

Various numerical methods have been applied for the valuation of barrier and lookback
options in Lévy-driven models. Cont and Voltchkova (2005a, 2005b) study finite-difference
methods for the solution of the corresponding PIDE (see also Matache er al. (2004)). Ribeiro
and Webber (2003, 2004) have developed fast Monte Carlo methods for the valuation of
exotic options in models driven by the Variance Gamma (VG) and Normal Inverse Gaussian
(NIG) Lévy motions; their method is based on the construction of Gamma and Inverse
Gaussian bridges, respectively, to speed up the Monte Carlo simulation. The recent book of
Schoutens (2003) contains a detailed account of Monte Carlo methods for Lévy processes,
also allowing for stochastic volatility.

5.5.3 Valuation of Asian and basket options

An explicit solution for the value of the arithmetic Asian or basket option is not known in the
Black—Scholes model and, of course, the situation is similar for Lévy models. The difficulty
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is that the distribution of the arithmetic sum of log-normal random variables — more gener-
ally, random variables drawn from some log r infinitely divisible distribution — is not known
in closed-form.

Vecet and Xu (2004) formulated a PIDE for all types of Asian options — including in-
progress options — in a model driven by a process with independent increments (PII) or,
more generally, a special semimartingale. Their derivation is based on the construction
of a suitable self-financing trading strategy to replicate the average and then a change of
numéraire — which is essentially the one we use — in order to reduce the number of variables
in the equation. Their PIDE is relatively simple and can be solved by using numerical
techniques such as finite-differences.

Albrecher and Predota (2002, 2004) use moment-matching methods to derive approximate
formulae for the value of Asian options in some popular Lévy models such as the NIG and
VG models; they also derive bounds for the option price in these models. See also the
survey paper by Albrecher (2004) for a detailed account of the above mentioned results.
Hartinger and Predota (2002) apply Quasi Monte-Carlo methods for the valuation of Asian
options in the Hyperbolic model. Their method can be extended to the class of Generalized
Hyperbolic Lévy motions, which contains the VG motion as a special case; see Eberlein
and von Hammerstein (2004). Benhamou (2002), building upon the work of Carverhill and
Clewlow (1992), uses the Fast Fourier transform and a transformation of dependent variables
into independent ones, in order to value discretely monitored fixed strike Asian options. As
he points out, this method can be applied when the return distribution is fat-tailed, with
Lévy processes being prominent candidates.

Henderson et al. (2004) derive an upper bound for in-progress floating strike Asian options
in the Black—Scholes model, using the symmetry result of Henderson and Wojakowski
(2002) and valuation methods for fixed strike ones. Their pricing bound relies on a model-
dependent symmetry result and a model-independent decomposition of the floating-strike
Asian option into a fixed-strike one and a vanilla option. Therefore, given the symmetry
result of Theorem 5.1, their general methodology can also be applied to Lévy models.

Albrecher et al. (2004) derive static super-hedging strategies for fixed strike Asian options
in Lévy models; these results were extended to Lévy models with stochastic volatility in
Albrecher and Schoutens (2005). The method is based on super-replicating the Asian payoff
with a portfolio of plain vanilla calls, using the following upper bound

+

n n
Z S, —nkK| < Z(s,j —nk;)" (5.5.9)
j=1

j=1

and then optimizing the hedge, i.e. the choice of K;s, using results from co-monotonicity
theory.

Similar ideas appear in Hobson et al. (2004) for the static super-hedging of basket options.
The payoff of the basket option is super-replicated by a portfolio of plain vanilla calls on
each individual asset, using the upper bound

n + n
(Z w; Sh — K) <> (wiSy —1K)" (5.5.10)
i=l1 i=1

where/; > 0and > !, I; = 1; subsequently, the portfolio is optimized using co-monotonicity
theory. Moreover, no distribution is assumed about the asset dynamics, since all of the
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information needed is the marginal distributions which can be deduced from the volatil-
ity smile; we refer to Breeden and Litzenberger (1978). This is also observed by Albrecher
and Schoutens (2005).

5.6 MARGRABE-TYPE OPTIONS

In this section, we derive symmetry results between options involving two assets — such
as Margrabe or Quanto options — and European plain vanilla options; therefore, we gen-
eralize results by Margrabe (1978) and Fajardo and Mordecki (2003) to the case of time-
inhomogeneous Lévy processes. Schroder (1999) provides similar results for semimartingale
models; the advantage of using a Lévy process or a PIIAC instead of a semimartingale as
the driving motion, is that the distribution of the asset returns under the new measure
can be deduced from the distribution of the returns of each individual asset under the
risk-neutral measure.

For Margrabe-type options, the setting is that of (P3): L = (L', L?) is the driving
R2-valued PIIAC with triplet (B, C,v) and S = (S', 8?) is the asset price process. For
convenience, we set

Si = Shexp[(r — 8t + L], i=1,2, (5.6.1)

modifying the characteristic triplet (B, C, v) accordingly.

With Theorem 25.17 in Sato (1999) and Lemma 2.4, Assumption (EM) guarantees
the existence of the moment generating function M, of L, for u € C¢ such that fRu e
[—M, M]¢. Furthermore, for u € C? with fu € [-M, M]¢, we have that

¢r, (—iu) = E [e"]

My, (u)
=ﬁg£[Wﬁd+%W¢m>
+ | e =1 -, x)))»x(dx)] ds. (5.6.2)
R4

The next result will allow us to calculate the characteristic triplet of a one-dimensional
process, defined as a scalar product of a vector with the d-dimensional process L, from the
characteristics of L under an equivalent change of probability measure.

Proposition 6.1. Let L be a d-dimensional PIIAC with triplet (B, C, v) under P, let u, v be
vectors in R and v € [—M, M. Moreover, let P e P, with density

dP e L7)

P~ E[e" ]

Then, the one-dimensional process L:= (u, L) isa P-PIIAC and its characteristic triplet is
(B, C,V) with

S)

= (u, b) + %((u, csv) + (v, Csu)) +/ (u, x)(e<”’x> _ 1))\S(dx)
R4

¢y = {u, csu)

s — T(K‘Y)

>)
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where T is a mapping T : R? — R, such that x — T (x) = (u, x), and ks is a measure
defined by

) = [ e,
A
Proof. Because the density process (n;) is given by n, = eV LIE[e™L)]~! by using
equation (5.6.2) we get
]E [ez(u,Lt)] —E [ez(u,Lt)nt]
—E [e““-“e<“»Lf>E[e<“’Lf>]’1]

= E[ef LB [e<v,Lt>]*1

t
1
CXP/ [(Zu + v, by) + §<zu + v, ¢s(zu +v))
0

[ 1 — (v, x))xs(dx)]ds
R

! 1
Xexp/ - (U,bs>+_(v,csv)
b3

i (e(v,x) — 1= (U,X)))Ls(dx)ilds
R4

! 1
Zexp/ I:Z{<uabs>+ E((H,CSU>+<U,CSM>)
0
(v,x) 1 2
+ (u,x}(e H— l)ksds} + —z°(u, cyu)
R4 2
+/ (e — 1 — z(u,x))ew’“)\s(dx)]ds. (5.6.3)
Rd
If we write k; for the measure on R? given by
) = [ e, (5.64)
A

A € B(RY) and 7 for the linear mapping 7 : R — R given by 7 (x) = (u, x), then we get
for the last term in the exponent of equation (5.6.3)

/ (€ — 1= z(u, x))e" YA (dx) = / (e = 1= 2y) T (k)(dy)
RY R

by the change-of-variable formula. The resulting characteristics satisfy Assumption (AC),
and thus the result follows.

The valuation of options depending on two assets modelled by a two-dimensional PITAC
can now be simplified — using the technique described in Section 5.3 and Proposition 6.1 — to
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the valuation of an option on a one-dimensional asset. Subsequently, this option can be priced
by using bilateral Laplace transforms, as described in Section 5.4.2.
The payoff of a Margrabe option, or option to exchange one asset for another, is
(St —s7)"
and we denote its value by
V(S5 3.8, Cov) = " TE[ (5} - 53) "]
where § = (8!, 82). The payoff of the Quanto call and put option is
SL(S2—K)" and  Sh(K—S3)",
respectively, and we will use the following notation for the value of the Quanto call option
V(S 2, K;7.6.Cv) = TE [S} (s2 - K)+]
and similarly for the Quanto put option
Vp (S} S3. K:7.6,C.v) = TE [ s} (K = 53) "]
The different variants of the Quanto option traded in Foreign Exchange markets are explained
in Musiela and Rutkowski (1997). The payoff of a cash-or-nothing and a two-dimensional
asset-or-nothing option is
1
lisr>k) and Stllis2 . k-
The holder of a two-dimensional asset-or-nothing option receives one unit of asset S' at
expiration, if asset S?> ends up in the money; of course, this is a generalization of the

(standard) asset-or-nothing option, where the holder receives one unit of the asset if it ends
up in the money. We denote the value of the cash-or-nothing option by

Ven (S0, K5 1,8, C,v) = e_rTE [H{ST>K}]
and the value of the two-dimensional asset-or-nothing option by
Van(Sy. S K:7.8.C.v) =e”E [Sllr H{S%>K}] '

Notice that in the first case, r, §, C and v correspond to a one-dimensional driving process,
while in the second case to a two-dimensional one.

Theorem 6.2. Let Assumption (EM) be in force and assume that the asset price evolves as
an exponential PIIAC according to equations (5.2.3)—(5.2.5). We can relate the value of a
Margrabe and a European plain vanilla option via the following symmetry:

Vi (SL, 8317, 8, C, v) = B[S} V,(S2/58,KC; 8%, r, C, D) (5.6.5)
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where K = e’@T, Cis given by equation (5.6.9) (see below) and the characteristics (6 D)
are given by Proposition 6.1 for v = (1,0) and u = (-1, 1).

Proof. Expressing the value of the Margrabe option in units of the numéraire, we get

Vm efrT

=~ B[ (st - 5h)]

s
—rTSI 52 +
o[t (15
B S()”T St

where n' = E[exp(L')] = E[exp(v, L)], for v = (1, 0), and by using equation (5.6.1) we
get

L 2\t
e-r S
— e T E| (1 - —{) . (5.6.6)
Nr St
Define a new measure P via its Radon—Nikodym derivative
dp elr
dP E[eLlT]

and the valuation problem takes the form
V=e Tyl B[ (1-5)"]
where, by using equation (5.6.1), we get

~ sz s
S = 5= s? @' LI = Sy exp [(8' — 8%)t + L] (5.6.7)

andL :=L>—L' = (u, L) for u = (—1, 1). The characteristic triplet of L (B C 7) under

f), is given by Proposition 6.1 for v = (1,0) and u = (-1, 1).
Observe that e —oy S; is not a P-martingale. However, if we define

1 t t
= (8! —r)t——/ ads—/ /(e"—l—x)’ﬁ(ds,dx)
2 Jo 0o Jr
t t —~
+/ E;/ZdWer/ /x(,uL —D)(ds, dx) (5.6.8)
0 0 JR

where W is a P-standard Brownian motion and ul is the random measure of jumps of Z
then e —3)relr ¢ M. Therefore, we re-express the exponent of equation (5.6.7) as L, +
(8! — 82t = L, + C, where
R r 1 t
C, = —8) +/ byds + —/ C,ds —I—/ /(ex — 1 —x)v(ds, dx) (5.6.9)
0 2 Jo o Jr

and define S, := SpexpL,.
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Now the result follows, because

V= [ -51)"]
~ — 5 \T
=Tyl E [(1 — Srer) }
= e_‘SlTr]lTeET]E |:<e_§T — §T>+] .

Theorem 6.3. Let Assumption (EM) be in force and assume that the asset price evolves as
an exponential PIIAC according to equations (5.2.3)—(5.2.5). We can relate the value of a
Quanto and a European plain vanilla call option via the following symmetry:

V,e(SL. 2. K78, C.v) = E[SMetTV, (82, K1 8%, . C. D) (5.6.10)

where I = e_ET, the constant C is given by
~ tA 1 t t
C, =Qr—28" -8t +f byds + —/ Cyds +/ /(ex — 1 —x)v(ds, dx)
0 2 Jo 0 Jr

and the characteristics (a V) are given by Proposition 6.1 for v = (1,0) and u = (0, 1). A
similar relationship holds for the Quanto and European plain vanilla put options.

Proof. The proof follows along the lines of that of Theorem 6.2.

Theorem 6.4. Let Assumption (EM) be in force and assume that the asset price evolves as
an exponential PIIAC according to equations (5.2.3)—(5.2.5). We can relate the value of a
two-dimensional asset-or-nothing and a cash-or-nothing option via the following symmetry:

Van(Sg, S3, K3 7,8, C,v) = E[SHVen (82, K 81, 7, C, D) (5.6.11)

where K = K e’@T, the constant C is given by

Y t PR 1 t t

C =@r—8" —8Ht +/ byds + —f Cyds +/ /(ex — 1 —x)V(ds, dx)

0 2 Jo o Jr

and the characteristics (6, V) are given by Proposition 6.1 for v = (1,0) and u = (0, 1). A
similar relationship holds for the corresponding put options.
Proof. The proof follows along the lines of that of Theorem 6.2.

Remark 6.5. Notice that the factor ]E[S}] is the forward price of the asset S!, the numéraire
asset.
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Abstract

We present a simple static super-hedging strategy for the payoff of an arithmetic Asian
option in terms of a portfolio of European options under various stochastic volatility models.
Moreover, it is shown that the obtained hedge is optimal in some sense. The strategy is based
on stop-loss transforms and comonotonicity theory. The numerical implementation is based
on the Fast Fourier transform. We illustrate the hedging performance for several models
calibrated to market data and compare the results with other (trivial) static super-hedging
strategies.

6.1 INTRODUCTION

The design of efficient hedging strategies for exotic options is a challenging problem that
has received a lot of interest during the last few years. In order to serve the needs of
investors, increasingly complex financial products have been introduced in the market and
the pricing and (in particular) hedging of these products is of great importance for assessing
the involved risk when trading these instruments. However, many of the hedging techniques
currently used in practice rely on market model assumptions that are clearly not sufficiently
realistic (such as the Black—Scholes model). A common practice in the hedging of exotics
is to calibrate the model to vanilla options traded in the market and then derive the corre-
sponding hedging positions for the exotic option. If the model is then recalibrated to the
market on the next day, say, then, in order to make the hedging strategy meaningful, the
obtained parameter-set should be rather close to the one from the previous day so that only
minor adjustments of the hedging portfolio are needed. That is, in addition to a good fit
to historical market data, one crucial requirement for a sound market model is its stability
in terms of hedging strategies. Empirical studies in that direction indicate that stochastic
volatility models outperform classical models like Black-Scholes by far (see e.g. Bakshi
et al. (1997) [7]).
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Apart from that, proposed dynamic hedging strategies with continuously changing pos-
itions in the asset (such as delta-hedging) have various deficiencies (see e.g. Allen and
Padovani (2002) [6]). These are typically based on assumptions like no limit on the frequency
of rebalancing, zero transaction costs and full liquidity of the market. However, in practice
these assumptions are usually not fulfilled and alternatives are asked for. The most favourable
situation is the availability of a static hedging strategy for the exotic option, that is an initial
hedge portfolio (in terms of the underlying and vanilla options), which will perfectly replicate
the payoff at maturity without any portfolio adjustments during the lifetime of the option.
For some exotic options (such as barrier, lookback and cliquet options), it is possible to
derive semi-static hedging strategies, where portfolio adjustments are only needed at a finite
(and typically small) number of times before maturity (see, for instance, Allen and Padovani
(2002) [6] and Carr et al. (1998) [16]).

Another alternative is to look for a static super-hedging strategy, which is a portfo-
lio of the underlying and vanilla options that will dominate the payoff of the exotic
option without any adjustments during its lifetime. Such a strategy puts a floor on the
maximum loss whatever the subsequent price path will look like and provides a simple
way to hedge the product at the expense of a calculable additional cost (namely the dif-
ference of the cost of the hedge portfolio and the actual price of the option). At the
same time, this strategy enjoys all the advantages of a static hedge: it is less sensi-
tive to the assumption of zero transaction costs (both commissions and the cost of pay-
ing individuals to monitor the positions) and does not face the risk of dried-up liquidity
when the market makes large moves (opposed to dynamic hedging (see e.g. Carr and
Picron (1999) [19] and Carr and Wu (2002) [20]). Semi-static super-hedging strategies
for barrier options are discussed in Brown et al. (2001) [14] and Neuberger and Hodges
(2002) [32]).

This paper focuses on Asian options. Already, the pricing of these products is far from
trivial, especially when leaving the Black—Scholes framework (see e.g. Albrecher and Pre-
dota (2002, 2004) [5, 4] and Vecef and Xu (2004) [41] or the recent survey by Albrecher
(2004) [3]). Moreover, many of the available pricing techniques do not lead to an effective
hedging strategy. A delta-hedging strategy for Asian options in a Black—Scholes model
based on approximations was discussed in Jacques (1996) [28]. In Albrecher et al. (2003)
[2], a simple static super-hedging strategy for arithmetic Asian call options consisting of a
portfolio of European options has been derived and optimized using comonotonicity theory.
The performance of the resulting strategy has been studied for models for asset price pro-
cesses following an exponential Lévy model. In the present paper, we extend this approach
to stochastic volatility models and investigate the performance of the resulting hedging
strategy. As will be illustrated, the hedging error of this simple super-hedging strategy is
very small if the option is in the money. For options at and out of the money, this strategy
can be quite conservative, but the static nature of the hedge may compensate for parts of
the gap.

The paper is structured as follows. In Section 6.2, several stochastic volatility models for
the asset price process are introduced. In Section 6.3, we present the static super-hedging
strategy in detail and illustrate how it can be optimized by comonotonicity techniques. The
numerical implementation of the strategy for the various models on the basis of Fast Fourier
transforms is discussed in Section 6.4. In Section 6.5, all of the models are calibrated to
market data, namely to the same set of vanilla options on the S&P 500, and the performance
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of the corresponding hedging strategies is illustrated. Moreover, the issue of model risk is
discussed.

Since it turns out that the developed hedging strategy only depends on the marginal
risk-neutral densities of the asset price process at each averaging day of the Asian option,
it can actually be implemented in a completely model-independent setup by estimating
the marginal risk-neutral densities directly from the call option surface. This extension is
discussed in Section 6.6.

6.2 STOCHASTIC VOLATILITY MODELS

In the sequel, we will briefly introduce various stochastic volatility models, all of which
proved their smile-conform pricing abilities, and consider their risk-neutral dynamics.

Let S ={S;,0 <t < T} denote the stock price process and ¢ (u,t) the characteristic
function of the random variable log S, i.e.

¢ (u, 1) = Efexp(iulog(S,))].

We assume the stock pays out a continuous dividend; the dividend yield is assumed to be
constant and denoted by ¢. We also have at our disposal a risk-free bank account, paying out
a continuously compounded interest rate, which we assume to be constant and denote by r.
The price process for the bank-account (bond) is thus given by B = {B, = exp(rt), t > 0}.

The stochastic dynamics of our stock price process will be driven by Lévy processes.
A Lévy process X = {X;,t > 0} is a stochastic process which starts at zero and has
independent and stationary increments such that the distribution of the increment is an
infinitely divisible distribution (i.e. a distribution for which the characteristic function is
also the nth power of another characteristic function, for every integer n). There is a
one-to-one correspondence between Lévy processes and infinitely divisible distributions.
A subordinator is a nonnegative nondecreasing Lévy process. A general reference for
Lévy processes is Bertoin (1996) [12], while for applications in finance see Schoutens
(2003) [38].

6.2.1 The Heston stochastic volatility model

In the Heston Stochastic Volatility model (HEST), the stock price process follows a Black—
Scholes stochastic differential equation, in which the volatility behaves stochastically
over time:

ds;
T = (}" — q)dt +0'[th, S() Z 0,
t

where the (squared) volatility follows the classical Cox-Ingersoll-Ross (CIR) process:
do? = k(n — o)dt + 60, dW;, 0o > 0.

Here, W = {W,,t > 01 and W = {W,, t > 0} are two correlated standard Brownian motions
such that Cov[dW,, dW,] = p dt.
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The characteristic function ¢ (u, t) is in this case given by (see Bakshi et al. [7] or Heston
(1993) [27)):

¢ (u. 1) = Elexp(iu log(S)))|So. o0]
= exp(iu(log Sy + (r — ¢)1))
x exp(nid > ((k — pOui — d)t — 2log((1 — ge=)/(1 = g))))
x exp(og6 > (k — pbiu — d)(1 —e ) /(1 — ge™")),

where

d = ((pOui — k)* — 0% (—iu — u*)'/?, 6.1)
g = (k — pbui — d)/(k — pbui + d). (6.2)

An extension of HEST introduces jumps in the asset price (Bakshi ef al. [7]), while other
extensions also allow for jumps in the volatility (see e.g. Knudsen and Nguyen-Ngoc (2003)
[29]). Since for these extensions the characteristic function of the log stock price is also
available, one can straightforwardly apply the methods described below for these models
too.

6.2.2 The Barndorff-Nielsen—Shephard model

This class of models, denoted by BN-S, was introduced in Barndorff-Nielsen and Shephard
(2000) [10] and has a structure similar to the Heston model. The difference is basically
that here the volatility is modelled by an Ornstein—Uhlenbeck (OU) process driven by a
subordinator. In this way, jumps are introduced into the volatility process. Volatility can only
jump upwards and then will decay exponentially. A co-movement effect between up-jumps
in volatility and (down)-jumps in the stock price is also incorporated. The squared volatility
now follows a SDE of the form:

do? = —roldt + dz;y, (6.3)

where A > 0 and z = {z;, ¢ > 0} is a subordinator.
The risk-neutral dynamics of the log-price Z; = log S; are given by

dZ, = (r —q — *k(=p) — 02/2)dt + 0:dW, + pdz;;,  Zo = log Sy,

where W = {W,, ¢ > 0} is a Brownian motion independent of z = {z,,¢ > 0} and where
k(u) = log E[exp(—uzp)] is the cumulant function of z;. Note that the parameter p intro-
duces the co-movement effect between the volatility and the asset price process.

We use the classical and tractable example of the Gamma-OU process (other choices
for OU-processes include the inverse Gaussian-OU process, which also leads to a tractable
model [Schoutens (2003) [38], Section 7.2.1]). For a Gamma-OU process, z = {z;, ¢ > 0}
is a compound-Poisson process:

Ny
a=) xn (6.4)
n=1
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where N = {N,,t > 0} is a Poisson process with intensity parameter a, i.e. E[N,;] = at and
{x,,n=1,2,...} is an independent and identically distributed sequence of exponential
random variables with mean 1/b. One then has

log E[exp(—uz1)] = —au(b +u)~",

and it can be shown that o2 has a stationary marginal law that follows a Gamma distribution.
The characteristic function of the log price can, in this case, be written in the form (cf.
Barndorff-Nielson er al. (2002) [11])

¢ (u, 1) = E[exp(iu log S;)[So, o0l
= exp (iu(log(So) + (r — g — arp(b — p)~H1))
X exp (—)L_l(u2 +iu)(1 — exp(—kt))o()z/2)

X exp (a(b — 7! <b log (::i;) + fzkt)) ,

fi = fitw) = iup — 27" @? +iu)(1 — exp(—A1))/2,
fo= o) =iup — 17" +iu)/2.

where

6.2.3 Lévy models with stochastic time

Another way to incorporate stochastic volatility effects into the price process is by making
time stochastic. Periods with high volatility can be interpreted as if time runs faster than in
periods with low volatility. Applications of stochastic time change to asset pricing go back
to Mandelbrot and Taylor (1967) [31] (see also Clark (1973) [21]). We consider the models
introduced by Carr et al. (2003) [18].

The Lévy models with stochastic time considered in this paper are built out of two
independent stochastic processes. The first process is a Lévy process. The behavior of the
asset price will then be modelled by the exponential of the Lévy process, suitably time-
changed. Typical examples for the generator of the Lévy process are the normal distribution
(leading to Brownian motion), the Normal Inverse Gaussian (NIG) distribution (Barndorff-
Nielsen (1995) [8] and Rydberg (1997) [34], the Variance Gamma (VG) distribution (Madan
et al. (1998) [30]), the generalized hyperbolic distribution (Eberlein (1999) [25] and Rydberg
(1999) [35], the Meixner distribution (Grigelionis (1999) [26], Schoutens and Teugels (1998)
[36] and Schoutens (2002) [37]) and the CGMY distribution (Carr et al. (2002) [17]) (see
Schoutens (2003) [38] for an overview). We opt to work with the VG and NIG processes
for which simulation issues become quite standard.

The second process is a stochastic clock that builds in a stochastic volatility effect.
The above mentioned (first) Lévy process will be subordinated (i.e. time-changed) by this
stochastic clock. By definition of a subordinator, the time needs to increase and the process
modelling the rate of time change y = {y,,t > 0} also needs to be positive. The eco-
nomic time elapsed in ¢ units of calendar time is then given by the integrated process
Y ={Y,,t > 0} with

t
Y, =/ ysds. (6.5)
0
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Since y is a positive process, Y is an increasing process. We will consider two processes
for the rate of time change y: the CIR process (which is continuous) and the Gamma-OU
process (which is a jump process). We will first discuss NIG and VG and subsequently
introduce the stochastic clocks CIR and Gamma-OU.

6.2.3.1 NIG and VG processes

The NIG(«, B, 8) distribution with parameters « > 0, |8| < « and § > 0 has a characteristic
function given by

dnicW; a, B, 8) = exp (—8 <\/a2 — (B +iu)? — Va2 — ﬂz>)

and the VG(C, G, M) distribution with parameters C > 0, G > 0 and M > 0 has a charac-
teristic function given by

GM >C

;C,G, M) = -
dvalu ) <GM + (M — G)iu+ 12

Since both distributions are infinitely divisible, each of them generates a Lévy process
X = {X;,t > 0} where the increment X; follows a NIG(«, 8, §) law (VG(C, G, M) law,
respectively). The resulting process is called a NIG process (VG process, respectively).
Due to convolution properties of these two distributions, increments of arbitrary length
again follow the same law with just a change in parameters: An increment of the NIG-
process over the time interval [s, s + 7] follows a NIG(«, 8, 8¢) law and the increment
of a VG-process over [s,s + t] is VG(Ct, G, M)-distributed (see also Barndorff-Nielsen
(1997) [9)).

6.2.3.2 Stochastic clocks

CIR Stochastic Clock:. Carr ef al. (2003) [18] use as the rate of time change the CIR
process that solves the SDE:

dy, = (0 — y)dt + ry 2w,

where W = {W,,r > 0} is a standard Brownian motion. The characteristic function of Y;
(given yp) is explicitly known (see Cox et al. (1985) [22]):

ocir(u, t;k,1m, A, yo) = E[exp(iuY;)|yol

. exp(k>nt /1) exp(2yoiu/ (k + y coth(yt/2)))
"~ (cosh(y1/2) + « sinh(y1/2)/y) 2/

where

y = VK2 —2)2%u.



Static Hedging of Asian Options 135

Gamma-OU Stochastic Clock:. Another choice for the rate of time change is the solution
of the SDE:

dy, = —Ay,dt + dzy, (6.6)
where the process z = {z;,t > 0} is, as in equation (6.4), a compound Poisson process. In
the Gamma-OU case, there is an explicit expression for the characteristic function of Y;

(given yo):

or—ou(u;t, A, a,b, yo)
= Elexp(iuY;)|yol

=exp [iuyor ' (1 — ™) + ra blo b — iut
= exp o w—0 8\ b Z a1 — e '

6.2.3.3 Time-changed Lévy process

Let Y = {Y;,t > 0} as defined in equation (6.5), be the process modelling our business time.
The (risk-neutral) price process S = {S;, # > 0} is now modelled as follows:

exp((r — q)1t)
" Elexp(Xy,)|y0]

t =

exp(Xy,), (6.7)

where X = {X;,t > 0} is a Lévy process. The factor exp((r — q)t)/E[exp(Xy,)|yol puts us
immediately into the risk-neutral world by a mean-correcting argument. Essentially, the stock
price process is modelled as the ordinary exponential of a time-changed Lévy process. The
process incorporates jumps (through the Lévy process X;) and stochastic volatility (through
the time change Y;). The characteristic function ¢ (u, t) for the logarithm of our stock price
is given by:

¢(u, 1) = Elexp(iu10g(5,))1So, yo!
@(—iyrx (u); t, yo)
Q(—irx (—i); 1, yo)l

= exp(iu((r — ¢)r +1log So)) (6.8)

where
Yx () = log Elexp(iuX)]

and ¢(u; t, yo) denotes the characteristic function of Y; given yy.

Since we consider two Lévy processes (VG and NIG) and two stochastic clocks (CIR and
Gamma-OU), we will finally end up with four resulting models abbreviated as VG-CIR,
VG-OUT, NIG-CIR and NIG-OUT'. Due to (time-)scaling effects, one can without loss of
generality scale the present rate of time change to 1 (yp = 1). For more details, see Carr
et al. (2003) [18] or Schoutens (2003) [38].
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6.3 STATIC HEDGING OF ASIAN OPTIONS

Consider now a European-style arithmetic average call option with strike price K, maturity
T and n averaging days 0 <#; <--- <t, <T. Then, its price according to a risk-neutral
pricing measure Q at time ¢ is given by

n +
k=1

where {F;,0 <t < T} denotes the natural filtration of S.

In general, the distribution of the dependent sum Y ;_, S, is not available, which makes
pricing and hedging of these products difficult. However, for our super-hedging purposes it
suffices to look for an upper bound of the above payoff. Assume for simplicity that r =0
and that the averaging has not yet started. First note, that for any K, ..., K, > 0 with
K =Y"}_, Ki, we have a.s.

n

n +
(Z Sy — nK) = ((St1 —nKp) 4+ (S, - nKn))+ <> (S, —nKe)"
k=1

k=1

Hence

+
AAO(K,T)zM [(Z&k— )‘0i|

< 2D S gy [(5, — k)| 7]

= @ 3 exp(rie) EColk, 1), 6.9)
k=1

where ECo(ky, 1) denotes the price of a European call option at time 0 with strike x; = nKj
and maturity #.

In terms of hedging, this means that we have the following static super-hedging strategy:
for each averaging day f, buy exp(—r (T — t;))/n European call options at time ¢ = 0 with
strike ki and maturity #; and hold these until their expiry. Then put their payoff on the bank
account.

Since the upper bound (equation (6.9)) holds for all combinations of «; > 0 that satisfy
Y iy kk = nK, we still have the freedom to choose strike values that fit best to our purposes.
The simplest choice is ky = K (k=1,...,n). If ¢ <r, we have ECo(K,t) < ECo(K, T)
for every K > 0 and 0 <t < T, and thus this trivial choice shows that the Asian option
price is dominated by the price of a European option with the same strike and maturity, i.e.

AAyK,T) < ECy(K,T)

(this trivial hedging strategy of an Asian option in terms of the corresponding European
option was already observed in Nielsen and Sandmann (2003) [33]). However, for our
super-hedging purposes, we naturally look for that combination of ks which minimizes the
right-hand side of equation (6.9). In the Black—Scholes setting, this optimization problem
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was solved in Nielsen and Sandmann (2003) [33] by using Lagrange multipliers. In the
general case of arbitrary arbitrage-free market models, this optimal combination can be
determined by using stop-loss transforms and the theory of comonotonic risks (for a general
introduction to comonotonicity techniques, see Dhaene et al. (2002a, b) [23]).

Let F(x) be a distribution function of a non-negative random variable X; then its stop-loss
transform @ (m) is defined by

+00
Or(m) = f (x —m)dF(x) =E[(X -m)T], m=>0.

If we write .
Av=) 5,
k=1

and F /gn (x) =Pp(A, < x|F;) for the distribution function under Q of A, given the infor-
mation F;, then we have
AA, = w By, (1K), (6.10)
In this way the problem of pricing an arithmetic average option is transformed to calculating
the stop-loss transform of a sum of dependent risks. Concretely, we will look at bounds for
stop-loss transforms based on comonotonic risks. A positive random vector (Xi, ..., X,)
with marginal distribution functions Fi(x;), ..., F,(x,) is called comonotone, if for the
joint distribution function Fy, . x,(x1,...,X;) = min{Fi(x1), ..., F,(x,)} holds for every
X1, ..., X, > 0. It immediately follows that the distribution of a comonotone random vector
(X1, ..., X, with given marginal distributions Fi(xy), ..., F,(x;) is uniquely determined.
In Simon et al. (2000) [40], it was shown that an upper bound for the stop-loss transform
of the sum of arbitrary dependent positive random variables ) ;_, X; with marginal distri-
butions Fj(xy), ..., F,(x,) is given by the stop-loss transform of the sum S¢ = ZZ:I Yi,
where (Y7, ..., Yi) is the comonotone random vector with marginal distributions Fj(x;), ...,
Fy(x,). Let Fse(x) denote the distribution function of Y _;_, Y; then it follows from general
comonotonicity results (see e.g. Dhaene er al. (2002a, b) [23]) that its inverse is given by

Fl()y =) Fg'(x), x>0 6.11)
k=1

The crucial result for our purposes is now that the stop-loss transform of a sum of comono-
tonic random variables can be obtained as a sum of the stop-loss transforms of the marginals
evaluated at specified points (cf. Proposition 2 in Simon et al. (2000) [40]). More precisely,

Prg(m) =Y @ry, (Fy/ (Fsm)) . m =0, (6.12)
k=1

given that the marginal distribution functions involved are strictly increasing (which is
always the case in our applications). At the same time,

n + n n
py(m) = E < (Z Y — m) ) < Y E(M—moH) =) Op (m)  (6.13)
k=1 k=1 k=1
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whenever Y ;_, my = m. Thus, the stop-loss transform of the comonotonic sum given by
equation (6.12) represents the lowest possible bound in terms of a sum of stop-loss trans-
forms of the marginal distributions.

This fact immediately translates to our setting of an arithmetic Asian option. Let F (xy; t;)
(k=1,...,n) denote the conditional distribution of §;, under the risk-neutral measure Q
(given the information available at time ¢ = 0), i.e. for xi, #x > O,

F(xe i) =Po (Sy < xxlFo) - (6.14)

Combining equations (6.9), (6.10), (6.12) and (6.13), the optimal combination of strike
prices ky is given by

kp=F ' (FsenK):ty), k=1,...,n. (6.15)

In this way, we have obtained the optimal static super-hedge in terms of European call
options with maturity dates equal to the averaging dates.

For the practical determination of the strike prices «y, the distribution function of the
comonotone sum Fgc(x), as given by equation (6.11) has to be calculated and evaluated
at nK. For this purpose, we need to approximate the risk-neutral marginal densities of the
stock price at the averaging dates, which can be carried out efficiently by using Fast Fourier
transforms (cf. Section 6.4.1 below). The «;s are then obtained by evaluating the inverse
distribution function of F(x; t;).

6.4 NUMERICAL IMPLEMENTATION
6.4.1 Characteristic function inversion using FFT

For all of the above mentioned models, we have the characteristic function of the log-price
process at our disposal. However, in order to determine the strike prices of our optimal
hedge portfolio as described in Section 6.3, we need the corresponding density functions.
Recall that the characteristic function, ¢ (u), is the Fourier-transform of the corresponding
density function f(x):

+0oo
o) = / exp(iwx) £ (x)dx.

o0

So, we need to apply an inverse Fourier-transformation. Next, we illustrate how this can be
done fast and accurately by using the Fast Fourier Transform (FFT). The latter is an efficient
algorithm for computing the following transformation of a vector (a4, k =1, ..., m) into a
vector (Br,k=1,...,m):

Be =) _exp(~i2n(j — Dk — 1)/N)a;.

j=1

Typically, m is a power of 2. The number of multiplications of the FFT algorithm is of the
order O(m logm) and this is in contrast to the straightforward evaluation of the above sums
which give rise to O(m?) multiplications.
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We follow closely a technique described in Carr and Madan (1998) [15] in the context
of option pricing. The classical inverse Fourier transform reads:

+00
fx) = i/ exp(—iux)¢ (u)du.
27 J_

o0

Since f is real, we can write

1 [t
fx) = —f exp(—iux)¢ (u)du.
T Jo

Next, we are going to discretize the above integral and apply the trapezoid rule. We take a
grid on the real line with grid-length Au > 0:

I/lj=(j—1)AI/l, j:l,...,N.
One approximately has

N-1

£~ 28 [ L expiingun + 3 exp(—iux)d ) + = exp(—iuyx)plun)
x)~ — | 5 exp(—iurx)e () Azexp jx)p(uj) + 5 exp(—iunx)duy
Jj=
Au & . .
=— ) wjexp(=ix(j — DAu)$((j — 1)Au)
T
where the weights w; are given by
! 1 1 1 !
wi==, w=1 w3=1,..., wy_1=1 wy=—.
1=5 2 3 N-1 N=3

We will calculate the value of the density function f in the points
Xy =—b+ Ax(k — 1), k=1,...,N

where Ax = 2b/(N — 1), thus covering the interval [—b, b] with an equally spaced grid.
In these points we have

N
Au . o .
Feoo) ~ — 3 w;exp(i(j — DbAu) exp(=i(j — Dk = DAADS((j = D Aw).
j=1
If we choose the grid sizes such that
2
AulAx = —,
N
then

Au N . o .
S ) ~ - E wjexp(i(j — DAub) exp(—i(j — Dk — D21 /N)$((j — 1) Au).
Jj=1

This sum can be easily computed by FFT: (f(xx),k =1, ..., N) is the FFT of the vector
(wjg(u;)exp(iub), j=1,...,N).

Choosing N as a power of 2 allows very fast computation of the FFT.
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6.4.2 Static hedging algorithm

In order to set up our hedge portfolio, we have to determine the inverse distribution function
of the asset price at each averaging day (cf. equation (6.14)). This is carried out by numeri-
cally building up the distribution function from the approximated density function obtained
in Section 6.4.1. The inverse is then determined by a bisection method from the correspond-
ing table and linear interpolation between grid points is employed. In our implementation,
we used 2'* points in the grid for both the densities and the inverse distribution functions,
which turns out to be sufficient (in the sense that a further increase does not change the
significant digits of the results). Next, the inverse of the distribution of the comonotone sum
is built up according to equation (6.11) and then itself inverted in the above way. Finally,
the strike prices «; of the European options are obtained by evaluating the inverse distri-
bution functions of the marginals according to equation (6.15). This numerical procedure
to obtain the strike prices for our hedging strategy is both accurate and very quick (the
determination of the entire hedge portfolio takes less than a minute on a normal PC for
each of the discussed stochastic volatility models).

6.5 NUMERICAL ILLUSTRATION

We give numerical results for an arithmetic Asian call option with a maturity of 1 year
and averaging every month (i.e. 12 averaging days). First, the model parameters have to be
determined from the market prices of vanilla options.

6.5.1 Calibration of the model parameters

Carr and Madan (1998) [15] developed pricing methods for the classical vanilla options
which can be applied whenever the characteristic function of the risk-neutral stock price
process is known. Using Fast Fourier transforms, one can compute within a second the
complete option surface on an ordinary computer. In Schoutens (2003) [38], this method was
used to calibrate the models (minimizing the difference between market prices and model
prices in a least-squares sense) on a dataset of 77 option on the S&P 500 Index [Schoutens
(2003) [38], Appendix C]. The results of the calibration are visualized in Figures 6.1 and
6.2 for the NIG-CIR and the Heston model, respectively. Here, the circles are the market
prices and the plus signs are the model prices (calculated through the Carr—Madan formula
by using the respective characteristic functions and obtained parameters). For details of the
fit, see Schoutens (2003) [38]. The Heston model, which is not covered in Schoutens (2003)
[38], gives rise to the following calibration errors:

ape = 1.31%, rmse =1.0530, aae =0.8095, arpe=1.90%.

Table 6.1 depicts the calibrated parameters for each of the six discussed stochastic volatil-
ity models, while Figure 6.3 shows the corresponding marginal density functions of log(S;)
for # ranging from 1 month up to 1 year for all six models obtained by Fast Fourier transform,
as described in Section 6.4.1.

6.5.2 Performance of the hedging strategy

After the strike prices of the hedge portfolio are determined according to equation (6.15),
the price of the hedging strategy is easily determined by using the Carr—Madan call option
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Figure 6.1 Calibration of the NIG-CIR Model
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Figure 6.2 Calibration of Heston’s Model
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Figure 6.3 Marginal density functions for the various stochastic volatility models: (a) NIG-OUT;
(b) NIG-CIR; (c) VG-OUT"; (d) NIG-CIR; (e) BN-S; (f) Heston

pricing formula for European options and equation (6.9). Tables 6.2—6.7 compare the Monte
Carlo simulated price of the Asian option AAy ¢ and the comonotonic super-hedge price
AA., with the prices of two trivial super-hedging strategies, namely the trivial super-hedge
using the European option price EC with identical strike and maturity (note that ¢ < r) and
the super-hedge equation (6.9) with all k; = K with price AA,,. The strike price is given as
a percentage of the spot. For the Monte Carlo price, we used 1 million sample paths. The
VG process was simulated as a difference of two Gamma processes (cf. Schoutens (2003)



Static Hedging of Asian Options

143

Table 6.1 Risk-neutral parameters obtained by calibration to vanilla
calls on S&P 500

HEST
o = 0.0224, k = 0.5144, 5 = 0.109%4, 6 = 0.3354, p = —0.7392
BN-S

p=—1.2606, 1 = 0.5783,b = 11.6641,a = 1.4338, 62 = 0.0145
VG-CIR

C = 11.9896, G = 25.8523, M = 35.5344, k = 0.6020, 5 = 1.5560,
A =1.9992, yp = 1

VG-OUT

C = 11.4838, G = 23.2880, M = 40.1291, = 1.2517, a = 0.5841,
b =0.6282, yo = 1

NIG-CIR

a = 18.4815, f = —4.8412, 8 = 0.4685, k = 0.5391, 5 = 1.5746,
A= 18772, yp = 1

NIG-OUT

a =29.4722, B = —15.9048, 8 = 0.5071, » = 0.6252, a = 0.4239,
b =0.5962, yo = 1

Table 6.2 Hedging performance in the BN—S model

100K /So AAyc AA. AA, EC
80 20.6065 20.9648 21.1889 22.8511
90 11.7478 12.3153 12.4876 14.9462
100 4.5265 5.2411 5.2415 8.3470
110 0.9431 1.4128 1.6417 3.8643
120 0.1385 0.2972 0.5002 1.5736

Table 6.3 Hedging performance in Heston’s model

100K /So AAyc AA. AA, EC
80 20.2896 20.5088 20.7022 22.0898
90 11.3823 11.8872 12.0223 14.1997
100 4.3056 5.0132 5.0137 7.7280
110 0.6939 1.1328 1.3568 3.2476
120 0.0368 0.1193 0.2807 0.9834

Table 6.4 Hedging performance in the NIG-OUT" model

100K /So AAuc AA, AAy EC
80 20.3713 20.6307 20.7753 22.2822
90 11.4467 11.8830 11.9975 14.1826
100 4.4063 4.9562 4.9566 7.6203
110 0.8751 1.2170 1.4321 3.2497

120 0.0738 0.1566 0.3277 1.0465
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Table 6.5 Hedging performance in the NIG-CIR model

100K /Sy AAyc AA, AA, EC
80 20.2817 20.4979 20.6808 22.0975

90 11.4069 11.8418 11.9845 14.1909
100 4.4121 4.9588 4.9598 7.6878
110 0.9102 1.2704 1.4781 3.2162
120 0.1506 0.2864 0.4152 1.0910

Table 6.6 Hedging performance in the VG-OUI" model

100K /Sy AAyc AA, AA, EC
80 20.3528 20.5773 20.7447 22.2073
90 11.4380 11.8695 11.9896 14.1938
100 4.4083 4.9561 4.9567 7.6454
110 0.9070 1.2391 1.4559 3.2408
120 0.1061 0.1988 0.3506 1.0433

Table 6.7 Hedging performance in the VG-CIR model

100K /Sy AAyc AA, AA,, EC
80 20.3256 20.4907 20.6766 22.1156

90 11.4374 11.8395 11.9758 14.2022
100 4.4383 4.9605 4.9613 7.6906
110 0.9294 1.2723 1.4793 3.2159
120 0.1615 0.2883 0.4152 1.0898

[38], Section 8.4.2) while the NIG paths were obtained as described in Schoutens (2003)

[38] (Section 8.4.5).

From Tables 6.2—6.7, we observe that the more in the money the Asian option is, the

less is the difference between the option price and the comonotonic hedge. For an option
with moneyness of 80% the difference is typically around 1.5%, whereas the classical
hedge with the European call leads to a difference of almost 10%. For options out of the
money, the difference increases, but is then substantially smaller than the differences for
the other two trivial hedges. In view of the easy and cheap way in which this hedge can be
implemented in practice, this static super-hedge approach seems to be competitive also in
these cases.

As a by-product, we observe from the Monte Carlo estimates in Tables 6.2—6.7 that the
model risk for Asian option prices can be quite substantial (note that all of the models are
calibrated to the same set of vanilla option prices with a quite acceptable fit (the average
percentage error of the fit is less than 2% for all the models (cf. Schoutens (2003) [38])),
but the resulting marginal densities differ considerably (cf. Figure 6.3) and consequently the
Asian option prices can differ quite a lot, especially if the option is out of the money). The
issue of model risk for other exotic options has recently been discussed in Schoutens et al.
(2004) [39].
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6.6 A MODEL-INDEPENDENT STATIC SUPER-HEDGE

Since the hedging strategy introduced in this paper only depends on the risk-neutral marginal
distribution functions on each averaging day of the Asian option, it can also be applied in a
model-independent framework, if for all of the needed maturities #; the European call prices
C(K, ty) are available for every strike value K. In this case, the risk-neutral density function
s, 1s given by the second derivative of C (K, #) with respect to K (see e.g. Breeden and
Litzenberger (1978) [13]):

2

fs, (K) = e EASSIL D) Ca(IfQ )

In practice, call prices are available for a limited number of strike values K only, so that one
has to use sophisticated statistical techniques to estimate f(S; ). For a recently developed
efficient nonparametric estimation procedure utilizing shape restrictions due to no-arbitrage
(such as monotonicity and convexity of the call price as a function of the strike), we refer to
Ait-Sahalia and Duarte (2003) [1]. Once the density f (Sz,) is available for all of the needed
maturities f, the hedge portfolio can be determined in just the same way as described in
the above sections.

6.7 CONCLUSIONS

We have shown that staticly hedging an Asian option in terms of a portfolio of European
options is a simple and quick alternative to other strategies. Moreover, in contrast to most
of the existing techniques, this approach is applicable in general market models whenever
the risk-neutral density of the asset price distribution or an approximation of it is available.
In particular, there is a fast algorithm to determine the hedge portfolio for various stochastic
volatility models. Since the proposed hedging strategy is static, it is much less sensitive to
the assumption of zero transaction costs and to the hedging performance in the presence
of large market movements; no dynamic rebalancing is required. These advantages may
sometimes compensate for the gap of the hedging price and the option price even for Asian
options that are out of the money.
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Abstract

We study the impact of market crises on investment decisions through real option theory. The
framework we consider involves a Brownian motion and a Poisson process, with the jumps
characterizing the crisis effects. We first analyze the consequences of different modelling
choices. We then provide the real option characteristics and establish the existence of an
optimal discount rate. We also characterize the optimal time to invest and derive some
properties of its Laplace Transform (bounds, monotonicity, robustness). Finally, we specify
the consequences of some wrong model specifications on the investment decision.

7.1 INTRODUCTION

Investment has always been a crucial question for firms. Should a given project be under-
taken? In addition, if so, when is it the best time to invest? In order to answer these questions,
the neo-classical criterion of Net Present Value (N.P.V.) is still widely used. It consists in
investing, if and only if, the sum of the project discounted benefits is higher than the sum
of its discounted costs. Such a criterion does, however, have several weaknesses. Among
many others, the following facts are often mentioned:

e The N.P.V. method does not take into account potential uncertainty of future cash flows.
e It uses an explicit calculation for the cost of the risk.
e It focuses on present time: the investment decision can only be taken now or never.

However, reality is often more complex and flexible including, for instance, optional compo-
nents for the project: a firm may have the opportunity (but not the obligation) to undertake
the project, not only at a precise and given time, but during a whole period of time (or
even without any time limit). In this sense, these characteristics may be related to that of
an American call option, with the underlying asset being, for example, the ratio discounted
benefits/discounted costs, and the strike level ‘1°. Therefore, the N.P.V. criterion implies that
the American option has to be exercised as soon as it is in the money, which is obviously
a sub-optimal strategy.
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The use of a method based on option theory, such as the real option theory, would improve
the optimality of the investment decision. Several articles have appeared as benchmarks in
this field. The seminal studies of Brennan and Schwartz (1985), McDonald and Siegel
(1986), Pindyck (1991) or Trigeorgis (1996) are often quoted as they present the funda-
mentals of this method, using particularly dynamic programming and arbitrage techniques.
The literature on real options has been prolific from very technical papers to case studies
and manuals for practitioners (see among many references, the book edited by Brennan and
Trigeorgis (2000) or that of Schwartz and Trigeorgis (2001)). Such an approach better suits
reality by taking into account project optional characteristics such as withdrawal, sequential
investment, delocalization, crisis management, etc. In that sense, real option theory leads to
a decision criterion that adapts to each particular project assessment.

However, real options have also some specific characteristics compared to ‘classical’
financial options. In particular, the ‘risk-neutral’ logic widely used in option pricing cannot
apply here: the real options’ underlying asset corresponds to the investment project flows and
is generally not quoted on financial markets. Any replicating strategy of the option payoff
is then impossible. So, the pricing is made under a prior probability measure (the historical
probability measure or another measure chosen according to the investor’s expectations and
beliefs). Moreover, a specific feature of a real option framework is the key points of interest
for the investor. More precisely, she is interested in:

e The cash flows generated by the project. They are represented by the ‘price’ of the real
option. Note that the notion of ‘price’ is not so obvious in this framework. It corresponds
rather to the value a particular investor gives to this project. However, for the sake of
simplicity in the notations, we will use the terminology ‘price’ in the rest of this paper.

e But also, the optimal time to invest. This optimal time corresponds to the exercising time
of the real option.

Therefore, it is important noticing that real options are above all a management tool for
decision taking. Once the investment project has been well-specified, the major concern
for the investor is indeed summarized in the following question: “When is it optimal to
invest in the project?’. In that sense, knowing the value of the option is less important than
knowing its optimal exercising time. For that reason, in this paper, we focus especially on
the properties of this optimal time. Moreover, real options studies are usually written in a
continuous framework for the underlying dynamics. However, the existence of crises and
shocks on investment markets generates discontinuities. The impact of these crises on the
decision process is then an important feature to consider. This is especially relevant when
some technical innovations may lead to instabilities in production fields.

For all of these reasons, this paper is dedicated to the analysis of the exercising time
properties in an unstable framework. The modelling of the underlying dynamics involves a
mixed-diffusion (made up of Brownian motion and Poisson process). The jumps are negative
so as to represent troubles and difficulties occurring in the underlying market.

In the second section of this paper, we describe the framework of the study and analyze
the consequences of different modelling choices. The crisis effect may be expressed via a
Poisson process or the compensated martingale associated with it. Of course, there is an
obvious relation between these models and they are equivalent from a static point of view.
However, when studying the real option characteristics and their sensitivity towards the
jump size, these models lead to various outcomes.
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After analyzing the real option characteristics in the third section, we focus on the discount
rate. We prove the existence of an optimal discount rate, considering the maximization of the
Laplace transform of the optimal time to invest as a choice criterion. We also characterize
the average waiting time.

In the fifth section we study the robustness of the element decision characteristics. We
first specify the robustness of the optimal time to enter the project with respect to the jump
size. We establish, in particular, that its Laplace transform is a decreasing function. Then,
assuming that the investor only knows the expected value of the random jump size, we
prove that this imperfect knowledge leads him/her to undertake the project too early.

In the last section, we focus on the impact of a wrong model specification, assuming that
the investor believes in continuous underlying dynamics. In such a framework, we specify
the error made in the optimal investment time.

All proofs are presented in the Appendix.

7.2 THE MODEL
7.2.1 Notation

In this paper, we consider a particular investor evolving in a universe, defined as a filtered
probability space (€2, F, (F;), P). She has to decide whether to undertake a given investment
project and, if so, when it is optimal to invest. We assume that the investor has no time limit
to take this decision. Consequently, the time horizon we consider is infinite. The investment
opportunity value at time ¢ = 0 is then of the form

Co = sup E [exp (—u7) (S, — )]
el

where E denotes the expectation with respect to the prior probability measure P, Y is the
set of the (F;)- stopping times and (S;, ¢ > 0) is the process of the profits/costs ratio.

It is worthwhile noticing that the discount rate w is usually different from the instantaneous
risk-free rate. We will come back later to the real meaning of discount rate in such a
framework and to the problem related to its choice.

The profits/costs ratio related to the investment project is characterized by the following
dynamics
dS, = S;- ladt + odW, + ¢dM,]

{ iy (A)
0 = S0

where (W;,t > 0) is a standard (PP, (¥;))-Brownian motion and (M,,t > 0) is the com-
pensated martingale associated with a (P, (F;))-Poisson process N. The Poisson process
is assumed to have a constant intensity A and the considered filtration is defined by
Fr =0 (W, M;,0<s <t). Equivalently, the process (S;, ¢ > 0) may be written in the
form:

S[ = S() eXp(X[)
where (X;, t > 0) is a Lévy process with the Lévy exponent W

E (exp (§X;)) = exp (1W (§))
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with
o? o?
\11(5)2527 +$<a—)\<p—7>—)\(l—(l+g0)é) (7.2.1)
Hence, we have
o2 o? .
E (exp (iX))) = exp (ié (a —Ap — 7) - 527 + A (e 0F) 1))
=exp (=P (§))

Therefore, the Lévy measure associated with the characteristic exponent ® is expressed in
terms of the Dirac measure § as:

V (dx) = Adin(1+¢) (dx)

Assumptions
In the rest of the paper, the following hypothesis (H) holds.

(i) O0<so<l,
@(ii) o>0 (H)
(i) 0>¢ > —1.

Assumption (i) states that s is (strictly) less than 1: this is not a restrictive hypothesis, since
the problem we study is a ‘true’ decision problem. In fact, delaying the project realization
is only relevant in the case where the profits/costs ratio is less than one.

Assumption (iii) states that the jump size is negative as we study a crisis situation. The
jump process allows us to take into account falls in the project business field. These negative
jumps may be induced, for instance, by a brutal introduction of a direct substitute into the
market, leading to a decrease in the potential sales. Moreover, we assume that the jump size
is greater than —1. This hypothesis, together with the identity

S, =50 (1 + @)V x @1 e Wim30%
ensure that the process S remains strictly positive.
We also impose the integrability condition
u > sup («; 0) (7.2.2)

There exists an optimal frontier Lj such that
sup E(e ™7 (S, — 1)) = E(e "o(S,,, — DY)
el (4

where 77 is the first hitting time of the boundary L by the process S, defined as
7, =inf{tr >0; S, > L} (7.2.3)

(For the proof, see, for instance, Darling ef al. (1972) or Mordecki (1999).)

Before the profits/costs ratio S reaches the optimal boundary L¥, it is optimal for the
investor not to undertake the investment project and to wait. However, as soon as S goes
beyond this threshold, it is optimal for her to invest.



Impact of Market Crises on Real Options 153

7.2.2 Consequence of the modelling choice

In the framework previously described, we may work a priori with either of the two fol-
lowing models:

dS, = S,- [adt + odW, + pd M,
(4) il
0 =50
dS, = S,- [@dt + odW, + ¢dN,]
(B) o
0 =50

In the case where all of the parameters are constant, these models are obviously equivalent
and writing

a=a+Arp (7.2.4)
is sufficient to see why. Note that the integrability condition for model (B) is expressed as
W > max (& + Ag; 0)

However, when studying the sensitivity of the different option characteristics with respect
to the jump size, choosing (A) or (B) really matters. Indeed, monotonicity properties are
significantly different in both frameworks, as underlined below.

e Let us first focus on the optimal time to enter the project, characterized by its Laplace
transform defined as E(exp(—un;)).

Considering model (A), if the initial value of the profits/costs ratio is not ‘too small’,
the Laplace transform of the optimal investment time is monotonic (this result is proved
in Proposition 7.5.1). However, this monotonicity property does not hold any more for
model (B) as is illustrated in Figure 7.1, which is done for the following set of parameters:

s0=0.8;, A=0.1; =005 wn=0.15 o=0.2.
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Figure 7.1 Laplace transform of the optimal time to invest (model (B))
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e We now focus on the investment opportunity value Cy.

Proposition 7.2.1 Let us consider model (B). Then, the investment opportunity value is an
increasing function of the jump size.

Figure 7.2 illustrates Proposition 7.2.1. It represents the variations of the investment value
with respect to the jump size for different values of the jump intensity and for the following
set of parameters:

s0=0.8, a=005 wn=0.15 o=0.2

However, this property of the investment opportunity value does not hold any more when
considering model (A). Intuitively, the studied model leads to a double effect of the jump
size on the underlying level: ¢ has a positive effect on the underlying by increasing the drift
but it also has a negative effect on the underlying by acting on the Poisson process level:

dS, = S, (@ — Ap)dt + odW, + ¢dN,)

This double effect explains the differences between models (A) and (B), and in particular
accounts for the following result: in setting (A), the maximum value of Cy is not necessarily
obtained for ¢ = 0.

As a conclusion, it cannot be said that one of these models is better or more relevant
than the other one. From a static point of view (with respect to the parameter ¢), both are
mathematically equivalent. In particular, given the condition shown in equation (7.2.4), they
lead to the same first and second moments for S. However, from a dynamic point of view
with respect to the jump size, they are different.

In the setting (B), crisis is only detected as the spread between the level of S before and
after a shock while on the other hand, in the setting (A), there is an additional effect of the
shocks on the drift term of S. Economically speaking, both have their own interests and
motivations. However, once a model is chosen, the consequences of this choice must be
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Figure 7.2 Investment opportunity value (model (B))
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kept in mind, especially the implications for the monotonicity properties of the real option
characteristics.

In this present study, since we are particularly interested in the optimal time to invest,
we choose a martingale representation for the stochastic part of glr—sj; therefore, the model

defined by (A) prevails in the following.

7.3 THE REAL OPTION CHARACTERISTICS

In this section, we first recall the classical formulae for the optimal time to invest and for
the investment opportunity.

We denote by k,, the unique real number defined in terms of the Lévy exponent ¥ defined
in equation (7.2.1) since it satisfies:

ky, > 1 and W(kﬂ:,u

Then the optimal profits/costs ratio Ly satisfies:

The investment opportunity value at time 0 is given by:

50\ 1 1—ky
Co= (= (7.3.1)
k, ky— 1

and the optimal investment time is characterized by its Laplace transform:

E (exp (—nmz )) = (%) w (732)

(For detailed proofs, see, among others, Gerber and Shiu (1994), Bellamy (1999) and
Mordecki (1999, 2002).)

It can be noticed that k,, as well as the optimal profits/costs ratio L}, depend on ¢, A
and u.

Remark 1. In the framework we deal with, the so-called principle of smooth pasting is
satisfied. Such a principle is always satisfied in a continuous framework but if the model is
driven by discontinuous Lévy processes, this property can fail. In the model we consider,
however, the smooth pasting principle still holds (see, for instance, Chan (2003, 2005),
Boyarchenko and Levendorskii (2002), Alili and Kyprianou (2004) or Avram et al. (2004)).

It is also easy to check that the optimal profits/costs ratio satisfies Ly, > 1. This underlines
the interest of waiting before undertaking the project, as well as the gain in optimality
obtained from considering a real option approach rather than the standard N.P.V. method
(see, for instance, Dixit ef al. (1993)).
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Table 7.1 Values of the optimal benefits/costs
ratio L’(; as a function of o and ¢

o\ 0.9 —0.5 —0.3 -0.1
0.1 16.25 6.59 4.39 3.29
0.2 17.13 6.93 4.74 3.69
0.4 18.24 8.19 6.08 5.12
0.6 20.23 10.26 8.19 7.29

The value of the optimal ratio may be much greater than the limit value ‘1°. This fact
is at variance with the N.P.V. criterion and perfectly illustrates what McDonald and Siegel
(1986) have called ‘The value of waiting to invest’.

As an illustration, the optimal ratio Ly, is calculated in Table 7.1 for the following set of
parameters:

nw=0.15 xr=1; a=0.1;, s59=0.8.

Note that high values for the volatility coefficient o are also considered in this study. This
is relevant since the underlying market related to the investment project may be more highly
volatile than traditional financial markets (for instance, markets related to new technology).

7.4 OPTIMAL DISCOUNT RATE AND AVERAGE
WAITING TIME

7.4.1 Optimal discount rate

We now focus on the discount rate p and present some general comments about its choice,
which is indeed crucial in this study. The rate u does not correspond to the instantaneous
risk-free rate, traditionally used in the pricing of standard financial options. In fact, in this
real option framework, the rate © characterizes the preference of the investor for the present
or her aversion for the future. Choosing the ‘right’ u is extremely difficult. Many different
authors have been interested in this question (among many others, Weitzman (1998)). Some
have also proved the existence of a specific relationship between discount rate and future
growth rate (Gollier (2002), Gollier and Rochet (2002) and Kimball (1990)). The optimal
choice criterion for the rate i depends, however, on the considered framework. We present
here a relevant criterion for this particular problem, corresponding to the maximization of
the Laplace transform of the optimal investment time.

Proposition 7.4.1 (i) There exists a unique real number [t strictly positive such that
E(exp(—pitLy)) = max E(exp(—utL3))

The real number [i agrees with an optimal choice of the discount rate .
(ii) The optimal discount rate i increases with the jumps intensity and decreases with the
Jjumps size.
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This optimal discount rate is increasing with the absolute value of the jump size and with
the intensity of the jumps. Such a behaviour seems rather logical as the occurrence and
the frequency of negative jumps in the future make the value of the project decrease and
represent an additional risk for the investor. The more important the jump intensity and size
in absolute values are, the more the investor favours the present. Thus, she will choose a
higher discount rate. Figure 7.3 shows the variations of the optimal rate iz with respect to
¢ for different values of A and for the following set of parameters:

s0=0.8;, a=0.1, o=02.
Remark 2. Other criteria may have been considered in order to choose an optimal rate.

For instance, the maximization of Cq could appear as an alternative. However, it is not a
relevant criterion, since the function

ko, — 1
M'—>Co=( ky _1> 50 (kg = 1)
K, — 1 k,

ko

¢

is strictly decreasing.

7.4.2 Average waiting time

Another question relative to the best time to invest is, of course, that of the characterization
of an average waiting time. If we denote this by T, it is defined as the unique element of
R? such that:

E(exp(—pit.x)) = exp(—QiTe)

Hence, 7. corresponds to the average waiting time. In fact, it is the certainty equivalent
of t; when the utility criterion is exponential and the risk aversion coefficient is /1. As
previously seen, this rate & can easily be interpreted as a future aversion coefficient (or a
present preference coefficient) and 7, may be explicitly determined as:

1 ~
T. = —= InE(exp(—ut.2))
u "
125
12
11.5
<z
11
_— T 105
r T T T T T T T T 0
-0.9 -0.8 -0.7 -0.6 -0.5 -0.4 -0.3 -0.2 -0.1 0
%
——1=02 —A=1 = j=2

Figure 7.3 Optimal discount rate,
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Figure 7.4 Average waiting time, 7

From Proposition 7.4.1, we deduce that the average waiting time decreases with respect to
the jump intensity, as well as to the absolute value of the jump size. This mathematical
property can be economically understood as previously. In fact, jumps induce additional
risks, increasing with previous jump intensity and the jump size absolute value.

The average waiting time can be related to an exponential utility criterion. Therefore, the
investor we consider appears to be risk averse, with an exponential utility function and a
risk aversion coefficient of 7t. So, in her decision process, she will take into account the
expected profit as well as the associated risk. She will tend to reduce the risk induced by the
business field by entering earlier in the project. Obviously, the more she waits, the greater
the probability of jumps and then the risk are.

Figure 7.4 highlights this fact. It represents the variations of the average waiting time
with respect to the jump size. The graphs are produced for different values of the jump
intensity. All of these curves converge to the same point as the jump size tends to zero:
this point corresponds to the average waiting time in the model without jump, or, in
other words, in an universe without crisis. The following set of parameters has been
used:

7.5 ROBUSTNESS OF THE INVESTMENT DECISION
CHARACTERISTICS

All of the different parameters of the model have to be estimated using historical data or
strategic anticipations. Every estimation and calibration may lead to an error on the choice
of the input parameters. Some stability (or robustness) of the results is an essential condition
for a real practical use of a model.
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7.5.1 Robustness of the optimal time to invest

As it has already been underlined, the optimal time to invest is the major concern of the
investor. Hence, the robustness of its Laplace transform appears as a key point to be checked.
We particularly focus on the study of the sensitivity of this quantity with respect to the jump
size.

We study the behaviour of the Laplace transform of the optimal time to invest when the
jump size is not perfectly known: the investor only knows that there exists ¢ and @ such
that B

—l<p<¢<p<0

We first provide a monotonicity result.

Proposition 7.5.1 Let sy be the level defined as sy = k:—ﬂl exp(—ko%l). We assume that sg
satisfies
S<sp<1 (7.5.1)

Then, the Laplace transform of the optimal time to invest is an increasing function of the
jump size.

Proposition 7.5.1 can be heuristically interpreted as follows: the more the jump size
increases (hence decreases in absolute value), the more the investor delays entering the
investment project. The maximum waiting time is attained in the lack of jump.

Remark 3. The Assumption 5y < so amounts to consider investment project only if the initial
value is not ‘too small’. From an economic point of view, such an assumption is not very
restrictive. In fact, the investor will stop being interested in the project as soon as g is below
a given threshold. If, for example, we consider the following standard set of parameters

o =0.10; 0 =0.20; u = 0.15,

then we get
50 = 0.276.

Note that this level 5y is far from the strike value 1.

Figure 7.5 shows the changes in the Laplace transform of the optimal time to invest with
respect to ¢ for different values of L. The following set of parameters is used:

s0=0.8; a=0.10; o =0.20;, wu=0.15.

The robustness property of the Laplace transform is a straightforward consequence of
Proposition 7.5.1.

Corollary 7.5.2 We assume that the condition shown in equation (7.5.1) holds and
“l<p=<9p=<9p<0
Then, we have

E(GXP(—MTL;)) < E(exp(—utry)) = E(GXP(—MTL%»
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Figure 7.5 Laplace transform of the optimal time to invest for different values of A

This result underlines the model robustness as far as the Laplace transform of the optimal
time to invest is concerned. More precisely, if the investor does not know exactly the size of
the jump, in other words the impact of the market crisis on the project, but knows, however,
some boundaries for it, then she has an idea of the optimal time to enter the project. More
precisely, the Laplace transform boundaries are expressed in terms of the boundaries for the
market crisis impact. Equivalently, having some control or knowledge of the crisis impact
enables the investor to have some control of her optimal time to invest.

7.5.2 Random jump size

We now consider the situation where the jump size is an unknown random variable ®. We
focus on the impact that this additional hazard may have on the investor decision.
Assuming that the investor estimates the jump size ® by its expected value E (®), we
focus on the impact of such an error on her decision. Will she invest too early or too late?
In order to answer this questions, we compare the ‘true’ Laplace transform of the optimal
time to invest, with the Laplace transform estimated by means of E (®).
The dynamics of the process of the project are now:

dSP = S® (adt + odW, + ®dM,); S5 =so

SIIE(<I>)

and the investor builds her strategy from where

dsP'® = 55 (adt + odW, + E(@)dM,); Sy =50

We assume that the random variable @ is independent of the filtration generated by the
Brownian motion and the Poisson process.

Let L be the true optimal benefit—cost ratio. If the investor only knows E (®), she
estimates this ratio by LE@). The next proposition provides a comparison between these
two quantities.
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Proposition 7.5.3 We assume that the condition shown in equation (7.5.1) holds. Then, the
wrong specification in the model leads the investor to underestimate the optimal profits/costs
ratio.

Moreover we can précis the consequences of this error on the decision taking. We assume
that the investor undertakes the project when the observed process of the benefits/costs ratio
reaches what she supposes to be the optimal level. Therefore, her strategy is determined
by the first hitting time of L 4, instead of the first hitting time of L3 by process S. This
proposition can be interpreted as follows: when the investor only knows E (®), she tends
to undertake the project too early.

7.6 CONTINUOUS MODEL VERSUS DISCONTINUOUS MODEL

In this section, we focus on the impact of a wrong model choice. This part extends the pre-
vious study of robustness. We suppose that the investor believes in a continuous underlying
dynamics for S, while its true dynamics is given by (A). As a consequence, the investor
governs her strategy according to the following process:

dS, = S, @dt + 5dW,) (A)
where
§0 =50
a =«
G2 =02+ rp?.

These equalities come directly from the calibration of both model (A) and (Z) on the same
data set, leading to the same first and second moments for S and S. The volatility parameter
of the model without jump is different from that of the model with jumps: the absence of
jump in the dynamics is indeed compensated by a higher volatility. In order to obtain_the
‘equivalent’ volatility, the right brackets of S and S have to be equal. The process S is
called ‘equivalent process without jump’.
We now focus on the impact of such a wrong specification on the investment time. To
this end, we first consider the error in the optimal profits/costs ratio.

7.6.1 Error in the optimal profit—cost ratio

We denote by L* the optimal profits/costs ratio in the model defined by (A) More precisely,
using the same arguments as presented in Section 7.3, L* is given by the following ratio

where Eg is the solution of

- 2 A 2 2 A 2
¥ (k) = ukz_i_ (Ol— u)k =pu (7.6.1)
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Note that this optimal ratio depends on the volatility parameter of the model, or equivalently,
on both jump parameters ¢ and A. For the sake of simplicity, as we are especially interested
in the sensitivity with respect to the jump size, we use the notation L.

Proposition 7.6.1 The previous wrong specification of the model leads the investor to under-
estimate the optimal profits/costs ratio, if and only if,

o’ + )upz +2a > pu (7.6.2)

Note that for the usual values of the parameters, the inequality shown in equation (7.6.2)
often holds. For instance, if we consider A =1, « = 0.1, 0 = 0.2 and u = 0.15, then
02 4+ r@? 4+ 2a > pu is true for all ¢ in ] — 1, 0.
As an illustration, the relative error (expressed in percentage) on the optimal profits/costs
ratio -
L —L}
RE(L*, ¢) = 100 x <u>
Ly

is calculated in Table 7.2 for different values of the jump size ¢ and for the standard set of
parameters:
s0=08 «a=01, 0=020;, wu=0.15 ir=1.

Very naturally, the relative error becomes negligible as the jump size tends to zero. This
error is still manageable when the jump size is not too large (up to —0.5). For larger values,
however, the relative error becomes quite important to reach more than a third of the value
of the ratio when the jump size is maximal.

Using the same argument as in the previous section, we can précis the consequences
that this wrong specification has on the investor’s strategy. The investor’s waiting time is
determined by Lf; instead of L;;. So, if the condition shown in equation (7.6.2) holds, we
can assert that the error in the model leads the investor to undertake the project too early.

This fact is brought to the fore by Figure 7.6. The optimal time to enter the project for a
well-informed investor, as well as that of the previous investor, are respectively characterized
by the Laplace transforms E(exp(—;nL:z)) and E(exp(—urzz)).

Figure 7.6 represents the variations of these Laplace transforms with respect to the jump
size @. This is, carried out for the following values:

s50=08 a=01, o0=020; pu=0.15 ir=1.

As another illustration, the relative error (expressed in percentage) on the Laplace transform
of the optimal time to invest

RE(LT, ¢) = 100 LT —LT
bl = X -
¢ LT

Table 7.2 Relative error on the optimal profits/costs ratio as a function of ¢

@ —0.995 —0.7 —0.5 -0.3 —0.1 —0.01

RE(L*, ¢) 38.30 15.81 7.11 1.87 0.08 0.01
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Figure 7.6 Laplace transform of the optimal time to invest in the model with jump and Laplace
transform of the hitting time of the profit—cost ratio, L*

Table 7.3 Relative error on the Laplace transform of the optimal time to invest
as a function of ¢

@ —0.995 -0.7 -0.5 -0.3 —0.1 —0.02

RE(LT, ¢) —51.77 —14.68 —5.58 —1.26 —0.04 —0.01

is calculated in Table 7.3 for different values of the jump size ¢ and for the previous set of
parameters.

The interpretation of these results is very similar to those associated with the relative
error on the optimal profits/costs ratio. It can be noticed, however, that for large values of
the jump size, the relative error becomes quite important to reach more than a half of the
Laplace transform when the jump size is maximal. Hence, the impact of a wrong model
specification could be important if the investor focuses on the optimal time to invest in the
project.

7.6.2 Error in the investment opportunity value

In the ‘true’ model with jumps, the investment opportunity value is Cy. If we assume that
the investor becomes involved in the project when the ‘true’ process S reaches the level
Ly, then her investment opportunity value is

Co = (L; = DE(exp(—ptz,))

in which

ky
C()—(L((J 1)X<~*>

[

where Eg is the solution of equation (7.6.1).
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Figure 7.7 Investment value estimated with L* and the optimal investment value

Figure 7.7 represents the variations of Cp and 50 with respect to the jump size . Of
course, since L;; differs from the optimal frontier L*, we have for any ¢,

~

Co < (o

and the loss Cy — 50 comes from a wrong investment timg. This loss tends to zero when
the jump size tends to zero and this fact was expected as L;, tends to the optimal frontier
L* when ¢ tends to 0.

The curves shown in Figure 7.7 are produced by using the following values:

50 =08 a=0.1;0 =0.20; 0 =0.15; A = 1.

As another illustration, the relative error (expressed in percentage) on the investment oppor-
tunity value

RE(C, ¢) = 100 x (M)
Co
is calculated in Table 7.4 for different values of the jump size ¢ and for the previous set of
parameters.
The relative error remains manageable even for large values of the jump size since it is
always less than 10%. Therefore, the impact of a wrong model specification is relatively
not so important if the investor focuses on the value of the investment opportunity.

Table 7.4 Relative error on the investment opportunity value as a function
of ¢

@ —0.995 -0.7 —0.5 -0.3 —0.1 —0.02

RE(C, ¢) 9.02 5.33 3.19 1.14 0.06 0.01
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7.7 CONCLUSIONS

In this paper, we study the impact of market crises on investment decision via real option
theory. The investment project, modelled by its profits/costs ratio, is characterized by a mixed
diffusion process, whose jumps represent the consequences of crises on the investment field.
After having analyzed the implications of different model choices, we study the real option
associated with this investment project.

We establish the existence of an optimal discount rate, given a criterion based on this
investment time and we characterize the average waiting time.

We study in detail the properties of the optimal investment time, through its Laplace
transform, and focus, in particular, on its robustness when the underlying dynamics of the
project are not well-known or are wrongly specified. We interpret the results in terms of
the investment decision. More precisely, when the investor bases his/her decision on the
expected value of the random jump size, he/she tends to undertake the project too early.
The same property holds if he/she believes in a continuous dynamics for the underlying
project.

In this paper, we focus on a single investor. The complexity of reality suggests, how-
ever, that different other aspects, in particular, strategic relationships between the economic
agents, may play an important role. Investigating more general models involving strategic
dimensions and game theory is a topic for future research.

APPENDIX
Proof of Proposition 7.2.1

Let S be defined by model (B). We define C (¢, L) asC (¢, L) = (L — 1) x E (exp (—/,L‘[ZJ))
where rf =inf{r > 0; S, > L}. Hence

Co () =C (¢, L)

where L7 is the optimal frontier, that is to say, the optimal benefit—cost ratio. Let ¢, and
@1 be such that —1 < ¢ < ¢; < 0. We have

Co(p1) =C (o1, L) = C(g1, LY)
Then inequality ¢; > ¢, leads to
Vi > 0,58 (¢1) > S (92)

and consequently

E(exp(—pty3 )) = Eexp(—pt}? )
Finally, we get Co(¢1) > C(g1, L*(¢2)) = C(g2, L*(¢2)) = Co(g2).
Proof of Proposition 7.4.1

k ~
(i) The function k € ]1, +o0[ — (@) admits a maximum for £ = k, defined by:

k—1 1
+ =0 (7.A.1)

Insg + 1n
k—1
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The study of the Lévy exponent W leads to the existence of a unique value of u, denoted
by 71, such that 7 > « and ké,") = k. Moreover, [i satisfies:

E(exp(—pt.2)) = max E(exp(—ut1s))

Assertion (ii) comes from the definition of i and the following properties of the Lévy
exponent:

Vke Lkl Voel—1,0, A— Wk
is increasing and
Vke k[l VA>0, ¢— Uk

is decreasing.

Proof of Proposition 7.5.1
Let k be defined by equation (7.A.1). We have

ko <k < 50> 5

where

~ ko . 1
5o = xp [ —
0= 1P\ T T

and where ko is the limit: ko = lim k.

-0
In order to get the conclusion,(pit suffices to prove that k,, is strictly increasing with respect
to the jump size ¢.
Let F :]—1;0[ x ]1; +00[— R be the function defined as: F (¢, k) = ¥ (k) —  where
W is given by equation (7.2.1).
For any (¢, k) € ] —1; 0[ x ]1; +oo[ such that F (¢, k) = 0, we can easily check that
v (k) > 0. Using the implicit function theorem, we get:

ok 5.k
d (k)

ak
and the inequality % (¢, k) <0 implies — > 0. Hence the function ¢ — k, is strictly
¥

increasing.

Proof of Proposition 7.5.3

We denote by W and Wg(e) the Lévy exponents of the processes (X;*)

Sd) E SE(Q)
where X* = In (4) and X, @ =In | =—|.

and (X F@)) s

>0

>0

S0 S0
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Let k¢ (resp. kr(a)) be the unique real number strictly greater than 1 such that Wo (ko) =

w (resp. Wia) (ke)) = w).
We have Vo (k) = (P, k) + g(k) (resp. Wiy (k) = fE(P), k) + g(k)) where

2 2
f(®, k) =11 + ®)F — Adk and g (k) = %kQ + (a - %) k—A.

The convexity of the function x — f(x, k) for any k > 1, together with Jensen inequality,
implies that

Vk > 1, \I-’]E(q>) (k) =< "de> (k)

Hence
ko < kg

and from this last inequality, we conclude L} > L]’E(q)).

Proof of Proposition 7.6.1

~ ~ ~ S, ~
Let W be the Lévy exponent of the process (Xt) >0 Where X; =1n (—’) and k, be the
> 50

unique real number such that

~

ky > 1 v (Ep) =M.
Then, from the equalities
W(0)=TU(0) =0and ¥(2) = U(2) = 0> + r¢> + 20,

we get

~

ko > ko,

if and only if,
o2 + g+ 20 > 1

and therefore we have
* *
Lw > L(p
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Abstract

We show how moment derivatives can complete Lévy-type markets in the sense that by
allowing trade in these derivatives any contingent claim can be perfectly hedged by a
dynamic portfolio in terms of bonds, stocks and moment-derivative-related products.

Moment derivatives depend on the sum of the powered returns, i.e. the realized moments.
Squared log-returns are the basis of the nowadays popular Variance Swaps. Higher-powered
returns assess other kinds of important characteristics of the underlying distribution such
as skewness and kurtosis.

We first work under a discrete time setting under which we assume that the returns of the
stock price process are independent and identically distributed. Out of the Taylor expansion
of the payoff function, we extract the positions one has to take in order to perfectly hedge
the claim. We illustrate this by some illustrative examples such as the Trinomial tree model.

Next, we comment on the continuous time setting. In this case, a Martingale Represen-
tation Property lies at the heart of the completion on the market considered. Results in this
exponential Lévy market were already obtained in previous work of these authors. A survey
of the relevant results are given and the relation and similarities with the discrete setting are
discussed.

8.1 INTRODUCTION

In this paper, we consider markets where the returns are independent and identically dis-
tributed (iid). Typically, these markets are incomplete, and the purpose of this work is to
show a systematic way of completing these markets. We shall complete the market by
introducing a series of assets related to the powers of the return process.

First we present the procedure in a discrete-time setting with discrete returns, while,
secondly we consider more general returns, and finally we consider the continuous-time
setting. In fact this latter case has been considered in Corcuera et al. (2004a) [10] and in such
a case the new assets are based on the power-jump processes of the underlying Lévy process.
In addition, these new assets can be related with options on the stock (see Balland (2002) [2])

Exotic Option Pricing and Advanced Lévy Models. Edited by A. E. Kyprianou, W. Schoutens and P. Wilmott
Copyright © 2005 John Wiley & Sons, Ltd.
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and with contracts on realized variance (Carr and Madan (1998) [7] and Demeterfi et al.
(1999) [15]) that have found their way into OTC markets and are now traded regularly.
Higher order power-jump processes have a similar relationship with which one could call
realized skewness and realized kurtosis processes. Contracts on these objects, however, are
not common. Carr ef al. (2002) [8] and Carr and Lewis (2004) [6] have studied contracts
on the quadratic variation processes in a model driven by a so-called Sato process.

We give an explicit hedging portfolio for claims whose payoff function depends on the
prices of the stock and the new assets at maturity. Then, if we introduce utility functions, we
can obtain the optimal terminal wealth with respect to these utilities and by the completeness
of the enlarged market we can obtain the optimal portfolio by duplicating the optimal wealth.
This has been carried out by Corcuera et al. (2004b) [11], where we also analyze the case
where the optimal portfolio consists only in stocks and bonds. This corresponds to complete
the market with new assets in such a way that they are superfluous, that is, we do not
improve the terminal expected utility by including these new assets in our portfolio. This
is equivalent to choosing an appropriate risk-neutral or martingale measure (see Kallsen
(2000) [18] and Schachermayer (2001) [28]). Moreover, this martingale measure is related
to the neutral derivative pricing of Davis (1997) [13].

8.2 MARKET COMPLETION IN THE DISCRETE-TIME SETTING

We start by explaining the ideas in the most simple incomplete discrete market setting: the
one-step trinomial market model. Next, we will consider a one-step market model, where
the stock can attain m different values, then we will consider the same model but with n
time-steps, and finally we will deal with a general multi-step market.

8.2.1 One-step trinomial market

In this model, we assume we have a risk-free bond paying out a constant interest rate
r > 0, i.e. the bond has a deterministic value process: By =1 and B; = 1 4+ r. We have
also a risky asset, a stock, which can move from its initial value Sy > O to three different
values at time 1. More precisely, we have S§; = So(1 + X1), where X; can take the values
—1 < x; < xp < x3. It is a classical argument, that in order to avoid arbitrage one should
have x; < r < x3 (by investing in stocks you can lose more, but also gain more, than by
investing in bonds).

This arbitrage-free market is one of the most simple cases of an incomplete market, in the
sense that there exist contingent claims which cannot be hedged by positions in bonds and
stocks. We will show that by introducing a moment option (a Variance-Swap-like derivative),
the model can be completed. Moreover, we show that the position one has to take, in order
to hedge any contingent claim, can just be read off from the Taylor expansion of the payoff
function of the claim.

Indeed, suppose we allow also trade in a contingent claim, paying out X 12 at time 1.
We will refer to this derivative as the MOM ® derivative. Let us denote the price of this
contingent claim at time zero by z;.

In order to exclude arbitrage, there must be an equivalent martingale measure, making the
discounted values of all traded securities martingales. Denoting the risk-neutral probabilities
that X attains the value x; by ¢; > 0, i = 1, 2, 3, we must have
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G +aq+qg3=1
qi1x1 + qx2 +q3x3 =r
qixt + x5 + q3x3 = 22(1 +71),

where the first equation is ensuring that we have a probability measure, the second equation
makes the risk-neutral return on the stock equal to r and the third equation fixes the price
of the MOM @ derivative at z,. This system of equations can be rewritten in matrix form
as

11 1 q 1
Egq=| x1 x2 x3 [-| @ [=|T
x12 x% x32 q3 2 +7r)

—~

Since E is a Vandermonde matrix, det(Z) # 0 and E is invertable. So, the system has
exactly one solution, namely:

I

2 +r)

If this solution satisfies g € (0, 1)3, i.e. the g;s can be seen as probabilities, we have no
arbitrage. Moreover, since the solution is unique, we have also, by the second fundamental
theorem of asset pricing, that the market is complete. Note that to choose an arbitrage price
77 is equivalent to choosing a risk-neutral probability ¢.

Consider now a general contingent claim, with payoff function G(X) and develop this
function into powers of X;:

G(X)) = ao+ a1 X) + X}

Since X can take only three possible values, the series is cut off after the quadratic term.
In order to hedge this claim one needs to carry out the following:

e Invest (aop — a;)(1 +r)~! into bond.
e Buy a; /Sy units of stock, for a total price a;.
e Buy a, units of MOM @ derivatives, for a total price az;.

At time t = 1, we have the following:

e The money invested in bond has grown to ag — aj.
e We sell the a;/Sy stocks, giving us a;(1 + X;) of money.
e The MOM @ derivatives each pay out X2. This leads to a total payout of ap X2

In total we thus end up with ag + a; X; + a; X? = G(X;) of money, exactly the payout
of the contingent claim considered. In order to set up this strategy we needed

apg —a
14+r

of money, which in order to avoid arbitrage must be the initial price of the contingent claim
with payoff function G(X).

+a; +ax22
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8.2.2 One-step finite markets

The above situation can easily be generalized to a (one-step) setting, where the random

variable X can take a finite number m of possible values —1 < x; < - -+ < X, With x; <

r < Xxp, to avoid arbitrage. For m > 3, the market is an incomplete market; there exist

contingent claims which cannot be hedged by holding positions in bonds and stocks alone.
Assume trade is allowed into moment derivatives with payoff functions

MOM® =x* k=2,...,m—1.

So, besides investing in bonds and stocks, one can invest also into m — 2 other derivatives,
i.e. the MOM ®’s moment derivatives. Note that payoff functions and initial prices can be
negative. For example, in the case of a negative payoff, the holder must pay the correspond-
ing amount to the issuer. Let zx, k =2,3,...,m — 1, be the initial price of the MOM (k)
derivative.

In order to exclude arbitrage, there must be, as above, an equivalent martingale measure,
making the discounted values of all traded securities martingales. Denoting the risk-neutral
probabilities that X attains the value x; by ¢; > 0,i =1, ..., m, we must have

G4t gn=1 (8.1)
qix1+ -+ qumxm =71
QX7+ A+ guxy = 22(1+7)

@x] e guxt T =z (1),

where the first equation is ensuring that we have a probability measure, the second equation
makes the risk-neutral return on the stock equal to r and the other equations fix the prices
of the MOM ® derivatives at Zk, k =2,...,m — 1. With obvious notation (as above), the
system has exactly one solution, namely:

1
r

g=g"1.] 2d+r . (8.2)
Zm—1(1 +71)

If this solution satisfies g € (0, 1)™, i.e. the g;s can be seen as probabilities, we have no-
arbitrage. Moreover, since the solution is unique, we have also that the market is complete.

Since X; can now take m possible values, the payoff of a contingent claim G(X;) can
now be written into a Taylor expansion up to degree m — 1:

G(Xy) =ap+ a1 Xy +612X% 4+ ... +am—1an_1.

Completely analogous as in the trinomial setting, the hedging of this contingent claim
can be carried out by performing the following:
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e Invest (agp — a;)(1 + r)~! into bond.
e Buy a; /Sy units of stock, for a total price a;.
e Foreachk=2,3,...,m — 1, buy ay MOM &) derivatives for a price ayzk.

At time t = 1, we have the following:

e The money invested in bond has grown to ay — ay.

e We sell the a; /Sy stocks, giving us a;(1 + X;) of money.

e For each k =2,3,...,m — 1, each MOM® derivatives pays out X]f This leads to a
total payout of 37! a; XX

In total, we thus end up with ag + a; X + ZZ:ZI ap Xk = G (X)) of money, exactly the
payout of the contingent claim considered. In order to set up this strategy, we needed

m—1
o — a1
+ar+ Z AkZk
I+r =

of money, which in order to avoid arbitrage must be the initial price of the contingent claim
with payoff function G(X).

8.2.3 Multi-step finite markets

In this model, we consider a generalization of the above model, taking into account n time-
steps. We assume that we have a risk-free bond paying out an interest rate r, i.e. the bond
has a deterministic value process: Bp = 1 and B; = (1 + i, i=1,...,n. We have also a
risky asset, a stock, which has the following price process

So>0, Si=S8S_11+X)=S(1+X)--A+X;), i=1...n.

We assume the X;s are defined on a stochastic basis {2, F, P, F}, where F = {F;}_,
is a filtration that describes how the information about the security prices is revealed to
the investors. We will suppose that Fo = {#J, 2}, F; = o(S1,...,S;), i=1,...,n and
F = F,. In addition, we will assume that the X;s are iid and can attain m possible values
-1l <x; < <xp,with x; <r < x, to avoid arbitrage.

This arbitrage-free market is again an incomplete market. We will show that by intro-
ducing into the market, at each time-step, moment derivatives which mature one time-step
later and payoff some power of the return the stock makes over that time-step, the model
can be completed.

Assume at time t =i — 1, i = 1,...,n trade is allowed into, at this time newly intro-
duced, moment derivatives (MOMfk)) which mature at time 7 =i and have a payoff
function

M0M§k>:X§<, k=2,...,m—1.

So, besides investing in bonds and stocks, one can invest at time zero also into the MOM ik),
k=2,...,m—1 derivatives. These derivatives mature at time 7 = 1. At this time, a set
of m — 2 new derivatives are introduced into the market; these derivatives MOM ;k), k =
2,...,m— 1, mature at time T = 2, etc.
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The X;s are iid with respect to P; in consequence, any possible path of the stock’s
prices has non-null P-probability. Then, if the system shown by equation (8.2) satisfies
q € (0, 1)™, we can find a risk-neutral probability Q such that the prices of the kth moment
derivatives at their initiation are equal to say z;, independently on the step time. This means
that for each time i = 1,... ,n we take Q(X; = x;|F;_1) = ¢g;. Note that under Q the X;s
are also iid. Thus, for eachi = 1, ..., n, we have

price ofMOMfk)attimei—l = Z, k=2,....,m—1.

By the model described in Section 8.2.2, any payoff function G = G(X1 X2, ..., X»)
at time r = n can be hedged by a portfolio built at r = n — 1, having fixed the value of
(X1,...,Xu—1) = (x1,...,x,-1). In fact, we can write

m—1

G(-xla M) -xnfla Xf’l) = Z bflk)(X], M) -xn*l)leia
k=0

and the value of this portfolio at time ¢t = n — 1 will be

0 1
DY (X1 ey Xuo1) = B (X0, Xa)
1+r

Vi1 (X1, ooy Xp1) =
m—1

+ b, X)) F Z b (x1, ..., Xno 1)z
=2

Then, we can replicate G(xy,...,x,—2, X,—1, X,) by a portfolio built at t =n — 2, by
duplicating V,_1(x1, ..., x,—2, X,—1). Finally, by backward induction we have that any
contingent claim can be hedged by a self-financing portfolio.

8.2.4 Multi-step markets with general returns

With the same notation as in the previous case, let us assume that the Laplace transform of
(X1, X2, ..., X,) is defined in an open neighborhood of the origin (under Q); then the poly-
nomials are dense in L2(F,, Q). So, for any contingent claim, G = G(Xy, X, ..., X,) €
LQ(Q), if we are in the trading time n — 1 with (X1, Xo, ..., X,—1) = (x1, X2, ..., X4—1),
we can write

l
L. (k1) k
G = llggogbn (X1, X2, ..oy X)) XK

and by backward induction we can replicate G by a self-financing portfolio (see Corcuera
et al. (2005) [10] for more details).

8.2.5 Power-return assets

Another way of completing the market, is by allowing trade in the so-called power-return
assets. To simplify the exposition, we shall work under the finite market setting. We thus
have a risk-free bond paying out an interest rate r, i.e. the bond has a deterministic value
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process: B =1and B; = (1 + i, i=1,...,n. We have also a risky asset, a stock, which
is the following price process

So>0, Si=S8S1(0+X)=S0+X)--(A+X), i=1....n,

and where the X;s are iid (with respect to P) and can attain m different values —1 <
X| <--+ < Xpm, and x1 < r < x,. Assume now, that in this market m — 2 new assets are
introduced with price process

i
HY =0+n | Y X — i | k=2,....m—1,
j=1

where p; € R. Let us make a few remarks on these assets. The asset with price process
Hi(k) will be refereed to as the kth order power-return asset.

Remark 1 (Arbitrage) 7o avoid arbitrage by the introduction of these power-return assets,
some conditions are necessary on the constants [i. Classical theory says that to have an
arbitrage-free market, there must exist an equivalent martingale measure, under which all
of the discounted prices process of the assets are martingales. This condition translates into
the existence of probabilities 0 < q; < 1, such that

gL+ Fagm=1 (Condition H)
q1x1+ -+ Gmxm =71
QIx} 4 Xl =

m—1

qi1x +"'+mey’,’:71 = Mm—1.

Remark 2 The first condition forces the q;s to sum up to 1, as probabilities should do. The
second condition forces the discounted stock price to be a martingale; the other ones force
the discounted power-return asset prices to be martingales. These conditions are almost
identical to the conditions in equation (8.1); just replace zx(1 +r) by uy. In fact, if these
condition are satisfied, it is straightforward to see that the {q1, . . ., g} are unique and hence
the market is complete.

Remark 3 (Relation with MOM * derivatives) The mwo ways of completing the market
are very related. To move from the one to the other, one should set z;(1 +r) = ux (as
already noted in the previous remark). To exploit the relationship a bit more, we will briefly
show how to set up a MOM® derivative by an investment strategy in power-return assets.
Suppose, that we are at time t =i — 1 and we want to generate at time i a payoff X lk exactly

like the MOMfk) derivative is doing. In order to achieve this, at time i — 1 one should

o invest —(1+r)~! (Z;_:ll X’]? — uki) =—(+ ;’)”'Hl.(f)1 + (1 4+ r)" 'y in bond;
o buy (1 4+ )~ power-return assets of order k, for the total price of (1 + r)_iHi(f)l.



176 Exotic Option Pricing and Advanced Lévy Models

In order to set up this portfolio, an amount (at time i — 1) of (1 + )" g = zy is needed,
exactly the same amount as the time i — 1 price of the MOMEk) derivative.

Next, we will show, under the condition (H), that if trade is allowed in the power-return
assets, the market is complete, in the sense that any contingent claim can be perfectly hedged
by positions in bond, stock and the power-return assets. Let us consider a general contingent
claim which can depend on the complete path followed by the underlying stock, i.e. the
claim is characterized by a payoff function: G(X1, X», ..., X,).

Write the discounted payoff function in the following form:

A+rN7""G(Xy, Xa, ..., X,) = My + Zaj(Xl, XX =) (8.3)
Jj=1
n m—1
3> O XD = ).
j=1 k=2
Note that the functions a; and a;k), k=2,...,m—1,onlydependon X;, X5,..., X;_1 and

are thus completely known at time t = j — 1; in other words, the a®s are Fj—1 measurable

J
or ‘predictable’.
Then, let us consider the martingale

M,‘:EQ[(l+7‘)_nG(X1,X2,...,Xn)|.7:,'], iZl,...,I’l,

where Q is the risk-neutral probability defined by Condition (H). Since for j =1,...,n,
Eo[X;|Fj-1]=r and Eo[X%|Fj 1] = px, k =2,...,m — 1, we have that

i
Mi=Mo+ Y aj(Xi.....X;-)(X; —r)
Jj=1

i m—1

+3 > O XD = ).

j=1 k=2

We know that the discounted value of any contingent claim is a Q-martingale. Then,
Eol(1 +r)7"G(X1, X2, ..., X,)] = My is the initial price of the claim under consideration
and (1 4 r)' M; is the time ¢ = i price of this claim.

In order to hedge the claim, one should follow the following self-financing strategy. Just

before the realization of S;,i = 1, ..., n take the following positions in, respectively, bonds,
stocks, and kth order power-return assets, k =2, ..., m — 1:

m—1
e number of bonds =a; = M;_| — (1 +r) 7188 — (14 r)~i*! Z ,Bl.(k)Hi(f) ,

k=2

e number of stocks = B = (1 +r)a;(X1, ..., Xi—1)/Si_1,
e number of kth power-jump assets = ﬂi(k) = ai(k)(Xl, LX), k=2,...,m—1.
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Note the following

e The initial (r = 0) amount needed to set up the initial portfolio is:

m—1
arBo+ BiSo+ Y BV HG = Mo.
k=2

e Just before the realization of S;, the portfolio value is (1 + r)'~'M;_;. By a straightfor-
ward calculation one can see that just after the realization of S; (and before adjusting
the portfolio again), the value is given by (1 +r)'M;. This implies that the portfo-
lio is self-financing. Moreover, since the value of the portfolio at time ¢ = n equals
d+r"M, =G(Xy, X, ..., X,), the portfolio is replicating the claim.

In conclusion, we have that the portfolio (¢;, 8, ﬂi(z), R ,Bi(m_l); i =1,...,n)isthe self-
financing portfolio which replicates the claim G(X, X», ..., X,) and has initial value M.

8.3 THE LEVY MARKET
8.3.1 Lévy processes

Lévy processes are the natural continuous time analogs of the sums of iid random variables.
Basically, they are processes with the same kind of structure in the increments: stationary and
independent. However, not for any general distribution, one can define such a continuous
time stochastic process, where the increments follow the given distribution. We have to
restrict ourselves to so-called infinitely divisible distributions (see e.g. Bertoin (1996) [3]
or Sato (2000) [27])

Given an infinitely divisible distribution with characteristic function ¢ (z), one can define
a stochastic process (with cadlag paths), Z = {Z,,t > 0}, called a Lévy process, which
starts at zero, has independent and stationary increments and such that the distribution of an
increment over [s, s + ], s, > 0, i.e. Z;45 — Zs, has (¢(z))" as the characteristic function.
It is well known that Lévy processes are semimartingales.

The function ¥ (z) = log¢(z) = log E[exp(izZ;)] is called the characteristic exponent
and satisfies the following Lévy—Khintchine formula (see Bertoin (1996) [3]):

CZ ) +o00
¥(z) =iaz — 72 +f (exp(izx) — 1 —izx1jx<1pv(dx),

—0o0

where o« € R, ¢ > 0 and v is a measure on R\{0} with fj;o(l A xH)v(dx) < co. We say
that our infinitely divisible distribution has a triplet of Lévy characteristics [c, e, v(dx)].
The measure v(dx) is called the Lévy measure of Z, while v(dx) dictates how the jumps
occur. Jumps of sizes in the set A occur according to a Poisson process with parameter
f 4 v(dx). If 2 =0 and fjll |x|v(dx) < oo, it follows from standard Lévy process theory
(see Bertoin (1996) [3] and Sato (2000) [27]) that the process is of finite variation (for
applications of Lévy processes in finance, see Schoutens (2003) [29]).

From the Lévy—Khintchine formula, one can deduce that Z must be a linear combination
of a standard Brownian motion W = {W,, ¢ > 0} and a pure jump process X = {X;, t > 0}:

Z; =cW; + X,
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and where W is independent of X. Moreover

X,=/ x(Q((O,t],dX)—tv(dx))Jr/ £0((0, 11, dx) + .
{lx|<1}

{lx|=1}

where Q(dt, dx) is a Poisson random measure on (0, +00) x R\{0} with intensity d¢ x v,
where v is the Lévy measure of Z and dr denotes the Lebesgue measure.

8.3.2 The geometric Lévy model

The continuous analog (separating the deterministic trend) of the stock price model described
in Section 8.2.3 model is the so-called (geometric) Lévy market model or (stochastic)
exponential Lévy processes, under which we have initially to our disposal a bond, with
price process B = {B; = exp(rt)} and a stock. Under this model, the stock price process
S = {S;,t > 0} is modelled by a Stochastic Differential Equation (SDE) driven by a general
Lévy process Z = {Z,,t > 0}:

ds,
S—’ = bdr 4+ dZ,, So > 0. (8.4)

1—

Z is defined on a stochastic basis {2, F, P,F}, where F = {}',}T is the filtration

>0
that describes how the information about the security prices is revealed to the investors.

We assume that F; is o(S;,0 <s <t) completed with the P-null sets. The classical
Black—Scholes model (Black and Scholes (1973) [5]) takes a Brownian motion for the
Lévy process Z. We will allow more general Lévy processes (taking into account jumps).

For the purpose of our model, we require the process Z to satisfy certain conditions. We
will suppose that the Lévy measure satisfies for some ¢ > 0, and A > 0

/ exp(Alx|)v(dx) < oo. (8.5)
(—e,8)¢

This implies that
+00 )
/ |x'v(dx) < oo, i>2,

o0

and that the characteristic function E[exp(izX,)] is analytic in a neighbourhood of 0 and
Elexp(—hZ;)] < oo for all h € (—hy, hy),

where 0 < hy, hyp < 00. So, all moments of Z, (and X,) exist.

8.3.3 Power-jump processes

Under our continuous-time setting, the role of the powered returns will be taken by power-
jump processes.
These are built from the following transformations of Z = {Z;, r > 0}. We set

z" =Y (az), iz2

O<s<t
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where AZ; = Z; — Z,_, and for convenience we put Z( ) = Z,;.Note that Z, = ZO<s<t AZ,
is not necessarily true; it is only true in the bounded variation case (with ¢ necessarily
equal to zero). If we define X in an analogous way, we have that X’ = Z”, i > 2. The
processes X = {X ,(’), t > 0},i > 2, are again Lévy processes and are called the ith-power-
jump processes (or the power-jump processes of order 7). They jump at the same points as the
original Lévy process, but the jumps sizes are the ith power of the jump size of the original
Lévy process.
We have E[X,] = E[X"] = tm; < oo and (see Protter (1990), p. 29 [25])

E [x,“’] —E [ > (AXxy) } =1 /oo Xiv(dx) =mit < oo,  i>2. (8.6)

O<s<t [e'9)

We denote by
v =z _E [z}”] =z0 —mi, i1,

the compensated processes.
Using Itd’s formula (see Chan (1999) [9] or Protter (1990) [25]) for cadlag semimartin-
gales, one can show that equation (8.4) has an explicit solution

2
S; = Spexp <Z, + (b — %) t) 1_[ 1+ AXy)exp(—AXy).

O<s<t

In order to ensure that S; > O for all # > 0 almost surely, we need AX; > —1 for all . We
thus need that the Lévy measure v is supported on a subset of (—1, +00).

8.4 ENLARGING THE LEVY MARKET MODEL

Suppose that we have an equivalent martingale measure Q under which Z remains a Lévy
process. Under this measure, the discounted stock price process is a martingale and the
process Z = {Z, + (b —r)t, 1 = 0} will be a Lévy process (with Lévy measure V); more-
over, the process Z is a martingale. Obviously, AZ, = AZ, and Z(') Zt(’), i > 2. Let
us consider (based on Z) the ith-power-jump processes ¥ @ = {Y,(’) ,t > 0}. Note that for
i>2,m; = f_t:}o x'D(dx), and we will require v to fulfil equation (8.5).

We will enlarge the Lévy market with what we will call ith-power-jump assets. More
precisely, we will allow trade in assets with price process H© = {H"”, 1 > 0} where

Ht(i) = exp(rt)Yt(i), i>2.
By taking a suitable linear combination of the ¥¥s, one obtains a set of pairwise strongly
orthonormal martingales {T(’) i> 1} (see Protter (1990) [25]). Each T is a linear com-
bination of the Y/, j =1,2,.

TO =c¢; ;YO e YV + Y™, i =1

The constants ¢; ; can be calculated as described in Nualart and Schoutens (2000) [22]:
they correspond to the coefficients of the orthonormalization of the polynomials {x", n > 0}
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with respect to the measure ju(dx) = x?v(dx) + ¢*8(dx). The resulting processes T =
{Tt(’), t > 0} are called the orthonormalized ith-power-jump processes. In addition, we will

denote their orthonormalized version of H” by " = {Ffl), t > 0}, where

ﬁfi) = exp(rt)T,(i), i>2.

Trade in the power-jump assets can be motivated as follows. Consider the 2nd-power-
jump asset. This object in some sense measures the volatility of the stock, since it accounts
for the squares of the jumps. If one believes that in the future there will be a more volatile
environment than the current market’s anticipation, trading the 2nd-power-jump asset can
be of interest. In addition, if one would like to cover against periods of high (or low)
volatility, they can be useful: Buying 2nd-power-jump assets can cover the possible losses
due to such unfavourable periods. The same can be said for the higher order variation assets.
Typically, the 3rd-power-jump assets is measuring a kind of asymmetry (cf. skewness) and
the 4th-power-jump process is measuring extremal movements (cf. kurtosis). Trade in these
assets can be of use if one likes to bet on the realized skewness or realized kurtosis of
the stock: one believes that the market is not counting in asymmetry and possible extremal
moves correctly. On the other hand, an insurance against a crash can be easily built from
the 4th-power-jump (or ith-power jump, i > 4) assets.

Note, that clearly the discounted versions of the H® are the power-jump processes, and
hence martingales:

Eglexp(—rt)H"|F,1 = EolYP|F1=Y®, 0<s<t.

Hence, the market allowing trade in the bond, the stock and the power-jump assets remains
arbitrage-free.

8.4.1 Martingale representation property

Our Lévy process Z = {Z;,t > 0} has the Martingale Representation Property (MRP) in
terms of the orthonormalized power-jump processes (see also Nualart and Schoutens (2000,
2001) [22] [23]) that is, every square-integrable martingale M = {M,, t > 0} can be repre-
sented as follows:

1 00 t
M, = Mo+/ hydZ, +Zf hD dT®,
0 5 Jo

where kg and hgi), i > 2 are predictable processes. such that

t
EU |hs|2ds:| <00
0

1 o0
E [/ Z|h§i)|2ds:| < .
0=

Note the similarity, except for the orthonormalization, between this MRP and equa-
tion (8.3).

and
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The MRP implies that the market enlarged with the ith-power-jump assets is complete
in the sense that for every square-integrable contingent claim X we can set up a sequence
of self-financing portfolios whose values converge in L?(Q) to X. These portfolios will
consist of finite number of bonds, stocks and ith-power-jump assets. We will say, for short,
that X can be replicated. Note that this notion of completeness is equivalent to the notion
of approximately complete of Bjork and co-workers (given in Bjork ef al. (1997) [4]).

The details of the hedging strategy can be extracted out of the MRP. Consider a square-
integrable contingent claim X € Fr with maturity 7'. Let

M, = Eglexp(—rT)X|F;].

By the MRP given above, if we define

t N ot
MY = Mo—i—/ hydZ, +Z/ RDdT®.
0 i—2 0

we have that
lim MY = M,,

N—o0

in L?(Q). Define the sequence of portfolios (in terms of the orthonormalized ith-power-
jump assets)

oV =) =@, 8. B2 Y. ... B, 1 =0, N>2

by
u (@)
— —_ )51
al = MN —B.S; e —e! Z,B,(I)H,_,
i=2
B = enht St:l,
D =n"  i=2,3,...,N.
Here, atN corresponds to the number of bonds at time ¢, B, is the number of stocks at that time
and ,Bt(') is the number of assets E(l), i =2,3,..., N, one needs to hold at time 7. Then, it

was shown in Corcuera et al. (2005) [10] that {¢" , N > 2} is the sequence of self-financing
portfolios which replicates X. In fact, the value VtN of ¢V at time ¢ is given by

N
vV =ale 15+ Y BUH, = MY,
i=2
and so the sequence of portfolios {¢" , N > 2} is replicating the claim.
Moreover, in the case of a contingent claim whose payoff is only a function of the value
at maturity of the stock price, i.e. X = f(S7), one can compute explicitly the sequence of

portfolios that replicates the contingent claim.
Note that the value of the contingent claim at time ¢ is given by

F(t, 8) =exp(=r(T — ))Eglf(ST)|F:];

we call F (¢, x) the price function of X.
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Denote by D; the differential operation with respect to the first variable, i.e. the time
variable, and by D, the differential operator with respect to the space variable (the second
variable — the stock price). Finally, denote by D the following integral operator:

+o00
DF(t,x) = f (F(t,x(1+y))— F(t,x) —xyDyF(t,x)) v(dy).

oo

If f is Lipschitz and under certain degeneracy conditions (see Chapter 12 in Cont and
Tankov (2004) [12]), F € C!2. In this case, we have that, in analogy with the Black—Scholes
partial differential equation, in the Lévy market setting F' will satisfy a Partial Differential
Integral Equation (PDIE). More precisely, the price function (at time ¢) F (¢, x) satisfies (see
Chan (1999) [9], Nualart and Schoutens (2001) [23] and Raible (2000) [26]):

1
D F(t,x) +rxDyF(t,x) + EczleJgF(t, x) + DF(t, x) = rF(t, x). (8.7)

with F(T, St) = f(St).

The sequence of self-financing portfolios replicating a contingent claim X, with a payoff
only depending on the stock price value at maturity and a price function F(t,x) € C1>®
which satisfies

sup Z|D F(t, x)|R" < 00, (8.8)

x<K, 110 ,
for all K, R > 0, tp > 0, is given at time ¢ by:

SI_DLF(t, Si—)
e number of bonds=a¥ = B, 'F(t, S,_)—S,_D,F(t, S;_)— B IZ%SI)H,(’_)
1L.Dy

i=2
(8.9)
e number of stocks = 8; = D, F(t, S;_), o
o SL_DLF(, S

- , i=273,...,N
i!'B;

e number of ith-power-jump assets =

Remark 4 In the Black—Scholes model, the risk-neutral dynamics of the stock price is given
by the stochastic differential equation

1
A (r - 5&) dr +dw,, So > 0,

where W = {W,,t > 0} is a standard Brownian motion. In this case, all processes H @)
i > 1 are equal to zero. Hence, it is clear that the market is already complete and that an
enlargement is not necessary. Moreover the hedging portfolio is given by w
number of bonds and D, F (s, Sy) number of stocks. '
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8.5 ARBITRAGE

We assume our market is already enlarged with the power-jump assets. So, we have chosen
constants a®, i > 2 and trade is allowed in the bond, the stock and the power-jump assets
with price processes H,(i) = exp(rt)(X,(i) —a1),i > 2.

We investigate whether this enlargement leads to arbitrage or not. For instance, if we
choose a'”) and r to equal zero this leads to arbitrage opportunities because all H,(i) with
even I are strictly increasing and starting at zero and trade is allowed in these objects.
Actually, the choice of the constants a) may prevent arbitrage opportunities. We will
discuss below how to make this choice, which is a delicate matter.

No arbitrage, in the usual sense and in our portfolios with a finite number of assets, is
implied by the existence of an equivalent martingale measure under which all discounted
assets in the market are martingales. This question is related to the moment problem and we
will give sufficient conditions to ensure that there exists an equivalent martingale measure
(and hence the market is arbitrage free): in continuous time the existence of an equivalent
martingale measure is a sufficient but not a necessary condition to ensure no-arbitrage (see
Delbaen and Schachermayer (1994) [14]). The problem in its full generality seems to be
very hard and challenging.

8.5.1 Equivalent martingale measures

In this section, we will describe the measures, equivalent to the canonical (real world)
measure under which the discounted stock price process is a martingale and under which
Z remains a Lévy process. More precisely, we characterize all structure preserving P-
equivalent martingale measures Q under which Z remains a Lévy process and the process
S = {S‘, = exp(—rt)S;, t > 0} is an {F;}-martingale. Since we are considering a market with
finite horizon T, locally equivalence will be the same as equivalence.

We have the following result (see Sato (2000), Theorem 33.1 [27]).

Theorem 5 Let Z be a Lévy process with Lévy triplet [a, ¢, v(dx)] under some probability
measure P. Then the following two conditions are equivalent.

(a) There is a probability measure Q equivalent to P on F; for any t > 0, such that Z is a
Q-Lévy process with triplet [&, ¢, V(dx)].
(b) All of the following conditions hold:
(i) v(dx) = H(x)v(dx) for some Borel function H : R— (0, 00).
(ii) d = o + fj;o x1yx<1y(H (x) — Dv(dx) + Gc for some G € R.
(iii) ¢ = c.

(iv) [.(1 = VHX))*v(dx) < oo.

The equivalent conditions in the previous theorem imply that the process W = {W,, r > 0}
with 3
W[ - W[ - Gt

is a Brownian motion under Q and also, if v and ¥ verify the condition shown in equation
(8.5), the process X is a quadratic pure jump Lévy process with Doob—Meyer decomposition

+o00
X, =L, + (a +/ x(H(x) — l)v(dx)) ‘,

o0
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where L ={L,,t >0} is a Q-martingale and the Lévy measure is given by v(dx) =
H(x)v(dx).

We now want to find an equivalent martingale measure Q under which the discounted
price process S is a martingale. By the above theorem, under such a Q, X has the
Doob—Meyer decomposition

+0o0
X, =L, + (a +f x(H(x) — 1)v(dx)> t,

o0

where L = {f,,,t > 0} is a Q-martingale. Noting that AL, = AZ,, we have
- - ~ c?
S; =Soexp(cW,+L,+ <a+b—r+cG— ?>t>

+o0
X exp <t/ x(H(x) — 1)v(dx)> ]—[ (14 ALy)exp(—ALy).

- O<s<t

Then, a necessary and sufficient condition for S to be a Q-martingale is the existence of G
and H(x), with [ (1 — /H(x))*v(dx) < oo such that

+00
cG+a+b—r+/ x(H(x) — 1v(dx) =0. (8.10)
—00
Remark 6 We remark (see e.g. Eberlein and Jacod (1997) [16]), that if there exists a (non-
structure preserving) locally equivalent martingale measure Q1 under which Z is not a Lévy
process, there exists always a (structure preserving) locally equivalent martingale measure
Q> under which Z is a Lévy process.

A sufficient condition to guarantee that the enlarged market is free of arbitrage is the
existence of an equivalent martingale measure Q making S and the discounted H®s
martingales. If this measure is structure preserving, the condition that the discounted stock
price must be a martingale comes down to the existence of G and H (x) such that equation
(8.10) holds. If we also want that the discounted H s, i.e. X,(i) —a®¢, be martingales for
i > 2, using equation (8.6) together with the fact that the Lévy measure of X under Q is

given by H(x)v(dx), this comes down to

+0o
f xX'Hx)v(dx) =a®, i>2. (8.11)
—0

The question now is, do there exist G and H(x) such that equations (8.10) and (8.11)
hold simultaneously? This question is related to the moment problem: given a series of
numbers {/,}, find necessary and sufficient conditions for the existence of such a measure
with u, as the nth moment. Another point is the uniqueness. A partial result is that if the

moment problem has a solution with bounded support, then it will be unique (see Shohat
and Tamarkin (1950) [30] or Ahiezer (1965) [1]). We have then the following proposition.

Proposition 7 Suppose that v(dx) has compact support: then, if there is a martingale mea-
sure in the market enlarged with the power-jump assets, the martingale measure is unique,
structure preserving and the market is complete.
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Proof. If we have a martingale measure in the enlarged market, there exists, using the
same arguments as in Eberlein and Jacod (1997) [16], an H (x) verifying equations (8.10)
and (8.11) with H(x) > 0. The measure (dx) = x2H (x)v(dx) is finite and has a bounded
support. This implies that H(x) is determined by the condition shown in equation (8.11).
On the other hand, since the support is bounded, H(x)v(dx) verifies equation (8.5) and
the model enlarged with the power-jump assets is complete. Finally, since the contingent
claim Br14 with A € F is replicable, the uniqueness of its initial arbitrage price, Eg(14),
implies the uniqueness of the martingale measure.

In general, uniqueness of the martingale measure implies completeness.

Proposition 8 If the probability measure that makes the discounted stock price and the
power-jump assets martingales is unique, that is, the martingale measure is unique, then
the market is complete.

Proof. Let Q be a martingale measure. We argue by contradiction. If the market is not
complete, there exists a contingent claim X > 0, X € LZ(Q), not identically zero, which is
orthogonal to any replicable contingent-claim. Define Q*(dw) = (1 + X)Q(dw). Then Q*
is a martingale measure different from Q. In fact, for any s < ¢, and A € F;, we have

Eo:(La(Y” —¥D)) = Eq(a(¥” —Y) + Eo(X14(Y” —Y)) =0,

and {Y,(i),t > 0} are Q*-martingales for all i > 2. Clearly, S, is also a Q*-martingale.

8.5.2 Example: a Brownian motion plus a finite number of Poisson processes

Suppose

n
Z =cW,+ Y ciNj,.
j=1

where ¢ #0, W = {W;,t > 0} a standard Brownian Motion and N; = {N;,,t > 0} are
independent Poisson processes with intensity a; > 0. The constants ¢;, j=1,...,n are
assumed to be all different from each other and non-zero. Then, X; = Z?:l ¢jN;; and
E[X] = Z;%:l cja; = a, and

n

HY =exp(rt) [ Y ciNj —aPt |, i=2.3.....
Jj=1
It is not that hard to see that H,(i), for i > n + 1 can be written as a linear combination of
the H,(i), i=2,...,n+1 (see Léon et al. (2002) [19]). In this case, we enlarge the market
with only n objects, namely the assets following the price processes H,(i) ,i=2,...,n+ 1.
In order that an equivalent martingale measure Q exists, we must have the existence of a
G and H, such that

+00
/ x(Hx)—Dv(dx)=r—cG—a—0»>b

o0

f XHxwdx)=a®, i=2,....,n+1.

—0o0
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The support of H will now be the set {cy, ..., c,+1} and the above equations reduce to

n
chH(cj)aj =r—cG->
j=1
n
ZC;H(CJ-)Q,- =a®, i=2,....,n+1.
j=1

There exists an equivalent martingale measure if the following system of equations for

H(cj), j =1,...,n has a positive solution, i.e. H(c;) >0, j=1,...,n.
2 2 2
c%al c%az e cgan H(cy) a(j)
clay cay ... CGay « H(cy) _ a®
1 1
Aay Stlay ... I a, H(c,) ath

The existence (and uniqueness by Proposition 7) of a positive solution H(c;), j =
1, ..., n can be translated into the condition

c'.d >0, (8.12)

where C~! is the inverse of the Vandermonde matrix

1 1 1

C = Cl (&) Cn
n—1 n—1 n—1

Cl C2 Cn

and a’ is the transpose of [a® ...a"*D]. Note that if all of the ¢;s are different from each
other (as we assumed above), that detC # 0.

For the calculation of the inverse of Vandermonde matrices, see Graybill (1983) [17] or
Macon and Spitzbart (1958) [20], while for other applications of Vandermonde matrices in
finance see Norberg (1999) [21].

8.6 OPTIMAL PORTFOLIOS
Definition 9 A utility function is a mapping U (x) : R — R U {—00} which is strictly increas-
ing, continuous on {U > —oo}, of class C*, strictly concave on the interior of {U > —o0}
and satisfies
U'(o0) := lim U'(x) = 0.
X—> 00
Denoting by dom(U) the interior of {U > —o0}, we shall consider only two cases:

Case 10 dom(U) = (0, 00) in which case U satisfies

U'0) := lir{)lJr U'(x) = 0.
x—
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Case 11 dom(U) = R in which case U satisfies
U'(—o00):= lim U'(x) = co.
X—>—00

xl-r

Typical examples for Case 10 are the so-called HARA utilities, U(x) = = for p e
R4+ \{0, 1}, and the logarithmic utility U (x) = log(x). A typical example for Case 11 is
U(x) = —1emor.

8.6.1 Optimal wealth

Given an initial wealth wy and an utility function U, we want to find the optimal terminal
wealth Wr, that is, the value of Wy that maximizes Ep(U(Wryr)). We will consider the
optimization problem

max{Ep(U(WT)) 1 Eg (T:—;) = wo}.

The corresponding Lagrangian is

4% d W,
Ep(UWr)) — AEg <B—TT - wo) =Ep (U(WT) —Ar <&—T - wo)) .

Then, the optimal wealth is given by

where A7 is the solution of the equation

-1 ArdQOr\| _

It is easy to check the existence and uniqueness of the optimal wealth from the conditions
on U.

From equation (8.5) and under certain conditions on Q (see Corcuera et al. (2004b) [11]),
we can write:

G
wr = (U')™ <m (T) Sf eVT) ,
where

)\.[ —% 1 G C2
m(t) := ESO exp <—§G2t -7 <a +b— 3>t

oo G G
+ t/ <(log H(x) — = log(l4+x)H(x)—Hx)+1+ ?x) v(dx))

oo
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and

+00
Vi =/ g(x)(Q((0, 7], dx) — t H (x)v(dx)),
with G

g(x) :=1log H(x) — . log(1+x).

It can be shown (see Corcuera et al. (2004b) [11]), that if we consider HARA and
exponential utilities we have that the price process of the optimal portfolio is given by

B
Eg [B—;Wﬂf,] =F(t58,V)

with
G

F(t,x1,x):=¢,T) (U’)_1 (m @) xf ex2> +x@,T). (8.14)

We know that under an equivalent martingale measure Q, which is structure preserving,
4%

B—TT .
Now, by a generalization of equation (8.9) (see Theorem 4 in Corcuera et al. (2004b) [11])
we can find the composition of the portfolio with this price process. In fact, we have that

the number of stocks and new assets are given, respectively, by

any random variable Wr € L2 (2, F7, Q) can be replicated and we have wy = Eg (

%*1 Vi ’
g — Go(t, T)m (1) S,,Qe _ G¢;z, lT])HUVE}W,,) 8.15)
UMW) 0 Sty UM
and
o _ ¢ T) a1 ¢ vy .
C =B By (U <m (t) S, e H(y)) R i=2,3,... (8.16)

8.6.2 Examples

Example 12 Consider U(x) = logx. Then U’ (x) = (U’)7l x) = % Therefore, by solving
equation (8.13), we have

WT = BT— = < (T)S? ) 1
w m re’l .
0 dor

Therefore, we have that

B
Eo| Zowr 7 | = woBEg | 22217, | = woB,
¢\ By 21407

dP,
do,

Wi

and the price function of Wr at time t is

G -1
W, = <m (1) S;evf> ,
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that is, the wealth of the optimal portfolio at time t is the optimal terminal wealth for the
period [0, t]; in other words, ¢(t,T) =1 and x(t, T) = 0 in equation (8.14). Now, since
U’ (x) = —ﬁ, if we apply equation (8.15), we have that

BS- G

sz C

3

that is, the relative wealth invested in stocks is constant. From equation (8.16), the number
of new assets is

i _ Wi 0 1

= — |, i=2,3,...
1By 9y H (y) |,=9

So, maximization with bonds and stocks corresponds to take

H(y) =

l_G

B
where G verifies (see equation (8.10))

+00

G 2
cG+a+b—r+—/ yG
c J_ oo 1_?))

v(dy) = 0.

Example 13 Consider U(x) = )jipp with p € Ry \ {0, 1}. Then, (U’)7l (x) = xii and by

solving equation (8.13) we have

(42
dor’
then

0 <t <T}isa Q-exponential Lévy process (see Corcuera et al. (2005) [11]), and
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dpPp

P
gQT L = ‘}QPIT That is, again the wealth of the optimal portfolio at time t is the optimal

terminal wealth for the period [0,t], and ¢(t, T) =1 and x(t,T) = 0 in equation (8.14).
Now, since U'(x) = x~7 and U" (x) = —px~P~, if we apply equation (8.15), we have that

where

and by equation (8.16) the number of new assets is given by

@) _ Wt 3i

—H p
t l’B 8y o

So, we will have an optimal portfolio only based in bonds and stocks, if and only if,

1
G \"’
(1-5v)

H(y) =

where G verifies

© 1
cG—f-a-{-b—r—}—f y( (1_Qy)p—1>v(dy):O.
oo p
Example 14 Consider the exponential utility function
I _
Ux)=——e*"
o
with a € (0, 00). Then, (U’)71 x) = —é log x and by solving equation (8.13) we have
1 dPr dPr 1 4
Wr = woBr + — <10 —E <1 )) =——1Io <m(T)SL eVT>
T T T o e\

Note, that in this case, W,_ is not bounded by below and that there arises the problem of the
admissibility of this optimal portfolio (see Kallsen (2000) [18]). In addition, we have that

E Bth]—" —woB, + 2 (E, |1 dPT|f log 37
0 By T/t | = Woby @By 0 Ong t Ong
B[ d T dPTI
Eo |1 F 1 ’
aBr ( ¢ |:og dOr, | t} Eo <Og dQT,t)
P dp
1 log t
do; do;
= woB; + By log dP; Eg(lo dP;
=BT o (g, 250,

B’W+ g (1-2%
= — w - — .
By 0T Br

= woB,

+lo
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Therefore, in this case ¢(t,T) = B%and x(@, T) =woB:(1 — %) in equation (8.14). Now,

since U'(x) = e and U" (x) = —ae™ ™", if we apply equation (8.15), we have that

Br G
= BS,_ =——,
B, BiSi -

that is, the forward value of the wealth invested in stocks is constant. From equation (8.16),
the number of new assets is constant:

; Br o
O'=——L —logH (y)

¢ - . 1=2,3,...
ila dy

y=0

and we obtain the optimal portfolio based only in stocks and bonds by taking

G
H(y) = exp (?y) ;

o0 G
cG+a+b—r+/ y(exp(—y)—l)v(dy):O.
NS c

The corresponding martingale measure is then the Esscher measure (see Chan (1999) [9]).

with G verifying

Example 15 Consider the quadratic utility
)

U(x):yx—j, X<y

and then (U")~'(x) = y — x, and by solving equation (8.13) we have

apr

d G
Wr =y — (v —woBr)—— =y —m(TI)Sf e
QYdor
and so
ap
B, B, B, a0,
Eg| =Wr|Fi|=—5v— 5 —wBr)—,—
Br Br Br E (ﬁ)
0 \do,
B — woB B — woB
:—ty(l—y 0T>+_t7/ oBr,,
Br y —wobB, By y —woB;

Therefore, in this case ¢ (t, T) = g—;% and x(t,T) = Bi;y(l - %) in equation

(8.14). Now, since U'(x) = y — x and U" (x) = —1 if we apply equation (8.15), we have
that

By (y —woB)piSi- G

B, (y —woBr)(y —W,_) ¢

)
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the number of new assets is:

i) _ Wi =)y —woBr) 9"
! i!Br(y —woB,) 3y

Hoy| ,i=23,...
y=0

and we obtain the optimal portfolio based only in stocks and bonds by taking

G

with

(r—a—>b)c

G =
c2 4+ mo

The corresponding martingale measure is the so-called minimal martingale measure (see
Chan (1999) [9]). Even though the quadratic utility is not a proper utility in the sense
defined above, since this is decreasing for x > y, it is interesting since the solution of the
optimal problem with this utility is the same as that of the solution of the mean-variance
portfolio problem if we choose

_ w(d+pEgEr) —A+1)
Egr)—1

where p > r is a specified return (see Pliska (1997) [24]).
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Pricing Perpetual American Options Driven by

| Spectrally One-sided Lévy Processes’

Terence Chan
Heriot-Watt University, Edinburgh, UK

Abstract

This paper considers the problem of pricing perpetual American put options on stocks
whose price process is the exponential of a Lévy process (i.e. a process with stationary
independent increments). When the price process has no negative jumps, the problem
reduces to one of finding the law of a relevant first-passage time of the process, a problem
which has already been well-studied. However, if the price process does have negative
jumps, the problem is much more delicate as it involves finding the joint law of a first-
passage time and position of the process at that time. This problem is only mathematically
tractable under the assumption that the price process has no positive jumps. A renewal
equation for the price is obtained in the case where the jump component of the Lévy process
has finite variation. In the general case, a simple explicit formula is obtained for the optimal
exercise boundary and a formula amenable to efficient numerical computation is obtained
for the price of a perpetual put.

9.1 INTRODUCTION

Consider a (non dividend-paying) stock whose price at time ¢, S;, is modelled as S; =
Soexp{—Y;}, where Y; is a Lévy process (process with independent stationary increments)
of the form

YZZUB[+XZ+CI, Y():O, (9.11)

where B; is a standard Brownian motion and X, is a jump process with stationary inde-
pendent increments. We shall suppose that the market is already risk-neutral, so that for
some discount factor § > 0, e~%S, is a martingale. Of course, such a model is incomplete:
there are many equivalent martingale measures and contingent claims cannot be hedged
perfectly. However, the purpose of this paper is not to address the problems associated with
incompleteness of the market in this model; in particular, it does not deal with the question
of how to choose a suitable equivalent martingale measure from the infinitely many avail-
able — this problem has been studied in, for example, Chan (1999) and the references cited
there. Instead, the present article is concerned with the next step in pricing a contingent
claim, namely, once an equivalent martingale measure has been chosen, how to calculate
the expected payoff with respect to the chosen martingale measure. It is shown in Chan
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(1999) that for this model, a Lévy process under the original measure remains a Lévy
process under any equivalent martingale measure. We may therefore assume that e~%'S; is
already a martingale. (However, in the context of perpetual options considered here, it is
perhaps worth bearing in mind that while an equivalent martingale measure is equivalent to
the actual underlying probability measure over every finite time interval [0, T'], these two
measures are mutually singular over [0, 00).)

In this paper, we consider the problem of pricing perpetual American options. These were
first studied by Samuelson (1965), in relation to call options. In recent years, there has been
renewed interest in this problem: some recent work includes Gerber and Shiu (1994, 1998)
and Gerber and Landry (1998). While the implication of Samuelson (1965) seems to be that
a few perpetual warrants (i.e. call options) once did exist, the main interest in perpetual put
options in recent years arises from their relative mathematical tractability compared with
finitely dated puts and the usefulness of the former in pricing the latter. The problem of
pricing an American put option with a finite maturity presents many difficult mathematical
problems because the optimal exercise level depends on the time to maturity and there are no
reasonable models for which an explicit pricing formula is known. The article by Gerber and
Shiu (1994) contains a long list of references to the literature on American options with finite
maturity. The problem of pricing perpetual American puts is a much more mathematically
tractable problem because the optimal exercise level is constant in time. The price of a
perpetual American option with payoff function Il(s) (under the equivalent martingale
measure) is simply sup, E[e °*T1(S,)] (in the case of payoffs depending only on the stock
price at the time of exercise), where the supremum is taken over all stopping times 7.

The motivation for studying perpetual American options is three-fold. First, at the most
obvious level, perpetual options can be thought of as approximations to options with a
long time until expiry. Secondly, the mathematics associated with perpetual options have
some applications to the ruin problem for certain generalizations of the classical model
in ruin theory. Some recent work that have explored the connection between perpetual
American options and ruin theory are Gerber and Landry (1998) and Gerber and Shiu
(1997). The third and arguably most compelling motivation for studying perpetual American
(put) options lies in their applications to numerical methods for pricing American puts with
finite maturities (not necessarily long-dated). Various numerical approximation schemes
developed in recent years involve evaluating perpetual options. MacMillan (1986) and Zhang
(1995) consider the difference between the prices of a finite-maturity American option
and a European option and show that under a suitable discretization, this difference can
be interpreted as the price of a perpetual American option. Even more strikingly, Carr
(1998) presents a recursive algorithm which involves calculating the prices of a sequence of
American puts (with different payoffs) expiring at a sequence of independent exponential
times. The key observation behind this idea of Carr is that the memoryless property of the
exponential distribution reduces the problem with a random exponential time horizon to one
with an infinite time horizon and an adjusted discount factor and payoff. To see this, let
T™ be an exponential time with rate A, independent of Y; then the price of an American
option expiring at T™ is sup, E[e*C"T")TI(S, , ;0)] (where x A y = min(x, y)). Writing
I1(S;) = I1(Y;) for notational convenience, define U(y) = E” [e_‘STWI'I(YT(M)] (where EY
denotes expectation given Yy = y). The strong Markov property at stopping time t says that
Y, = s+r — Y7 is independent of {Y, : u < t} and . Hence we may calculate as follows:

EY [e—éi(rATW)H(YTAT(M)]
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— _sT(
= E’[e " TI(Yo) Ly ooyl + Ele T (Vo) Lpagon]

=E'[e (Y] + U®y) — E [ / re”CTVITI(Y,) dti|

T

o0
=E'[e (Y] + U®y) — E [ / re”CTPEITI (Y, ) dti|
0

o0
=E'[e ™ II(Y) ]+ U(y) —E {e—““)w”f [ / re”CTMITI(Y,) d;} }
0

=E'[e" T+ U(y) = Bl U (1)),

Thus, the problem is equivalent to that of pricing a perpetual option with discount factor
8 + A and payoff IT1(y) — U (y).

We shall consider only options whose payoffs are bounded functions of the stock price
at the time of exercise only (i.e. no path-dependent options). Consider first options of ‘put’
type, that is, those whose payoff I1(s) is a decreasing function of the stock price s at the
time of exercise. For such options, it is a priori clear that the optimal exercise time is of
the form 7 = 77, = inf{r > 0: §; < L} for some L.

If ¥; has no positive jumps (so S; has no downward jumps), we have S;, = L and
so finding the price of the option E[e“srLH(STL)] = E[e %" TI(L)] reduces to finding the
Laplace transform E[e~%2] of the first-passage time 7, = inf{t > 0:Y; > log(So/L)} of Y.
Because Y;, =log(Sp/L), this problem is easily solved by an optional stopping argument
on the martingale exp{AY; — ¥ (A)t}, where ¥/ (1) = log E[¢*"1]. A complete account of this
problem is already given in Gerber and Shiu (1994) and we shall say no more on this
situation in this paper.

On the other hand, if Y does have positive jumps, we no longer have Y;, =log(So/L)
and so to find the option price E[e% I1(S7; )], we need the joint law of 77 and Y, . This
is a much more difficult problem and in general, no useful result can be obtained unless
Y has no negative jumps. Gerber and Landry (1998) considered the case where the jump
component X of Y is a compound Poisson process with only positive jumps. They derived
a renewal equation for V (S, L) = E[e"”LH(STL)] and from this obtained a formula for
the optimal exercise level L. Gerber and Shiu (1998) considered the same problem without
the Brownian component and obtained similar results (although this is a special case of
the situation considered in Gerber and Landry (1998), and a slightly different analysis is
required).

The situation for options of ‘call’ type (those whose payoff I1(s) is an increasing func-
tion of s) is the exact reverse: the case that S; has no upward jumps can be handled
easily by using an optional stopping argument, exactly as described in Gerber and Shiu
(1994), while the case that S; has no downward jumps can be handled using the meth-
ods presented here simply by reversing the sign of log S;: thus, S, = Spe'", where Y; is a
Lévy process with no negative jumps, and the optimal time of exercise is a stopping time
of the form t; = inf{r > 0: S; > L}. Since the mathematical problem of pricing calls on
stocks whose price has no negative jumps is the same as that of pricing puts on stocks
whose price has no positive jumps, and since in any case perpetual puts have more practi-
cal relevance, in this paper we shall consider only the latter problem: specifically, pricing
perpetual options of ‘put’ type on stocks whose price S; = Spexp{—Y;} is driven by a
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Lévy process Y of the form shown in equation (9.1.1), whose jump component X has no
negative jumps. In the case that the jump component X has finite variation, we derive a
renewal equation for V (Sy, L) = E[e"s’LH(STL)], similar to that obtained by Gerber and
Landry (1998) (see Section 9.4). While this is merely an easy extension of the results
of Gerber and Landry (1998), the main contribution of this paper (see Section 9.5) con-
sists in obtaining a simple explicit formula for the optimal exercise level and a formula
amenable to efficient numerical computation for the price of a perpetual put option with
payoff I1(s) = (K — s)4+, which applies to a general Lévy process Y, with no negative
jumps, whether or not the jump component has finite variation. This approach also yields
as a by-product an explicit formula for the solution to the renewal equation for V' obtained
in Section 9.4.

9.2 FIRST-PASSAGE DISTRIBUTIONS AND OTHER RESULTS
FOR SPECTRALLY POSITIVE LEVY PROCESSES

In this section, we collect together some general results about Lévy processes which will
be relied on heavily in subsequent sections.

We begin by quoting some basic formulae and properties of Lévy processes which will
be referred to frequently in the sequel. The main reference here is Bertoin (1996) to which
the reader is referred for further details.

A Lévy process Y; is simply a process with stationary and independent increments: in
other words, Yy, — Y is independent of {Y, : u < s} and has the same distribution as
Y, — Y. Throughout this paper, we adopt the convention that all Lévy processes are right-
continuous with left limits. We further suppose that Yy = 0 (if we require a process to start
at any other point y, we shall use y + Y;).

Since Y has stationary independent increments and Y, = O, its characteristic function
must take the form

E[e~07] = 'V ® 9.2.1)

for some function v/, called the Lévy exponent of Y. The Lévy—Khintchine formula says
that

~ 0262 ~ . .
V() = — —ibb —/ (1 —e " —ifx) v(dx) —/ (1 — e ") v(dx)
2 {IxI<1) (x=1)
(9.2.2)
for b, o € R and for some o-finite measure v on R\{0} satisfying
/min(l,xz)v(dx) < 0. (9.2.3)

The measure v is called the Lévy measure of Y. The Lévy—Khintchine formula is intimately
connected to the structure of the process Y itself; from the Lévy—Khintchine formula we
can deduce that Y must be a linear combination of a Brownian motion and a jump process
X with stationary independent increments which is independent of the Brownian motion. It
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is convenient to write b = b + ¢ and re-write equation (9.2.2) as

. 262 < -
U (0) _UT —ibo — f{ (1—e% — jox) v(dx) — f{ }(1 —e ") v(dx) —ich
lx|<1} lx|=1

262 .
=-— + Ux (@) —ich 9.2.4)
where
Ux () =logE[e "%11= —ibo —/ (1 —e % —ifx) v(dx) — (1 — e %) v(dx)
{lx|<1} {lx|>1}

(9.2.5)

is the Lévy exponent of the jump component X of Y. Thus, from equation (9.2.4) we see that
Yf = GBt + Xf + ct (9.2.6)

where B is a standard Brownian motion and X is a Lévy process without Brownian com-
ponent, independent of B. For the construction of such a process X, see Bertoin (1996).
The reason we have chosen to consider a linear term cf in equation (9.2.4) separately from
the linear term b6 associated with the process X is because it is often convenient first to
choose X — which would fix b — and then to choose ¢ so as to make e~% Y a martingale.
In this paper, we consider only Lévy processes which have no negative jumps. A Lévy
process with no negative (respectively positive) jumps is said to be spectrally positive
(respectively spectrally negative). Note that for spectrally positive (respectively negative)
processes, v(—oo, 0) = 0 (respectively v(0, oo) = 0). A process which is either spectrally
positive or spectrally negative is said to be spectrally one-sided or completely asymmetric.
Henceforth, all Lévy processes Y will be assumed to satisfy the following conditions.

Assumption 9.2.1 Y; is a Lévy process which

(i) is spectrally positive;
(ii) is not non-decreasing (i.e. not a subordinator).

In the sequel, we shall require e ~%~" to be a martingale, in which case ¥, clearly cannot
be non-decreasing, and so Assumption 9.2.1(ii) is no real restriction at all.

Because the jumps of a spectrally positive process are all positive, the Laplace transform
E[e~?Y1] exists for all & > 0 and

]E[[eY,] O] 9.2.7)

for some function v, which we shall refer to as the Laplace exponent. The Lévy—Khintchine
formula for the Laplace exponent takes the form

0292 1 %)
V() = o bo — f (1 —e % —ox)v(dx) — f (1 —e %) v(dx) — ct
0 1
0292
= + ¥x(0) —co (9.2.8)

2
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where

1 o)
Vx(0) = logEle %11 = —bo — / (1—e% —ox)vdx) — / (1 —e %) v(dx)
0 1
(9.2.9)

is the Laplace exponent of the jump component X of Y.
A Lévy process has finite variation, if and only if, it has no Brownian component (i.e.
o =0) and

1
/ xv(dx) < oo. (9.2.10)
0

In this case, we shall always choose b = fol x v(dx) in (9.2.9) and write the Laplace exponent
of X as

Ux () = — /00(1 — e ) u(dx). (9.2.11)
0

We next present some results concerning the first-passage time distribution of spectrally
positive Lévy processes. The main reference here is Bingham (1975).
It is easy to see that the Laplace exponent i is convex and so the equation

Y@ =0 (9.2.12)

has at most two solutions. From equation (9.2.8), we see that § = 0 is always a solution:
let ¢o denote the largest solution to equation (9.2.12); let u = E(Y|) — note that —oco <
u < oo — then, ¢g = 0 if & < 0 while ¢p9 > 0 if & > 0. Moreover, ¥ (6) < 0 for 8 € [0, ¢¢]
while v is increasing over the interval [¢g, 00); therefore, ¥ has a unique continuous inverse
¢ (0) > ¢o which is defined for 6 > 0 and satisfies ¥ (¢ (0#)) = 6 for all 6 and ¢ (¥ (0)) = 6
for 6 > ¢y.

For x > 0, let

T, =inflt >0:Y, > x}. (9.2.13)

The problem of pricing perpetual American options reduces to that of finding the joint law
of T, and Y (7). The main result we shall rely on is the following due to Bingham (1975)
(Theorem 6b of that paper).

Theorem 9.2.1 Suppose that Assumption 9.2.1 holds. Then the resolvent measure
o0
ro(dx) = f e "P(Y, € dx)dt
0

is absolutely continuous with respect to Lebesgue measure and the Laplace transform of its
density function rg(x) is given by

© R L C)
/Oe re(x)dx—g_wm 56— (9.2.14)
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The joint law of T and Y (Ty) is given by
~ ~ 9 _ o0
Efe~ Tt T)] = 7‘/’(’7%—"%@) +©O =) / e rg(z)dz (9.2.15)
(b(@) -1 X
for6,n>0.

Finally, we shall need some results concerning the asymptotic behaviour of 1 (8). While
the results in Lemma 9.2.2 below are quite well-known in the Lévy processes literature and
are by no means new, it is difficult to find a single self-contained reference for them. For
the sake of completeness, we include a proof here.

Lemma 9.2.2 Under Assumption 9.2.1,

(i) if Y has finite variation then

0
lim ve) = —c, (9.2.16)
f—o0 O
while if Y has infinite variation then
0
lim m = 00; 9.2.17)
f—o0 O
(ii) for any spectrally positive process Y,
lim Y@ _ (9.2.18)
oo 02 2 -

Proof. (1) Suppose that Y has finite variation, so that equation (9.2.10) holds and o = 0.
Moreover, {x is given by equation (9.2.11). An integration by parts shows that

1 1
o0 > / xv(dx) = lir%xv(x, 1] +/ vix, 1]dx, (9.2.19)
0 x> 0

so that fol v(x, 1]dx < oo, which in turn implies that lim,_.oxv(x, 1] = 0. Integrating by
parts and noting that 1 — e~%* ~ @x for small x gives

Vo) = — /00(1 — e ") u(dx) — cb
0
1 o0
= —9/ e v(x, 1]dx —/ (1 = e %) v(dx) — ch. (9.2.20)
0 1

Since fol e v(x, 11dx — 0as 0 — oo and floo(l — e~ ) v(dx) remains bounded as 6 —
00, the result shown in equation (9.2.16) follows.
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On the other hand, if Y has infinite variation, then the integral in equation (9.2.19)
diverges, and so either /01 v(x, 1]dx = oo, or lim,_,¢xv(x, 1] = oo, which also implies
that fol v(x, 1]dx = oo. Integrating by parts as before gives

0202 1 00
V() = - b6 — / (1—e% —0x)vdx) — / (1 —e %) v(dx) — ch
0 1
0,202 1 [ee)
= - 9/ (e % — Dv(x, 1]dx —f (1—e ) vdx)+0@®). (9.221)
0 1

—0x

The same argument as before, only this time fol (e — Dv(x, 1]dx — 00 as 6 — oo,

shows that equation (9.2.17) holds.
(ii)) The same sort of argument as used for equation (9.2.19), but this time integrating by
parts twice, shows that

1 1 1
oo>/ xzv(dx)=2f f v(y, 11dy dx.
0 0 x

Hence, integrating by parts once more at equation (9.2.21) gives

0262

Vo) =—

1 (o)
— 9/ (e — Dv(x, 1]1dx — / (1 —e ") vdx)+ 0(®)
0 1

0,292 1 1 00
= +92/ e*“/ v(y, l]dydx—/ (1 —e ) v@dx) + 0@©®). (9.2.22)
0 x 1

Since [ e~ [T v(y, 1]dydx — 0 as 6 — oo, the result (equation (9.2.18)) follows.

9.3 DESCRIPTION OF THE MODEL, BASIC DEFINITIONS AND
NOTATIONS

The price process of a stock is given by S; = Spexp{—Y;} = exp{y — Y;}, where
Yi=0B:+ X +ct, Yp=0, (9.3.1)

is a Lévy process satisfying the basic Assumption 9.2.1. In addition, we assume that the
market is risk-neutral — in other words, e™%'S, = ¢? =¥~ is a martingale. Since e~ ¥~V (!
is a martingale, this requires

y) =4 = ¢@) =1 (9.3.2)

In order to achieve this, we require the drift ¢ to be

0.2
¢= =0+ — +yx(D). (9.3.3)

Note that if Y has finite variation, then ¢ < 0.



Pricing Perpetual American Options 203

We shall consider only options whose payoff is a bounded function of the stock price at
the time exercise only. For notational convenience, we shall write the payoff of the option
as a function of the logarithm of the price at the time of exercise: thus, if the price of the
stock at time of exercise is s, the payoff is given by IT(w), where w = logs. The expected
value of the discounted payoff obtained from exercising the option at a stopping time t is
given by

Ele "I (y — Y,)].

The price of such an option is then max, E[e"”l'l(y — Y;)]. We shall consider only those
options whose payoff IT(w) is a decreasing function of w (i.e. options of ‘put’ type). For
such options, it is clear from the form of the expected payoff and the fact that Y has
stationary independent increments that the optimal time of exercise is a stopping time of
the form

p=inf{r >0:85, <L}

for some L. It is equally clear that the optimal value of the exercise level L cannot depend
on the initial stock price Sp. Writing L = ¢“, we see that under our model,

=T, ,=inf{t >0:Y, > y—a}. 9.3.4)

For a fixed choice of a, let V(y, a) denote the expected value of the discounted payoff
obtained from exercising the option at time 7T_,:

V(y,a) = Ele?D=TI(y — Y (Ty—a))]. (9.3.5)

The price of such an option is then max, V(y, a). The problem is then to find the optimal
exercise level a which maximizes V (y, a).

Notice that there is a small but important difference between the definition of 7, as shown
in equation (9.3.4) and that of Tx as in equation (9.2.13): Y (T,) > x whereas Y(f}) > x. It
is easy to see that T, = T, almost surely except when x = 0 and Y has finite variation; in
the latter case, Ty = O by definition whereas, because ¢ < O when Y has finite variation, Y
will not become positive immediately (nor will it hit 0 again immediately), so that Ty > 0
almost surely and by letting x | 0 in equation (9.2.15) we can obtain the joint law of T
and Y (Ty). We have chosen the definition of T, so as to ensure that V (a, a) = I1(a), which
is consistent with the fact that if the initial stock price Sp = e” is at (or below) the chosen
exercise level L = e“, the option is exercised immediately at time 0O, resulting in a payoff
[1(y). However, it must be emphasized that V (a, a) = I1(a) is purely a consequence of the
definition of 7,_,, which provides a neat way of expressing the expected payoff associated
with a chosen exercise strategy — in particular, the statement that V(a, a) = I[1(a) is not
the same as the continuous junction condition discussed in Gerber and Shiu (1998), which
says that

Viat,a) = lim V(y,a) = Ele*PT(a — Y (Tp)] = (@), (9.3.6)

From the definition of T,_,, we already have V(a—, a) =lim,_,,_ V(y, a) = Il(a), and
so if equation (9.3.6) holds, the function y +— V(y, a) would be continuous at y = a. If
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Y has infinite variation, then since Ty = Ty = 0 almost surely, V(y, a) is actually jointly
continuous in y and a and the continuous junction condition (equation (9.3.6)) is always
satisfied; on the other hand, if Y has finite variation, then in general V (a+, a) # Il(a).
However, as we shall see in Section 9.5, there is a unique a* for which

lim V(y,a*) = T(a")
y—a*+

and this a™ turns out to be the optimal exercise level (when Y has finite variation). The
meaning of this special a* is that, when the initial stock price is at the level L* = ¢, the
normal rule is to exercise the option immediately, resulting in a payoff IT(a*); however,
we would get the same payoff if we waited until the stock price has actually fallen below
L* — the extra advantage in having § (fo) < L* is exactly counter-balanced by the discount
factor e~?7 .

9.4 A RENEWAL EQUATION APPROACH TO PRICING

Throughout this section, in addition to the basic Assumption 9.2.1, we make the following
assumption.

Assumption 9.4.1 The jump component X of Y has finite variation: thus, equation (9.2.10)
holds.

We derive a renewal equation for V (y, a), the expected value of the payoff from exercising
a perpetual option at level a. This is essentially the same renewal equation as obtained by
Gerber and Landry (1998) in the case where X is a compound Poisson process; we show
that there is an easy generalization to any jump process with finite variation.

Theorem 9.4.1 Suppose Assumptions 9.2.1 and 9.4.1 hold. Let
2
p= —;(Wx(l) —9)

and let

oo

h(s):%e_ﬁs, y(s):eS/ e v(dx),

N

and
Z 2 4 [e’s}
g(2) =/ h(z = s)y(s)ds = —zeZ/ e‘(ﬂ“)&‘”f e~ v(dx)ds. (9.4.1)
0 o 0 s
Then, V (v, a), for y > a, satisfies
y—a
V(y,a) = / V(y -z a)g(z)dz + e PO T(a)
0

+ / M(y — 2)g(z) dz — e PO~ / M(a —2)g(2) dz. (9.4.2)
y 0

y—a
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Proof. We shall approximate X by a compound Poisson process and use the corresponding
result of Gerber and Landry (1998). Thus, if v is the Lévy measure of X, let X,,(#) be a com-
pound Poisson process with jump rate A, = v(n~!, 00) and jump size distribution P,(dx) =
Ay x> 1/ny v(dx). Note that A, P, (dx) = Ljy=1/sy v(dx). Let Y, (1) = 0 B, + X,,(t) + cut,
where the drift parameter c, satisfies equation (9.3.3) with X replaced by X,,. Then, Y, is
precisely the process used by Gerber and Landry (1998) to model the logarithm of the stock
price S;. Let

2
Br = 5 (Ux, () = )
o
and let
) 00
ha(s) = ;eiﬂ"s, va(s) = )\neS/ e~ Py(dx),
s
and

z 2)\4 Z o0
21 (2) =/ ha(z — $)Yu(s)ds = —;eZ/ e—<f‘n+”<z—5>/ e P,(dx)ds. (9.4.3)
0 o 0 s

Define V, (v, a) exactly as in equation (9.3.5) but with Y replaced by Y,. Then Gerber and
Landry (1998) showed that V,, satisfies

y—a
Va(y, a) = / Vi(y — 2, a)gn(z) dz + e PO~ TI(a)
0

+ / TI(y — 2)gn(z) dz — e Pr=® / [(a — 2)gn(z) dz (9.4.4)
y—a 0

for y > a. To finish the proof, we only have to let n — oo. First, if i, denotes the Laplace
exponent of Y, it is easy to see that v,,(60) — ¥ (0) for 6 > 0. This is equivalent to the
weak convergence of Y, to Y under a suitable topology, the Jj-topology of Skorohod (see
Billingsley (1968)). Next, let 7y (Y,) = inf{r > 0: Y,,(¢) > x}. As a functional of Y, the
first-passage time functional 7, (-) is continuous in the Ji-topology (see Whitt (1971)) and
hence T,(Y,) converges weakly under J; to 7, (Y) = T,. These facts together imply that
Vo (y,a) = V(y,a).Inaddition, 8, — B and h,(s) — h(s), yu(s) = y(s) pointwise. From
the forms of &, and y,, it is easy to see that /,, and ¥, — and hence g, can be bounded by
integrable functions and hence g, — g by dominated convergence theorem. Finally, since g, is
bounded by an integrable function, letting n — oo in equation (9.4.4) and using the dominated
convergence theorem for the integrals on the right-hand side gives equation (9.4.2).

Note that if X has infinite variation, the integral in the definition of g diverges; this can
be most readily seen if we interchange the order of integration and write

2 p 00 (BT min(x.2) _ 1
= —e % N dx).
8(2) 026 /(; e ( 1l ) v(dx)

There is a probabilistic explanation for why it is necessary to assume that X has finite
variation in Theorem 9.4.1, which is related to the probabilistic interpretation of the function
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gn defined at equation (9.4.3). Let J, denote the first time when Y, attains a record high
via a jump: formally

J, =inf{t > 0:Y,(t) = S,(t), Ya(t—) # S,(t—)},

where S,(f) = sup,_, ¥, (s). Consider the joint density function f,(y, r) of ¥, (J,) and J,.
Then Gerber and Landry (1998) showed that

gn(y)=/(; eislfn(y,t)dl‘.

By conditioning on Y, (J,), the level of the first record high in ¥, caused by a jump, Gerber
and Landry (1998) derived the renewal equation shown by equation (9.4.4). The same prob-
abilistic interpretations hold when we let n — oo: thus, if J =inf{t >0:Y, =5, Y;— #
S;—}, then g(y) = f0°° e f(y,t)dt where f(y,t) is the joint density of Y (J) and J. How-
ever, if X has infinite variation, it makes a jump which causes a new record immediately,
and so J = 0 and Y (J) = 0 almost surely. Thus, there is a fundamental obstruction to using
the conditioning argument of Gerber and Landry (1998) when X has infinite variation, rather
than it being merely a question of certain expressions not behaving well in the limit.
To find the optimal exercise level a*, we can use the smooth pasting condition, which says
that the function y > V(y, a) has a continuous first derivative at the optimal boundary a*:
fim 29D .

y—>a*+ ay
By differentiating the right-hand side of equation (9.4.2), putting y = a and equating this
with IT'(a), we obtain an equation for a which is identical to that obtained by Gerber and
Landry (1998). In the case of an American put option, we have I1(a) = (K — ¢“)+ and the
optimal exercise level a* is given by

* K$

4= 9.4.5
¢ o2 —c— [; xe " v(dx) ( )

(where ¢ is given by equation (9.3.3)), which is just the obvious extension of the formula
obtained by Gerber and Landry (1998) to the present situation.

If 0 =0 (so Y has finite variation), then since ¢ < 0, the time of the first record high
caused by a jump is just Ty, the time of the first jump by Y above its initial level 0. In
this case, the same method of approximation by compound Poisson processes, but this time
using the results of Gerber and Shiu (1998), shows that V satisfies the following simpler
renewal equation

y—a 9]
V(y,a) = / V(y -z, a)8(@)dz + / (y —2)g(2) dz (9.4.6)
0 y

»v_a

where
A
g = —/ e " v(dx).
c Z

The function g has a similar probabilistic interpretation: g(y) = fooo e 0 f (y,t)dt where
f(y, t) is the joint density of Y (Ty) and Tp.
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9.5 EXPLICIT PRICING FORMULAE FOR AMERICAN PUTS

In this section, we present explicit formulae for the optimal exercise level and value of
a perpetual American put option, assuming only Assumption 9.2.1. Recall that the payoff
function considered here is IT(w) = (K — e")+ and that rg(x) denotes the resolvent density
of Y; in other words, the density function of the measure f0°° e ""P(Y, € dx)dt. The main
result is encapsulated in the following theorem.

Theorem 9.5.1 Suppose that Assumption 9.2.1 holds and consider a perpetual American put
option with payoff TI(y — Yr) = (K — e>~17) . Then

(i) the optimal exercise level is given by

* K$
L*=e" = —— 9.5.1)
v'(1)
and for y > a*, the value of a perpetual put option is given by
oo
V(y,a*) = K<3/ rs(z) dz; (9.5.2)
y—a*

(ii) if Y has infinite variation, the optimal exercise level a* is uniquely determined by the
smooth pasting condition

=M'(a*) = —e; (9.5.3)

(iii) if Y has finite variation, V (y, a*) does not satisfy equation (9.5.3) — instead, the optimal
exercise level a* is uniquely determined by the continuity condition

V(a*+,a*) = yﬁiﬁh V(y,a*)=T(a*) = K — . (9.5.4)

Proof. (i) Suppose the option is exercised at level a at time T,_, as described in Section 9.3
and we may assume that a < log K. Then the value function is given by

V(y,a) =E[e T TI(y — Y7)] = KE[e *T] — &’ E[e T 7T},

where we have put T = T,_,. For y > a, the terms on the right-hand side above are given
by respectively putting § =68, n =0 and 6 = §, n = 1 in equation (9.2.15) and noting the
relationship shown in equation (9.3.2):

o0

V(y.a) = K8 [ra(y —a+ f

./'_a

rs(z) dz:| — ' (Detrs(y — a). (9.5.5)

To find the optimal value of a so as to maximize V (y, a), we differentiate equation (9.5.5)
with respect to a to find

aV(y,a)

9g Ko - V' (e (rs(y —a) —r5(y —a)) = 0. (9.5.6)
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The only solution to the above which does not depend on y is a* as given by equation (9.5.1)
and upon substitution into equation (9.5.5), we obtain equation (9.5.2). Finally, because the
function a — V (y, a) has a discontinuity at a = y when Y has finite variation, we need to
check that the optimal value of V (y, a) is not in fact I[T1(y) when y > a*. To this end, we
show that V (y, y—) > TI(y), which implies that the optimal exercise level must be strictly
less than y. Letting a — y— in equation (9.5.5) gives

[e ]
V(y,y—) =K$ <Vs(0+) +/ rs(2) dz) — ¥ (Hers(0+). 9.5.7)
0
Putting A = 0 into equation (9.2.14) and using equation (9.3.2) shows that
1

dz = .
/0 rs(z)dz 7D

To find r5(0+), we use equation (9.2.14) together with equations (9.2.16) and (9.3.2) to
obtain

(9.5.8)

S| =

=9 9@ -2

o0 A "
rs(0+) = )\lin;ok/ e Mrs(x)dx = /\lin;o|: ¢ ©) ]
— 0 —

1 , 1
== 3 =- . 9.59
c+¢() C+W1) (9.5.9)
Substituting equations (9.5.9) and (9.5.8) into equation (9.5.7) gives
Ké§ —vy'(1)e”
Viy.y-) = K- v e +K—e. (9.5.10)
¢

Since y > a*, K§ — ¥'(1)e” < 0 and recall that ¢ < 0 when Y has finite variation. Hence,
equation (9.5.10) shows that V(y, y—) > [1(y) = (K — ¢¥)+.
(i1) Differentiating equation (9.5.2) with respect to y shows that

A% . .
_(ysa ): _Ksrﬁ(y_a )7
dy
and hence
A% .
lim ——(y,a") = —Kor;(0+). (9.5.11)
yla* 9y

To find r5(0+), calculating as in equation (9.5.9) but this time using equation (9.2.17) gives

[ A YL (8)A }

§—y() (-2

oo
rs(0+) = Alingo)»/ e *rs(z)dz = lim
- 0

r—00
1
Y ()
Substituting this into equation (9.5.11) and using equation (9.5.1) immediately gives
equation (9.5.3).

=yL(8) = 9.5.12)



Pricing Perpetual American Options 209

(iii) That @* is uniquely determined by equation (9.5.4) follows immediately from
equation (9.5.10). It is also immediately apparent upon substituting equation (9.5.9) into
equation (9.5.11) that equation (9.5.3) does not hold.

We leave the reader to check that equation (9.5.1) agrees with equation (9.4.5) for the
case where X has finite variation, and also that V(a+, a) = I[1(a) for all @ when Y has
infinite variation. Furthermore, note that the formula shown in equation (9.5.5) provides an
explicit solution to the renewal equation (equation 9.4.2) when the jump component X has
finite variation.

Of course, in order to actually evaluate equation (9.5.2), one still has to compute the resol-
vent density r5(x) for x > 0, for which there is rarely an explicit formula — unlike the simple
formula r5(x) = ¢'(0)e?@* for x < 0 (e.g. see Section 6 of Bingham (1975)). However,
very often — and certainly for all the examples considered in the next section — rs(x) for
x > 0 can be computed easily by Fourier inversion. First, observe that the Fourier transform
of rs(x) is given by

o0
75(2) =fe”'”ra(X)dX=/e*"”/ e O'P(Y, € dx) dt
R R 0

00 ) 00 -
=f e‘g’IE[e_’ZY’]dtzf AL P ——— (9.5.13)
0 0 5 —v(2)
Therefore, if
/ ———| dz < o0, (9.5.14)
RI6 —¥(z)
rs(x) can be recovered by using the Fourier inversion formula
=5 [ a5 <, 95.15)
rs(x) = — | e%f5(z)dz = — | ———dz, S.
27 Jr 2 Jp § — v (2)

which can be readily computed using a fast and efficient numerical algorithm like the Fast
Fourier Transform (FFT). In particular, equation (9.5.14) is true if o # 0; however, note
that the latter equation implies that ¥ has infinite variation, since equation (9.2.16) implies
f 1/16 — &(z)l dz = oo when Y has finite variation.

Of course, one could also try to invert the Laplace transform at equation (9.2.14) but this
is generally much harder computationally than Fourier inversion.

In principle, other payoff functions besides IT(w) = (K — e") can be treated in the
same way but in practice, this is much harder at the computational level as it entails the
inversion of the Laplace transform (equation (9.2.15)).

9.6 SOME SPECIFIC EXAMPLES

We consider the following examples of Lévy processes for the jump component X.

Gamma process

A process is called a Gamma (o, B) process if its Lévy measure is

v(dx) =ax e P dx, x>0. 9.6.1)
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Note that it has finite variation. It is well-known that X, has the following Gamma distri-
bution

P(X; e dx) = ﬂ—mx“’_le_ﬂt dx
! ERNC) '

The Lévy exponent is therefore given by

~ |6
Tx(0) = —alog (1 + IF) (9.6.2)
while its Laplace exponent is given by
0
Yx(0) = —alog (1 + E) . (9.6.3)

Stable process: index a € (0, 1)

A (spectrally positive) process is called stable of index « if its Lévy measure is
v(dx) = Bx*tdx, x>0.

Thus, if o € (0, 1), it has finite variation. Its Laplace exponent is given by

o 0 [ ra-
Uy (6) = —,3/ (1 — e %)yl gy = —ﬁ—/ ey gy = ~PTA =D po
0 o Jo o

9.6.4)

It is more convenient if we write the Lévy measure as
b(dx) = —PE a1 gy (9.6.5)

1) . 6.
The Laplace exponent is then

Vx(©0) = —po°. (9.6.6)

To find the Lévy exponent, first note the following identity (see Erdélyi (1954), Section 2.3)
OO —a a—1 ded
x %sin(@x)dx = sgn(9)|0|*'I'(1 — ) cos - 9.6.7)
0
Hence, integrating by parts,

o0 9 o0
/ x %(cos(@x) — 1)dx = —— x~@ Dgin@x) dx
0 l—a Jo

re—oa) cos m(x —1)

=101"""
l -« 2

_ a—1 _ : E
=10|"'T'(1 —a)sin > (9.6.8)
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To find the Lévy exponent, we have

Ux(0) = oo (f o /0 (71 — a~ @D dx
__ Be ¥ D) T et g
= m (/0 X (cos(B@x) — 1)dx — i /0 X s1n(9x)dx>
= % <|9|“F(—a) sin w — i sgn(0)|0|°T (—«) cos W)
= —B|9|* (cos i + i sgn(#) sin E) . (9.6.9)
2 2

(We have also used the identity I'(z + 1) = zI['(z) in the above calculation.)

Stable process: index a € (1, 2)

This is arguably the most interesting of the examples considered here, as it is the only example
where the jump component X has infinite variation. The Lévy measure here is given by

Ba

—— = x*4x, x>0. (9.6.10)
Il —a)

v(dx) =

(Note that if « € (1,2), I'(1 —«) < 0.) Such stable processes are purely discontinuous
martingales, which means that in equations (9.2.4) and (9.2.8)

b=—/ x v(dx)
1

and we write the Laplace exponent of X as
Ba / * 8 _
0) = ——— 1—e % —gx)x~ @t g
Yx(0) 0 —o )y (1—e xX)x X

ﬂ@ OO —0x —a o
= — (e — Dx %dx = po“, (9.6.11)
F(l — O[) 0
where we have integrated by parts and used equation (9.6.4). Note the change in sign
from the stable 0 < o < 1 case. To find the Lévy exponent, we integrate by parts and use

equation (9.6.9):

7 _ Ba oo _ —iex —(a+1)
wx(e)—r(l_a)fo (1= ¢ % — i) @) gy

— ﬂ(l@) /oo(e—iex _ l)x—a dx
0

rd—ow)
= % (161"~ (1 = @) sin T i sgn(@)[61°~'I(1 — @) cos - )
= B|o|* (cos 7-[706 + i sgn(f) sin %) . (9.6.12)

Again, note the change in sign from the stable 0 < « < 1 case.
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Finally, note that there is no such thing as a spectrally positive stable process with o = 1
(other than a deterministic drift r — St).

Numerical examples

The main purpose of this section is to illustrate the kind of calculations which can be carried
out with these models, rather than to give a detailed comparison of the effects of using
different Lévy processes. However, to achieve at least a certain degree of comparability
among the different examples below, the parameters are chosen so that

1
62+/ x?vdx)=4 and v[l,00)=1 (9.6.13)
0

in all of the examples. The first condition in equation (9.6.13) says that the contribution to
the volatility (as measured by quadratic variation) coming from the Brownian fluctuations
and the small jumps is the same in all of the examples, while the second condition in this
equation (9.6.13) says that the rate at which large jumps occur is the same in all of the
following examples.

Throughout the following examples, we take Sp =1 —so y =0 — and § = 0.1. We then
compute the prices of a perpetual American put with strikes K = 0.75, 1 and 1.25 using
Theorem 9.5.1. In each case, the integrability condition (equation (9.5.14)) is satisfied and
the resolvent density is computed by approximating the Fourier integral (equation (9.5.15))
with a suitable discrete Fourier sum which is then computed by an FFT algorithm. The
details of how this is carried out are described in the Appendix. We consider the following
models:

1. Brownian motion plus Gamma (o, 1/2) process: here, o = 1.7864, o2 =3.3555 and
according to equations (9.6.3) and (9.3.3), ¢ = —0.3848 and from equation (9.2.8)
¥’ (1) = 2.5494, and so the optimal exercise level is L* = e = 0.1K/2.5494.

2. Brownian motion plus stable 1/2 process: we take p = /7, 0> = 3.6667 and accord-
ing to equations (9.6.6) and (9.3.3), ¢ = —0.0391 and ¥'(1) =2.8196, and so L* =
0.1K/2.8196.

3. Brownian motion plus stable 3/2 process: we take B = 2./, > = 1 and from equations
(9.6.11) and (9.3.3) we have ¢ = 3.9449 and /(1) = 2.3725, and so L* = 0.1K/2.3725.

The results are summarized in the Table 9.1.

Table 9.1 Summary of the results obtained from the various models

Model K =0.75 K =1.00 K=1.25
Ex. Lev. L* Price Ex. Lev. L* Price Ex. Lev. L* Price

Brownian Motion + Gamma («,1/2) 0.029 0.64 0.039 0.86 0.049 1.09
Brownian Motion + Stable (1/2) 0.027 0.30 0.035 0.40 0.044 0.51
Brownian Motion + Stable (3/2) 0.032 0.64 0.042 0.86 0.053 1.08
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APPENDIX: USE OF FAST FOURIER TRANSFORM

Let {x (n)}ff: , be a real sequence of length N. The discrete Fourier transform £ of x, and
its inverse, are given by the relations

N
)’C\(k) — Zefzﬂi(kfl)(nfl)/Nx(n) (Al)
n=1
N
1 )
x(n) = < ;ezm(k_“(”_l)mﬁ(k) (A.2)

The Fast Fourier Transform (FFT) is a fast and efficient numerical algorithm for computing
equations (A.1) and (A.2). Although not strictly necessary, the FFT is at its most efficient
if N is a power of 2.

The purpose of this appendix is not to describe the workings of the FFT — there are
numerous texts written on the subject and the FFT is also implemented in many standard
software packages — rather, the purpose is to describe how to recast the problem of com-
puting the Fourier inversion formula (equation (9.5.15)) into a form equivalent to equation
(A.2).

Let f be an integrable function: ffooo | f(x)| dx < oo. Its Fourier transform is given by
f) = foo —i2X¥ £ (x) dx, and so

f@rz) = / ” e~ f(x) dx. (A.3)

o0

Fix an integer M (ideally a power of 2) and let N = M? and A = M/N = 1/M. We
partition the interval [—M /2, M /2] into steps of length A and approximate the Fourier
integral (equation (A.3)) by a truncated discrete sum involving the values of f(x), for
x=—-M/2, -M/2+A..., M/2 — A as follows:

N
f(zﬂ[(k _ 1)A _ M/2]) — Ze—2m‘[(k—l)A—M/2][(n—l)A—M/Z]f((n _ 1)A _ M/Z)A
n=1
(A4)
giving an approximation for f(z) for z = —M/2, —M/2+ A, ..., M/2 — A. (For sim-

plicity, we have chosen the crudest form of discrete approximation to equation (A.3);
however, more sophisticated quadrature rules for the most part involve using weighted
averages of sums of the form shown by equation (A.4) and so the method described below
can be adapted to handle these more sophisticated approximations.) Rearranging equation
(A.4) gives

e~ mUEED=NI f o[k — 1)/M — M/2])

N
— Ze—ZJTi(k—l)(n—l)/NeiT[((n—l)—N/4)f((n _ 1)/M _ M/Z)/M (AS)

n=1
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If f is also an integrable function, then the Fourier inversion formula holds:

fx) = if e f(2)dz =/ 7Y f2my) dy. (A.6)

27 —00 —00
Approximating the above by a truncated sum over [—M /2, M /2] as before gives
N
f((l’l — DA — M/Z) — ZeQm[(kfl)AfM/2][(n71)AfM/2]f(zn[(k —DhHa— M/Z])A,
k=1
which when rearranged gives

e @=D=N/) (0 — 1)/M — M/2)
M

N
1 : . N
_ 5 ZeZm(kfl)(nfl)/Nefm((kfl)fN/4)f(zj.r[(k —1)/M — M/2]). (A7)
k=1

Comparing equations (A.5) and (A.7) with equations (A.1) and (A.2), we see that defining

x(n) = M~ mDN g (n — 1)/ M — M)2) (A.8)
2(k) = e T EEDND £ 0n[(k — 1)/M — M/2]) (A.9)

makes these equations identical.

For the purposes of Section 9.6, we have f(x) = rs(x), whose Fourier transform 75(z) is
given by equation (9.5.13). Defining X (k) as in equation (A.9), we can recover x(n) from
equation (A.2) (evaluated using FFT) and then equation (A.8) gives values of rs(x) for a
discrete set of grid-points x € [-M /2, M /2], spaced A = 1/M apart. The values of rs(x)
for the grid-points x € [y — a™, M /2] are then used to approximate the integral in equation
(9.5.2). The values shown in Table 9.1 are obtained by using M = 2° = 512.
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several authors (see, for example, Asmussen et al. (2004)) have succeeded in performing
similar explicit computations in certain special cases.

FURTHER REFERENCES

1. Asmussen, S., Avram, F. and Pistorius, M.R. (2004), “Pricing American and Russian
options under spectrally two-sided exponential Lévy models”, Stochastic Processes and
their Applications, 109, 79-111.

2. Avram, F., Chan, T. and Usabel, M. (2002), “On the valuation of constant barrier
options under spectrally one-sided exponential Lévy models and Carr’s approximation
for American puts”, Stochastic Processes and their Applications, 100, 75—-107.

¥ Added at the request of the editors.



216

Exotic Option Pricing and Advanced Lévy Models

. Avram, F. Kyprianou, A.E. and Pistorious, M.R. (2004), “Exit problems for spectrally

negative Lévy processes and applications to Canadized Russian options”, Annals of
Applied Probability, 14, 215-238.

. Boyarchenko, S.I. and Levendorskii, S.Z. (2002a), “Perpetual American options under

Lévy processes”, SIAM Journal of Control Optimization, 40, 1663—1696.

. Boyarchenko, S.I. and Levendorskii, S.Z. (2002b), “Barrier options and touch-and-out

options under regular Lévy processes of exponential type”, Annals of Applied Probabil-
ity, 12, 1261-1298.

. Duistermaat, J.J., Kyprianou, A.E. and van Schaik, K. (2005), “Finite expiry Russian

options”, Stochastic Processes and their Applications, 115, 609—638.

. Mordecki, E. (1999), “Optimal stopping for a diffusion with jumps”, Finance and

Stochastics, 3, 227-236.

. Mordecki, E. (2002), “Optimal stopping and perpetual options for Lévy processes”,

Finance and Stochastics, 6, 473—-493.



10
. On Asian Options of American Type

Goran Peskir
University of Aarhus, Aarhus, Denmark’

and

Nadia Uys
University of the Witwatersrand, Witwatersrand, South Africa

Abstract

We show that the optimal stopping boundary for the early exercise Asian call option with
floating strike can be characterized as the unique solution of a nonlinear integral equation
arising from the early exercise premium representation (an explicit formula for the arbitrage-
free price in terms of the optimal stopping boundary). The key argument in the proof relies
upon a local time-space formula.

10.1 INTRODUCTION

According to financial theory (see, e.g. Karatzas and Shreve (1998) [7] or Shiryaev (1999)
[18]), the arbitrage-free price of the early exercise Asian call option with floating strike is
given as V in equation (10.2.1) below where I/t denotes the arithmetic average of the
stock price S up to time t. The problem was first studied by Hansen and Jgrgensen (2000)
[5] where approximations to the value function V and the optimal boundary b were derived.
The main aim of this present paper is to derive exact expressions for V and b.

The optimal stopping problem (equation (10.2.1)) is three-dimensional. When a change-
of-measure theorem is applied (as in Shepp and Shiryaev (1994) [16] and Kramkov and
Mordecky (1994) [10]) the problem reduces to (equation (10.2.9)) and becomes two-
dimensional. The problem (equation (10.2.9)) is more complicated than the well-known
problems (Peskir (2005, 2003) [12] [13]) since the gain function depends on time in a
nonlinear way. From the result of Theorem 3.1 below, it follows that the free-boundary
problem (equations (10.2.10)—(10.2.14)) characterizes the value function V and the optimal
stopping boundary b in a unique manner. Our main aim, however, is to follow the train
of thought initiated by Kolodner (1956) [9] where V is initially expressed in terms of b,
and b itself is then shown to satisfy a nonlinear integral equation. A particularly simple
approach for achieving this goal in the case of the American put option has been suggested
in Kim (1990) [8], Jacka (1991) [6] and Carr et al. (1992) [2] and we will take this up

f Centre for Analytical Finance (funded by the Danish Social Science Research Council) and Network in Mathe-
matical Physics and Stochastics (funded by the Danish National Research Foundation).
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in the present paper. We will moreover see (as in Peskir (2005, 2003) [12] [13]) that the
nonlinear equation derived for b cannot have other solutions. The key argument in the proof
relies upon a local time-space formula (see Peskir (2002) [11]).

The latter fact of uniqueness may be seen as the principal result of the paper. The
same method of proof can also be used to show the uniqueness of the optimal stopping
boundary solving nonlinear integral equations derived by Hansen and Jgrgensen (2000)
[5] and Wu et al. (1999) [19] where this question was not explicitly addressed. These
equations arise from the early exercise Asian options (call or put) with floating strike based
on geometric averaging. The early exercise Asian put option with floating strike can be
dealt with analogously to the Asian call option treated here. For financial interpretations of
the early exercise Asian options and other references on the topic, see Hansen and Jgrgensen
(2000) [5] and Wu et al. (1999) [19].

10.2 FORMULATION OF THE PROBLEM

The arbitrage-free price of the early exercise Asian call option with floating strike is given
by the following expression:

V= sup E(e—” (ST - % II)+> (10.2.1)

O<t<T
where 7 is a stopping time of the geometric Brownian motion S = (S;)o<;<r solving:
dS; =rS;dt+oS,dB, (So =) (10.2.2)

and I = (I;)o</<r 1s the integral process given by:
t
I; =a +/ S, ds (10.2.3)
0

where s > 0 and a > 0 are given and fixed. (Throughout, B = (B;),>¢ denotes a standard
Brownian motion started at zero.) We recall that T > 0 is the expiration date (maturity),
r > 0 is the interest rate and o > 0 is the volatility coefficient.

By the change-of-measure theorem, it follows that:

V= sup E(e_”Sr<1 - % Xr>+) —s sup E((l - %Xf)+> (10.2.4)
0<t<T

O0<t<T

where following Shepp and Shiryaev (1994) [16] and Kramkov and Mordecky (1994) [10],
we set:

Iy

X, =
t S[

(10.2.5)

and P is defined by d|5~: exp(o By — (6%/2)T)dP so that Et = B, — ot is a standard
Brownian motion under P for 0 <t < T. By It6’s formula, one finds that:

dX,=( —rX)dt+0X,dB,  (Xo=x) (10.2.6)
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under P where B = —B is a standard Brownian motion and x = a /s. The infinitesimal
generator of X is therefore given by:

o2

Ly = (1 )8 + 2 0 (10.2.7)
=1-rx) —+—x"—. 2.
X ax 2 ax2

For further reference, recall that the strong solution of equation (10.2.2) is given by:

2

S, = sexp (UB, + (r — %)t) = sexp (al?, + (r + ?)t) (10.2.8)

for 0 <t < T under P and 5, respectively. When dealing with the process X on its own,
however, note that there is no restriction to assume that s = 1 and ¢ = x with x > 0.

Summarizing the preceding facts we see that the early exercise Asian call problem reduces
to solving the following optimal stopping problem:

- 1 +
Vit x) = E 1-——X 10.2.9
0= s (( - +)) (10.2.9)

where 7 is a stopping time of the diffusion process X solving equation (10.2.6) above and
X; = x under P, , with (¢, x) € [0, T] x [0, co) given and fixed.

Standard Markovian arguments indicate that V from equation (10.2.9) solves the following
free-boundary problem of parabolic type:

Vi+LxV =0 in C (10.2.10)
X\t
Vit x) = (1 - 7) for x =b(t) or t =T (10.2.11)
1
Ve(t,x) = -7 for x = b(t) (smooth fit) (10.2.12)
X\t .
Vit,x) > (1 - 7) in C (10.2.13)
Vit x) = (1 - f)+ in D (10.2.14)
b - t . .

where the continuation set C and the stopping set S = D are defined by:
C={@x)el0,T) x[0,00) | x > b(2)} (10.2.15)
D={(tx)el0,T)x[0,00) | x <b(t)} (10.2.16)
and b : [0, T] — IR is the (unknown) optimal stopping boundary, i.e. the stopping time:
T =Iinf{0<s<T —1t]| Xpys <b(t+5)} (10.2.17)

is optimal in equation (10.2.9) (i.e.the supremum is attained at this stopping time). It follows
from the result of Theorem 3.1 below that the free-boundary problem (equations (10.2.10)—
(10.2.14)) characterizes the value function V and the optimal stopping boundary b in a
unique manner (proving also the existence of the latter).
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10.3 THE RESULT AND PROOF

In this section, we adopt the setting and notation of the early exercise Asian call problem
from the previous section. Below we will make use of the following functions:

F(t,x) = Eo,x(<1 - %Y) - /Ooo /OOO (1 - x;rsa
G, x, ) =Eou (X, 1(X, <)) = /Oo /oo ()1 (R 20) 705,00 ds da
v (10.3.2)

4
) f(t,s,a)dsda (10.3.1)

H(t,x,y) = Por (X, < ) =/ f 1(x+“ < y)f(t,s,a) ds da (10.3.3)
0 0 s

for t > 0 and x,y >0, where (s,a) — f(t,s,a) is the probability density function of
(S, I;) under P with Sy = 1 and Iy = 0 given by:

W2 sl 22 (r+02/2)2 2
fl.s.a) = 73203 a2\t exp <E B 202 ' o2a 1+ S)>
[} 2 2 4 4
X f exp| — = £ cosh(z) | sinh(z) sin (£> dz (10.3.4)
0 ot ola ot

for s > 0 and a > 0. For a derivation of the right-hand side in equation (10.3.4) see the
appendix below.
The main result of the paper may be stated as follows.

Theorem 3.1

The optimal stopping boundary in the Asian call problem (equation (10.2.9)) can be charac-
terized as the unique continuous increasing solution b : [0, T] — IR of the nonlinear integral
equation:

1— @ = F(T —t,b(1))

T—t 1 1
- fo " ((m + r)G(u, b(t), b(t + 1)) — H(u, b(t), b(t + u))) du
(10.3.5)

satisfying 0 < b(t) < t/(1 +rt) forall 0 <t < T. [The solution b satisfies b(0+) = 0 and
b(T—) =T /(1 +rT), and the stopping time 1, from equation (10.2.17) is optimal in equation
(10.2.9).]

The arbitrage-free price of the Asian call option (equation (10.2.9)) admits the following
‘early exercise premium’ representation:

V(t,x)=F(T —t,x)

T—t 1 1
_/o t+u<<t+u +r>G("’x’b(I+”))—H(M’x’b(ﬂru)))du

(10.3.6)
for all (t,x)€l0, T] x [0, o0). [Further properties of V and b are exhibited in the proof
below.]
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Proof. The proof will be carried out in several steps. We begin by stating some general
remarks which will be freely used below without further mentioning.

1. The reason that we take the supremum in equations (10.2.1) and (10.2.9) over T > 0 is
that the ratio 1/(¢ 4 7) is not well defined for t = 0 when ¢ = 0. Note, however, in equation
(10.2.1) that I; /Tt - oo as 7 | O when Iy = a > 0 and that I, /Tt — s as T | 0 when [ =
a = 0. Similarly, note in equation (10.2.9) that X, /t — oo as 7 | 0 when Xo = x > 0 and
X./t — las t | 0 when Xo =x = 0. Thus, in both cases the gain process (the integrand
in equations (10.2.1) and (10.2.9)) tends to 0 as 7 | 0. This shows that in either equation it
is never optimal to stop at + = 0. To avoid similar (purely technical) complications in the
proof to follow we will equivalently consider V (¢, x) only for ¢ > 0 with the supremum
taken over T > 0. The case of + = 0 will become evident (by continuity) at the end of
the proof.

2. Recall that it is no restriction to assume that s = 1 and a = x so that X; = (x + I,)/S;
with fo = 0 and Sp = 1. We will write X; instead of X, to indicate the dependence on x
when needed. It follows that V admits the following representation:

~ X + IT +
Vi, = E((1l — —— 10.3.7
(tx)y= sup << (+1) S,> ) (1037

for (t,x) € (0, T] x [0, c0). From equation (10.3.7) we immediately see that:
x = V(t, x) is decreasing and convex on [0, co) (10.3.8)

for each ¢t > 0O fixed.
3. We show that V : (0, T] x [0, 00) — IR is continuous. For this, using sup(f) —
sup(g) <sup(f —g) and (z —x)* —(z =)' < (y —x)" for x, y,z € IR, we get:

- x+]T + ~ y+Ir +
Ve -V s s (E((l ~i195) ) - E<<1 G5 )

~

1 1
<(y—x) sup E(m) =< n (y—x) (10.3.9)

0<t<T-—t
forO0<x <y ;a\nd t > 0, where in the last i/I\lequality we used equation (10.2.8) to deduce that
1/Si =exp(o B, — (r + 0%/2)t) < exp(c B, — (0%/2)t) and the latter is a martingale under
P. From equation (10.3.9) with equation (10.3.8) we see that x — V (¢, x) is continuous at
xo uniformly over ¢ € [ty — 8, fp + &] for some § > 0 (small enough) whenever (¢, xg) €
(0, T] x [0, co) is given and fixed. Thus, to prove that V is continuous on (0, T'] x [0, co)
it is enough to show that # — V (¢, x) is continuous on (0, T'] for each x > 0 given and
fixed. For this, take any #; <t in (0, 7] and & > 0, and let 7{ be a stopping time such

that E((l — (Xj‘l_HE)/(tl + tf))+) > V(t,x) —e. Setting ©5 =17 A (T — 1) we see that
- 1

Vi, x) > E((1 — (Xiy123)/ (12 + 75))T). Hence we get:

Vi, x)— Vi, x) <E((1 Kivet \f E((1 WACAY +¢
, X) — X)) = - - -
! 2 h +‘L'1€ 15} +‘[§

- X* . X* o\t
§E<< nrn ”“’) )—i—e. (10.3.10)

l‘z-l—‘l,'ig ll-l—‘[f
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Letting first f, —# — 0 wusing 77 —7; -0 and then &) 0 we see that
lim suptz_,l_)o(V(tl,x) — V(t,x)) <0 by dominated convergence. On the other hand,

let 7§ be a stopping time such that E((1 — (X}, )/(tr + t5)1) = V (12, x) — &. Then

12+T2€
we have:

V(t,x) — V(ty,x) > E 1—Xf‘+’2€ ¥ —E 1—XZ+”5 ¥ —e (103.11)
b > - t1+‘L'2£ t2-|-7,'iE ' h

Letting first #, — #; — 0 and then ¢ | 0 we see that liminf,,_; _o(V (t1, x) — V(#2, x)) > 0.
Combining the two inequalities we find that 7 — V (¢, x) is continuous on (0, T']. This
completes the proof of the initial claim.

4. Denote the gain function by G(t,x) = (1 —x/t)* for (¢,x) € (0, T] x [0, 00) and
introduce the continuation set C = {(t,x) € (0, T) x [0,00) | V(t,x) > G(¢,x)} and the
stopping set S = {(¢,x) € (0, T) x [0,00) | V(¢,x) = G(¢,x) }. Since V and G are contin-
uous, we see that C is open and S is closed in (0, T') x [0, co). Standard arguments based
on the strong Markov property (cf. Shiryaev (1978) [17]) show that the first hitting time
g =Iinf{O0<s <T —1t|({+s,Xi4s) €S} is optimal in equation (10.2.9) as well as that
V is C'2 on C and satisfies equation (10.2.10). In order to determine the structure of the
optimal stopping time tg (i.e. the shape of the sets C and §), we will first examine basic
properties of the diffusion process X solving equation (10.2.6) under P.

5. The state space of X equals [0, co) and it is clear from the representation (equation
(10.2.5)) with equation (10.2.8) that 0 is an entrance boundary point. The drift of X is given
by u(x) =1 —rx and the diffusion coefficient of X is given by o(x) = ox for x > 0.
Hence, we see that pu(x) is greater/less than O, if and only if, x is less/greater than 1/r.
This shows that there is a permanent push (drift) of X towards the constant level 1/r
(when X is above 1/r the push of X is downwards and when X is below 1/r the push of
X is upwards). The scale function of X is given by s(x) = [ Y2192 219y gy for x > 0,
and the speed measure of X is given by m(dx) = (2/02)x_2(1+’/"2) e~2/7°% dx on the
Borel o-algebra of (0, o). Since s(0) = —oo and s(00) = +00, we see that X is recurrent.
Moreover, since fooom(dx) = (2/0*2)_2’/‘72 I'(1 4 2r/c?) is finite we find that X has an
invariant probability density function given by:

2
B (2/0,2)1+2r/(7 1 —2/(72x

T = T 5 2r/0?) F20070D

(10.3.12)

for x > 0. In particular, it follows that X,;/t — 0 P-a.s. as r — oo. This fact has an impor-
tant consequence for the optimal stopping problem (equation (10.2.9)): if the horizon T
is infinite, then it is never optimal to stop. Indeed, in this case letting T =t and passing
to the limit for + — oo we see that V =1 on (0, co) x [0, oo). This shows that the infi-
nite horizon formulation of the problem (equation (10.2.9)) provides no useful information
to the finite horizon formulation (such as in Peskir (2005, 2003) [12] [13], for example).
To examine the latter beyond the trivial fact that all points (¢, x) with x > ¢ belong to
C (which is easily seen by considering the hitting times 7, = inf{0 <s < T — 1| X;45 <
(t+s)—¢} and noting that P, ,(O <7, < T —1) >0 if x > ¢ with 0 <t < T), we will
examine the gain process in the problem (equation (10.2.9)) using stochastic calculus as
follows.
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6. Setting a(¢) = 1 for 0 < ¢ < T to denote the diagonal in the state space and applying the
local time—space formula (cf. Peskir (2002) [11]) under P, , when (¢, x) € (0, T) x [0, co)
is given and fixed, we get:

Gt +s,Xivs) =G(t,x) —I—f Gi(t +u, X;qy)du
0
N 1 N
+/ G, (t+u, Xt+u)dXt+u + E/ Gix(t +u, XIJru)d(Xa X>t+u
0 0
1 /8
+ 3 / (Gx(t +u, ot +u)+) — Gt +u,a(t+ u)—)) aef, (X)
0

_ s Xt+u _ 1- rXt+u
_G(t,x)+f0 ((t+u)2 Tro )I(Xﬂru <a(t+u))du

* Xita / deg, (X)
- 1(X1iu t dB, 10.3.13
G/O t+u (X < et +w) *3 o I4u ( )

where £, (X) is the local time of X on the curve o given by:

1 u
(X)) = P—lim —f ot +v)—6 < Xy <t +0) +6) d(X, X)i4o
el0 2e Jy

2

~ 1 u o
=P—1£1ﬁ)1 %/(; I(oz(t+v)—e<Xt+v <a(t+v)+s) 5

X7, dv (10.3.14)
and d£,, (X) refers to the integration with respect to the continuous increasing function
u = £, (X). From equation (10.3.13) we respectively read:

G(t +5, Xiis) = G(t, x) + Ay + M, + L, (10.3.15)

where A and L are processes of bounded variation (L is increasing ) and M is a continuous
(local) martingale. We note, moreover, that s — L; is strictly increasing only when X =
a(s) for 0 <s <T —1t, i.e. when X visits «. On the other hand, when X is below «
then the integrand a(t + u, X,4+,) of A; may be either positive or negative. To determine
both regions exactly, we need to examine the sign of the expression a(t, x) = x/t> — (1 —
rx)/t. It follows that a(¢, x) is larger/less than 0, if and only if, x is larger/less than y (¢)
where y(t) =t/(1 +rt) for 0 <t < T. By considering the exit times from small balls in
(0, T) x [0, co) with centre at (#, x) and making use of equation (10.3.13) with the optional
sampling theorem (to get rid of the martingale part), upon observing that «(¢) < y (¢) for
all 0 < ¢ < T so that the local time part is zero, we see that all points (¢, x) lying above
the curve y (i.e. x > y(¢) for 0 < < T) belong to the continuation set C. Exactly the
same arguments (based on the fact that the favourable regions above y and on « are far
away from X) show that for each x < y(T) = T/(1 4+ rT) given and fixed, all points (¢, x)
belong to the stopping set S when ¢ is close to 7. Moreover, recalling equation (10.3.8)
and the fact that V (¢, x) > G(¢, x) for all x > 0 with ¢t € (0, T') fixed, we see that for each

€ (0, T) there is a point b(¢) € [0, y(¢)] such that V(¢,x) > G(¢, x) for x > b(¢t) and
V(t,x) = G(t, x) for x € [0, b(t)]. Combining it with the previous conclusion on § we find
that b(T—) = y(T) =T/(1 +rT). (Yet another argument for this identity will be given
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below. Note that this identity is different from the identity b(T —) = T used in Hansen and
Jgrgensen (2000) [5, page 1126].) This establishes the existence of the non-trivial (non-
zero) optimal stopping boundary b on a left-neighbourhood of 7. We will now show that
b extends (continuously and decreasingly) from the initial neighbourhood of T backward
in time as long as it visits 0 at some time f#y € [0, T'), and later in the second part of the
proof below we will deduce that this 7y is equal to 0. The key argument in the proof is
provided by the following inequality. Notice that this inequality is not obvious a priori
(unlike in Peskir (2005, 2003) [12] [13]) since ¢ — G (¢, x) is increasing and the supremum
in equation (10.2.9) is taken over a smaller class of stopping times t € [0, T —¢] when ¢ is
larger.
7. We show that the inequality is satisfied:

‘/t(ta-x) S Gl(t’-x) (10316)

for all (¢,x) € C. (It may be noted from equation (10.2.10) that V; = —(1 —rx)V, —
(02/2)x Vix < (1 —rx)/t since V, > —1/t and V,, > 0 by equation (10.3.8), so that
Vi < G, holds above y because (1 —rx)/t < x/t2, if and only if, x > #/(1 4+ rt). Hence,
the main issue is to show that equation (10.3.16) holds below y and above b. Any analytic
proof of this fact seems difficult and we resort to probabilistic arguments.)

To prove equation (10.3.16), fix 0 <7 <t +h < T and x > O so that x < y (7). Let t =
Ts(t + h, x) be the optimal stopping time for V(z + h, x). Since T € [0, T—r—h] C [0, T —
t], we see that V (¢, x) > E; ,((1 — X,5./(t + 7))*") so that using the inequality stated prior
to equation (10.3.9) above (and the convenient refinement by an indicator function), we get:

V(t+hx)— Vit x)— (G(t T hx) — G(t,x))

+ +
<E(( o) ) -E(-a55s) ) -(G-79)
(t+h+71) S, (t+t)S t t+h

~(( x+ 1, x+ 1 ) < x + 1 ))

< E I <

- t+1)S; (t+h+1)S, (t+h+1)S; ~ t(t+h)

(5 () (e ))

h t+t t+h+t (t—i—h—i—t)S t(l+h)

—E( x+1I; h ( x+1 <1>>

N\ +h+D) S 4+t \C+h+D) S t(t+h)

SEE< x4 1 1( x4 I 51))— *h (10.3.17)
t \Gt+h+0)S \(t+h+1)S; t(t+h)

where the final inequality follows from the fact that with Z := (x + I;)/((t +h + 7)S7)
we have V(E+hx)=E(1-2)") = E((-2)I(Z<1)=P(Z<1)-EZI(Z <
M>Gt+hx)=1—x/t+h) sothat E(ZI(Z<1)<P(Z<1)—14+x/t+h)<
x/( + h) as claimed. Dividing the initial expression in equation (10.3.17) by A and
letting & | 0 we obtain equation (10.3.16) for all (¢,x) € C such that x < y(¢). Since
Vi < G, above y (as stated following equation (10.3.16) above) this completes the proof
of equation (10.3.16).
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8. We show that ¢t — b(¢) is increasing on (0, T'). This is an immediate consequence of
equation (10.3.17). Indeed, if (¢, x) belongs to C and ty from (0, T') satisfies 7y < 71, then by
equation (10.3.17) we have that V (1p, x) — G(tp, x) > V (1, x) — G(t1, x) > 0 so that (#9, x)
must belong to C. It follows that b cannot be strictly decreasing thus proving the claim.

9. We show that the smooth-fit condition equation (10.2.12) holds, i.e. that x — V (¢, x)
is C! at b(r). For this, fix a point (¢, x) € (0, T) x (0, oo) lying at the boundary so that
x = b(t). Then x < y(t) < a(t) and for all & > 0 such that x + ¢ < «(t) we have:

Vix+e) =V x)  Glxte) =Gty _ _%, (10.3.18)
& &

Letting ¢ | 0 and using that the limit on the left-hand side exists (since x +— V (¢, x) is
convex), we get the inequality:

otV 0G 1
—(,x) > —(t,x)=—-. (10.3.19)
0x 0x t

To prove the converse inequality, fix ¢ > 0 such that x 4+ ¢ < «/(#), and consider the stopping
times t, = ts5(f, x + &) being optimal for V (¢, x 4+ ¢). Then we have:

Vit,x+e)—V(t x) < 1(E<<1_X+8+Ifs)+_ <1_ x—‘r],g )+>>
& & (t + ) Sy, (t+ 1) Se,

1~ I I ~ 1
S—E( b, xtedt ’5>=—E(7>. (10.3.20)
& ( + ) Srg (+ ) Srg (T +7e) Srg

Since each point x in (0, oo) is regular for X, and the boundary b is increasing, it follows
that . || O P —a.s. as ¢ | 0. Letting ¢ | 0 in equation (10.3.20) we get:

1
ox (t,x) < ; (10.3.21)
by dominated convergence. It follows from equation (10.3.19) and (10.3.21) that
(8tV/ax)(t, x) = —1/t implying the claim.

10. We show that b is continuous. Note that the same proof also shows that b(T—) =
T/(1+rT) as already established above by a different method.

Let us first show that b is right-continuous. For this, fix # € (0, 7) and consider a
sequence f, |, t as n — oo. Since b is increasing, the right-hand limit b(¢4-) exists. Because
(th, b(t;)) € S for all n > 1, and S is closed, it follows that (¢, b(t+)) € S. Hence by
equation (10.2.16) we see b(t+) < b(t). Since the reverse inequality follows obviously
from the fact that b is increasing, this completes the proof of the first claim.

Let us next show that b is left-continuous. Suppose that there exists ¢ € (0, T') such that
b(t—) < b(t). Fix a point x in (b(t—), b(¢)] and note by equation (10.2.12) that for s < ¢
we have:

V(s,x) —G(s,x) = /X /.V (Vix (s, 2) — Gax(s, 2)) dzdy (10.3.22)
b(s) Jb(s)

upon recalling that V is C 1.2 on C. Note that G, = 0 below « so that if Vi, > ¢ on
R={(u,y)eC|s<u<tandb(u) <y <x}forsome c > 0 (for all s < ¢ close enough
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to t and some x > b(t—) close enough to b(¢t—)) then by letting s 1 ¢ in equation (10.3.22)
we get:

(x — b))’

Vit,x)—G(t,x)>c 5

>0 (10.3.23)
contradicting the fact that (¢, x) belongs to D and thus is an optimal stopping point. Hence,
the proof reduces to showing that V,, > ¢ on small enough R for some ¢ > 0.

To derive the latter fact we may first note from equation (10.2.10) upon using equation
(10.3.16) that Vi, = (2/(@?x*)(=V, — (1 —rx)Vy) > (2/(0*xH)) (—x/t? — (1 — rx)V,).
Suppose now that for each 6 > O there is s < close enough to 7 and there is x >
b(t—) close enough to b(t—) such that V,(u,y) < —1/u+ 4§ for all (u,y) € R (where
we recall that —1/u = G,(u,y) for all (u,y) € R). Then from the previous inequal-
ity, we find that Vi (u, y) = (2/(0y?)(=y/u* + (1 = ry)(1/u = 8)) = 2/(0*y*) ((u —
y(1 4 ru))/u? — 8(1 — ru)) > ¢ > 0 for § > 0 small enough since y < u/(1 + ru) = y (u)
and y < 1/r for all (u,y) € R. Hence, the proof reduces to showing that V,(u,y) <
—1/u + 8 for all (4, y) € R with R small enough when § > 0 is given and fixed.

To derive the latter inequality we can make use of the estimate (equation (10.3.20)) to
conclude that

Vi, y+e) = V) _ —E< ! ) (10.3.24)

£ - (l/l +Ug) Mag

where o, =inf{0 <v<T —u| X;ii =b(u)} and M, = supy,, Ss. A simple compar-
ison argument (based on the fact that b is increasing) shows that the supremum over all
(u, y) € R on the right-hand side of equation (10.3.24) is attained at (s, x + €). Letting
¢ | 0 in equation (10.3.24), we thus get:

~ 1
Viu,y) < —Ef ——— 10.3.25
w(u,y) < ((u+a)Mg> ( )
for all (u,y) € R w~here o=inf{0<v=<T—s|Xj,, =Db(s)}. Since by regularity of X
we find that o || 0 P-a.s. as s 1 ¢t and x | b(¢r—), it follows from equation (10.3.25) that:

1 ~<(u+O’)M0 —u)

1
Viiu,y) < ——+E <—+494 10.3.26
(U, y) < u+ Wi+ o) M. + ( )

u
for all s < ¢ close enough to ¢ and some x > b(t—) close enough to b(#—). This completes
the proof of the second claim, and thus the initial claim is proved as well.
11. We show that V is given by the formula shown in equation (10.3.6) and that b solves
equation (10.3.5). For this, note that V satisfies the following conditions:

vV is €2 on CUD (10.3.27)
Vi +LxV is locally bounded (10.3.28)
x — V (¢, x) is convex (10.3.29)
t — V.(t,b(t)£) is continuous. (10.3.30)

Indeed, the conditions (10.3.27) and (10.3.28) follow from the facts that V is C'? on C
and V = G on D upon recalling that D lies below y so that G(¢,x) =1 — x/¢ for all
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(t,x) € D and thus G is C'? on D. [When we say in condition (10.3.28) that V; + LxV
is locally bounded, we mean that V; + LxV is bounded on K N (C U D) for each compact
set K in [0, T] x IR.] The condition (10.3.29) was established in equation (10.3.8) above.
The condition (10.3.30) follows from equation (10.2.12) since according to the latter we
have V, (¢, b(t)L£) = —1/¢t for t > 0.

Since conditions (10.3.27)—(10.3.30) are satisfied, we know that the local time-space
formula (cf. Theorem 3.1 in Peskir (2002) [11]) can be applied. This gives:

S
V(t+s, Xig5) = V2, x) +/ (Vt +]LXV)(I +u, Xitu) I(Xt+u #b(t + 14)) du
0
s
b [0 X Vet 0 X0 (X 00 +10) dB,
0

1 N
+3 / (Velt + 4, Xoub) = Vel + 16, Xpru ) 1(Xegu = bl +w)) del, ,(X)
0

s
= / (G/ +LxG)(t +u, Xpta) I(Xru < b(t +u)) du + M (10.3.31)
0

where the final equality follows by the smooth-fit condition (10.2.12) and M, =
fos 0 Xi4u Vit +u, Xequ) I(Xt+u #b(t + u)) dB, is a continuous martingale for 0 < s <
T — t with ¢t > 0. Noting that (G, + LxG)(t, x) = x/t2 — (I —rx)/t for x <t we see that
equation (10.3.31) yields:

Xitu _ L —rXip
(t +u)? @t +u)

Vit +s, X)) =V, x) + /S ( )I(XtJru < b(t +M)) du + M;.
0

(10.3.32)
Setting s = T — ¢, using that V(T,x) = G(T,x) for all x >0, and taking the P, -
expectation in equation (10.3.32), we find by the optional sampling theorem that:

(%))

T—t _
= V(z,x)—i—/ Ez,x(( Xivu 1 rXf*”)I(X,ﬂ, < b(t—i—u))) du. (10.3.33)
0

(t +u)? (t +u)

Making use of equations (10.3.1)—(10.3.3) we see that equation (10.3.33) is the formula
(10.3.6). Moreover, inserting x = b(¢) in equation (10.3.33) and using that V (¢, b(t)) =
G(t,b(t)) =1 —b(t)/t, we see that b satisfies the equation (10.3.5) as claimed.

12. We show that b(t) > 0 for all 0 < ¢ < T and that b(0+) = 0. For this, suppose that
b(ty) = 0 for some 1y € (0, T) and fix ¢ € (0, tp). Then, (¢, x) € C for all x > 0 as small as
desired. Taking any such (¢, x) € C and denoting by 75 = t5(#, x) the first hitting time to
S under P, ., we find by equation (10.3.32) that:

_ XI+T5
t+Tg

+
Vit + T5, Xiteg) = Gt + Ts, Xpieg) = (1 ) = V{1, %) + Mg

—1— ; + Myirs. (10.3.34)
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Taking the 5,,x-expectation and letting x | 0 we get:

E 1—ﬂ+—1 (10.3.35)
1,0 l+‘L’S = .

where t5 = 15(¢,0). As clearly E’,,O(X,JFTS >T) > 0 we see that the left-hand side of
equation (10.3.35) is strictly smaller than 1, thus contradicting the identity. This shows
that b(fr) must be strictly positive for all 0 < ¢ < T. Combining this conclusion with the
known inequality b(¢) < y(¢), which is valid for all 0 < ¢t < T, we see that b(0+) = 0 as
claimed.

13. We show that b is the unique solution of the nonlinear integral equation (10.3.5) in
the class of continuous functions ¢ : (0, T) — IR satisfying 0 < c¢(¢) < ¢t/(1 +rt) for all
0 <t < T. (Note that this class is larger than the class of functions having the established
properties of b which is, moreover, known to be increasing.) The proof of the uniqueness
will be presented in the final three steps of the main proof as follows.

14. Let ¢ : (0, T] — IR be a continuous solution of the equation (10.3.5) satisfying 0 <
c(t) <t forall 0 <t < T. We want to show that this ¢ must then be equal to the optimal
stopping boundary b.

Motivated by the derivation (10.3.31)—(10.3.33) which leads to the formula (10.3.6), let
us consider the function U€ : (0, T] x [0, co) — IR defined as follows:

US(t, x) = E,,x<(1 - %f)

T—t —
_fo E,,x<<(t)i+u")2 - 10 fi’)*“)z(xm, <c(t +u))> du (10.3.36)

for (¢, x) € (0, T] x [0, 00). In terms of equations (10.3.1)—(10.3.3), note that U¢ is explic-
itly given by:

US(t,x) = F(T —t, x)

T—t 1 1
_ /0 " ((t Tz + r)G(u,x, c(t + u)) — H(u,x, c(t + u))) du

(10.3.37)
for (¢, x) € (0, T] x [0, co). Observe that the fact that ¢ solves equation (10.3.5) on (0, T')
means exactly that U°(¢#, c(t)) = G(t, c(t)) for all 0 <t < T. We will now, moreover,
show that U°(t, x) = G (¢, x) for all x € [0, c(¢)] with ¢ € (0, T'). This is the key point in
the proof (cf. Peskir (2005, 2003)[12] [13]) that can be derived using a martingale argument
as follows.

If X = (X,);>0 is a Markov process (with values in a general state space) and we set
F(t,x) = Ex(G(X7_,)) for a (bounded) measurable function G with P, (X, = x) = 1, then
the Markov property of X implies that F (¢, X,) is a martingale under P, for 0 <t < T.
Similarly, if we set F (¢, x) = E,( fOT_t H(X,) du) for a (bounded) measurable function H
with P, (X¢ = x) = 1, then the Markov property of X implies that F (¢, X,) + fot H(X,)du
is a martingale under P, for 0 <t < 7. Combining these two martingale facts applied to
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the time—space Markov process (¢ + s, X;4) instead of X, we find that:

SX 1—rX
US(t +s, X,H)—/ ((t f:)z— (t:Lb:)*”)I(X,+u<c(r+u))du (10.3.38)
0

is a martingale under P, , for 0 <s < T —r. We may thus write:

S Xigu 1—rXii
Uc(t+s’Xf+s)—/0 ((t :;)Q _ (t:_ut;_ )I(XH_M <c(l+u))du=UC(t,x)+N5
(10.3.39)

where (Ng)o<s<7—¢ 1s a martingale with Ny = 0 under ﬁ,,x.
On the other hand, we know from equation (10.3.13) that:
Xitu _ L —rXipu

(t +u)? (t+u)
+ M, + L, (10.3.40)

Git+s,Xi45)=G(t,x)+ /5 < >I(X,+M <ot + u)) du
0

whereM; = —o fos Xigu /@ +u) [ ( Xy < a(t +u)) dﬁu is a continuous martingale under
P;yand Ly = (1/2) fg dey,,(X)/(t + u) is an increasing process for 0 <s < 7T —¢.
For 0 < x < c¢(¢) with t € (0, T') given and fixed, consider the stopping time:
o, =inf{0<s<T—t|X;35>clt+s)}. (10.3.41)

Using that U°(t, c(¢)) = G(t,c(¢)) for all 0 <t < T (since c¢ solves equation (10.3.5)
as pointed out above) and that U°(T, x) = G(T, x) for all x >0, we see that U°(r +
oc, Xi40,) = G(t + 0., X;40.). Hence from equations (10.3.39) and (10.3.40) using the
optional sampling theorem we find:

Ut %) = B (U + 00, Xior))

= ([ Xpw 1 —rXi
B E”‘(/o ((r Tu? W )I(X’+” <cttw) d”)
=B (Gt +0u Xii)
= % Xitu 1 —rXivu
- E,,x</0 ((t +uw)?  (t+uw >I(Xt+" <ct+w) du)

- = i Xf+u _ 1- rXt+u
=G(t,x)+ EI,X(./O ((l )2 7 )I(X,+u <a(t+ u)) du)

= e Xt+u l_rXH»u
-E, — (X4 d
z, (/0 <(t+u)2 +u) > (X1 < c(t +u)) u)

=G(t, x) (10.3.42)

since Xy, < a(t +u) and X4, < c(t + u) for all 0 < u < o,. This proves that U°(¢t, x) =
G(t, x) for all x € [0, c(¢)] with ¢ € (0, T) as claimed.
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15. We show that U°(t, x) < V(t, x) for all (¢, x) € (0, T] x [0, co). For this, consider
the stopping time:

T.=inf{0<s <T —1]|X45s <c(t+5s)} (10.3.43)

under ’IS,,X with (z,x) € (0, T] x [0, o0) given and fixed. The same arguments as those
given following equation (10.3.41) above show that U°(¢ + t, X;4r.) = G(t + ¢, Xi47.)-
Inserting 7. instead of s in equation (10.3.39) and using the optional sampling theorem
we get:

US(t, x) = E,,X<U°‘(z - X,ﬂ,)) —E. <G(t +1., x,ﬂ,)) <V(@,x)  (10.3.44)

where the final inequality follows from the definition of V proving the claim.
16. We show that ¢ > b on [0, T']. For this, consider the stopping time:

op=f{0<s<T —1]| X4y =b(t+5)} (10.3.45)

under I?’,,x where (7, x) € (0, T) x [0, 00) such that x < b(t) A c(t). Inserting o}, in place
of s in equations (10.3.32) and (10.3.39) and using the optional sampling theorem we get:

= _ = % Xt+u 1- rXH»u
E,,x<V(t + oy, X,W)) =G(t, x) + Et,x</0 ((t s )du> (10.3.46)

Et,x <Uc(t + op, XIJrab))

~ % Xipw 1= rX
=G(t,x)+ E”(/o ((t fu)z - +ul)+ )1(x,+u <c(t +u))du) (10.3.47)

where we also use that V (¢, x) = U°(t, x) = G(t, x) for x < b(t) A c(t). Since U < V it
follows from equations (10.3.46) and (10.3.47) that:

= % Xt+u 1- rXH»u
E/ . - I(Xi4u = (2 du | = 0. 10.3.48
§ (/o ((t+u)2 (t + u) ) (Krtu 2 et +w) u) ( :

Due to the fact that b(¢) < ¢/(1 +rt) forall 0 <t < T, we see that X;,,/(t + uw)?—(1 -
rXi+y)/(t +u) < 0 in equation (10.3.48), so that by the continuity of » and c it follows
that ¢ > b on [0, T] as claimed.

17. We show that ¢ must be equal to b. For this, let us assume that there is ¢t € (0, T')
such that c¢(t) > b(¢). Pick x € (b(t), c(¢)) and consider the stopping time 7, from equation
(10.2.17). Inserting 7, instead of s in equations (10.3.32) and (10.3.39) and using the optional
sampling theorem, we get:

E.. (G(t + 7, X,+,,,)) = V(t,x) (10.3.49)
B (G + 10, Xi4))

_ g7c = ke Xitu _ I —rXitu
=U°(t,x) + Eu</0 ((t )2 7 )I(Xﬂru <c(t+ u)) du) (10.3.50)
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where we also use that V(¢ + 15, X;4q,) = U(t + 1, Xy44,) = Gt + 1), X14,) upon
recalling that ¢ > b and U° = G either below ¢ or at T. Since U° <V we see from
equations (10.3.49) and (10.3.50) that:

~ ® Xy 1 —7Xi14
E,,x</0 <(t T2 W >I(X,+u <c(t +u))du> > 0. (10.3.51)

Due to the fact that c(r) < ¢/(1 4+ rt) forall0 < ¢ < T by assumption, we see that X4, /(f +
u)> — (1 —rX,4,)/(t +u) <0 in equation (10.3.51) so that by the continuity of » and c it
follows that such a point (¢, x) cannot exist. Thus ¢ must be equal to b, and the proof is
complete.

10.4 REMARKS ON NUMERICS

1. The following method can be used to calculate the optimal stopping boundary b numeri-
cally by means of the integral equation (10.3.5). Note that the formula (10.3.6) can be used
to calculate the arbitrage-free price V when b is known.

Sett; =ih fori =0,1,...,n where h = T/n and denote:

b(t)
J@, b)) =1-— - F(T—1t,b(t)) (10.4.1)
K@, b@);t +u,b(t +u)) (10.4.2)

1 1

_ <<_ + r)G(u, b(t), b(t +u)) — H(u, b(t), bt + u))). (10.43)
t+u t+u

Then, the following discrete approximation of the integral equation (10.3.5) is valid:

n

J(@, b)) = Z K (i, b(t;);t;, b)) h (10.4.4)
j=i+1

fori =0,1,...,n— 1. Letting i =n—1 and b(t,) = T/(1 + rT) we can solve equation
(10.4.4) numerically and get a number b(#,_;). Letting i = n—2 and using the values of
b(t,—1) and b(t,) we can solve equation (10.4.4) numerically and get a number b(,_>).
Continuing the recursion, we obtain b(t,), b(t,—1), ... , b(t1), b(tp) as an approximation of
the optimal stopping boundary b at points 0, i, ... ,T—h, T.

It is an interesting numerical problem to show that the approximation converges to the
true function b on [0, T] as k | 0. Another interesting problem is to derive the rate of
convergence.

2. To perform the previous recursion, we need to compute the functions F, G, H from
equations (10.3.1)—(10.3.3) as efficiently as possible. Simply by observing the expressions
(10.3.1)—(10.3.4) it is apparent that finding these functions numerically is not trivial. More-
over, the nature of the probability density function f in expression (10.3.4) presents a
further numerical challenge. Part of this probability density function is the Hartman—Watson
density discussed in Barrieu et al. (2003) [1]. As ¢ tends to zero, the numerical estimate
of the Hartman—Watson density oscillates, with the oscillations increasing rapidly in both
amplitude and frequency as ¢ gets closer to zero. Barrieu ef al. (2003) [1] mention that
this may be a consequence of the fact that # — exp(2mw?/o?t) rapidly increases to infinity
while z > sin(4wz/0%t) oscillates more and more frequently. This rapid oscillation makes
accurate estimation of f (¢, s, a) with ¢ close to zero very difficult.



232 Exotic Option Pricing and Advanced Lévy Models

The problems when dealing with ¢ close to zero are relevant to pricing the early exercise
Asian call option. To find the optimal stopping boundary b as the solution to the implicit
equation (10.4.4), it is necessary to work backward from T to 0. Thus, to get an accurate
estimate for » when b(T') is given, the next estimate of b(x) must be found for some value
of u close to T so that r = T —u will be close to zero.

Even if we get an accurate estimate for f, to solve equations (10.3.1)—(10.3.3) we need to
evaluate two nested integrals. This is slow computationally. A crude attempt has been made
at storing values for f and using these to estimate F, G, H in equations (10.3.1)—(10.3.3)
but this method has not produced reliable results.

3. Another approach to finding the functions F, G, H from equations (10.3.1)-(10.3.3)
can be based on numerical solutions of partial differential equations. Two distinct methods
are available.

Consider the transition probability density of the process X given by:

d ~
p(s,x;t,y) = e P(X: <yl Xs=x) (10.4.5)
y

where 0 <s <t and x, y > 0. Since p(s, x; t,y) = p(0, x; t—s, y), we see that there is no
restriction to assume that s = 0 in the sequel.
4. The forward equation approach leads to the initial-value problem:

pe=—(A=ry)p)y+Dyp)yy (t>0,y>0) (10.4.6)

p(0,x;04,y) =8(y—x) (y=0) (10.4.7)

where D = 0%/2 and x > 0 is given and fixed (recall that § denotes the Dirac delta func-

tion). Standard results (cf. Feller (1952) [4]) imply that there is a unique non-negative

solution (¢, y) — p(0, x; ¢, y) of equations (10.4.6) and (10.4.7). The solution p satisfies
the following boundary conditions:

p@,x;t,0+4) =0 (0 is entrance) (10.4.8)

p@,x;t,00—) =0 (oo is normal). (10.4.9)

The solution p satisfies the following integrability condition:

o0
/ p0,x;1,y)dy = 1 (10.4.10)
0

for all x > 0 and all + > 0. Once the solution (¢, y) — p(0, x; ¢, y) of equations (10.4.6)
and (10.4.7) has been found, the functions F, G, H from equations (10.3.1)-(10.3.3) can be
computed using the general formula:

Eo,x(g(Xt)) = /0 g(y) p0, x;t,y)dy (10.4.11)

upon choosing the appropriate function g : IRy — IR,.
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5. The backward equation approach leads to the terminal-value problem:
q,:(l—rx)qx+Dx2qxx (t>0,x>0) (10.4.12)
q(T,x)=hx) (x=0) (10.4.13)

where h : IRy — IR, is a given function. Standard results (cf. Feller (1952) [4]) imply
that there is a unique non-negative solution (¢, x) — ¢(¢, x) of equations (10.4.12) and
(10.4.13). Taking x — h(x) to be x — (1—x/T)* (with T fixed), x = x I (x <y) (with
y fixed ), x > I(x <y) (with y fixed), it follows that the unique non-negative solution g of
equations (10.4.12) and (10.4.13) coincides with F, G, H from equations (10.3.1)—-(10.3.3),
respectively. (For numerical results of a similar approach, see Rogers and Shi (1995) [14].)

6. It is an interesting numerical problem to carry out either of the two methods described
above and produce approximations to the optimal stopping boundary b by using equation
(10.4.4). Another interesting problem is to derive the rate of convergence.

APPENDIX

In this section we derive the explicit expression for the probability density function f of
(S, I;) under P with Sy = 1 and Iy = 0 given in equation (10.3.4) above.

Let B = (B;):>0 be a standard Brownian motion defined on a probability space (2, F, P).
With # > 0 and v € IR given and fixed, recall from Yor (1992, p. 527) [20] that the random
variable A" = Jy € ds has the conditional distribution:

P(A}” c dy‘Bt ot =x) — a(t, x, y)dy (10.A.1)

where the density function a for y > 0 is given by:

1 x? 472 1
a(t,x,y):n—yzexp( > —l—x—Z(l—i—ezx))

00 2 X
X / exp (—Z— e cosh(z)) sinh(z) sin (E> dz. (10.A.2)
0 2t y t

This implies that the random vector (2(B; + vr), AY ) has the distribution:
P(z(B, tr) edx, AY € dy) — b1, x, y) dx dy (10.A.3)
where the density function b for y > 0 is given by:
bt ) (t x ) 1 (x —2vt>
y X, =a y A~ ~ - = =
Y 2V 2\ ok
2 2

1 b4 +(v+1) v, 1(1+x)
=——exp|—+(—)x——=r—— e
Qi P\ 2 2 T2y

00 2 2 .
X / exp (—— — cosh(z)) sinh(z) sin (—) dz (10.A.4)
0 2t y t
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and we set ¢(z) = (1/+/ 2n)e’z2/ 2 for z € IR (for related expressions in terms of Hermite
functions, see Dufresne (2001) [3] and Schroder (2003) [15]).
Denoting K; = aB; + ft and L, = fot e*BstPsds with o # 0 and B € IR given and fixed,
and using that the scaling property of B implies:
2
Q2B Hv) ¢ < %y>

t t
P (aB, + Bt < x, f Bt gg < y) =P (2(3,/ +vt') < x, f
0 0

(10.A.5)

with ¢’ = «?t/4 and v = 28/a?, it follows by applying equations (10.A.3) and (10.A.4) that
the random vector (K;, L;) has the distribution:

’

P(K, edx,L; € dy) =c(t,x,y)dxdy (10.A.6)

where the density function ¢ for y > 0 is given by:

o [a? o?
c(t,x,y) = Zb Zf, X,ZY

= 2 e (B (L) S S (140)

o0 272 4¢¥/? . S %4
X exp | ——— — —— cosh(z) ) sinh(z) sin (—) dz. (10.A.7)
0 a’t  aly ot

From equations (10.2.8) and (10.2.3) we see that f satisfies:

2

(t5,a) = + c(t, log(s), a) = l‘”—b("‘—
f,s,a_sc,ogs,a T2 1

o2
t, log(s), Y a> (10.A.8)
with & = o and B = r + 02/2. Hence equation (10.3.4) follows by the final expression in
equation (10.A.4).
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Abstract

The purpose of this paper is to develop forward equations for standard American options. We
assume that the returns on the underlying assets have stationary independent increments,
or in other words, that the log price is a Lévy process. In all of these models, except
for Black—Scholes, the existence of a jump component implies that the backward and
forward equations contain an integral in addition to the usual partial derivatives. Despite the
computational complications introduced by this term, we use finite differences to solve these
fundamental partial integro-differential equations (PIDEs). Our approach to determining the
forward equation for American options is to start with the well-known backward equation
and then exploit the symmetries which essentially define Lévy processes. In the process of
developing the forward equation, we also determine two hybrid equations of independent
interest. To illustrate that our forward PIDE is a viable alternative to the traditional backward
approach, we calculate American option values in the diffusion extended VG option pricing
model.

11.1 INTRODUCTION

Valuing and hedging derivatives consistent with the volatility smile has been a major research
focus for over a decade. A breakthrough occurred in the mid-1990s with the recognition that
in certain models, European option values satisfied forward evolution equations in which the
independent variables are the options’ strike and maturity. More specifically, Dupire (1994)
showed that under deterministic carrying costs and a diffusion process for the underlying
price, no arbitrage implies that European option prices satisfy a certain partial differential
equation (PDE), now called the Dupire equation. Assuming that one could observe European
option prices of all strikes and maturities, then this forward PDE can be used to explicitly
determine the underlying’s instantaneous volatility as a function of the underlying’s price

* The authors thank Dilip Madan and participants of the 2002 ICBI Barcelona conference and the 2002 Risk
Boston conference. Errors are our own responsibility. The views expressed are those of the authors and do not
necessarily reflect the position of Morgan Stanley. A shorter version of this paper was previously published in
Risk, 16(1), pp. 103—107, 2003. The extended version is included here with permission of Incisive Media plc.

Exotic Option Pricing and Advanced Lévy Models. Edited by A. E. Kyprianou, W. Schoutens and P. Wilmott
Copyright © 2005 John Wiley & Sons, Ltd.
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and time. Once this volatility function is known, the value function for European, American
and many exotic options can be determined by a wide array of standard methods. As this
value function relates theoretical prices of these instruments to the underlying’s price and
time, it can also be used to determine many greeks of interest as well.

Aside from their use in determining the volatility function, forward equations also serve a
second useful purpose. Once one knows the volatility function, either by an explicit specifica-
tion or by a prior calibration, the forward PDE can be numerically solved to efficiently value
a collection of European options of different strikes and maturities, all written on the same
underlying asset. Furthermore, as pointed out in Andreasen (1998), all the greeks of interest
satisfy the same forward PDE and hence can also be efficiently determined in the same way.

Since the original development of forward equations for European options in continuous
models, several extensions have been proposed. For example, Esser and Schlag (2002) develop
forward equations for European options written on the forward price rather than the spot price.
Forward equations for European options in jump diffusion models were developed in Andersen
and Andreasen (1999) and extended by Andreasen and Carr (2002). It is straightforward to
develop the relevant forward equations for European binary options or for European power
options by differentiating or integrating the forward equation for standard European options.
Buraschi and Dumas (2001) develop forward equations for compound options.* In contrast to
the PDE’s determined by others, their evolution equation is an ordinary differential equation
whose sole independent variable is the intermediate maturity date.

Given the close relationship between compound options and American options, it seems
plausible that there might be a forward equation for American options. The development
of such an equation has important practical implications since all of the listed options
on individual stocks are American-style. The Dupire equation cannot be used to infer the
volatility function from market prices of American options, nor can it be used to efficiently
value a collection of American options of differing strikes and maturities.

The purpose of this paper is to develop forward equations for standard American options.
This problem is addressed for American calls on stocks paying discrete dividends in Buraschi
and Dumas (2001) and it is also considered in a lattice setting in Chriss (1996). We direct our
attention to the more difficult problem of pricing continuously exercisable American puts in
continuous time models. To do so, we depart from the diffusive models which characterize
most of the previous research on forward equations in continuous time. To capture the smile,
we assume that prices jump rather than assuming that the instantaneous volatility is a func-
tion of stock price and time. Dumas et al. (1998) find little empirical support for the Dupire
model whereas there is a long history of empirical support for jump-diffusion models.” In
particular, we assume that the returns on the underlying asset have stationary independent
increments, or in other words that the log price is a Lévy process. Besides the Black and
Scholes (1973) model, our framework includes as special cases the variance gamma (VG)
model of Madan e al. (1998), the CGMY model of Carr et al. (2002), the finite moment
logstable model of Carr and Wu (2002), the Merton (1976) and Kou (2002) jump-diffusion
models, and the hyperbolic models of Eberlein et al. (1998). In all of these models, except
for Black—Scholes, the existence of a jump component implies that the backward and for-
ward equations contain an integral in addition to the usual partial derivatives. Despite the

* However, their definition of a compound option is nonstandard in that the critical stock price is specified in the
contract.

" For example, three recent papers documenting support for such models are Anderson et al. (2002), Carr et al.
(2002) and Carr and Wu (2002).
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computational complications introduced by this term, we use finite differences to solve both
of these fundamental partial integro differential equations (PIDEs). To illustrate that our
forward PIDE is a viable alternative to the traditional backward approach, we calculate
American option values in the diffusion extended VG* option pricing model and find very
close agreement.

Our approach to determining the forward equation for American options is to start with
the well-known backward equation and then exploit the symmetries which essentially define
Lévy processes. In the process of developing the forward equation, we also determine two
hybrid equations of independent interest. The advantage of these hybrid equations over the
forward equation is that they hold in greater generality. Depending on the problem at hand,
these hybrid equations can also have large computational advantages over the backward or
forward equations when the model has already been calibrated. In particular, the advantage
of these hybrid equations over the backward equation is that they are more computationally
efficient when one is interested in the variation of prices or greeks across strike or maturity
at a fixed time, e.g. market close.

The first of these hybrid equations has the stock price and maturity as independent vari-
ables. The numerical solution of this hybrid equation is an alternative to the backward
equation in producing a spot slide, which shows how American option prices vary with the
initial spot price of the underlying. If one is interested in understanding how this spot slide
varies with maturity, then our hybrid equation is much more efficient than the backward
equation.

Our second hybrid equation has the strike price and calendar time as independent vari-
ables. The numerical solution of this hybrid equation is an alternative to the forward equation
in producing an implied volatility smile at a fixed maturity. If one is interested in understand-
ing how the model predicts that this smile will change over time, then our hybrid equation is
much more computationally efficient than the forward equation. This second hybrid equation
also allows parameters to have a term structure, whereas our forward equation does not.}
Hence, if one needs to efficiently value a collection of American options of different strikes
in the time-dependent Black—Scholes model, then it is far more efficient to solve our hybrid
equation than to use the standard backward equation.

The remainder of this paper is structured as follows. The next section introduces our
setting and reviews the backward PIDE which governs American option values in this
setting. The following section develops the first hybrid equation, while the subsequent
section develops the second one. The penultimate section develops the forward equation for
American options, while the final section summarizes and suggests further research.

11.2 REVIEW OF THE BACKWARD FREE BOUNDARY
PROBLEM

Throughout this article, we focus on (standard) American puts on stocks leaving Ameri-
can calls and other underlyings as an exercise for the reader. We assume perfect capital
markets, continuous trading, no arbitrage opportunities, continuous dividend payments and
Markovian stock price dynamics under all martingale measures. We further assume that

¥ For details on the use of finite differences for solving the backward PIDE for American options in the VG model,
see Hirsa and Madan (2003).
$ Note, however, that implied volatility can have a term or strike structure in our Lévy setting.
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the spot interest rate and dividend yield are given by deterministic functions r(¢) > 0 and
q(t) > 0, respectively. Thus, we assume that under a risk-neutral measure Q, the stock price
s, satisfies the following stochastic differential equation:

ds; = [r(t) —q(®)]s;—dt +o(s;—, t)s;—dW;

+ /00 s— (e — D[u(dx, dt) — v(s,—, x, t)dx dt], (11.1)

—0oQ

for all ¢ € [0, T]. Thus, the change in the stock price decomposes into three parts. The first
part is the risk-neutral drift, comprised entirely of the dollar carrying cost of the stock. The
second part is the diffusion part, expressed in terms of the instantaneous volatility function
o (S,1). As usual, the term dW, denotes increments of a standard Wiener process defined
on the time set [0, 7] and on a complete probability space (2, F, Q). The third part is
the jump part. The random measure u(dx, dt) counts the number of jumps of size x in
the log price at time ¢. The Hunt density {v(S,x,7),S > 0,x € %, 1 € [0, T]} is used to
compensate the jump process J; = fot ffooo s;—(e* — )u(dx, ds), so that the last term in
equation (11.1) is the increment of a Q jump martingale.! The jump martingale is specified
in such a way that jumps to negative prices are impossible. Since the last two parts are both
martingales, we have:
E9[s,]50] = spelolrw—awldu,

where the initial stock price s is positive.

Consider an American put option on the stock with a fixed strike price Ky > 0 and a fixed
maturity date Ty € [0, T]. Let p: denote the value of the American put at time ¢ € [0, Tp].
In this general setup, it is not yet known whether the American put value is monotone in S.
Hence, we further assume whatever sufficient conditions on the coefficients that are needed
so that the put value is monotone in S. Then, for each time ¢ € [0, Ty], there exists a unique
critical stock price, s(t), below which the American put should be exercised early, i.e.

if 5; <'s,, then p; = max[0, Ko — s;] (11.2)
and if s, > s,, then p, > max[0, Ko — s;]. (11.3)
The exercise boundary is the time path of critical stock prices, s,, t € [0, Tp]. This boundary

is independent of the current stock price so and is bounded above by Kp. It is a smooth,
nondecreasing function of time ¢ whose terminal limit is:

i . |: V(To):|
ims, = Komin | 1, .
17 q(To)

Right at expiration, the critical stock price is the strike price, i.e. s;; = Ko. Hence, when
q(Ty) > r(Ty), there is a discontinuity in the exercise boundary. Figure 11.1 plots the

1 The function v(S, x, f) must have the following properties:

o0
v(S,0,1) =0, / &% A DV(S, x, 1) dx < o0.
—00
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Figure 11.1 Exercise boundary in the DEVG model. Critical stock prices are computed from the
DEVG model for the following inputs: r = 0.06; ¢ = 0.02; 0 = 0.4; s = 0.3; v =0.25; 6 = —0.3;
Ko = 110; Tp = 1. The finite difference scheme uses M = 400 space steps and N = 200 time steps
on a domain running from 10 to 400 with initial price Sy = 100

exercise boundary in the Diffusion Extended Variance Gamma (DEVG) model. This model
extends the pure jump Variance Gamma model of Madan et al. (1998), by adding a diffusion
component with constant volatility.

The American put value is also a function, denoted p(s, t), mapping its domain D =
(s, 1) € [0, 00) x [0, Tp] into the nonnegative real line. The exercise boundary, s,, ¢ € [0, Tp],
divides this domain D into a stopping region S =10, s,] x [0, To] and a continuation
region C = (s,, 00) x [0, Tp]. Equation (11.2) indicates that in the stopping region, the put
value function p(s, t) equals its exercise value, max[0, Ky — S]. In contrast, the inequality
expressed in equation (11.3) shows that in the continuation region, the put is worth more
‘alive’ than ‘dead’. The transition between boundaries is smooth in the following sense:

yf;l p(s,t) =Ko—s,, 1€l[0,To] (11.4)
glirsn% =—1, 1€l0, Ty (11.5)

The value matching condition (equation (11.4)) and equation (11.2) imply that the put value
is continuous across the exercise boundary. Furthermore, the high contact
condition (equation (11.5) and equation (11.2)) further imply that the put’s delta is contin-
uous. Equations (11.4) and (11.5) are jointly referred to as the ‘smooth fit’ conditions.
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; ivatives. 22 2p
The partial derivatives, B B and Pre

differential equation (PIDE):

exist and satisfy the following partial integro

ap(s,t) 0’2(S, l‘)S2 82p(s, 1) ap(s,t)
T S () — s = r)p(s. 1)

+ / |:p(se", t) — p(s, 1) — %p(s, Hs(e* — 1)i| v(s, x,t)dx

+1(s <s,) {r(t)Ko —q(t)s — / [p(se*, 1) — (Ko — se*)]v(s, x,t)dx ¢ = 0.
In(s,/s)

(11.6)

The last term on the left-hand side (LHS) of equation (11.6) is the result of applying the

integro-differential operator defined by the first two lines to the value p(s,7) = Ko — s
holding in the stopping region.

The American put value function p(s, ) and the exercise boundary s, jointly solve a back-

ward free boundary problem (FBP), consisting of the backward PIDE (equation (11.6)), the

smooth fit conditions (equations (11.4) and (11.5)), and the following boundary conditions:

p(s, Tp) = max[0, Ko —s], s>0 (11.7)
lim p(s,t) =0, t € [0, Tp] (11.8)
stoo
h?olp(s’ t) = Ko, t € [0, Tol. (11.9)
N

These Dirichlet conditions force the American put value to its exercise value along the
boundaries. As the efficient implementation of a finite difference scheme usually requires the
use of positive finite spatial boundaries, our implementation replaces the last two conditions
in the target problem by:

lim pys(s, 1) =0, 1€ [0, To] (11.10)
s1oo

liﬁ)lpss(& )=0, tel0, Tl (11.11)

Hence, the put gamma is forced to zero along the spatial boundaries. Numerical experi-
mentation suggests that imposition of the zero gamma condition on positive finite spatial
boundaries tends to work better than imposing the Dirichlet conditions. The solution to this
alternative specification is unique under the further condition that it be continuous along the
entire boundary. Figure 11.2 plots American put values in the DEVG model against stock
price and time.

11.3 STATIONARITY AND DOMAIN EXTENSION
IN THE MATURITY DIRECTION

The last section assumed that the strike K and maturity 7 were fixed at K¢ and Ty, respec-
tively. To derive a hybrid FBP for American put values, we first extend the domain of the
problem to all T € [0, T'], keeping the strike price K fixed at Kj.
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Figure 11.2 American put values in the DEVG model against stock price and calendar time. Amer-
ican put values are computed from the DEVG model for the following inputs: r = 0.06; ¢ = 0.02;
o=04;5s =0.3;v=0.25;0 = —0.3; Ky = 110; Ty = 1. The finite difference scheme uses M = 400
space steps and N = 200 time steps on a domain running from 10 to 400. The value of the American
put at the initial stock price of Sy = 100 is $23.9875

Note that the exercise boundary depends on ¢, r(¢), ¢(¢), o (S, t), v(S, x, t), T and Ky, but
not on s. Suppressing the dependence on r(¢), g(¢), o (S, t), v(S, x,t) and Ky, let s(t; T)
be the function relating the exercise surface to ¢t and 7':

s,=st:T), tel0, T, T €[0,T].

The extended continuation region is a three-dimensional region denoted by I". This can be
pictured as stacking the two-dimensional continuation regions up the Z-axis as 7' increases
from 0. For each T € [0, T], the union of the two-dimensional continuation region and the
two-dimensional stopping region is the plane S > 0,7 € [0, T]. As T increases from zero,
the area covered by this plane increases. Thus, the extended domain for the backward PIDE
is the wedge S > 0,7 € [0, T], T € [0, T]. We note that the backward PIDE of the last
section holds on this wedge with Ty replaced by T. Let I1(s, ¢; T) be the function solving
this backward PIDE:

. 2 2 92 . .
dIl(s, t; T) n o“(s,t)s” 0°I1(s, t; T) L) — q(t)]sal'l(s, t;T) O 1 T)

ot 2 ds2 s

+ / I:l_[(sex, t;T)—I(s,t;T) — ail_[(s, t; T)s(e* — 1)i| v(s, x,t)dx
s
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4+ 1(s < s(t; T)) {r(t)Ko—q(t)s—/ [TI(se*, 1;T)
In(s(t;T)/s)

—(Ko—sex)]v(s,x,t)dx} =0. (11.12)

Now suppose stationarity, i.e. that r(¢), g(¢), o (S, t) and v(S, x, t) are all independent
of time 7. It follows that the time derivative is just the negative of the maturity derivative:

9 d
—I(s,t; T) = ——TI1(s,t; T). 11.13
5 (s ) o (s ) ( )

Dropping the dependence of r(¢), g(¢), o (S, t) and v(S, x, t) on ¢ and substituting equation
(11.13) into equation (11.12) implies that the following relation holds in the extended
domain:

all(s, t; T) N o2(s)s? 3%1(s, 1; T) iy ) all(s, t; T)
_ r— s>t 1)
aT 2 952 a 3s

—rll(s,t; T)
+ / |:I'I(sex, t;T)—TI(s,t;T) — %H(s, t; T)s(e* — 1)i| v(s, x)dx

+ 1(s <s(; 1)) {rKo —qs — / [TI(se*, t; T) — (Ko — se¥)]v(s, x) dx} = 0.
1

n(s(t;7)/s)
(11.14)
We note that one can fix ¢ at 7 and just solve the above problem in the s, T plane if desired.
In this case, the initial condition is:

I(s, ty; top) = max[0, Ko —s], s> 0. (11.15)
The Dirichlet boundary conditions are:
lim (s, t0; T) =0, T € [to, T} (11.16)
stoo

1%1 (s, 10:T) ~ Ko—s, T €lty,T]. (11.17)

Alternatively, these Dirichlet conditions can be replaced by the following zero gamma
conditions:

lim My (s, t0; T) =0, T € [to, T] (11.18)
stoo

lifg (s, t; T) =0, T €lto, T (11.19)
K

The smooth fit conditions are:

lim TI(s,t,T)=Kog—s(to;T), T € [to,T] (11.20)
sys(to;T)
dlI(s, to; T) —
m ———=-1, Teln,T] (11.21)
sls(to;T) as

Figure 11.3 plots American put values in the DEVG model against stock price and maturity.
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rity. American put values are computed from the DEVG model for the following inputs:
r=0.06;¢g =0.02;0 =0.4;5s =0.3;v=0.25;0 = —0.3; Ko = 110; Tp = 1. The finite difference

scheme uses M = 400 space steps and N = 200 time steps on a domain running from 10 to 400

11.4 ADDITIVITY AND DOMAIN EXTENSION IN THE STRIKE

DIRECTION

The last section assumed that the strike K was fixed at Ky and that r(¢), ¢(¢), o (S, t) and

v(S, x, t) are all independent of time ¢. To derive a new hybrid PIDE for American put

values, we further extend the domain of the problem to all K > 0. We also restore the

let s(t; T, K)

]

t). On this larger domain

3

X

bl

dependence on ¢t of r(t), g(¢), o(S,t) and v(S

be the function relating the exercise surface to ¢, 7', and K:

K > 0.

T e[0,T],

s(t; T,K), t€[0,T],

5

We note that the backward PIDE (equation (11.12)) holding on the three-dimensional

domain of the last section holds on the larger four-dimensional domain with K replaced by
all K > 0. Let I1(s, t; K, T) be the function solving this backward PIDE on the extended

four-dimensional domain:

+[r(®) —q®)]

ds2

o2(s, t)s? 9%I(s, t; K, T)
2

+

oll(s,t; K, T)
ot

—r()I(s,t; K, T)

aMl(s,t; K, T)

X s

as



246 Exotic Option Pricing and Advanced Lévy Models

o0
a
+ / |:I"I(sex, t; K, T)—TI(s,t; K, T) — 8—I"I(s, t; K, T)s(e* — 1)i| v(s, x,t)dx
s
—o0
(o)
+16s <s: T, K)) {r(t)K —q()s —/ [[T(se*,t; K, T)
In(s(¢;T,K)/s)

—(K—se")]v(s,x,t)dx} =0. (11.22)

We now assume that the log price process has independent increments, i.e. is additive
or equivalently that o (S, t) and v(S, x, t) are both independent of the stock price S. Then,
for each fixed ¢ and T, the exercise boundary is a linearly homogeneous function of the
strike price:

st; T,AK)=As(t; T, K), for all » > 0.
1

Setting A = & implies that:

st T,K)=Ks@:; T, 1). (11.23)

For each fixed s, ¢ and T, the condition s > s(¢; T, K) is thus equivalent to the condition
K < ﬁ = ﬁ = E(s, t; T). We refer to the output of this function as the critical
strike price. For each fixed s, t and T, the critical strike price is the lowest strike price K
at which the put is exercised early. Note that the critical strike price depends on s but is
independent of K. For an American put, the critical strike price is bounded above by s. In
addition, note that the geometric mean of the two critical prices is just the geometric mean
of the stock price and strike price:

\/g(t; T,K)K(s,t;T) = +/sK. (11.24)

The additivity of the log price process implies that the function (s, #; K, T) is linearly
homogeneous in s and K. It follows from Euler’s theorem that:

0 0
I(s,t, K, T) = sa—l'l(s, t; K, T)+ Ka—Kl'I(s, t; K, T). (11.25)
s

Differentiation with respect to s and K and some obvious algebra establishes that:

2 82
Wn(s,t; K, T)=K*—T(s,t; K, T). (11.26)
S

2
S IK?2

Dropping the dependence of o (S, t) and v(S, x, ) on S and substituting equations (11.25)
and (11.26) into equation (11.22) implies:

aTl(s, t; K, T) N o2()K? 3% (s, t: K, T)
ot 2 K2

) — t]KaH(S’t;K’T)
r(t) —q@) 9k

—qOI(s, 1 K, T)
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o0
0
+ / |:1'[(s, t; Ke ™, T)—Tl(s,t; K, T) — ﬁn(s, t; K, TYK(e ™ — 1):| e v(x,t)dx
—0o0
_ o0
+ 1k > k(s,t;T)) {r(t)K—q(t)s—/ [MI(s,t; Ke ™, T)
ln(z(s,t;T)/K)

— (Ke™ —s)le*v(x, 1) dx} =0. (11.27)

We note that one can fix s and T at say s and Ty and just solve the above problem in the
K, t plane if desired. In this case, the terminal condition is:

H(S(), T(); K, T()) = maX[O, K — So], K > 0. (1128)

The Dirichlet boundary conditions are:

lim T(so, t; K, To) =~ K —so, t € [0, Tp] (11.29)
K1too
}(irirtl)H(so,t;K, Ty) =0, te]0,Tpl. (11.30)

Alternatively, these Dirichlet conditions can be replaced by:

lim T (so, 13 KTo) =0, ¢ € [0, To] (11.31)
K1too
}{i% M (s, t; K, To) =0, 1 € [0, Tol. (11.32)

The smooth fit conditions are:

lim  T(so,; K, To) = K(s0,1; To) —s0, ¢ € [0, Ty] (11.33)
K1 K (s,t;To)
T t €10, Tp]. (11.34)
KK (s,t;To)

Figure 11.4 plots American put values in the DEVG model against strike price and calendar
time.

We note that setting jumps to zero reduces the PIDE to a PDE arising in the special case
of the time-dependent Black—Scholes model. If one wishes to value American options in
this model for multiple strikes and maturities and with fixed time and spot, it is much more
efficient to solve the hybrid problem of this section once for each T than it is to solve the
usual backward problem once for each K and once for each T, as is usually done.

11.5 THE FORWARD FREE BOUNDARY PROBLEM

We now assume that we have both stationarity and additivity. In other words, the log price
is a Lévy process and r(¢), g(t), o (S, t) and v(S, x, t) are all independent of both time ¢
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Figure 11.4 American put values in the DEVG model against stock price and calendar
time. Critical stock prices are computed from the DEVG model for the following inputs:
r=20.06;¢g =0.02,0 =0.4;5s =03;v=0.25;0 = —0.3; Ko = 110; Tp = 1. The finite difference
scheme uses M = 400 space steps and N = 200 time steps on a domain running from 10 to 400. The
value of the American put at the initial stock price of Sy = 100 is $23.9875

and the stock price S. Stationarity implies that the function I1(s, t; K, T') depends on ¢ and
T only through T — . It thus follows that:

3 d
—T(s,1; K, T) = ——T(s, t; K, T). 11.35
5 LG ) o 11 ) (11.35)

Substituting equation (11.35) into equation (11.27) implies:

oll(s,1; K, T) o2K29%M(s,t; K, T) oll(s,1; K, T,)
- + - r—qQK——

Tt K. T
aT 2 IK?2 9K gl & K, T)

(o)
d
+ / |:1'I(s, t; Ke ™, T)—Tl(s,t; K, T) — a—Kl'[(s, t; K, TYK(e™* — 1)i| ev(x)dx
—00

o0
+ 1k > ks, 1; T)){rK—qs—/ [M(s, t; Ke ™, T)
In(k(s,t;T)/K)

—(Ke™* —s)]e"v(x) dx} =0. (11.36)
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We note that one can fix s and ¢ at say sop and 7y and just solve the above problem in the
K, T plane if desired. In this case, the initial condition is:

I (sg, to; K, t9) = max[0, K —s9], K > 0. (11.37)

The Dirichlet boundary conditions are:

lim I(so, to; K, T) ~ K — Sy, T €lto,T] (11.38)
Ktoo
}(irfé M(so,t0; K, T) =0, T €lty,T]. (11.39)

Alternatively, these Dirichlet conditions can be replaced by:

lim (s, f0: K, T) =0, T € [to, T (11.40)
Ktoo
}{iff(l) Mk (s0. 10; K, T) =0, T € [to, T]. (11.41)

The smooth fit conditions are:
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Figure 11.5 American put values in the DEVG model against stock price and matu-
rity. American put values are computed from the DEVG model for the following inputs:
r=0.06;g =0.02;0 =0.4;5s =0.3;v=0.25;0 = —0.3; Ko = 110; Tp = 1. The finite difference
scheme uses M = 400 space steps and N = 200 time steps on a domain running from 10 to 400. The
value of the American put at the initial stock price of Sy = 100 is $23.9785
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Figure 11.6 Critical strike boundary in the DEVG model. Critical strike prices are computed from
the DEVG model for the following inputs: » = 0.06; ¢ = 0.02; 0 = 0.4; 5 = 0.3; v = 0.25;0 = —0.3;
Ko = 110; Ty = 1. The finite difference scheme uses M = 400 space steps and N = 200 time steps
on a domain running from 10 to 400

Figure 11.5 plots American put values in the DEVG model against strike price and matu-
rity. The value of the American put at the initial stock price of Sy = 100 is $23.9875 from
the backward problem and $23.9785 from the forward problem. The small difference is
due to numerical error since the difference gets even smaller as we increase the number
of time and spatial steps. Figure 11.6 plots critical strike prices against maturity using the
same inputs.

11.6 SUMMARY AND FUTURE RESEARCH

We first reviewed the backward PIDE governing the arbitrage-free price of an Ameri-
can put option when the underlying spot price process is Markov in itself. By imposing
various restrictions on the process, we then derived three new PIDEs for American put
values. In particular, by assuming stationarity, we derived a forward PIDE in maturities
with spot price still an independent variable. By alternatively assuming that the evo-
lution coefficients for the proportional process are independent of spot, we derived a
backward PIDE with the strike price as an independent variable. Finally, by assuming
that the log price of the underlying is a Lévy process, we derived the forward PIDE
for arbitrage-free American put values. We numerically solved this forward PIDE for the
case of the diffusion extended VG model and found very close agreement to the numer-
ical solution of the backward PIDE. A longer version of this paper, downloadable from
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www.math.nyu.edu/research/carrp/papers/pdf, contains an appendix detail-
ing the finite difference scheme used to numerically solve the forward PIDE for American
put options.

It is clear how to apply our analysis to American calls or more generally to payoffs
which are both monotone and linearly homogeneous in spot and strike. It should be possible
to extend our analysis to barrier options in which the payoff is linearly homogeneous in
some subset of spot, strike, barrier, or rebate. An open problem is the forward equation
for American options when the evolution parameters depend on stock price and/or time.
It would also be interesting to extend our univariate approach to additional state variables
besides the stock price. If the extra state variable is another asset price, then bivariate
American options could be handled. If the extra state variable is a path statistic, then many
path-dependent options could be handled. If the extra state variable is the current level
of a randomly evolving volatility process, then our approach would encompass stochastic
volatility and GARCH models for which there is considerable empirical support. In the
interests of brevity, we defer this research to future work.

APPENDIX: DISCRETIZATION OF FORWARD EQUATION
FOR AMERICAN OPTIONS

This appendix shows how finite differences can be used to numerically solve the following
forward PIDE governing American put values:

AP(s,t; K, T) 02K282P(s,t;K, T) y )KaP(s,t; K, T) F PG K T) (1144
- K"~ r— — s, 15 K, g
aT 2 IK? a 9K a4
too _ aP(s,1; K, T) , _, ,
- P(s,t; Ke™”, T)— P(s,t; K, T) — ——————K(e” = 1) | edv(y)dy (11.45)
o 9K
o0
— g T {rK —qs — / [P(s.t; Ke™, T) — (Ke ™ —5)] e’ v(y) dy} =0
w In(K /K (5,:T))

(11.46)
We illustrate the solution in the diffusion extended VG model for which the Lévy density

has the form:
2 24 6%
exp(6y/o?) o+
—exp| ————

o2
v(y)dy = Iyl (11.47)
vyl o

Notice that this Lévy density explodes as y approaches zero from either direction. As a
result, special measures will have to be taken when approximating the integral containing
this Lévy density. One can show that:

400
/ (e =Dedv(y)dy = w

where: |
w=—In(l—-6v—0c%v/2). (11.48)
vV
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Dropping the arguments s and ¢ to simplify notation, we can rewrite equation (11.46) as:

AP(K,T) 2 ,0?P(K,T)

o P(K.T)
oT 2 K2

9
+ (@ —g+wKkK +qgP(K,T
(r—q+w) oK qP( )

+00
- / (P(Ke™,T)— P(K,T))e'v(y)dy
—0o0
oo
—1K>K(T){rK—qs—/ B [P(Key,T)—(Key—s)]eyv(y)dy} =0
In(K /K (T))
By making the change of variable x = In K we have
px,T)=P(K,T),
ap P
—@x,T)=K—(K,T),
x (x,T) aK( )

a%p &.T)
8K2 9 9

p(x—y,T)=P(Ke,T),

9’ p ap 2
—x,T)— —&,T)=K
P (x,T) ™ (x,T)

and hence we obtain the following PIDE for p(x, T),

W oy O 0 e T
—x,T)— ——————+( — — +w)—(x, X,
aT 2 ax2 175 ax apr

+0o0
- / (p(x — 9. T) — p(x, T)) 5(y) dy

¢}

o0
— L) {re* —qs — / (px =y, T)— (€7 —9)D(») dy} =0,
x—x(T)

where:

v(y) = 1y>0 + 1y<Oa
vy vyl

>
~
Il
7N
Q|<b
EN S
Q
N
<
N—
]
|
qN|QD
—_

1
~ 62 2 \* o
An = ) + P + P + 1.
This PIDE is solved subject to the initial condition
p(x,0)= (" —5)7", (11.49)

and the (zero gamma) boundary conditions

92 9

S5 (=00, T) = S2(=00.T) =0 VT, (11.50)
’p op

_8x2 (+00,T) — a(—i—oo, T)=0 VT. (11.51)
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Discretization of PIDE

In our finite difference discretization, we adopt a mixed approach. For the jump terms, we
use an explicit approach so that the matrix to be inverted at each time step is tri-diagonal. To
evaluate the integrals, we apply an analytical approach to handle the singularity at zero. On
the rest of the PIDE, a fully implicit approach is used. We consider M equally spaced sub-
intervals in the T -direction. For the x-direction, we assume N equally spaced sub-intervals
on [Xmin, ¥max]. Thus, we have the following mesh on [Xpin, Xmax] X [0, T]

D={(x,T)) e R* x R"|x; = (Xmin +iAx,i =0,1,..., N,
T;=jAT,j=0,1,...,M, Ax = (Xmin — Xmax)/N, AT =T /M } .

Let p; ; be the finite difference approximation of the values of p(x;, T;) on D. We obtain
the following difference equation at point (x;, Tj41)

L N0 pivtt = 2Pt + Pici
E (pl,j-'rl - pz,]) - 7 Ax2

+ qpi,j+1

o2 1
+ (” —q+ EX +a)> m(l?iﬂ,jﬂ — Pi—1,j+1)

+o0
- / (p(xi =y, T)) — p(x;, T))) () dy

o0

o0
— Lyx(r)) {”K —qe'l — / [p(xi —y. Tj)) — (K — )] () dy} =0.
xi—x(T})

Equivalently, we have:

(=B —-A)pi—1,j+1+A+2B+qAT)pij+1+ (=B + A)piy1,j+1 =

+00
pij+ AT/ (pGxi =y, T)) = pi.j))) D) dy

o0

oo

+ AT X Loy :re)"' —qs — / [pPxi =y, T)) — (7 = 9)] 0(y) dy} ,

i —x(T})
(11.52)
where:
A N o? N AT
= r — —_— -,
TT 5 TP 5Ax
0% AT
2 Ax?’
pio = (7 —s)T,
x(Tp) =Ins,
and

x(T;) =min{x; : p;; — (¢ —5)" <0} forj=1,..., M.
X
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For the first integral on the right-hand side of equation (11.52), we decompose the range
of integration into six parts:

Xi—XN

+00
/_ (pxi =y, Tj) — pi.j) V() dy = / (p(xi —y.Tj) — pi.j) V(y) dy

oo —00

—Ax
+f (p(xi =y, Tj) = pi.j) v(y) dy

i—XN

0

+ (p(xi =y, Tj) — pi.j) V(y)dy

—Ax

_|_

/
=

(=]

(p&i =y, T)) — pij) V() dy

Xi—X0

+/ (pCii — v, T)) = pi.j) 5 dy
+Ax

+0o0o
+[ (pGi — v, T3) — pig) 9(3) dy
Xi—X0

The six integrals are evaluated as:

0

N 1 5

/ (pxi =y, T)) — pij) D(y) dy = — (1 — e ™2 (pit1,; — pij),
—Ax ])Ax)\.n

Ax
- ~ 1 _3
/ (pxi =y, Tj) = pij) V(¥ dy = — (1L — e ") (pi_1,j — pij)-
0 VAXAp
—Ax
/ (p(xi — y. Tj) — pi,;) ¥(y) dy
Xi—XN
| Voicl
=7 (Pitk.j — Pi.j — k(Pitk+1.j — Pitk.)j))
k=1

X ’expint(kAxi,,) — expint((k + I)Axi,,)}

N—i—1
1 ~ ~
—An —An l
4= Z (Pi+k+1,j _ pi+k,j) (e InkAx _ =ikt )Ax)
k=1

A VAX

where:

oo ,—t
expint(x) = f er; (11.53)
X



Forward Equations for American Options 255

is the exponential integral.

X; —x0
/ (pxi —y. Tj) — pi,j) D(y) dy

1 . .
= " (Pi—k,j — Pi.j — k(Pi—k—1,j — Pi—k.;)) {expint(kAx1,) — expint((k + 1)AxAp)}

i—1

DPi—k—1,j — Pi—k,j ; —) kAx —hp(k+1)Ax
+ - - (e P —e P .
; ApVAX ( )

—0o0

f | (pGi =y, T)) = pij) ¥ dy = e—vleXpint((N — )Ax(h, — 1))

Mexpint((N — ) AxAy).
v

o0
- 1 o
/ (p(xi =y, T)) — pi,j) ¥(y)dy = —;Pi,jeXPmt(lAX)»p)-
X,

i—X0

The integral inside the Heaviside term in equation (11.52) is treated in the same manner
as the other integral. Therefore, we have:

f [p(xi =y, Tj)) — (7 —5)] D(y)dy

i—x(Tj)

i—1

=3 Z (pifk,j —k(pi—k—1,j — pifk,j)) <expint(kAx5Lp) — expint((k + l)Axip)>
k=i—I

Z Pi—k— 1, Di- ( —RpkAx _e—ip(k+1)Ax)
Paral ApVAXx

—% ’e""expint((i —DAx(h, + 1)) — s expint((i — Z)Axi,,)}

Difference equation

Putting all of the pieces together, we obtain the following difference equation at the point
(xi, Tj11)

AT
Epi_1,jy1+ Fpi j+1+Gpit1,jy1 = pij + TR,',,' + AT L= xry) Hi,j (11.54)
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where
E=—-A—-B— B,

AT - -
F=1+4+qAT + 2B + B, + B, + — (expint(i AxA ) + expint((N —i)AxA,)),
v
G=A—-B-B,,

N—-i—1
Z Pitk.j = Pij = k(Pitks1j — Pivk.j))
k=1

x {e xplnt(kAxk ) — expint((k + 1)AxX,)}

N7
Pi+k+1 — Ditk,j , 5 kA
+ .1 J ( nk X

—n (k+1)Ax)
AnAx

—e
k=1

+ Z(pifk,j = Pi.j — k(pi—k=1,j — Pi—k.j))
X {expint(kAxkp) — expint((k + l)Axkp)}

Z Di—k—1,j — Pi— k/( —JpkAx _e—i,,<k+1)Ax)
ApAx

+ e*expint((N — i) Ax(A, — 1)) — s expint((N — i) AxAy),

- Z " (Pi—k.j — k(Pi—k—1,j — Pi-.j)) (expint(k AxA,) — expint((k + 1)AxA,))

i—1
_ Z Pi—k-1,j — Pi- ko (g=Rpkdx _ g hpkrDaxy

sl ApVAX

+ % {ex"expint((i —DAx(Ap, + 1)) — s expint((i — l)Ax)»,,)} ,

and
AT :
By = ——=(1—e ),
VAXA,
AT :
B, = — (1 — e M08,
VAxA,

The initial condition (equation (11.49)) and boundary conditions (equations (11.50) and
(11.51)) are discretized in the usual manner. A standard finite difference solver can then be
used to solve the boundary value problem.
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Numerical Valuation of American Options

Under the CGMY Process

Ariel Almendral
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Abstract

American put options written on an underlying stock following a Carr—Madan-Geman-Yor
(CGMY) process are considered. It is known that American option prices satisfy a Partial
Integro-Differential Equation (PIDE) on a moving domain. These equations are reformulated
as a Linear Complementarity Problem, and solved iteratively by an implicit—explicit type of
iteration based on a convenient splitting of the Integro-Differential operator. The solution
to the discrete complementarity problems is found by the Brennan-Schwartz algorithm
and computations are accelerated by the Fast Fourier Transform. The method is illustrated
throughout a series of numerical experiments.

12.1 INTRODUCTION

In this paper, we propose a numerical method to compute American put options, when the
underlying asset is modeled by the Carr-Madan—Geman—Yor (CGMY) process considered
in Carr et al. (2002) [8]. Our contribution is to show experimentally that the implicit—
explicit method proposed in Cont and Voltchkova (2003) [12] for European options may be
successfully applied to the computation of American options under Lévy models. A similar
splitting was already proposed in Hirsa and Madan (2004) [13] for the computation of the
American price under the Variance Gamma (VG) process (see also, Anon (2004) [3]).

Matache et al. (2003) [17] have previously studied the American pricing problem under
the CGMY process. They considered a variational inequality formulation combined with
a convenient wavelet basis to compress the stiffness matrix. The approach here is differ-
ent: we essentially work with a formulation as a Linear Complementarity Problem (LCP),
and use standard finite differences. To deal with the singularity of the jump measure at
the origin, we first approximate the problem by another problem, where small jumps are
substituted by a small Brownian component. Next, we solve the approximated problem
iteratively, where for each time step one needs to solve tridiagonal linear complementarity
problems. The Fast Fourier Transform (FFT) plays also an important role when computing
the convolution integrals fast. The sequence of linear complementarity problems are solved
with the help of a simple algorithm proposed by Brennan and Schwartz (1977) [6], that
works well for the particular case of a put option. We have also verified numerically the
recent results in Alili and Kyprianou (2004) [1] on the smooth-fit principle for general Lévy
processes.

Exotic Option Pricing and Advanced Lévy Models. Edited by A. E. Kyprianou, W. Schoutens and P. Wilmott
Copyright © 2005 John Wiley & Sons, Ltd.
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A statistical study of financial time series in Carr et al. (2002) [8] shows that the diffusion
component could in most cases be neglected, provided that the remaining part of the process
is of infinite activity and finite variation. We concentrate precisely on the finite variation
case, but also allow for a diffusion component, that may be safely omitted without affecting
the pricing algorithm.

In Section 12.2, we briefly introduce the CGMY process, the European and American
put option problem, and the related PIDEs. For further information on Lévy processes in
finance, we refer the reader to the books by Cont and Tankov (2004) [11] and Schoutens
(2003) [20]. An approximation to the equation with a discretization by finite differences is
exposed in Section 12.3 and numerical results are presented in Section 12.4.

122 THE CGMY PROCESS AS A LEVY PROCESS

A Lévy process is a stochastic process with stationary, independent increments. The Lévy—
Khintchine theorem (see Sato (2001) [19]) provides a characterization of Lévy processes in
terms of the characteristic function of the process, namely, there exists a measure v such
that, for all z € R and ¢ > 0, E(e'*L") = exp(t$(z)), where

2,2

¢(Z) = i)/Z - GTZ + / (eizx —-1- l.Z)Cl{mS]})dU(x). (121)
R

Here 0 > 0, y € R and v is a measure on R such that v({0}) = 0 and fR min(1, x2)dv(x) <
0.
Consider a Lévy process {L;};>0 of the form

Li=0r—qg+mi+oW + 7, (12.2)

where r and g are the risk-free interest rate and the continuous dividend paid by the
asset, respectively. This process has a drift term controlled by @, a Brownian component
{W,;};>0 and a pure-jump component {Z,},>¢. In this paper, we focus on the case where the
Lévy measure in equation (12.1) associated to the pure-jump component can be written as
dv(x) = k(x)dx, where the weight k(x) is defined as

exp(=G |x]) .
e ra— if x < 0,
|x|1+Y
k(x) = (12.3)
exp(—M |x]) .
W if x> 0,

for constants C > 0, G > 0, M > 0 and Y < 2. The process {Z;};>¢ is known in the liter-
ature as the CGMY process (Carr et al. (2002)) [8]; it generalizes a jump-diffusion model
by Kou (2002) [15] (Y = —1) and the VG process (Carr et al. (1998)) [10] (Y = 0). The
CGMY process is, in turn, a particular case of the Kobol process studied by Boyarchenko
and Levendorskii (2002) [5] and Carr et al. (2003) [7], where the constant C is allowed to
take on different values on the positive and negative semiaxes.

The characteristic function of the CGMY process may be computed explicitly (see
Boyarchenko and Levendorskii (2002) [5] and Carr et al. (2002) [8]). In this paper, we



Numerical Valuation of American Options 261

consider only those processes having infinite activity and finite variation, excluding the VG
process, that is, 0 < ¥ < 1. In such a situation one has

2
$(2) = (r —q + iz — %22

+Cr (- {M —iz)y = M" +(G+i)" —G"}. (12.4)

A market model
Let a market consist of one risky asset {S;};>0 and one bank account {B;};>¢. Let us assume
that the asset process {S;};>0 evolves according to the geometric law

S, = Soexp(Ly), (12.5)

where {L,};>0 is the Lévy process defined in equation (12.2), and the bank account follows
the law B, = exp(rt). Assume next the existence of some Equivalent Martingale Measure
O (a measure with the same null sets as the market probability, for which the discounted
processes {e~"~9'S,},-( are martingales). In this paper, one works only with a risk-neutral
measure Q, where the drift of the Lévy process has been changed. The EMM-condition
EolSi]1 = Spe'"~% implies ¢(—i) = r — q, and so we get the following risk-neutral form
for w:

2
w:=—%—CF(—Y){(M—1)Y—MY+(G+1)Y—GY}. (12.6)

We keep the same notation for the risk-neutral parameters G and M. The other parameters
o, C and Y are the same in the risk-neutral world (see, e.g. Cont and Tankov (2004) [11]
and Raible (2000) [18]). Note that M must be larger than one for @ to be well defined.

12.2.1 Options in a Lévy market
12.2.1.1 European vanilla options

Consider a European put option on the asset {S;};>0, with time to expiration 7, and strike
price K. Let us define the price of a European put option by the formula:

v(t,s)=¢ "TEg[(K —sH)"], 0<s<oo, 0<t<T, (12.7)
where the process {H;};>¢ is the underlying risk-neutral process starting at 1, given by
H;:=exp[(r—q+ o)t + oW, + Z]. (12.8)
Note that T means time to expiration 7' — ¢.
We will not work directly with the asset price s, but rather with its logarithm. Thus, let

x = Ins, and define the new function

u(t, x) :=v(r, e"). (12.9)
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From a generalization of Ito’s formula it follows that u satisfies the following Cauchy
problem:

u,—Lu=0, 1€, T], xe€R,
(12.10)
u0,x) =(K —e")*t, xeR,
where L is an integro-differential operator of the form
Loi= Lot il
Y= ) Pxx r—q ) Yx —T@
+/ [o(r,x +y) —o(r,x) — (&) — Deu(r, x) | k(y) dy. (12.11)
R

For a derivation of equation (12.10), see Boyarchenko and Levendorskii (2002) [5] or Raible
(2000) [18].

12.2.1.2  American vanilla options

Consider an American put option written on the underlying asset {S;};>0. The price may be
found by solving an optimal stopping problem of the form:

ve.s) = sup Eg[e”™ (K —sHot]. (12.12)
r’EcS).,

Here &),r denotes the set of stopping times taking values in [0, ] and {H;},>0 is the
process in equation (12.8). The corresponding function u (cf. equation (12.9)) satisfies the
free-boundary value problem (Boyarchenko and Levendorskii (2002) [5] and Matache et al.
(2003) [17]):

u; —Lu=0, >0, x>7¢c),

u(t,x) =K —e¢e*, >0, x<¢),

u(t,x) >(K—-¢e-", >0, xeR, (12.13)
u, —Lu>0, >0, xeR,

u(0,x) =(K —e")*, xeR,

where the operator £ is defined in equation (12.11) and the free-boundary is given by
(1) = inf{x eR|u(r,x) > (K — e")*}, e (0, T] (12.14)

The set {x € R | x < ¢(7)} is the exercise region for the logarithmic prices. Hence, for asset
prices s < exp(c(t)), the American put should be exercised.



Numerical Valuation of American Options 263

12.3 NUMERICAL VALUATION OF THE AMERICAN
CGMY PRICE

The function ¢(t) is not known a priori, and needs to be found as part of the solution.
Thus, rather than solving equation (12.13) directly, it is more convenient to use another
formulation as a so-called Linear Complementarity Problem:

u; — Lu >0 in (0,T) xR,
> in [0, T] x R,
uzy n [0, 71 (12.15)
Uy —Lu)y(u—y)=0 1in (0,T) xR,
u(0, x) = ¥ (x),
where the initial condition is given by
U(x) = (K —e")t. (12.16)

Note that the dependency on the free-boundary ¢(t) has disappeared, but instead we are
left with a set of inequalities. The discretization and numerical solution of equation (12.15)
is from now on our main goal. The free-boundary is obtained after computing the solution,
by making use of equation (12.14).

12.3.1 Discretization and solution algorithm

The main idea of the method is to approximate the operator (equation (12.11)) by truncating
the integral term close to zero and infinity. The truncation around infinity is harmless, as long
as a sufficiently large interval is chosen and the price is substituted by the option’s intrinsic
value outside the computational domain. However, the truncation around zero gives rise to
an artificial diffusion that must be taken into account. More precisely, the operator £ may be
split into the sum of two operators: the first one containing the Black and Scholes operator
and the second accounting for the jumps, namely, £ = Lpg + L. The jump integral part is
in turn split into the sum of one operator P¢ for the integration variable in a neighborhood
of the origin, and Q¢ for the complementary domain. For P¢, we use Taylor’s expansion
to write the following approximation:

(Po)(r,x) = / [o(r, x +y) = 9(r,x) = (& = Dou(z, V)] k(y) dy

lyl<e

= /| ‘ [0t x +y) — (1t %) — you (T, x) — (¢ — 1 — Y)@u(r, 1) | k(y) dy
yl=e

e __a%(e) o(e)
~ (Pfo)(z,x) = T%x(f,x) i

(pX(Ta x)7

with the notation:
o?(e) =f vk (y)dy. (12.17)
[yl<e
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That is, P€ has been approximated by a convection—diffusion operator 55, with a small
diffusion coefficient o2(¢).

The operator Q¢ is simply split into a sum, given that this operation is now allowed away
from the origin:

(Q@)(r, x) 1= / [o(t.x +y) — (1, x) — (¢ — Dex(t, x) | k(y)dy

[yl=e

= (T@)(t,x) — Ae)p(T, x) + w(€)pi (T, X), (12.18)

where we have written J€ for the convolution term, and

Ae) :/ k(y)dy, (12.19)
|yl=€

w(e) = / (1 —eMk(y)dy. (12.20)
[yl=e

Remark 12.3.1 These operations have a probabilistic meaning: the pure-jump process has
been approximated by a compound Poisson process plus a small Brownian component. As
proved in Asmussen and Rosinski (2001) [4], this approximation is valid, if and only if,
o(€)/e — 00, as € — 0. Note that this condition implies 0 < Y < 1, excluding therefore the
VG process and processes with infinite activity.

An approximation result in Cont and Voltchkova (2003) [12] states the following. Let
L := Lps+ P+ Q° and u be the solution of the Cauchy problem

€ _ e e
{ uy = Lout =0, (12.21)

u(0, x) = ¢¥(x),

and then there exists a constant C > 0 such that |u(t, x) — u®(z, x)| < Ce, for all T and x.
We use here — without proof — the same approximation to numerically solve an American
put option. An indication that this approximation works also for American options is shown
in Figure 12.1, where one observes that the exercise boundary tends to the theoretical
perpetual exercise price, when the time to expiration 7 is taken large. The proof of this fact
is thus an open problem.

Let us focus now on the problem shown in equation (12.15), but with £¢ instead of
L. One possible idea to discretize this new problem is to apply Euler’s scheme in time
combined with an implicit—explicit iteration in space. Let the time interval [0, 7] be divided
into L equal parts,i.e. 7; = jAT (j =0, 1,..., L) with At = T /L and define the functions
u/ 2~ u(t;, x). Let operator £¢ be split as £L¢ = A + B. We consider the following sequence
of problems:

uj'H A i+1 . I/tj .
— At > dJ = — 4+ Bu,
At " - At + o
uth >y,
. (12.22)
(—A — Au/t! —dj) W/ —y) =0,
T
u® = .
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Figure 12.1 Exercise boundary and perpetual boundary for two different values of the parameter Y,
ie.03(@and 0.7 (b): 0 =0;r=0.1;¢g=0; K=10;T=20; C=1;,G=7, M =9
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That is, given the function u/, we compute u/*! by solving these integro-differential inequal-

ities. A natural choice for the splitting of L€ is the following:

o2+ 0%(e) o2+ o%(e)
2 2

By = T ¢ — A(€)e. (12.24)

Ag = Oxx + |:r —q — +w(€)i| Oy —FQ (12.23)

Observe that the integral term is treated explicitly, whereas the differential part is treated
implicitly. This method imposes a stability restriction on the time step; see Cont and
Voltchkova (2003) [12] for a discussion of this issue for the European case.

12.3.1.1 Spatial discretization of A

Consider a computational domain of the form [0, T] X [Xmin, Xmax]- Let In K € [Xpnin, Xmax]
and define the uniform spatial grid x; = xp;, +ih (i =0,..., N) where h = (Xpx —
Xmin)/N. Once we have defined the grid, we can discretize A by standard second-order
schemes. For the first and second derivatives, the central scheme and the standard 3-point
scheme are chosen, respectively. Namely, after introducing the notation §;(¢) := [@i+1 —
9i—11/2h and 8(¢) := [@i+1 — 2¢; + ¢i—11/h?, where ¢; :=@(x;) (i =0,1,...,N), we
may write

(A@)i = Bo2(p) + y81(9) — rei, (12.25)

with the quantities  and y defined as

2 2
p= T © (12.26)
2

2 2

yi=r—gq— %U(E) + o). (12.27)
We obtain the following coefficients for the implicit part

B v
== 4+ 12.28
“=Tm o (12.28)

1 28

b=— —, 12.29
s +r+ 2 ( )

B v
=—— -, 12.30
TR (1230)

The tridiagonal matrix 7 associated to the implicit part has constant diagonals: b is on
the main diagonal, a is on the subdiagonal and ¢ is on the superdiagonal.

From now on, the parameter € is taken as the mesh-size k. The artificial diffusion o2(h)
(cf. Matache et al. (2003) [17]) may be approximated by the composite trapezoidal rule on
the intervals [—#, 0] and [0, k]. This gives

_ 3
o’(h) ~ [k(h”];( W1k ) (12.31)

The quantities A(h) and w(h) are approximated in the next section.
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12.3.1.2  Spatial discretization of B

The discretization of B involves the discretization of 7€, since By = J ¢ — A(€)p. The
discretization of 7€ is explained in detail in Anon (2004) [3]. Briefly, the idea is to truncate
the integral to a finite domain and then apply the composite trapezoidal rule, i.e.,

Ji = (TJ)i = / o(x; + )k(y)dy

[y|=h

~ / o(x; + )k(y)dy
h<lyl<Mh

M

~h Y Giemkmn, i =0,1,....N, (12.32)
m=—M

where k,, = k(mh) for m # 0 and we let kyp = 0. The coefficients obtained from applying
the trapezoidal rule are:

1/2 itme{-M,—-1,1, M},
Pm = .
1 otherwise.

It is important to substitute ¢ by the payoff function v outside the computational domain.
The computation of the numbers J; constitutes the main burden of the method, but thanks to
the FFT algorithm, this may be carried out efficiently (see next section). However, N must
be an even number, and M = N /2, to be able to express this convolution in matrix—vector
notation.

Finally, we may use the composite trapezoidal rule to compute an approximation to the
numbers A(4) and w (k) by simply taking ¢ in equation (12.32) as 1 and e” — 1, respectively.

12.3.1.3 Fast convolution by FFT

The Fast Fourier Transform is an algorithm that evaluates the Discrete Fourier Transform
(DFT) of a vector f =[fo, f2--., fr—1] in O(Rlog R) operations.
The Discrete Fourier Transform is defined as:

R—1
Fi=Y" fue Rk =0,1,....R. (12.33)
n=0

One of the multiple applications of the DFT is in computing convolutions. Let us first
introduce the concept of circulant convolution. Let {x,,} and {y,,} be two sequences with
period R. The convolution sequence z := x * y is defined component-wise as

R-1
in = mefnym~ (12.34)
m=0
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We now use the FFT to compute the vector [z, ..., zr—1].- The periodic structure of x
allows the derivation of the following simple relation:

Zy = Xy - Vi, (12.35)

where X, Y and Z denote the Discrete Fourier Transform of the sequences x,y and z,
respectively. That is, the DFT applied to the convolution sequence is equal to the product
of the transforms of the original two sequences. The vector [zo, .. ., Zg—1] may be recovered
by means of the Inverse Discrete Fourier Transform (IDFT):

R—1
1 .
= k§_0 Zye' kR = 0,1,..., R. (12.36)

In the language of matrices, a circulant convolution may be seen as the product of a
circulant matrix times a vector. For example, let R = 3, and use the periodicity x; = Xxtr
to write equation (12.34) as

20 X0 X1 X2 Yo
21 =\ x2 xo x1 V1 . (12.37)
22 X1 X2 Xo »2

A circulant matrix is thus a matrix in which each row is a ‘circular’ shift of the previous
row.

We are interested in the convolution shown in equation (12.32), where the vector ¢ is
not periodic. The associated matrix is a so-called Toeplitz matrix, which by definition is
a matrix that is constant along diagonals. A circulant matrix is hence a particular type of
Toeplitz matrix. The next idea is to embed a Toeplitz matrix into a circulant matrix. As
an example, let M = 1 and N = 2, so that the matrix-vector notation for equation (12.32)
reads

©1 @ P-1 ki/2
©» Y1 @ ko . (12.38)
v P @ k_1/2

The matrix above may be embedded in a circulant matrix C of size 5 in the following way.
(For computational efficiency of the FFT algorithm, it is advisable to use a circulant matrix
whose size is a power of 2.):

®1 Y ¢Y-1| ¢3 %)
¢2 @1 Y | P-1 @3
C=| o3 ¢ o | ¢ ¢-1 |. (12.39)
Y-1 @3 $2 $1 %o
Yo Y-1 @3 ¥2 ¥1

If we define the vector n := [k1/2, ko, k—1/2, 0, 017, then the product (equation (12.38)) is
the vector consisting of the first three elements in the product Crn. As explained before, a
product of a circulant matrix and a vector may be efficiently obtained by applying the FFT
algorithm.
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As a summary, following the ideas explained above, it is possible to compute the con-
volution (equation (12.32)), with M = N/2, by ‘embedding’ the resulting matrix into a
circulant matrix. The product of a circulant matrix and a vector is carried out in three FFT
operations, namely, two DFT and one IDFT.

In Almendral and Oosterlee (2003) [2], we applied the FFT algorithm in the computation
of European options for Merton’s model and Kou’s model, and in Anon (2004) [3] to find the
American price under the Variance Gamma process. For further details on the computation
of convolutions by FFT we refer the reader to Van Loan (1992) [21].

12.3.1.4 Boundary conditions

We used points on the boundary when discretizing the differential operator A. This means
that the vector d’/ needs to be updated. For a put option, this is done by updating the first
and the last entries of d/ as follows:

dll <« dll _a(K _ exmin)’ d‘[{’—l <« 0 (1240)

12.3.1.5 Discrete LCP

We are now in position to write the discrete inequalities that correspond to the discretization
of equation (12.22):

Tu/tt > d/,

Wt >y,

(Tut — a/ W+ — ) =0,
u’ =y,

for j =0,1,..., L — 1. The matrix T has entries given by equations (12.28)—(12.30), dij =
ul /AT + (T€u’); — Me)u] (i =1,..., N — 1) with the update shown in equation (12.40)
and ¥ is the vector [y, Vo, ..., Yy—117, with ¥; = ¥ (x;) (cf. Lewis (2001) [16]). The
same letter ¥ is used to simplify the notation.

We proceed now to explain a simple algorithm to solve equation (12.41).

(12.41)

12.3.1.6 Brennan—Schwartz algorithm for a put option

Let a tridiagonal matrix

by ¢
a b o
T = (12.42)
an—1 bnfl Cn—1
an b,
and vectors d = [d), ..., d,]T and v=1[,..., 1//n]T be given. Consider the following
problem: find a vector u satisfying the system
Tu>d,
u>, (12.43)

(Tu—d,u—1y)=0.
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The following algorithm to find # in equation (12.43) was proposed by Brennan and
Schwartz (1977) [6] (for put options) and discussed in detail by Jaillet ef al. (1990) [14]:

e Step 1: Compute recursively a vector b as
gn = bn’

bj_lzbj_l—Cj_laj/Ej, ]=I’l,,2

e Step 2: Compute recursively a vector d as

~

dy = dy,
J,;] =dj,1 —Cl/,1d~j/gj, ] = n,...,2.

e Step 3: Compute u forward as follows:

u) = max [671/191 . v,
uj:max[(gj—ajuj,l)/gj,wj], j:2,...,}’l.

We apply these three steps with @; = a, b; = b and ¢; = ¢, with a, b and ¢ as in equations
(12.28)—(12.30). The splitting proposed in equations (12.23) and (12.24) does not, in general,
guarantee the validity of the Brennan—Schwartz algorithm. However, the convection term
may be moved to the explicit part of the splitting, so that the conditions of the Brennan—
Schwartz algorithm hold Almendral and Oosterlee (2003) [2]. The solutions obtained in
both ways are the same, to within the discretization error.

12.4 NUMERICAL EXPERIMENTS

In this section, European and American option prices are computed numerically. In the first
experiment, we compute an European option (problem (12.21)) and compare it with the
solution obtained by the Carr—Madan formula in Carr and Madan (1999) [9]; see also the
appendix in this paper, formula (12.9). Both solutions are compared in the £,,-norm, and
the results are shown in Table 12.1. A linear convergence rate is observed, and note that
the algorithm computes the European price with an error of one cent in about one second.

Table 12.1 Linear convergence to exact solution in £.,-norm
and CPU times on a Pentium IV, 1.7 GHz. The parameters are as
follows: r =0;¢g=0; K =10 T=1;C=1,G=7, M =9;

Y =07

N L £ so-error CPU-time (s)
50 5 0.2675 0.22

100 10 0.1281 0.31

200 20 0.0459 0.34

400 40 0.0160 1.06
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A second experiment concerns the verification of the theoretical perpetual exercise price
against the asymptotic behavior of the free boundary for some large time to expiry.
The asymptotic value s* of the American put was verified with the aid of a formula in
Boyarchenko and Levendorskii (2002) [5], (Theorem 3.2 and Theorem 5.1):

| /oo+i,0 In[r +q + ¢o(2)] dz} (12.44)

s* =exp(x™) = Kexp{——
PO) pi 27 J_ootip 22 +iz

with p a positive number (not arbitrary, see Boyarchenko and Levendorskii [5]) and ¢¢(z) is
given by equation (12.47) (see below). Figure 12.1 above shows two examples of exercise
boundaries and their corresponding theoretical asymptotic values. In these examples, p = 1
gives the right value.

In the next two experiments, we examine the behavior of the option price and free
boundary for different values of ¥ and M. We conclude from Figures 12.2 and 12.3 that the
American option price is an increasing function of ¥ and a decreasing function of M. We
mention that the results shown in Figure 12.2 are in accordance with the numerical tests in
Matache et al. (2003) [17] (Figure 6).

The last test is designed to verify the smooth-fit principle. According to Alili and Kypri-
anou (2004) [1], the smooth-fit principle holds for perpetual American put options in the
bounded variation case considered here, if and only if, the drift » — g + @ is negative, or
an additional condition on the jump measure is satisfied for zero drift. In Figure 12.4(a),
we show the numerical derivative v, at time 7 = 1, for a set of parameters giving negative
drift. In this case, we have smooth-fit. For a second set of parameters chosen such that
the drift is positive, we see a discontinuous derivative in Figure 12.4(b) and so there is no
smooth-fit.

APPENDIX: ANALYTIC FORMULA FOR EUROPEAN OPTION
PRICES

We include here the analytic expression given in Lewis (2001) [16] for European options,
adapted to the case of a CGMY process:

—rt ia+00
u(t, x) = ezﬂ f exp[—izx + tdo(—2)] ¥ (2)dz, (12.45)

where v/ (z) is the generalized Fourier transform of the payoff v, which for a put option is
given by

Kiz+l

U(z) = — (12.46)

22 —iz’
and the risk-neutral characteristic function ¢ to be used is obtained by substituting © by w
from equation (12.6) into equation (12.4), i.e.

o2

$o(2) = (r —q + )iz — —2z

+ CT(-V){(M —iz)' —M" + (G +ix)" —G"}. (12.47)

2
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Figure 12.2 (a) Option prices for different values of the parameter Y, i.e. 0.1, 0.3 and 0.7, and
(b) the corresponding exercise boundaries: 0 =0; r =0.1; ¢ =0; K =10, T =5, C=1; G =7.8;
M =282



Numerical Valuation of American Options 273

35

Option price
N
)l w

N

-
&)}

0.5

6 7 8 9 10 11 12 13 14 15
Asset price

251

Time

051

0
7.5 8 8.5 9 9.5 10

Asset price

Figure 12.3 (a) Option prices for different values of the parameter M, i.e. 5, 7 and 9, and (b) the
corresponding exercise boundaries: 0 =0; r =0.1; ¢ =0; K =10; T =5, C=1;,G=7;Y =0.2
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Figure 12.4 (a) Continuous option Delta for G = 10 and M = 3, and (b) discontinuous option Delta
forG=7and M =9:0=0;r=0.1;¢g=0,K=10;T=1;C=1
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The constant « in equation (12.9) is determined by the region of validity of equation (12.46)
together with the strip of regularity of equation (12.47). In this case, we may pick « €
(=G, 0). A method using the FFT algorithm was proposed in Carr and Madan (1999) [9]
to evaluate an analogous version of equation (12.45).
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Abstract

A convertible bond is a security that the holder can convert into a specified number of
underlying shares. In addition, very often the issuer can recall the bond, paying some
compensation, or force the holder to convert it immediately. Therefore, the pricing problem
has also a game-theoretic aspect. When modelling convertible (callable) bonds within the
framework of a firm value model, they can be considered as an example of a standard game
contingent claim as long as no dividends are distributed to the equity holders.

This article reviews the classical as well as some recent literature in this field. Furthermore,
we introduce a mathematically rigorous concept of no-arbitrage price processes for these
kinds of derivatives, which explicitly incorporates the feature that the contract can be
terminated by both counterparties prematurely. We compare this dynamic conception to
price derivatives with the static one by Karatzas and Kou (1998) [18].

13.1 INTRODUCTION

A game contingent claim (GCC), as introduced in Kifer (2000) [20], is a contract between
a seller A and a buyer B which can be terminated by A and exercised by B at any time
t € [0, T] up to a maturity date 7 when the contract is terminated anyway. More precisely,
the contract may be specified in terms of two stochastic processes (L;)sef0,7], (Ur)tefo, 7] With

L, <U forte[0,T)and L7 = Uy. (13.1.1)

If A terminates the contract at time ¢ before it is exercised by B, she has to pay B the
amount U,. If B exercises the option before it is terminated by A, he is paid L,. An example
is a put option of game type with constant penalty § > 0. If S' denotes the price process
of the underlying and K the strike price, then L, = (K — SII)Jr and U; = (K — S,l)Jr +
81 <7y. In the Black—Scholes market, the value function of this finite expiry put option
was characterized via mixtures of other exotic options by Kiihn and Kyprianou (2003a) [22].
However, sometimes the payoff processes L and U themselves depend on the ‘market price
process’ of the GCC (e.g. for convertible bonds if the dividends paid to the equity holders

Exotic Option Pricing and Advanced Lévy Models. Edited by A. E. Kyprianou, W. Schoutens and P. Wilmott
Copyright © 2005 John Wiley & Sons, Ltd.
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depend on the stock price — see Section 13.3). To cover this we extend the definition of L
and U as follows.

Definition 13.1.1 L and U are mappings
LU:[0,T]xQ2xS— Ry (13.1.2)

satisfying the conditions (13.1.1), where S is the set of R-valued semimartingales representing
the possible price processes of the GCC. Fixing a price process S > 0, we identify the triplet
(L, U, S) withan (Ry. U {4+00})3-valued stochastic process. L and U only have to be adapted
processes with cadlag paths. We say that (L, U) is exogenous if the mappings in (13.1.2) do
not depend on their third argument.

With American options, the right to terminate the contract is restricted to the buyer B.
Formally, they can be interpreted as GCCs by setting U, := oo for ¢t € [0, T). We obtain
a European claim by setting additionally L, := 0 for t € [0,T) and L7 = H for some
nonnegative Fr-measurable random variable H. This allows us to consider nearly every
option as an example of a GCC. Exceptions are passport options, or swing-options (multiple
exercisable options) which equip the holder with more extensive rights to influence the
payoff. At least heuristically, GCCs incorporate a Dynkin game: if seller A selects stopping
time o as cancellation time and buyer B chooses stopping time 7 as exercise time, then A
pledges to pay B at time o A T the amount

R(t,0) = Liljz<o) + Us lig <1} (13.1.3)

The paper is organized as follows. In Section 13.2, we introduce two different concepts
to define no-arbitrage prices for GCCs. In Section 13.3 we review the classical as well as
some recent literature on convertible bonds, the most prominent example for GCCs.

Throughout, we use the notation of Jacod and Shiryaev (1987) [14] (henceforth JS) and
Jacod (1979 and 1980) [12] [13] . The components of a vector are denoted by superscripts.
Increasing processes are identified with their corresponding Lebesgue—Stieltjes measure.
L(S) denotes the set of vector-valued predictable processes ¢ which are integrable with
respect to the vector-valued semimartingale S (cf. JS, Section II1.6.17). Stochastic integrals
are written in dot notation, i.e. ¢ - S; means f(; s dSs.

Our mathematical framework for a frictionless market model is as follows: fix a ter-
minal time 7 € Ry and a filtered probability space (2, F, (F/)ief0,7], P) in the sense of
JS (Section 1.1.2). 7; denotes the set of all [¢, T']-valued stopping times and 7 := 7.
We consider traded securities 1, ...,d whose price processes are expressed in terms of
multiples of a traded numeraire security 0. Put differently, these securities are modelled
by their discounted price process S := (S',...,5%). We assume that S is a R¢-valued
semimartingale. Trading strategies are modelled by R?-valued, predictable stochastic pro-
cesses ¢ = (¢!, ..., %) € L(S), where @' denotes the number of shares of security i in the
investor’s portfolio at time f. A strategy ¢ € L(S) belongs to the set ® of all admissible
strategies if its discounted wealth process V (¢) := vo + ¢ - S is bounded from below by
some constant (possibly depending on ¢). In the whole article, we assume that the ‘underly-
ing market’ (S', ..., §7) satisfies the condition no free lunch with vanishing risk (NFLVR).
From Delbaen and Schachermayer (1998) [7], this is equivalent to the condition that the set

M :={Q ~ P | S is a Q-o-martingale}
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is nonempty. S is a o-martingale iff there is a sequence of predictable sets (D,),en C
[0, T] x Q with D, /[0, T] x €, for n / oo, and the processes 1p, - S are martingales
for all n € N. This generalization of a local martingale becomes necessary if S is not locally
bounded. For background on o-localization and the related classes of processes, we refer
the reader to Delbaen and Schachermayer (1998) [7], Kabanov (1997) [15], and Kallsen
(2003) [16].

13.2 NO-ARBITRAGE PRICING FOR GAME CONTINGENT
CLAIMS

There are different ways to define no-arbitrage prices for GCCs. Perhaps the most important
distinguishing feature is the difference whether to look only at initial arbitrage-free prices of
the GCC or at whole arbitrage-free price processes. Taking the static point of view (which
is usually done in lectures on mathematical finance) corresponds to the assumption that only
buy-and-hold strategies in the derivative are allowed, whereas the underlyings (S!, ..., §%)
can be traded dynamically (to make use of the replication property in complete models as,
e.g. in the Black—Scholes model). For American and game options premature exercising is
of course modelled. However, for the static approach it is not necessary that there is a liquid
market for the option during the whole term [0, T']. Therefore, this approach is particularly
well suited for over-the-counter trades, and is treated in Section 13.2.1.

On the other hand, one may assume that the option becomes a liquid and negotiable
security that can be traded together with the underlyings on the market (during the whole
term [0, T']). This corresponds to a dynamic point of view where we want to determine a
derivative price process S9! = (891, ¢j0.71. For given S', ..., §¢ the process ¢+ should
be determined such that the joint market (S, ..., §¢, S9*t1) is arbitrage-free in some sense.
We treat this in Section 13.2.2. For derivative pricing based on utility (rather than arbitrage)
arguments, the same distinction can be made between dynamic and static trading (see Kiihn
(2004) [21] and Kallsen and Kiihn (2004) [17]). One should note that the results of this
section are also relevant for American and even for European contingent claims which can
be interpreted as special cases of a GCC.

13.2.1 Static no-arbitrage prices

We want to define static initial no-arbitrage prices for the GCC (L, U). Having in mind that
there may not exist a liquid market for the option, we assume that the payoff processes are
exogenous, i.e. L and U do not depend in turn on the price process of the GCC which may
not even exist in this context.

The following definition is quite similar to Definition 4.2 in Karatzas and Kou (1998) [18]
for American contingent claims.

Definition 13.2.1 Suppose that u € R is the price of the GCC at time t = 0. We say that u
admits an arbitrage opportunity if there exists either

(i) a pair (p,0) € ® x T such that
X4+ (@-Sire —R(E,0)>0, Vtel0,T]

for some x < u (seller-arbitrage), or
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(ii) a pair (¢, ) € ® x T such that
=X+ (@ S)en +R(t, 1) =0, Vi e€[0,T]
for some x > u (buyer-arbitrage).

Condition (i) would allow the seller/writer to make a riskless profit regardless of the
exercising strategy of the option holder (he need not even know it) and, analogously, (ii)
allows the buyer/holder to make a riskless profit in the same sense.

The following theorem characterizes the set of no-arbitrage prices for GCCs. It follows
from the results in Karatzas and Zamfirescu (2003) [19], Kifer (2000) [20], Lepeltier and
Maingueneau (1984) [24] (henceforth LM) and Follmer and Kabanov (1998) [8].

Theorem 13.2.2 Let

sup Eo( sup L;) < oo. (13.2.1)
QeMe te[0,T]

(Note that we allow for U = +o00 on [0, T)). Then, the set of no-arbitrage prices in the sense
of Definition 13.2.1 is given by the closed interval [hoy, hypl, where

hy = inf sup sup Eg (R(r,0)) =sup sup inf Eg(R(r,0)) (13.2.2)
0€Ty eTy QeMe reTy QeMe 9€Tp

and

hipy = sup inf inf Ep (R(r,0)) = inf inf sup Ep (R(r,0)). (13.2.3)
fow IE'ZIE)) oeTy QeMe Q( o€Ty QeMe® 167% ¢ )

If L has no negative and U no positive jumps, then the supremum over all T € Ty and the
infimum over all o € Ty are attained in equations (13.2.2) and (13.2.3), respectively.

Remark 13.2.3 The interchangeability of the infima and suprema in equations (13.2.2) and
(13.2.3) is non-trivial and has essentially been shown in Karatzas and Zamfirescu (2003) [19]
and LM.

Remark 13.2.4 The closedness of the interval (connected with the strict inequality in Def-
inition 13.2.1) has technical reasons. For the European case, e.g. the lower end point of a
non-degenerate interval would already lead to an arbitrage opportunity for the option buyer
in the usual sense.

Remark 13.2.5 In complete markets, i.e. when a unique o-martingale measure Q exists,
Theorem 13.2.2 implies that there is a unique no-arbitrage price given by

h = inf sup Eg (R(r,0)) = sup in7ﬁ Egp (R(t,0)).

= €Ty tely 9€40

This is precisely the situation of a zero-sum Dynkin stopping game (see Kifer (2000) [20]).
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The buyer wants to maximize

max Eg (R(t,0)),
€Ty

while the seller wants to minimize

min Eg (R(z,0)).
o€Ty

Proof of Theorem 13.2.2. Since the situation for GCC is symmetric, we may restrict our-
selves to the assertion related to /1.
Step 1: First of all, we have to show that

inf sup sup Eg(R(r,0))=sup sup inf Eg (R(7,0)). (13.2.4)
0€Ty 1eTy QeMe rely QeMeo€T

To do this we have to generalize Theorem 3.3 in Karatzas and Zamfirescu (2003) [19] to
game contingent claims. In addition, the latter theorem is stated only for quasi-left contin-
uous payoff processes, but it also holds for the general case of cadlag processes. As this
generalization is straightforward we only sketch the main steps.

Similar to that in Karatzas and Zamfirescu (2003) [19], we define the generalized (lower)
Dynkin value process by a cadlag version of

V, =ess suppepe ess sup.eq, ess infoer Eg (R(T,0)|F))
and for all ¢ > 0 we define the recall times
of=inf{r>0|V,>U, —¢}

Analogously to Proposition 3.1 in Karatzas and Zamfirescu (2003) [19] and Theorem 11 in
LM, one can show that for all ¢ > 0 the stopped process VvV isa Q-supermartingale w.r.t.
all Q € M°. Note that in LM the payoff processes L and U are supposed to be bounded,
but the results still hold under the weaker condition (13.2.1) (see Theorem 1.1 in Kiihn and
Kyprianou (2003b) [23].

By this supermartingale property and L < V we have for all Q € M¢, 7 € 7y

Ep (R(‘L', o‘e)) <Ep (Lrl{rsgs} +Kg€l{a€<r}) +e=<Ep (KTA(TE) +e < K() + €.

This immediately implies equation (13.2.4).

If U has no positive jumps, then this step also holds with ¢ = 0 (again, by Karatzas and
Zamfirescu (2003) [19] and LM) and ¢ is the optimal recall time.

Step 2: 1t is well-known that for the value infoez, sup,.q, Eo (R(7,0)) of a stochastic
game (with respect to a single probability measure Q), the payoff in the marginal case t = o
(both agents stopping at the same time) is irrelevant, as long as it belongs to the interval
[L, U]. Again, the same holds for worst case stochastic games. Thus we can w.l.0.g. define
R from equation (13.1.3) in each case such that t — R(t, o) and t — R(z, 1), respectively,
are cadlag.
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Lete > 0 and o* € 7 be a recalling time with A« := SUP;e7; SUPgeme Eg (R(T,0%)) <
hyp + €. Define an American contingent claim (ACC) by the cadlag process X = (X;)¢[0,71
where

Xi = Liljcory + Usr1(isov). (13.2.5)

By the general theory on ACCs (cf. Follmer and Kabanov (1998) [8]), we know that there
is a ¢ € O such that

hoer +¢ -5 > X.

Thus, a derivative price lying in the interval (h,p,, c0) allows for seller-arbitrage. On
the other hand, for each x € R, o* € 7y, and X defined as in equation (13.2.5), x + ¢ -
S > X implies that x > SUP;c7; SUPpepte Eg (R(t,0%)) = hy, (cf. Follmer and Kabanov
(1998) [8]). Thus, the interval (—oo, h,,] excludes a seller-arbitrage in the sense of
Definition 13.2.1.

13.2.2 No-arbitrage price processes

Now we want to determine derivative price processes S4+' = (S*1),cj0.7). The extended
market (S,..., s4, Sd“) should still be arbitrage-free in a sense specified later on. For
GCCs, the dynamic approach seems to induce a quite complex situation. A GCC can be
both traded on the market in continuous time and the respective holder and writer can
insist on their right to exercise resp. recall the option. This means that there are market
transactions as well as the claiming of contractually guaranteed exercising rights. However,
it turns out that the admissible market transactions are more comprehensive than the con-
tractually provided exercising possibilities. For example, a holder who wants to exercise an
American option at time ¢ (which yields the reward L,) can alternatively resell the option
on the market getting the amount Sth > L,. Thus, exercising need not be considered
explicitly.

Trading in GCCs corresponds to trading under some constraints. Investors may not be
able to hold arbitrary amounts of GCCs because these contracts can be cancelled. If the
market price approaches the upper cancellation value U, it may happen that all options
vanish from the market because they are terminated by the sellers. So, a long position in the
option is no longer feasible. Conversely, all derivative contracts may be exercised by the
claim holders if the market price coincides with the exercise value L. This terminates short
positions in the claim. However, as long as the derivative price stays above the exercise
value, nobody will exercise the option because selling it on the market yields a higher
reward. Similarly, there is no danger that the seller of a GCC cancels the contract as long as
the cancellation value exceeds the market price. Summing up, derivative traders are facing
trading constraints ® given by

0 := {o € L(S): ¢- S is bounded from below and we have V(¢, w) € [0, T] x Q
¢ (w) >0 if S (w)=L,_(w) and ¢! () <0if ST (w) = U,_(w)}. (13.2.6)

To keep the exposition simple, we work with only one GCC and assume that L is non-
negative.
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Definition 13.2.6 A derivative price process S**! is arbitrage-free for the GCC (L, U) =
(L(SHN, US4 = (Ly, Up)ieo.) iff the following conditions are satisfied:

1. S is a semimartingale with L < S9! < U. _

2. The market S = (SO, ., 84 Sd+1) with a constrained set of trading strategies © sat-
isfies the following no free lunch with vanishing risk (NFLVR) condition: 0 is the only
non-negative element of the L (2, F, P)-closure of the set C :={f € L*(Q, F, P) :
f < - St for some ¢ € O}. (Note that this is a straightforward extension of the usual
NFLVR condition in Delbaen and Schachermayer (1998) [7], Definition 2.8, to markets
containing a game contingent claim.)

3. For any vg € R, ¢ € O, the following implication holds:

L<v+g¢-S=8T <v+o¢-S.

Remark 13.2.7 Even for bounded European claims in the Black—Scholes (BS) model, we
cannot derive unique arbitrage-free derivative prices based on conditions (1) and (2) alone.
The reason for this is that wealth processes are supposed to be bounded from below. In the
BS model, it is possible to construct suicide strategies (‘bad’ doubling strategies) such that
the corresponding wealth process V (¢) satisfies Vo(¢) = 1 and Vr(p) =0 P-a.s., see e.g.
Harrison and Pliska (1981) [9]. Such a wealth process V (¢) is bounded from below but not
from above. V (@) is a strict local martingale with respect to the unique equivalent martingale
measure in the BS model. However, it does not generate an arbitrage opportunity because
—o is not an admissible strategy. Thus, V (¢) is a derivative price process for the European
claim H = 0 satisfying conditions (1) and (2), but not (3).

Remark 13.2.8 Let ICy be the set of all terminal wealths which are attainable with initial
capital 0, i.e.

Ko := {g el Q,F,P): Jpe ® such that g:(p~ST}.

In Delbaen and Schachermayer (1998) [7] an element g € Kq is called maximal if h €
Ko and h > g imply that h = g. For the European case, condition (3) is equivalent to the
condition that S?H — Sg+1 is a maximal element in the set Ky of terminal wealths which are
attainable in the enlarged market S = (S, ..., S¢, Sfjl) with initial capital 0. Namely, if
S?H — Sg+1 is maximal there exists a measure Q € M€ such that S4t" is a Q-martingale
(cf. Theorem 5.2 in Delbaen and Schachermayer (1998) [7]). Thus, vo + ¢ - ST — S?‘H >0
implies that vo +¢ - S — S >0, as ¢ - S — S isa Q-supermartingale, and we arrive
at condition (3). On the other hand, assuming that for every vy € R, ¢ € ©® the implication

ScTI+1 <v+¢-Sp= s+l < vo+o¢-S (13.2.7)

holds, we can take a maximal element ¢ - S, ¢ € © which superhedges S?H (c¢f. Lemma
5.13 in Delbaen and Schachermayer (1998) [7]). By the right-hand side of equation (13.2.7)
we have that the process S+ is bounded from above by a Q-martingale for some Q € Me.
Thus, S?H — Sg“ is a maximal element in the enlarged market.

The following theorem characterizes the set of no-arbitrage prices for GCCs. It is more
or less a direct consequence of the results in Delbaen and Schachermayer (1998) [7]. In
addition, a couple of arguments are borrowed from Kallsen and Kiihn (2004) [17].
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Theorem 13.2.9 Let

sup Eg | sup L;| < oo. (13.2.8)
QeMe tel0,T]

(Note that we allow for U = 400 on [0, T)). Then, St is an arbitrage-free price process
for the GCC (L, U) in the sense of Definition 13.2.6, if and only if, it is a semimartingale
and satisfies

ST = ess in ez, €8s sup.cr. Eg (R(t, 0)|F;)

= ess sup,cg, ess infycr Eg (R(z, 0)|F) (13.2.9)
for some Q € M°.

Remark 13.2.10 There are several conditions on the processes L and U ensuring that the
right-continuous version of St in equation (13.2.9) is a semimartingale (regardless of the
chosen pricing measure Q). One condition is

U>L onl[0,T)xQ,and U_>L_ on[0,T]x L, (13.2.10)

which holds true for the American case (U, = oo for t < T) or for the callable put with
constant penalty (see Kiihn and Kyprianou 2003a [22]). For other sufficient conditions, see
Kallsen and Kiihn (2004) [17].

Proof. Ad =: Step 1: Let S%*! be an arbitrage-free price process. By condition (2) and the
fundamental theorem of asset pricing there exists a probability measure Q € M€ (i.e. Q ~ P
and ', ..., $¢ are Q-o-martingales) such that 1{5i+1=L_} - §4%1 is a Q-0 -supermartingale,
L, _gavi_y - S is a Q-o-martingale, and 1 gas1_y, - S+ is a Q-o-submartingale.
The assertion can be verified by following the lines of the proof of Theorem 1.1 in Delbaen
and Schachermayer (1998) [7] by taking the long- and shortselling constraints into account.

Let (B, C, v) be the characteristics of the semimartingale S = (S Lo, 84, S‘H‘l) relative
to some truncation function / ;: R4t — RI+!, By JS, I1.2.9, there exists some predictable
process A € Afo .» some predictable R4+!_valued process b, some predictable R@+Dx@+D_

valued process ¢ whose values are non-negative, symmetric matrices, and some transition
kernel F from (2 x [0, T], P) into (R4, B4+1Y such that

B=b-A, C=c-A, v=AQF.

We call (b, ¢, F, A) the differential characteristics of S. If [ |x?*! — h4+1(x)|F (dx) < oo,
one can interpret b7 ! + [ (x4t — h?+1(x)) F,(dx) as a drift rate of S*!. A non-positive,
non-negative or vanishing drift corresponds to a o-supermartingale, o-submartingale or
o-martingale, respectively. Therefore, we have that [ [x¢T! — h9t!(x)|F(dx) < oo and

b+ /(xd“ — ! (x))F(dx) <0 on the set {S*"' = L_}
bt 4 /(x"“ — ¥ (x))F(dx) =0 on the set {L_ < S < U_}

piH! 4 /(xd+1 — h®™* 1 (x))F(dx) > 0 on the set {S¢T! = U_} (13.2.11)
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with each inequality holding (P ® A)-almost everywhere. Define
Me = {é e M¢: S9! satisfies the drift conditions (13.2.11) with respect to é} .

Since Q € M, this set is nonempty.

Step 2: Due to equation (13.2.8) we have vg 1= supg i E (sup,epo.7r) Li) < oo. By
Theorem 5.1 and Lemma 5.13 in Delbaen and Schachermayer (1998) [7], there is a strategy
¢ € © within the enlarged market such that vo + ¢ - St > sup,c;o ;L and ¢ - St is a
maximal element (for a definition, see Remark 13.2.8) in the enlarged market for initial
capital 0. From Theorem 5.2 in Delbaen and Schachermayer (1998) [7] it follows that there
exists some Q € M¢ such that ¢ - S is a Q-martingale. We obtain

vo+¢-S; zvo—i—Eé( sup L
5€[0,T]

-7:z> > vy + L;.

Due to condition (3), this implies that Sl < o + @ - S, i.e. the derivative price is bounded
from above by some Q-martingale. This, together with the drift conditions, implies that
S;”l = ess infyey, €S sup e, Eg (R(7, 0)|F;) (cf. Step S in the proof of Theorem 3.2 in
Kallsen and Kiihn (2004) [17]).

Ad «<: Let S9! be a cadlag version of ess in ver, €8S sup.cr Eg (R(t,0)|F;) for some
Q € M¢ and assume that this process is a semimartingale. We obtain that S*! satisfies the
drift conditions (13.2.11) and from the form of the constraints it follows that

ng (b + /(x — h(x))F(dx)> <0, (P ® A)-almost everywhere,

for any strategy ¢ within the market S = (S!,..., 8% §9*1), cf. Steps 2 and 4 in the
proof of Theorem 3.2 in Kallsen and Kiihn (2004) [17]. As ¢ - S is bounded from below,
this implies that ¢ - S is a Q-supermartingale, i.e. Eo(Vr(¢)) < vy (see Proposition 3.5
in Kallsen (2003) [16]. Therefore, the enlarged market satisfies NFLVR (condition (2)).
Assume that vo+ ¢ - S > L. As the process ¢ — ess sup,.7 Eg (L:|F;) is the smallest
Q-supermartingale dominating L, we obtain that

Vo+ @S > esssup.cp Eg (Lo|Fr) > ess infycq, ess sup.cq, Eg (R(7,0)|F) = S;Hl

for any ¢ € [0, T, i.e. condition (3) is satisfied.
As in the previous section, the set of initial prices is typically convex as the following
result shows.

Proposition 13.2.11 Suppose that

sup Eg | sup U; | <0 (13.2.12)
QeMe tel0,T)

(or, alternatively, U = oo and condition (13.2.8)). Moreover, assume that condition (13.2.10)
holds. Then, the set of initial prices

{ inf sup Eg (R(z,0)): Q€ MQ]

o€l reTp

is convex.
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Proof. Let Qgp, Q1 € M°. For A € [0, 1] define Q, := A0+ (1 —X)Qp. We show that
the mapping 7 : A = infoe7; Sup.c7 Eg, (R(7,0)) is Lipschitz with a Lipschitz constant
¢ =8suppere Eg (sup,cjo.71 Ur), which implies that 77 assumes any value between 7 (0) and
7 (1). Indeed, for A, A’ € [0, 1] we have that

|Eg, (R(t,0)) — Eg, (R(z,0)) | = | = A|Eg, (R(z,0)) — Eg, (R(z,0))|
<N =2Ailc

for any o, T € 7. Consequently, we have that |7 (A") — 7 ()| < |’ — A|c. In the American
case (i.e. U = 00), the assertion follows similarly by substituting L, for R(t, o) and using
¢ = supge e Eg (Sup;eqo.ry Le)-

From Theorem 13.2.2 and Proposition 13.2.11, it follows that the sets of arbitrage-free
prices in the sense of Definitions 13.2.1 resp. 13.2.6 are essentially the same (i.e. up to the
interval limits).

Remark 13.2.12 [t is interesting to note that the set of arbitrage-free price processes is gen-
erally not convex, not even in the European case. As an example, consider a two-period
model with one asset besides the constant numeraire, namely a stock with initial price
SO1 = 1. At time t = 1, four states of nature can be distinguished, referring to a stock price
511 =0.9,0.95, 1.05, and 1.1, respectively, all assumed with positive probability under P.
As regards t = 2, we suppose that 521 /S 11 has, e.g. a standard normal law. We consider
a European call expiring at T = 2 with strike price K =2, i.e. Sz2 = (Sz1 —2)* for any
arbitrage-free price process S of the call. Due to the choice of the law in the second
period, any option price Sf in the open interval (0, Sll) is consistent with the absence of
arbitrage.
One possible choice is

5 {0.8 on {S! =0.9 or 1.1}
2 _

| 0.1 on{s! =095 or 1.05}.

If we have Q(S} =0.9) = Q(S| = 1.1) = 0.4 and Q(S] =0.95) = Q(S| = 1.05) = 0.1
under the corresponding pricing measure Q, we obtain an initial call price Sg = 0.66.
Alternatively, we consider a call price process S* with

1=

= 0.1 on {Sl1 =09 or 1.1}
0.8 on {Sl1 = 0.95 or 1.05}.

If we have Q(S! =0.9) = O(S}! =1.1) = 0.1 and Q(S! =0.95) = O(S} = 1.05) = 0.4
under the corresponding pricing measure Q, we obtain again an initial call price S =
0.66.

However, the convex combination EQ = %(S2 + 82) of these price processes allows for

arbitrage. Indeed, we have §(2) = 0.66 and g? = 0.45 in any state of nature.

13.3 CONVERTIBLE BONDS

This section reviews some literature on convertible bonds. Within a firm value model the
pricing problem is treated in Sirbu et al. (2004) [29]. In contrast to earlier articles by Brennan
and Schwartz (1977) [2] and Ingersoll (1977a,b) [10], [11], this paper includes the case that
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earlier conversion can be optimal which necessitates to address a nontrivial free boundary
problem.

Assume that a firm issues a convertible bond. At each subsequent time, the bondholder
can decide whether to continue to hold the bond, thereby collecting coupons, or to convert
it into a predetermined number of stocks. On the other hand, anytime the firm may redeem
the convertible at a call price or force an untimely conversion into stocks.

Let us first analyse convertible bonds by using a firm value model. Assume that V =
(Vi)tepo,17 1s the total value of the firm and one stock and one convertible bond are the only
assets issued by the firm. Then, the firm value splits into the stock price S (total equity
value) and the value of the convertible bond D (debt capital), i.e.

Vi=S8+D;,, tel0,T] (resp.t €][0,00)). (13.3.1)

Under the Miller—Modigliani hypothesis (see Miller and Modigliani (1958, 1961) [27]
[28]), changes in corporate capital structure do not affect the firm value. Economically,
a convertible bond is something between an ordinary bond and a stock. The holder can
convert this bond into y € R, stocks and the issuing firm can recall the bond prematurely
by paying the amount K € Ry and at the same time allowing the holder still to convert.
Otherwise, at T the bondholder receives the amount 1 (if the firm is not overindebted). We
assume that 1 < K. As both S and D are tradeable securities (D possibly under some long-
resp. shortselling constraints, cf. conditions (13.2.6)) the firm value V is in principle also
tradeable. Thus, in view of Theorem 13.2.9, we model it directly under some martingale
measure Q, i.e. assume that V satisfies under Q ‘up to bankruptcy of the firm or exercise’
the SDE

cdt — 8S; dt
—— ——

bond dividends  equity dividends

dVv, = V,(rdt + odW,) —

where r is the default-free interest rate. Bankruptcy can occur because coupon payments do
not vanish when the firm value gets small. By contrast, stock dividends are proportional to
the current stock price (and therefore vanish when the firm value tends to zero). Assume
that § < r and the market containing V is complete. The aim is to determine an equilibrium
model for the total equity value S and the debt value D. We obtain the following discounted
payoff processes. If the bondholder stops prematurely (i.e. converts the bond into stocks),
he obtains the payoff (including the coupons which are already paid)

t
L, =exp(—rt)yS; + c/ exp(—ru)du
0

14
1+y

= exp(—r) Vi + - [l —exp(—rn)] . 1€10.7). (133.2)

The firm can terminate the contract by paying the amount (including previous coupons)
U, = exp(—rty max{K, yS;} + = [I —exp(—rt)], €0, T), (13.3.3)
r

and Ly = Ur = exp(—rT) max{l, ySr} + % [1 - exp(—rT)]. Obviously, we make use of
the general definition of a GCC incorporating a fixed point problem, cf. conditions (13.1.2).
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Namely, V; depends on the dividends 85, du paid up to ¢ to the equity holders and these
dividends depend on the division between the stock price S, and the price D, of the
convertible bond. However, D,, u < t, also depend on V; (as D is the dynamic value of a
Dynkin game and V influences the payoffs).

Example 13.3.1 (Perpetual case) For the perpetual case the solution is given in Sirbu
et al. (2004) [29]. There are three regions with qualitative different solutions, namely, K €
[0, ), [, 51, (5, 00). Recall that § < r. Assume that y Sy < K. The very last time to recall
or exercise the option is when y S, hits K (when L, = U; and the game must be stopped).
Define

Ty =inf{t > 0| yS; > K}. (13.3.4)

1. For K > <, the writer does not stop before T,,. Heuristically, this can be seen by a local
comparison of the payment streams: by recalling at t instead of recalling at t + At, the
writer can avoid paying coupons cAt, but on the other hand he has an interest rate
loss r K At, which is larger. Since, in addition, the discounted price of the convertible
cannot exceed exp(—rt) max{K, y S;} there is no incentive for the writer to stop before
Tz Therefore, the game reduces to the optimal stopping problem of optimal coversion
by the holder.

2. For K < §, there is no reason for the holder to stop before Ty, This can again be seen
by a local comparison of the payment streams: by converting at t instead of converting
at t + At, the holder gains the stock dividends y S;5 At but does without the larger bond
dividends cAt (as long as t < T,y). Since, in addition, the process t — exp(—rt)S; +
8 fot exp(—ru)S, du is a martingale and exercising at time t deletes further possibilities
given by the claim, there is no incentive for the holder to stop before T,y. Therefore, the
game reduces to the optimal stopping problem of optimal recalling by the writer.

Summing up, in the middle interval [+, 5] both players stop at Tyy,. In the left interval the
writer and in the right interval the holder could stop earlier.

Remark 13.3.2 In the perpetual model the nature of (risky) equity versus (safer) debt capital
is reflected by the fact that the stock’s dividend rate is proportional to the stock price, whereas
the coupons payment rate is constant subject to the firm value being positive.

Remark 13.3.3 Even though, within the limits of the model, T, from definition (13.3.4)
is the latest reasonable stopping time, empirical literature says that firms often wait until
the conversion price yS; is much higher than the call price K before they recall. There
are quite different reasons for this (cf. Asquith and Mullins (1991) [1] and Sirbu et al.
(2004) [29]).

1. If the writer wants to call the bond he has to announce this and the investor has typically
30 days to decide whether he wants to convert it or to obtain the call price K. If calling
takes place when y S; = K, this time delay can become quite important. The investor can
condition this decision on the evolution of the stock price after the announcement. Thus,
one should replace the buy-back value max{K, yS;} by yS; + Ve(y S;, A) where Vg is
the value of a European(!) put option with strike K and maturity A. A is the duration
of this notice period.
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2. Taxes are different for coupons payments (for the bond) and dividend payments for stocks.
Thus, it can be unprofitable for the firm to cancel the bond.

3. ‘Sleeping investors’ which do not convert their bonds optimally should not be awaked
by a calling signal.

Of course, for practical use many other features have to be taken into account. We refer
the reader to McNee (1999) [26] and McConnell and Schwartz (1986) [25]. Other aspects
from game theory arise when looking at a firm which has issued several convertible bonds.
In view of equation (13.3.1), it becomes evident that optimal conversion strategies of the
different bondholders are mutually dependent (see Constantinides (1984) [4], Constantinides
and Rosenthal (1984) [5] and Biihler and Koziol (2002) [3]).

The structural (firm value) models have the drawback that the firm value is not directly
observable. Therefore, from a practical point of view it is more convenient to start with the
stochastic process describing the stock price process. However, S and D interact. But if the
proportion of the total capital taken by the convertible bond is small, the fixed point effect
described above can be neglected. This leads to so-called reduced form models, where the
payoff processes L and U are derived from S as in equations (13.3.2) and (13.3.3), but S
is directly given, e.g. by So = so > 0 and

ds, =S, [(r — &) dt +5 dW,],

where W is a standard Brownian motion (see Davis and Lischka (2002) [6] and the refer-
ences therein).

13.4 CONCLUSIONS

The static and the dynamic no-arbitrage approach lead to quite similar results. The initial
arbitrage-free prices are in both cases essentially given by all Dynkin values

sup inf Eg (R(t,0)) = inf sup Eg (R(7,0)),

€Ty ocly ocly €Ty

where Q € M¢ (see Theorem 13.2.2 and Proposition 13.2.11).

However, from a conceptual point of view it seems desirable to have derivative price
processes rather than just initial derivative prices. In some cases, this is even essential to
define the payoff processes of the GCC. Then an approach allowing for intermediate trades
in the derivative as in Section 13.2.2 is needed.
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Abstract

We present a solution to an optimal stopping game for geometric Brownian motion with
gain functions having the form of payoff functions of spread options. The method of proof
is based on reducing the initial problem to a free-boundary problem and solving the latter
by means of the smooth-fit condition. The derived result can be interpreted as pricing the
(perpetual) spread game option in the Black—Merton—Scholes model.

141 INTRODUCTION

Optimal stopping games (usually called Dynkin’s games) were introduced and studied by
Dynkin (1969) [7]. The purely probabilistic theory of such games was developed in Frid
(1969) [9], Kifer (1971a, b) [18] [19], Neveu (1975) [27], Elbakidze (1976) [8], Krylov
(1971) [21], Bismut (1977) [5], Stettner (1982) [33], Alario-Nazaret et al. (1982) [1], Mori-
moto (1984) [26], Lepeltier and Mainguenau (1984) [25] and others. This approach was
based on applying the martingale theory for solving a generalization of the optimal stop-
ping problem introduced by Snell (1952) [32]. The analytical theory of stochastic differential
games with stopping times in Markov diffusion models was developed in Bensoussan and
Friedman (1974, 1977) [3] [4] and Friedman (1973) [10] (see also Friedman (1976) [11]
Chapter XVI). This approach for studying the value functions and saddle points of such
games was based on using the theory of variational inequalities and free-boundary problems
for partial differential equations. Cvitani¢ and Karatzas (1996) [6] established a connection
between the values of optimal stopping games and the solutions of backward stochastic
differential equations with reflection and provided a pathwise approach to these games.
Karatzas and Wang (2001) [17] studied such games in a more general non-Markovian
setting and brought them into connection with bounded-variation optimal control problems.

Recently, Kifer (2000) [20] introduced the concept of a game (or Israeli) option gener-
alizing the concept of an American option by also allowing the seller to cancel the option
prematurely, but at the expense of some penalty. It was shown that the problem of pricing
and hedging such options can be reduced to solving an associated optimal stopping game.
Kyprianou (2004) [24] obtained explicit expressions for the value functions of two classes
of perpetual game option problems. Kiihn and Kyprianou (2003a,b) [22] [23] characterized
the value functions of the finite expiry versions of these classes of options via mixtures of
other exotic options using martingale arguments and then produced the same for a more

Exotic Option Pricing and Advanced Lévy Models. Edited by A. E. Kyprianou, W. Schoutens and P. Wilmott
Copyright © 2005 John Wiley & Sons, Ltd.
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general class of finite expiry game options via a pathwise pricing formulae. Kallsen and
Kiihn (2004, 2005) [15] [16] applied the neutral valuation approach to American and game
options in incomplete markets and introduced a mathematically rigorous dynamic concept
to define no-arbitrage prices for game contingent claims. Further calculations for game
options were recently done by Baurdoux and Kyprianou (2004) [2]. In this present paper,
we introduce the perpetual spread game option problem and find sufficient conditions for
the existence of a (nontrivial) closed form solution to the problem.

The paper is organized as follows. In Section 14.2, we give a formulation of the spread
option optimal stopping game in the Black—Merton—Scholes model and discuss its economic
interpretation. In Section 14.3, we formulate the corresponding free-boundary problem for
the infinitesimal operator of geometric Brownian motion and derive sufficient conditions
for the existence of a unique solution to the problem. In Section 14.4, we verify that
under certain relations on the parameters of the model the solution of the free-boundary
problem turns out to be a solution of the initial optimal stopping game. In Section 14.5,
we give some remarks and mention another question arising from the spread game option
problem.

14.2 FORMULATION OF THE PROBLEM

For a precise probabilistic formulation of the problem, let us consider a probability space
(2, F, P) with a standard Brownian motion B = (B;);>0 started at zero. It is assumed that
the price of a risky asset (e.g. a stock) on a financial market is described by a geometric
Brownian motion X = (X;);>0 defined by:

X, =x exp((r —62/2)t +6 B,) (14.2.1)

and hence solving the stochastic differential equation:
dX;=rX;dt+6X;dB; (Xo=x) (14.2.2)
where r > 0 is the interest rate, 6 > 0 is the volatility coefficient, and x > 0 is given and
fixed. The main purpose of this present paper is to find a solution to the following optimal

stopping game for the time-homogeneous (strong) Markov process X having the value
function:

Vi(x) = infsup Ex[e” O (G1(X,) I (0 < 1) + Go(X:) I (T < 0))]

= supinf Ex[e"*TC)N(G(X,) (0 < T) + G2(X,) I (T < 0))] (14.2.3)

where P, is a probability measure under which the process X defined in equations (14.2.1)
and (14.2.2) starts at some x > 0, the infimum and supremum are taken over all finite
stopping times o and t of the process X (i.e. stopping times with respect to (FX);>o
denoting the natural filtration of X: ]—'tX =0{X,|0<u<t},t>0),Ar>0is adiscounting
rate, and the functions G;(x) are defined by:

Gix)=(x—-L)I(Li =x <Kj)+(Ki — L) I(x = K) (14.2.4)
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for all x > 0 with some constants L; and K; such that 0 < L; < K;, i = 1,2, as well as
Li <Ly, Ki <Ky and K; — L; = K, — L,. We will derive sufficient conditions for the
existence of a nontrivial closed form solution to the problem (equation (14.2.3)). Note that
the existence of a unique value (equation (14.2.3)) was proved in Lepeltier and Mainguenau
(1984) [25] and Kifer (2000) [20]. This fact will be re-proved in Theorem 4.1 below under
certain conditions on the parameters of the model. It also follows from equation (14.2.3)
that the inequalities G,(x) < Vi(x) < G1(x) hold for all x > 0.

We will search for optimal stopping times in the problem (equation (14.2.3)) of the
following form:

o, = inf{t > 0] X, < Ay} (14.2.5)
T, = inf{t > 0| X, > B} (14.2.6)

for some numbers A, and B, such that L; < A, < D; and D, < B, < K, hold with
D;=L;(A+r)/x, i =1,2 (for an explanation of the latter inequalities see the text follow-
ing equation (14.4.5) below). In this connection, the points A, and B, are called optimal
stopping boundaries. Note that in this case, A, is the largest number from L; < x < D;
such that V,.(x) = Gi(x), and B, is the smallest number from D, < x < K, such that
Vi(x) = G(x). The pair of stopping times (o, 7,) is usually called a saddle point of the
optimal stopping game.

On a financial market, there are investors speculating for a rise of stock prices (so-called
‘bulls’ playing on the increase) and investors speculating for a fall of stock prices (so-called
‘bears’ playing on the decrease), and their strategies on the market are asymmetric (see,
e.g. Shiryaev (1999) [31] Chapter I, Section 1c). In order to restrict their losses and gains
simultaneously, the investors playing on the increase may turn to a strategy consisting of
buying a call option with a strike price L, and selling a call option with a higher strike price
K, > L,, while the investors playing on the decrease may turn to a strategy consisting of
selling a call option with a strike price L; and buying a call option with a higher strike price
Ky > L. Such combinations are called spread options of ‘bull’ and ‘bear’, respectively,
and their payoff functions are given by G,(x) and —G(x) from equation (14.2.4), where
x denotes the stock price (see Shiryaev (1999) [31] Chapter VI, Section 4e). In this present
paper, we consider a contingent claim with arbitrary (random) times of exercise t and
cancellation o, where according to the conditions of the claim the buyer can choose the
exercise time t and in case T < o gets the value G,(X;) from the seller, and the seller
can choose the cancellation time ¢ and in case o < t gives the value G|(X,) to the buyer.
Then, by virtue of the fact that P, is a martingale measure for the given market model (see,
e.g. Shiryaev er al. (1994) [29] Section 1, Shiryaev (1999) [31] Chapter VII, Section 3g,
and Kifer (2000) [20] Section 3), the value (equation (14.2.3)) may be interpreted as a
rational (fair) price of the mentioned contingent claim in the given model. We also observe
that from the structure of the problem (equation (14.2.3)) it is intuitively clear that the buyer
wants to stop when the process X comes close to L; (from above) while the seller wants to
stop when the process X comes close to K, (from below) without waiting too long because
of the punishment of discounting.

Taking into account the arguments stated above, we will call the presented contingent
claim a spread game option. Note that the structure of the given option differs from
the structure of the game options considered in Kifer (2000) [20] and Kyprianou
(2004) [24].
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14.3 SOLUTION OF THE FREE-BOUNDARY PROBLEM

By means of standard arguments, it is shown that the infinitesimal operator IL of the process
X acts on an arbitrary function F from the class C2 on (0, 0o) according to the rule:

(LF)(x) = rx F'(x) + (8°x%/2) F" (x) (14.3.1)

for all x > 0. In order to find explicit expressions for the unknown value function V,(x)
from equation (14.2.3) and the boundaries A, and B, from equations (14.2.5) and (14.2.6),
using the results of general theory of optimal stopping problems for continuous time Markov
processes as well as taking into account the results about the connection between optimal
stopping games and free-boundary problems (see, e.g. Grigelionis and Shiryaev (1966) [12]
and Shiryaev (1978) [30] Chapter III, Section 8; as well as Bensoussan and Friedman (1974,
1977) [3] [4]), we can formulate the following free-boundary problem:

LV)x)=A+r)V(x) for A<x<B (14.3.2)
V(A+)=A—-L,, V(B—)=B— L, (continuous fit) (14.3.3)
Vx)=Gi(x) for 0<x <A, V(x)=Gyx) for x>B (14.3.4)
Gr(x) < V(x)<Gi(x) for A<x<B (14.3.5)

where L} < A< D; and D, < B < K, with D; = L;(A +r)/A, i = 1,2. Moreover, we
also assume that the following conditions hold:

V'(A+) = V/(B=) =1 (smooth fit). (14.3.6)

By means of straightforward calculations it is shown (see, e.g. Shiryaev et al. (1994)

[29] Section 8 or Shiryaev (1999) [31] Chapter VIII, Section 2a) that the general solution
of equation (14.3.2) takes the form:

V(x) =Crx" 4 Cyx?? (14.3.7)

where C; and C; are some arbitrary constants, and y; < 0 < 1 < y, are defined by:

1 N\ 20040
Vi—(§_§>+(_1)\/<§_ﬁ> +T (14.3.8)

for i =1, 2. In this case, using the conditions (14.3.3), we get:

CIA" +C, A =A—L,, C/B"+CyB?=B—1L, (14.3.9)

from where we find that in equation (14.3.7) we have:

o _ A—L)B/A)” (B~ Ly
' T TAM(B/AY2 — (B/A]
_ B—Ly—(A—L)(B/A)Y
2T T An[(B/A) — (B/A

(14.3.10)

(14.3.11)
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and hence, the solution of the system (14.3.2)—(14.3.4) takes the form:

Vix; A, B) =

(A—=L)(B/A)” — (B — L) (£>V1

(B/AY2 — (B/AM A

B—Ly,— (A—L\)(B/A /x\»
(B/A)2 — (B/ A (Z)

(14.3.12)

for all A < x < B. Then, using the assumed smooth-fit conditions (14.3.6) we obtain:
NCI AN 49 CLA” ' =1, B '+, CB ! =1 (14.3.13)

from where, by virtue of the equalities (14.3.10) and (14.3.11), after some straightforward
transformations we may conclude that the boundaries A and B should satisfy the following
system of equations:

B\r — 1B — L
(_) ' _n—DB -yl (14.3.14)
A (2 — DA -l
B 1-— B L
(_)Vz _d=y)B+nl, (14.3.15)
A (I=yDA+nL
which is equivalent to the system:
— DA — L — 1B — L
n=—DA-pL _(n-DB-—nl (14.3.16)
AV B"
1—v)A L 1—y1)B L
A—y)A+nli _ A=-y)B+nLl (14.3.17)
AV B2

where L} < A < Djand D, < B < Kp with D; = L;(A +r)/X,i = 1, 2 (for an explanation
of the latter inequalities, see the text following equation (14.4.5) below).

In order to find sufficient conditions for the existence and uniqueness of a solution of
the system of equations (14.3.16) and (14.3.17) for L} < A < D; and D, < B < K, let us
use the idea of proof of the existence and uniqueness of solution of the system of equations
(4.85) from Shiryaev (1978) [30] Chapter IV, Section 2. For this, let us define the functions
Ik(A) and Jk(B), k= 1, 2, byZ

(2 — DA -l

I (A) = A (14.3.18)
_ (n=DB =yl

Ji(B) = B (14.3.19)
_ d=yDA+nL,

L(A) = A (14.3.20)
1-— B L

h(By = LByl (14.3.21)

B”
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for all A and B such that L < A < D and D, < B < K,. By virtue of the fact that for
the derivatives of the functions (14.3.18)—(14.3.21) the following expressions hold:

(1= D02 = DA=D) _

I[(A) = — o 0 (14.3.22)
) (1= D2 — DA - Dy)
L(A) = T >0 (14.3.23)

for all L < A < Dy as well as:

V1 — D2 — (B — Dy) -

J(B) = — - 0 (14.3.24)
—D(m—1)(B-D
5By = )(”;m])( 2 _g (14.3.25)

for all D, < B < K5, we may therefore conclude that /;(A) decreases and I;(A) increases
on the interval (L, D), while J; (B) increases and J,(B) decreases on the interval (D,, K3).
Let us further assume that the following conditions are satisfied:

(2 — DLy — Ly - (2o — DKy — Lo

< (14.3.26)
LV K3
1 —9y)L L 1 —-yDK L
d=y) Vl +yiLy - (1 —y)Kx+ vl (14.3.27)
L 2) KVZ
1 2

and observe that by means of straightforward calculations it can be verified that the following
inequalities hold:

(y2 — 1)D1 — Ly - (2 — 1Dy — Lo

- (14.3.28)
D] Dy
1 —y)Di+mLi  (1—y)Da+nlL
=y V1 +yiLi > (I =y)D2+ni 2. (14.3.29)
D 2 DVZ
1 2

Then, it is easily seen that there exist A; and A, such that L} < A} < A, < D; and being
uniquely determined from the following equations:

(I=yDAir+nLli  A-yDKa+ 7L,

(14.3.30)
AP K}
1— A L 1-— D L
(I—») y22+1/1 U=y }/22"'3’1 2 (14.3.31)
Aj D,

In this case, from the system (14.3.16) and (14.3.17) it follows that for each A such that
A; < A < A, there exist unique values Bj(A) and B>(A), and according to the implicit
function theorem, for the derivatives the following expressions hold:

, [[(A)  A— Dy B\n+l
Bl(4) = L2 = (—) <0 (14.3.32)
J(B)  B-D,\A
I(A)  A—D, B\ntl
By(A) = 21—~ = - 0 14.3.33
2D =75 B—D2<A) = ( )
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from where it directly follows that:

By(A) _ AY(B) _ (B)Vz—w .

Y (14.3.34)
B (A)  Ay(B)

A

forall L} < A < A < A, < D). We also observe that by means of standard arguments it is
shown that the inequalities D, = B>(A3) < B1(A2) < B1(A1) < By(A;) = K> hold. Taking
into account the properties (14.3.32)—(14.3.34), we may therefore conclude that the system
of equations (14.3.16) and (14.3.17) admits a unique solution A, and B, such that L <
Ay <Dy and Dy < B, < K, with D; = L;(A+r)/A, i = 1,2, so that, under the added
conditions (14.3.26) and (14.3.27), the solution of the system (14.3.2)—(14.3.4)+(14.3.6)
exists and is unique.

144 MAIN RESULT AND PROOF

Taking into account the facts proved above, let us now formulate the main assertion of the
paper.

Theorem 4.1. Let the process X be given by equations (14.2.1) and (14.2.2). Assume that the
parametersr, 0, hand L;, K;, i = 1,2, are suchthat0 < L; < K;,i = 1,2, aswellas L1 <
Ly Ki <Ky, Ki — Ly =Ky — Ly, Ly(A+1)/A < K>, and the conditions (14.3.26) and
(14.3.27) are satisfied. Then, the value function of the problem (14.2.3) takes the expression:

Gi(x), if 0<x <A,
Vi(x) = { V(x; Ay, By), if Ax <x < B, (14.4.1)

and the optimal stopping times o, and T, have the structure (14.2.5) and (14.2.6), where the
function V(x; A, B) is explicitly given by equation (14.3.12), and the optimal boundaries A
and By satisfy the inequalities L) < Ay < Ly(A+r)/dand Ly(A+7r)/A < B, < K, and are
uniquely determined from the system of equations (14.3.16) and (14.3.17) (see Figure 14.1).

Ki—Ly=Ky— Ly

Ly A.Dy K, L, D,B.K, X

Figure 14.1 A computer drawing of the value function V,(x) and the optimal stopping boundaries
A, and B,
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Proof. Let us show that the function (14.4.1) coincides with the value function (14.2.3)
and the stopping times o, and 7, from equations (14.2.5) and (14.2.6) with the boundaries
A, and B, specified above are optimal. For this, let us denote by V (x) the right-hand side
of the expression (14.4.1). In this case, by means of straightforward calculations and the
assumptions above it follows that the function V (x) satisfies the system (14.3.2)—(14.3.4)
and the conditions (14.3.6) as well as represents a difference of two convex functions
where the latter is easily seen from equation (14.3.12). Then, by applying the It6—Tanaka—
Meyer formula (see, e.g. Jacod (1979) [13] Chapter V, Theorem 5.52, or Protter (1992) [28]
Chapter IV, Theorem 51) to e~**""V(X,) we obtain:

e MY (X)) = V(x) + M,
t
+ / e O (LY — A+ NVIX)I (X, # Li, X, # Ko)ds
0

1 (! 1!
+ 5/ e*()Hrr)S (X, = Ll)degal _ E/ e*()\Jrr)S I1(X; = K») dﬁfz
0 0
(14.4.2)

where the processes (E,Ll )t>0 and (KtK )50, the local time of X at the points L; and K, are
defined by:

1 t
i =p, — lim—/ I(Li—¢ < Xy <L +¢)0*X%ds (14.4.3)
elo 2¢ Jo
K I
0 =P, — lim—/ I(Ky—¢& < Xy < Ky +6)0>X2ds (14.4.4)
el0 2¢e Jo

and the process (M;);>o given by:
t
M, = / e~ M VX O)I (X # Ly, Xy # K»)0X, dBy (14.4.5)
0

is a local martingale under the measure P, with respect to (.7-',X )i>0.

By virtue of the arguments from the previous section, we may conclude that (LV —
A+r)V)(x) <0 for all x > Ay, x # Bs, x # K», and LV — (L +r)V)(x) > 0 for all
0 <x < By, x # Ly, x # A,, where the boundaries A, and B, satisfy the inequalities L| <
Ay <Li(A+r)/rand Ly(A+7)/A < B, < Ky = K1 — L1 + L,. Moreover, by means of
straightforward calculations, it is shown that we have V'(x; A,, B,) on the interval (A, B,),
and thus the property (14.3.5) also holds that together with equations (14.3.3) and (14.3.4)
yields V(x) > G,(x) and V(x) < G(x) for all x > 0. By virtue of the fact that the time
spent by the process X at the points L, A, B, and K, is of Lebesgue measure zero, from
the expression (14.4.2) it therefore follows that the inequalities:

TN Gy (Xgune) = € HOIDV (X, 00) < V() + Mo, e (14.4.6)
e~ (O AT) G1(Xonz,) > e~ (AT V(Xone,) = V(X)) + Mg, (14.4.7)

are satisfied for any finite stopping times o and t of the process X.
Let (t,)nen be an arbitrary localizing sequence of stopping times for the process (M;):>o.
Then, by using inequalities (14.4.6) and (14.4.7) and taking the expectations with respect to
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P,, by means of the optional sampling theorem (see, e.g. Jacod and Shiryaev (1987) [14]
Chapter I, Theorem 1.39) we get:

Ey[em @0 (G (X, )1 00 < T A T) + G2(Xeng)I (T ATy = 0)) |

<E, [e*()Hrr)((T*/\t/\Tn) V(Xg*mm,,)] < V@) + Ex[Mo,pnenr, | = Vx) (14.4.8)

E[e 05050 (G (X py) (0 ATy < 7) + Ga(Xe) (5 S0 A )|
z

e @@ m v (X, 00) | 2 V) + E[Moreng ]| = VO (1449)

for all x > 0. Hence, letting n go to infinity and using Fatou’s lemma, we obtain that for
any finite stopping times o and t the inequalities:

E[e @00 (G (Xo) (00 < 1) + G (X (T = 0)) |

S V() £ B[O (G1(X) (0 < 1)+ G(X)I(m s 0))| - (144.10)

hold for all x > 0.

In order to show that the equalities in expression (14.4.10) are attained at o, and 7, from
equations (14.2.5) and (14.2.6), let us use the fact that the function V (x) solves the equation
(14.3.2) for all A, < x < B,. In this case, by the expression (14.4.2) and the structure of
the stopping times o, and t,, it follows that the equality:

e” WFN@ABNI) (X ) = V(X) 4 Mo prong, (14.4.11)

holds, from where, by using the expressions (14.4.6) and (14.4.7), we may conclude that
the inequalities:

_(Kl - Ll) = MO‘*A‘[*A‘[,, = K2 - L2 (14412)

are satisfied for all x > 0, where (7,,),en is a localizing sequence for (M,),>o. Hence, letting
n go to infinity in the expression (14.4.11) and using the conditions (14.3.3), as well as
the obviously fulfilled property Py[ox A T, < 00] =1 (see, e.g. Shiryaev et al. (1994) [29]
Section 8, or Shiryaev (1999), [31] Chapter VIII, Section 2a), by means of the Lebesgue
bounded convergence theorem we obtain the equality:

E e #0000 (G (Xo) 10w < 7) + GaXe) [(m S 00)) | = Vi) (14413)

for all x > 0, which together with (14.4.10) directly implies the desired assertion. g
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14.5 CONCLUSIONS

Recall that throughout the paper and particularly in the proof of Theorem 4.1 we have used
the assumption that Ly(A +r)/A < K, among others. When the latter condition fails to
hold but L{(A +r)/A < K holds, let us set B, = K, in equation (14.2.6) and consider the
problem (14.2.3) as an optimal stopping problem for the seller. In this case, we can also
formulate the free-boundary problem (equations (14.3.2)—(14.3.5)), where L < A < D,
and B = K, with Dy = L{(A +r)/A, and assume that the following condition holds:

V'(A+) =1 (smooth fit). (14.5.1)

By means of the same arguments as in Section 14.3, by using the assumed smooth-
fit condition (14.5.1), it can be shown that the boundary A should satisfy the following
equation:

V1 (A—L)(Ky/A)”? = (Ky — Ly) | 2 (Ka— La) — (A — L)(Ky/A)"
A (K2/ A2 — (Kp /AN A (K2/A)2 — (Kp /AN

=1. (145.2)

In order to find sufficient conditions for the existence and uniqueness of solution of the
equation (14.5.2) let us define the function H(A) by:

H(A) =[(y1 — DA — y1L11(Ky/A)P?
—[(y2 = DA — 2 L11(K2 /A" + (2 — y1) (K2 — L) (14.5.3)

for all A such that Ly < A < Dj. By virtue of the fact that for the derivative of the function
(14.5.3) the following expression holds:

H'(A) = =D -DA-Dy ((&)Vz B (&)y1> “0 (145.4)

A A A

for all L < A < Dy, we may therefore conclude that H(A) decreases on the interval
(L1, Dy). It thus follows that, if the following conditions are satisfied:

[(yi = DL — yiLi1(K2 /L) — [(y2 — DLy — a2 Li1(K2 /L) = (y1 — v2) (K2 — L»)
(14.5.5)

[(y1 = DDy — y1L11(K2/D1)"? = [(y2 — DDy — 2 L11(K2 /D)™ < (y1 — v2)(K2 — L2)
(14.5.6)
then the equation (14.5.2) admits a unique solution A, such that L; < A, < Dy, and so
that the solution of the system (14.3.2)—-(14.3.4)+(14.5.1) with B = K exists and is unique.
Taking into account the arguments above, let us formulate the following assertion.

Proposition 5.1. Ler the process X be given by equations (14.2.1) and (14.2.2). Assume
that the parameters v, 6, A and L;, K;, i = 1,2, are suchthat0 < L; < K;, i = 1,2, as well
asLi <Ly Ky <Ky, Ki —Li =Ky —Ly, Li(A+r)/X <Ky, Ly(A+ 1)/ > Ky, and the
conditions (14.5.5) and (14.5.6) are satisfied. Then, the value function of the problem (14.2.3)
takes the expression (14.4.1) and the optimal stopping times o, and T, have the structure
(14.2.5) and (14.2.6) with B, = K,, where the function V (x; A, B) is explicitly given by
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LA, D K, L B, =Ky DyX

Figure 14.2 A computer drawing of the value function V,(x) and the optimal stopping boundaries
A, and K>

Ki-Li=K-Lp

i

A.=L, D K, L B, =K; DX

Figure 14.3 A computer drawing of the value function V,(x) and the optimal stopping boundaries
L1 and K2

equation (14.3.12), and A, satisfying the inequalities L1 < A, < L{(A +r)/A is determined
as a unique solution of the equation (14.5.2) (see Figure 14.2).

The verification of this assertion can be carried out by means of a slight modification
of the arguments from the proof of Theorem 4.1, using also the facts that the condition
(14.5.6) implies that V'(K3; Dy, K») < 1 and the function V'(K3; A, K») is increasing in
A on the interval (L, D). It is seen that the smooth-fit condition at the point B, breaks
down in this case. We also note that when the condition (14.5.5) fails to hold, almost the
same arguments show that (even when the condition L{(A +r)/A < K; fails to hold too)
the assertion of Proposition 5.1 remains true with A, = L, while the smooth-fit condition
at A, also breaks down (see Figure 14.3).

Remark 5.2. We also mention that another interesting but difficult question is to present
a complete description of the behavior of the optimal stopping boundaries A, and B, from
equations (14.2.5) and (14.2.6) under the changing of the parameters of the model.
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