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odveétvi. Ackoliv nasim cilem je konstruovat sofistikované modely, je vhodné zacit od téch
znamejsich, méné slozitych modelu. Tento postup nam umozni lépe zduraznit rozdily
mezi modely a také je dostatecné zasadit do kontextu. Vyznamny prostor je vénovan
stochastickému integralu a stochastickym diferencidlnim rovnicim (SDR). V textu také
predstavime zaklady teorie opcnich trhu a klasifikujeme pristupy k modelovani volatility.
Protoze si klademe za cil implementovat subordinaéni metody, za tcelem stochastického
modelovani volatility, predstavime také Lévyho procesy a jejich vlastnosti. V této praci
predstavime znamé modely Blacka-Scholese-Mertona (BSM) a také Hestonuv model. V
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Introduction

This is a text about stochastic analysis and about mathematical finance. Both of these
subjects were deeply intertwined from the very beginnings. Stochastic analysis is a study
of random processes, which are mathematical objects used to model random behavior of
certain systems. A random (stochastic) process encompasses all the possible and impos-
sible (from the perspective of probability) futures of the particular system in question.
One realization of such process is then a trajectory representing a course of events for the
particular happenstance. These concepts are (for example) utilized to model reaction of
chemical compounds in a solution or to model moves of a stock price on an exchange. In
what is to follow, we shall be focusing on applications related to the latter.

An eminent topic in stochastic analysis are the stochastic differential equations (SDEs).
Just as ordinary differential equations are used in physics to describe a law or a model
for an evolution of a physical system, stochastic differential equations are used to model
the random behavior of a system. In the case of an ordinary differential equation, if a
solution exists, it is a deterministic function, so that given an initial condition, according
to this solution, the system will behave always the same. On the other hand, a solution
(if it exists) of a stochastic differential equation

dXt = Oé(t, Xt) th

is a stochastic process {X;} in the sense described above} here a = (-, ) is an a priori
known coefficient function. Given an initial condition, the stochastic process will evolve
differently every time. This might be viewed as quite a hindrance in employing such
objects for the purposes of modeling. Au contraire, for systems, that we perceive as
inherently random, this is actually a desirable property. Furthermore, the SDEs and their
solutions (the stochastic processes) are not intended to predict the future, but rather to
pronounce quantitative and qualitative statements that answer questions such as ”What
is the behavior of the system on average?” or "How differently does the system behave
for each particular realization?”.

In the above equation there is the term dW; that we have not introduced yet. Here
{W;} is a stochastic process as well, and it is the ”driving noise” for the SDE, i.e. it
is the source of randomness in this equation. This process is usually taken to be the
so-called Brownian motion, the rigorously defined mathematical concept, that is behind
the physical phenomenon of the same nameﬂ. In what follows, we devote some significant
space to the theory of Brownian motion as well as to what actually the ”differential” dW;
represents.

In fact, what we have introduced here, is a strong solution to an SDE, which implies there is also a
concept of a weak solution. For details, see the corresponding chapter.
2For historical remarks, see the section on Brownian motion.
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First to implement some of the concepts described above was L. Bachelier [1], however
the field of mathematical finance took notice of his approach and appropriated it much
later, in the second half of the 20th century. The stochastic processes, defined as solutions
of SDEs are usually employed as models for the behavior of some underlying asset, which
then serve to value financial derivatives written on these underlyingd®] This method
was pioneered by F. Black, M. Scholes [2] and R. Merton [3] in the famous Black-Scholes-
Merton (BSM) model. In the chapter on the topic, we present the two original derivations
of the related formulae. Although the BSM model is inherently flawed, for it incorporates
many simplifying assumptions which are inconsistent with the reality, it is important to
understand it for two main reasons (taking into account purposes of this text). Firstly,
the model serves as a language in which facts about the markets may be expressed - in
particular, many quantities are quoted in the BSM parameters. Secondly, it is necessary
to be familiar with the model one is aiming to generalize and improve upon.

One of the assumptions made by Black, Scholes and Merton, is that the volatility (i.e.
the standard deviation of logarithmic returns) of a given (underlying) asset is a constant
parameter in the model. This is clearly in disagreement with empirical evidence’] For
this reason almost all the generalizations of the model strive to abandon that assumption
and instead regard the volatility at least as a deterministic function (the local volatility
model) or even more generally as a stochastic process. The often used and very well-
known model in this direction is the Heston model [4] on which we derive some of the
results in the chapter bearing the same name.

All the models we have mentioned so far have one thing in common - the continuity of
the trajectories generated by them. Although (with the exception of BSM) these models
are used in practice to price derivative contracts, sometimes with large exposures, they do
not incorporate price jumps in their processes for underlying. In the last two chapters of
this text we present motivation for models with discontinuities and develop some theory
for them. One approach that we shall not pursue here is to develop even more general
framework for stochastic differential equations, where the Brownian motion is substituted
by processes with more sophistication as the source of randomness. The path that we
shall follow is utilizing the technique of change of time and subordination.

A stochastic process {X;} depends on the parameter ¢, usually called time, to which
it assigns realizations of random variables (for a particular event). The idea behind the
change of time method is that the parameter ¢ is itself a random variable so that we have
the structure of the original process but with time evolving non-deterministically. This is
often interpreted as ¢t being the ordinary clock time, {7 (¢)} being the random change of
time process and its realization T (t) = 6 being the perceived business (or trading) time.
In this interpretation, it is still the well-behaved market data arriving X = {Xg}, but
in the randomly (at times erratically) changing time 6, so that the signal on the output
is actually the more chaotic one, {XT(t)}, that one receives in the real markets. This
kind of interpretation adds to the tractability of the resulting model. We shall utilize
the change of time procedure with {7 (¢)} being a Lévy process, which allows for better
behaved properties; in this case, the process T is called a subordinator, and the process
X resulting of composition of X and 7 is said to be subordinate to X. Subordination

3Terminology of financial derivatives is summarized in the first appendix.
4Various empirical facts are presented in the chapter on volatility together with the classification of
models.
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for the purpose of financial modeling was first utilized by P. Clark in [5], although the
procedure of subordination is due to S. Bochner [6].

Above, we have separately touched upon volatility modeling and separately upon the
concept of time in stochastic analysis. Yet it turns out that random changes in time are
connected to random changes in volatility. Starting with a model with constant volatility
- the Black-Scholes-Merton model - and plugging in a certain subordinator, one obtains
the Heston stochastic volatility model. This is heuristically reasonable on the intuitive
level; we shall present a rigorous derivation of this relationship in the last chapter. In the
very same chapter, we shall include a possible generalization of the Heston model (in the
sense that it contains the Heston as a special parametric case) that is due to P. Carr et al.
[7]. In the process we also point out a connection of subordination to Bayesian approach
to probability and to the physically motivated concept of superstatistics.

We build this text so that it is as self-contained as possible, while trying to keep the
number of pages at bay. For reader’s comfort, we have included an index at the end.
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Chapter 1

Probability preliminaries

This chapter consists of standard material, whose excellent coverage can be found in [8].
We use [9] as a reference for probabilistic concepts. The purpose of this chapter is to
clearly define notions that we are going to work with in the following, so that the text is
more or less self-contained and there does not arise any confusion for the reader.

1.1 Stochastic processes

Here we only briefly summarize essential definitions and constructions, that we shall make
use of in the upcoming chapters. Throughout the thesis we shall (sometimes implicitly)
work in the setting of a measurable space (€2, .A) where ) is the set of elementary events
and A a o-algebra. We also define an underlying probability measure denoted P, so that
the space (€0, A, P) is actually a probability space. An event is said to happen P-almost
surely (denoted P-a.s., or simply a.s.) if its probability measure is equal to one. In other
words, the set of possible exceptions is of zero P-measure. Later in the text we shall
define other probability measures on the measurable space (2,.A); in that case we shall
always explicitly specify with which particular measure we are working at the moment.
The symbol B,, denotes the Borel o-algebra generated by the usual topology of R™. On
the same note, B is the Borel o-algebra on R and BY is the Borel o-algebra on the half-line
Ry = [0, 00).

Definition 1.1.1. Let (2,4, P) be a probability space, I C R an arbitrary non-empty
subset. The system {X;};c; of random variables on this probability space is called a
stochastic process.

It is possible to define more general stochastic processes (for example complex valued),
but we shall not pursue these more general cases, since, in what follows, they are not
needed. From the next section on, we also drop the generality of the index set I and simply
assume the stochastic processes to be defined on a closed interval [0, 7] or sometimes for
all £ > 0. Similarly, we have not specified where the stochastic process takes values, for,
again, this set can be quite general. For our purposes the values of a stochastic process
are always in some subset of R endowed with the corresponding Borel o-algebra.

Definition 1.1.2. Let {X;}:c; be a stochastic process. The map ¢t — X;(w) for an
arbitrary fixed w € €2 is called the sample path (or the trajectory) of process {Xi}ier.

15



16 CHAPTER 1. PROBABILITY PRELIMINARIES

Definition 1.1.3. The finite dimensional distributions of the stochastic process {Xi}ier
(fidis) are the distributions of finite-dimensional vectors

{th,...7th}, V{tl,,tn}CI,VHGN

Definition 1.1.4. Let Y : (,.A) — (R", B,) be an n-dimensional random vector. The

o-algebra
o(Y)={Y"Y(B): B < B,}

is called the o-algebra genemtedﬂ by the random vector Y.

Definition 1.1.5. For every stochastic process X = {X,}ie; (for which the quantities
below are finite), we define:

e The expectation function of X as

ux(t) == EX,, Vtel (1.1)

e The covariance function of X as
cx(s,t) = E[(Xs — px(s))( Xy — px(1))], Vs, t € 1. (1.2)

e The autocorrelation function of X as

Rx(s,t) == E[X X, Vs, t e 1. (1.3)

Apparently, by the same calculation as for the random variables, the following relations
hold:
cx(s,t) = Rx(s,t) — EX E Xy, Vs,t el

and
VarX; := cx(t,t) = E[(X; — EXt)Q] = EXE — (EXt)Z, Vtel.

1.2 Conditional expectation

In this section we develop the minimum theory, that is necessary to work with the con-
cepts defined later. Conditional expectations are essential, when working with stochastic
processes, especially with certain classes such as martingales (defined in the next section).

Definition 1.2.1. Let (€2, .4, P) be a probability space. A random variable Z is called
the conditional expectation of the random variable X given the sub-o-algebra S C A if

1. o(Z)CS,
2. E[X14] = E[Z14], VAeS.

The random variable Z (the conditional expectation) is usually denoted by E[X|S].

!The notation o(Y) is in line with the fact, that it is the smallest o-algebra generated by the sets of
the form {w € Q: Y(w) € B, }.
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Remark 1.2.2. The second requirement in the above definition could be also written as

/2wmm@:/3wm@mm@:/X@mm@, VAes.  (14)
A A A
Obviously, when A is chosen to be the whole underlying set €2, one obtains

E[E[X|S]] = EX. (1.5)

Remark 1.2.3. A proof of existence and uniqueness of the random variable E[Z|S] uses
the Radon-Nikodym theorem and it is to be found in [§].

The second defining property of conditional expectation is not a constructive one.
Therefore it is in general difficult to calculate E[X|S]. For this reason, it is important
for us to be able to work with conditional expectations without knowing their particular
forms. The following theorem provides several useful properties.

Theorem 1.2.4 (Properties of conditional expectation). Let (€2, A, P) be a probability
space, S be a sub-g-algebra of A and let X, Y be integrable random variables.

1. Conditional expectation is linear - for all o, 5 € R, we have

ElaX + BY|S] = aE[X|S] + SE[Y|S].

2. If X and the o-algebra § are independent, then
E[X|S] = EX.
3. If o(X) C S, then E[X|S] = X.
4. If XY is integrable and X is S-measurable (i.e. o(X) C S), then

E[XY]|S] = XE[Y|S].

5. Let S be a sub-o-algebra S C S, then

E[E[X|S]|S] = E[X|S] = E[B[X|S]|S].

1.3 Filtration, martingales
Definition 1.3.1. The collection {F;} o7 of o-algebras on € is called a filtration if
Fs C Fy, Vs, t €[0,T],s <t.

Definition 1.3.2. The stochastic process X = {X;}p 1) is said to be adapted to the
filtration {F;}pom if
o(X,) C F,  Vtelo,T).

In other words X is adapted to the filtration {F;} if X, is an F;-measurable random
variable for every t € [0, T].
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Definition 1.3.3. A natural filtration generated by stochastic process X = {X;} is defined
by
Fi={o(X;) : s < t}, vVt € [0,T].

Remark 1.3.4. By definition, a stochastic process is always adapted to its own natural
filtration.

Definition 1.3.5. The stochastic process {X;} is called a (continuous-time) martingale
with respect to the filtration {F;} if

1. B|X;| < 400, Vi,
2. X is adapted to {F;},
3. E[Xy|Fs] =X, Vs<t.

Remark 1.3.6. It is quite usual to call a process a martingale without specifying the
corresponding filtration. We shall do this only when the particular choice of filtration is
obvious from the context.

Remark 1.3.7. Using the third defining property of a martingale {X;} with respect to
{F:} and the relation (1.5]), one arrives at:

EX, = E[E[Xi|F]] = EX;,  Vs<t (1.6)

Thus a constant expectation is a necessary condition for a process X to be a martingale
with respect to some filtration and as such provides a useful way of proving that given
process is not a martingale.

In the previous three sections, we have developed some theory of a general stochastic
process; now we shall investigate two examples of this abstract mathematical object.

1.4 Poisson process

In 1903 F. Lundberg proposed to model the arrival of insurance claims by a Poisson
process. Since then, in the field of actuary, the process plays a crucial role, however, for
the purposes of continuous financial modeling, it might seem dispensable. The situation
is quite different, when one introduces discontinuities to the models. Although we shall
not make use of Poisson process directly, for modeling purposes, it often arises in the
discussion as an analytical tool for the models with jumps.

Definition 1.4.1. A stochastic process N = {Nt}Rg is called (a homogeneous) Poisson
process with intensity A > 0 if the following conditions are satisfied:

1. It starts at zero, so that Ny = 0 P-almost surely.

2Interestingly, this was around the time, when also L. Bachelier and A. Einstein derived their essential
results on other important stochastic process, that we shall point out in the next section.
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2. The process has stationary and independent increments, i.eﬂ

N,y 2N, + N, Vs, t>0

-----

{t1,...,tp}, such that 0 <t; < ... <t, < 0.
3. For every t > 0, IV, has a Poisson distribution Po(At).

4. Almost every trajectory of Poisson process is right continuous with limits from the
left.

For the expectation and covariance functions, we have:
un(t) = ENy = M, vVt >0 (1.7)

and
cn(s,t) = Amin{s, t}, Vs, t > 0. (1.8)

These relations are derived the same way as for the single Poisson distributed random
variable with intensity A, which is, in fact, the case - for a given t > 0, we have

P(N;=n) = e_’\tM, Vn. (1.9)

n!

1.5 Brownian motion

As pointed out by [I0], the field of stochastic analysis was, from its very origins at the
turn of the 20th century, fueled by two different sources - physics and finance. In physics,
Brownian motion and related concepts serve as a useful model of diffusive phenomena and
various types of random perturbations; in finance, the stochastic processes are utilized as a
model for the behavior of price changes of a certain asset (such as a stock). Unsurprisingly,
the two main sources fueling the stochastic analysis development are the two main areas
of applications for it today.

The process known as Wiener process, or Brownian motion, was introduced for the
first time in 1900 by L. Bachelier [I] to describe fluctuations in share prices. Much earlier
(around 1827), R. Brown observed an irregular motion of pollen particles suspended in
water. He noted, that the path of each particle is very irregular, having tangent at
no point. This phenomenon was studied and successfully explained by A. Einstein in
1905 while rediscovering the process used earlier by Bachelier. Mathematically rigorous
formulation of the process is due to R. Wiener.

Definition 1.5.1. A stochastic process W = {Wt}Rg is called standard Brownian motion
(or standard Wiener process) if the following conditions are satisfied:

1. It starts at zero, so that W, = 0 P-almost surely.

3We remind the reader that X 2 Y means that the random variable X is equal to the random variable
Y in distribution. This does not imply the path-wise equality X (w) = Y (w) for all w € Q.
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2. The process has stationary and independent increments, i.e.

We Z2W,+W,,  Vs,t>0

77777

{t1,...,tp},such that 0 <t; < ... <, < occ.
3. For every t > 0, W, has a normal distribution N(0,t).
4. The process W has continuous sample paths.

Remark 1.5.2. Sometimes, Wiener process is defined by points 1. — 3. of the above defi-
nition and then Brownian motion is taken to be a continuous version of Wiener process
via the Kolmogorov-Chentsov theorem (see , where « = 4,5 =1 and C = 3. Ergo,
the point 4. in the definition is actually implied by the other defining properties and the
mentioned theorem.

From the definition, one immediately obtains
pw (t) == EW, =0, vt > 0. (1.10)
Using the independence of increments, for s < ¢, we have
Cw(s,t) = Rw(s,t) = E[W,W,] = E[W,(W, = W, + W,)] = EW} + E[(W; — W,)W,] =

= EW?2 + E[W, — W, E[W, — W,] = EW? = s,

AN 4

v~

=0 =0
thus
Cw(s,t) = Rw(s,t) = min{s, t}, Vs, t > 0. (1.11)

Although, as stated above, the Brownian motion has continuous trajectories, the degree
of its non-predictability is such, that there does not exist a unique tangent for all points
of almost every sample path. This idea of irregularity of Brownian paths is more correctly
expressed by the following theorem, proof of which is obviously out of the scope of this
text.

Theorem 1.5.3 (Paley-Wiener-Zygmund). [I1] The Brownian sample paths are almost
surely nowhere differentiable.

Next, denoting JF; the natural Brownian filtration, we calculate:

E[Wt|fs]

E[(Wt - WS) + Ws‘fs] =
(Wi = Wil Fi] + E[W|F] =, (1.12)
Wy — W] + W, = W,

E
E

for all s <t and for all ¢ > 0. Here, we have used the properties of conditional expectation
(1.2.4) - linearity, the fact that W, — W, is independent of F; and the F,-measurability
of W5. The increment W; — Wy is N(0,t — s)-distributed, ergo its expectation vanishes.
Effectively, we have shown the following:
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Proposition 1.5.4. The Brownian motion is a martingale with respect to its natural
filtration.

Remark 1.5.5. On the other hand, iterating back to remark EW? = Var(W;) = t.
Hence there is no filtration such that {I?} is a martingale with respect to it, because
{W?2} does not have constant expectation. The condition of constant expectation function,
however, is not a sufficient one, for EW? = 0 = EW3 for all s,t, yet {WW?} is not a
martingale.

By a generally more involved procedure, one can show, that Brownian motion possesses
the Markov property:

Definition 1.5.6. Let X = {X,} be a process adapted to filtration {F;}. Then we say,
that X is a Markov process (with respect to the filtration {F;}) if for every non-negative
Borel function f, there is Borel function g such that

Elf(X)|F] = g(X,), Vs,t>0s<t. (1.13)

Brownian motion defined above exhibits random diffusive behavior, without any pre-
ferred direction. Sometimes, it is useful to introduce the following process, in case one
desires to still model randomness, but with a visible trend. The Brownian motion with a
drift is defined (path by path) as the process {B;}:

Bt =at + bWt, Vit Z 0. (114)

Here a € R is responsible for the trend part (the drift) and b > 0 modulates the influence
of variance of the original Brownian motion W.

We note, that Brownian motion is a Gaussian process (because its finite dimensional
distributions are multivariate normal distributed) and so is Brownian motion with a drift.

1.6 Quadratic variation of Brownian motion

Quadratic variation is very concisely yet clearly explained in [12], we thus follow the same
approach. In comparison to the preceding sections we go into more detail. Understanding
what role the quadratic variation of Brownian motion plays, is important for the following
text.

Definition 1.6.1. For a fixed interval [0,¢], we define a partition m, = {to,t1,...,t,}
which is a set of points dividing the interval so that 0 =ty <t; < ... <t, =t
Norm of the partition (sometimes called mesh) is defined as

v(my,) == jTax |t; —tj-1].

=1,...,

A partition 7/, on the same interval [0, t] is called a refinement of the partition m, if it
contains the same points as m, and possibly more (7, D m,).

Naturally, in the case of 7/, being a refinement of 7, we have for the norms:
v(rl) < v(m,).

In what follows we shall consider a sequence of refining partitions {7, } for which v(m,) — 0
as n — 0o.
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Definition 1.6.2. Let f : Rf — R be a deterministic function defined in the closed
interval [0,¢] and let p € N. The p-variation of f up to time t is

VE(F)() == lim > [f(ty) = f(t;-0)I”, (1.15)

where 7, := {to,t1,...,t,} is a partition of [0, ¢] such that 0 =ty < t; < ... <t, =t and
the limit is taken over sequence of refining partitions, so that v(m,) — 0.

For p = 1 the p-variation is called just the wvariation and for p = 2 it is called the
quadratic variationquadratic variation. From the definition it is obvious that the variation
sums over projections of the graph of f onto the ordinate. Therefore it represents a
measure of irregularity of the graph. Let us now focus more on the quadratic variation.
Suppose, the function f has a continuous derivative in [0, ¢]. Then for every j =1,...n
there is 5 € (t;_1,¢;) such thatﬂ

Z[f(tj) — [t )P = Z[f’(t;)]z(tj —t;1) < w(m) Z[f/(t}k')]2(tj —tj-1).
Thus
VA()(t) < V(Tligl_m {V(Wn) Z[f’(tj—)]Z(tj - tjl)} =
=, dim_v(m) ’V};mﬁo [f’(ti)]2<tj —tj1) =

= lim v(m,) /]f )| dx = 0.

(TI'n)—)

In the last step, we have used the fact, that the derivative f’ is continuous to ensure
that the Riemann integral fo |f'(z | dz is finite. In the opposite case the formal product
(whose value is not defined) 0 - co would yield anything between 0 and co.

In the previous section we have stressed the fact that the paths of Brownian motion
are almost surely nowhere differentiable, ergo the above does not apply. We define the
quadratic variation of a stochastic process with slightly different notation:

Definition 1.6.3. Let X = {X;} be a stochastic process and let {m,} be a sequence of
refining partitions as above. Then the limit]]

n

X)), := P- lim X, — X, )? 1.16
< >t V(Trn)g)ojzl( tj t]—l) ( )

is called the quadratic variation of a stochastic process X.

4Using the standard mean value theorem of real analysis.
SFor definition of the limit in probability (denoted P-lim) and other types of convergence of random
variables see the appendix @}
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As we have already hinted it might be interesting to calculate the quadratic varia-
tion of Brownian motion. To that end it suffices to prove the limit in the mean square
sense (definition in appendix @ The quadratic variation of this stochastic process is a
deterministic function:

Theorem 1.6.4. Let W = {W;} be a Brownian motion. Then
(WY =t, Vt>0.
Corollary 1.6.5. Let W = {W;} be a Brownian motion. Then|
VW), =00,  Vt>0.

Remark 1.6.6. We define a sequence of equidistant, refining partitions of interval [0, T:

lt
T = {to,...tn}, where t,:=—, Ve=0,...n.
n
Then y
e —ti—1 = —
for all £ =1,...,n and for the standard normal variables
Wi, — Wi
Y, = ———%, Vi=1,...,n
‘ Vie—ti
the following equality holds:
t
(Wte - Wtzq)z = (tf - tf—l)Yf = EYf (1‘17)

The random variables Y, are independent (due to the independence of Brownian incre-
ments) and identically N(0, 1)-distributed, so that the law of large numbers applies. Es-
sentially, the sums = Z v, Y7 converge to the common mean EY}?, as n tends to infinity,
ie.

_Z Wt[ Vth—l)Q 7H_O>O EY2 _ 1
ty— 1t !

Each of the terms (W, — Wthl) in this sum is quite different from its mean t, —t,_; = %,
however, under sum, the differences average out. These ideas are reflected in the following
relation

This, naturally, is not the usual relationship between differentials; since Brownian sam-
ple paths are almost surely nowhere differentiable. Nevertheless, this notation is rather

SFor a stochastic process X and a sequence of refining partitions as in the previous, the variation is

VYX);=P- lim Z;th X, |

v 7rn)~>0

so that a stochastic process has finite variation on interval [0, ¢] if its sample paths have finite variation
with probability one.
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concise shorthand for the concepts described above, so that it is advantageous to use it;
one has to bear in mind, that it holds only in large sums (as implied by the law of large
numbers). By analogical arguments, one gives meaning to

1.19
dtdt =0 ( )

as well.
In the next chapter, we shall define stochastic integral with respect to Brownian mo-
tion. Because an integral is usually some sort of sum, expressions similar to (1.18]) and

(1.19) shall prove quite useful.



Chapter 2

Ito integral and stochastic
differential equations

In this section we lay the foundations for the mathematics that are part of a standard
toolbox of quantitative finance practitioners. Leveraging our mathematical background
we try to go more into detail (where it is possible) in order to rigorously arrive at our
results. Our understanding is greatly indebted to [I3] and [§] yet again.

Our goal is to define an integral of a stochastic process X = {X;} with respect to the
Brownian motion W = {W,;}, so that we arrive at a new random variable

T
/ X5 dW, (2.1)
0

or even a stochastic process { f(f X dWs}teRg- These are just formal symbols for now.
The problem that arises when one tries to approach this naively is that the integral
cannot be defined in the usual Riemann-Stieltjes or Lebesgue-Stieltjes way, because the
sample paths of Brownian motion are almost surely nowhere differentiable and also the
variation of the process is infinite (see corollary . Ergo naive stochastic integration
is not possible. [14]

The motivation for introducing stochastic integral is the desire to model the random
behavior of a certain system via a differential equation (called a stochastic differential
equation)

dXt = Oé(t, Xt) th, (22)

where W, is a source of randomness (in our case Brownian motion) and a = «(t,x)
is a given coefficient function. The process X = {X;} is a solution of this stochastic
differential equation that is to be found. Inspired by the most common approach to solving
an ordinary differential equation (aside of simply guessing) - the separation of variables
and integration - we deem the construction of stochastic integral inevitable. In what
follows, we give precise meaning to formal symbols introduced above, the differential dWW,
(equipped with the knowledge of non-differentiability of Brownian paths, this certainly is
not the derivative of W) and explain the procedure of finding a solution and explain what
precisely comprises a solution of equation ([2.2]).

25
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2.1 Riemann integral of stochastic process

Before we pursue the construction of stochastic integral, we briefly introduce the Riemann
integration of a stochastic process. This concept is sometimes omitted in the literature
on stochastic integration, although it is implicitly used.

Definition 2.1.1. Let X = {X;} be a stochastic process and let {m,} be a sequence
of refining partitiondl] of the interval [0,¢] for some ¢ for which X is defined. Then the
stochastic process defined ad’|

t
/Xsds = L lim ZXt _1) = L% lim ZXt 1), Vi, (2.3)
0

n—-+oo ||7rn||ﬁ0

is called the Riemann integral of the stochastic process X on the interval [0, t].

Thus the existence of the integral fot X, ds is essentially determined by the existence
of the limit on the right-hand side of (2.3). One sufficient criterion to this effect, for a
process X with second finite moment, is the existence of the ordinary Riemann integral

t t
/ / RX(-I',Q) dl’dy, Vta
0 JO

where Ry is the autocorrelation function of the process X.

2.2 Ito integral

In the text below, we present the definition of the stochastic integral with respect to
Brownian motion, the so-called [t0 integral. We note, that in general it is possible to define
stochastic integral with respect to processes from a wider class such as Lévy processes or
semimartingales [14] (see the corresponding chapter and appendix for definitions).

Definition 2.2.1. The stochastic process C' := {C}(o,1] is said to be simple if there exists
a partition
o = {to,...,tn}, where 0=ty <t;<...<t,=T

and a sequence of random variables {Z,};e; such that

c, ::{ L, .1f t="T,

Zj7 if ij,1 <t< tj fOI'j €n.

Furthermore, the sequence {Z;} is adapted to natural Brownian filtration {F,_,}.

L As defined in section
2Basically, one can define the Riemann integral path by path as

</de> /X )ds,  YweQ

and from the theory of ordinary Riemann integral of deterministic functions it is known, that the result of
integration does not depend on the choice of the points in the partition subintervals at which the process
X is evaluated (unlike for the It stochastic integral defined later).
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Definition 2.2.2. Consider the partition m, = {fo,...,t,} and the process C' defined
above. We define:

e [to stochastic integral of a simple process C' on [0,T] as:
T n n
/ CodW, =Y Cp (W, =Wy, )= Z;(W,, = W,,_,). (2.4)
0 j=1 j=1

e [t6 stochastic integral of a simple process C' on the subinterval [0,t] C [0,T], where
t € [tr1,tk), as

t T k—1
1,(C) = / CLdW, — / Colion(s) dW, = S Z3(Wy, = Wi, )+ Ze(Ws— Wi ).
0 0

=1

(2.5)

Remark 2.2.3. Tt is easy to see that the Ito0 integral, being constructed in this way, depends
on our choice of evaluation of the simple process C in the left end-points of intervals
[tj—1,t;) (in particular equation (2.4])). This reflects in many of the properties of the
integral listed below and especially in the Ito formula, which basically states that the
Leibniz rule in the usual sense in It6 calculus does not hold. There are other integrals,
similar in construction to our approach, the only difference being in evaluation of the
process in other points of the intervals [t;_1, ;). A specific example which chooses the mid-
points for evaluation of the simple process C' in the sums is the so-called Stratonovich
stochastic integral. For this particular choice, the usual Leibniz rule is retained, however
other nice properties of 1t6 integral are lost. In finance the standard approach is via Ito
integration, however the Stratonovich integral finds its use in solving stochastic differential
equations [8]. We shall not pursue these methods here.

Considering a common refinement of two partitions for two simple processes C, C?)
it is apparent that the Ito integral is linear in the following sense:

I(aCW + BC®) = aI(CW) + BI(C?P),  Va,B €R.

Theorem 2.2.4. The It6 integral defined above is a martingale with respect to natural
Brownian filtration {F} 1.

Corollary 2.2.5. Because I(C) is a martingale, we have by the constancy of its expec-
tation:
0= E[[(C)] = E[L(C)], Vtel0,T].

Theorem 2.2.6 (1t6 isometry). The It6 stochastic integral satisfies the isometry property:

E[LC) = E Uot c, dWST _ /Ot EC2ds, i (2.6)

Theorem 2.2.7. The quadratic variation accumulated up to time ¢ by the Ito stochastic
integral is

(1(C)), = /0 2 ds. 2.7)
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Definition 2.2.8. Let V = V([0,T]) denote the class of functions
X R xQ R,
such that

1. the map (f,w) — X(t,w) is BY x A-measurable (here B denotes the Borel o-algebra
on R),

2. X(t,w) is Fi-adapted,
3. E [fOTX(t,w)th] < +o0.

Definition 2.2.9. Let X € V([0,T]). Then the It6 integral of X on [0,T] is defined byf|

n—-+o0o

T T
/ X, dW, = [2- lim / &M aws, (2.8)
0 0

where {£(™} is a sequence of simple stochastic processes such that

E MT(Xt —glmy? dt} — 0. (2.9)

Ité integral on a subinterval [0,t] C [0,7] is defined as

t T
/ X, dW, = / X Ipg(s)dW,,  Vte[0,T).
0 0

In [I3] the author proves that for a stochastic process X € V([0,T]) the approximating
sequence always exists. The Ito isometry is then used to show that I,(£(™) is
a Cauchy sequence, ergo, by the completeness of L2, the mean square limit exists.
Furthermore, the result of the stochastic integration as defined above does not depend on
the choice of the approximating sequence (because generally, that is not unique), and the
properties described in theorems (for a continuous version of It6 integral) and
hold for the general integrand X € V([0,77]) as well.

Theorem 2.2.10 (It6 formula for Brownian motion). Let f € C*(RJ x R). Then for
every t € [0,7]

t t 1 [t
ft, W) = £(0, W) —l—/ fs(s, W) ds+/ fu(s, W) dWS+§/ fuz(s, Ws)ds, (2.10)
0 0 0
which in the differential notation becomes

(W) = 8 W) dt -+ Fult, W) AW+ 3 Fualt, Wo)

3For definition of mean square limit or, in other words, limit in L2, we again point the reader to

section @
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Remark 2.2.11. In the formula above, we have quietly assumed the so-called differential
notation, now, we shall comment on that. Because the It6 integral (and so the It6
differentiation) does not behave the way, one would expect from ordinary calculus (see
the following remark), while working with the differential notation, one has to bear in
mind, that it is just a shorthand and the proper integral relationship gives meaning
to these differential relations. However, it is not only useful and concise to work with
this notation, but also safe, once we respect the Ito6 formula and the relations and
(11.19).

Remark 2.2.12. With the way the usual differentiation works, one has for the function
f(z) = x? with the domain R:

df (x) = d(z)* = 2z dz,
however, It6 formula above implies, that for the same function of Brownian motion
df (W) = dW? = 2W, dW; + dt

holds. Now, this is not as confusing, once we take into account, that the ”differentials”
in Ito formula are not actually derivatives in the usual sense. This "violation” of the
usual Leibniz rule is exactly the consequence of our choice in the definition of It6 integral
mentioned in remark 2.2.3|

Definition 2.2.13. Let {F;}jo7) be a Brownian filtration. An It6 process is a stochastic
process of the form

t t
X, = X+ / AW aw, + / AP gs,
0 0

where X is non-random, {Agl)} €V and {Af)} is a stochastic process which satisfies the
condition [} 1AP |ds < +o0.

Theorem 2.2.14. The quadratic variation of the It6 process is

.- [ A ds.

Definition 2.2.15. Let X be an It6 process and let {Y;}om be a stochastic process
adapted to {F;} such that

S

t t
E / Y2[A®2ds  and / V,A®)] ds
0 0
are finite for every t € [0, T]. We define the integral with respect to an Itd process as:
t t t
/ Y, dX, := / Y, AW dw, +/ YV, AP ds,  Vtelo,T].
0 0 0

Theorem 2.2.16 (It6 formula for an It6 process). Let {X;} be an It6 process and let
f € C*(RS x R) be a function. Then for every ¢ € [0,T7:

F0%0 = 1050+ [ L Xds+ [ 0% 0%+ 5 [l X0 2000,

——
:[AEDP ds
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In the differential notation:
1
df (1, X,) = fillt, Xo) dt + fot, X0) dXo + 3 fault, X,) AW at.

There is, of course, an It6 formula for functions of multiple It processes (in particular
two), which we shall not include here, because the notation and the calculations can
get rather chaotic. Nevertheless, the two-dimensional It6 formula has the following neat
consequence, which we shall use often in later applications:

Corollary 2.2.17 (It6 product rule). Let {X;} and {Y;} be It processes, then
d(X.Y)) = Y, dX, + X, dY, + dX,dY;, VL. (2.11)

We stress for the last time that this again shows the violation of the usual Leibniz
rule.

2.3 Stochastic differential equations
Definition 2.3.1. Let a,b: R? — R be functions. We call the formal equality
dXt = a,(t, Xt) dt + b(t, Xt) th <212)

(with Xy non-random given as initial condition) a stochastic differential equation (SDE).

Remark 2.3.2. The formal relationship above is justified by the ”proper” integral form

X, = Xo+ /Ota(s,Xs) ds + /Ot b(s, X,) dW, (2.13)
and the conditions on the coefficient functions
/Ot la(s, Xs)| ds < o0, (2.14)
t
/O [b(s, X,)]?ds < oo, (2.15)

where these inequalities must hold for every ¢ > 0, P-almost surely.

Definition 2.3.3. A process X = {X;} adapted to natural Brownian filtration {F;}

that satisfies relations (2.13)),(2.14)) and (2.15) is called a strong solution of the stochastic
differential equation (2.12)).

A characteristic feature of the above definition is that the Brownian motion W = {W;}
is assumed to be given a priori and the process X = {X,;} should be constructed from
it in an adapted way so that we have the functional relationship X = .#(W). Being
constructed this way, a strong solution of is based on the sample paths of W. If
the underlying Brownian motion were to change to a different Brownian motion W, there
would be a different corresponding strong solution, that still satisfies the same functional

relationship X = .7 ().
There is a well-known result on the uniqueness of the strong solution:
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Theorem 2.3.4 (It6). Let a = a(t,z),b = b(t,x) be measurable functions given as in

and satisfying
la(t,z) —a(t,y)| + |b(t,z) = b(t,y)| < Clz—yl, Ve,y e Rt €0,7), (2.16)
for some constant C' and
la(t,z)| + |b(t,x)] < K(1+ |z]), Ve e R, te[0,7T), (2.17)

where K is also a constant. Then the equation (2.12) has a unique strong solution

Remark 2.3.5. Here, the uniqueness of the strong solution X means that if there is another
such strong solution Y of (2.12)), then the two processes are indistinguishable, i.eﬁ

P(X,=Y)=1, Vtel0,T].

An example of the above defined SDE is a special case of linear stochastic differential
equation:
dXy = (a1 Xy + ag) dt + (1 Xy + b)) dW,, W, (2.18)

where ay, as, by, by € R are constants, such that the linear functions
a(x) == a1z + ag, b(x) := bz + by

satisfy relations (2.14) and (2.15). As a result of theorem the linear SDE ([2.18))

always has a unique strong solution.

Example 2.3.6 (Geometric Brownian motion). [8] Let us consider the following linear SDE
which is of great importance to quantitative finance, with many applications:

dXt = aXt dt + bXt th (219)

This equation is obviously a particular case of ([2.18]), solution of which can be found using
the It6 formula [2.2.10, We assume the sought after solution is a function X; = f(¢, W})
for some sufficiently smooth f, so that the It6 formula applies:

1
dXt - df(t, Wt) - ft<t, Wt) dt + fl«(t, Wt) th + §le«(t, Wt) dt
Comparing this with (2.19)), we obtain the following system of deterministic partial dif-

ferential equations:
{ af(t,x) = ft(t’ $) + %fmx(tv .’B)
bf(t,x) = fu(t, @)

From the second equation, we obtain
fea(t, ) = bfo(t,x) = b2 f(t, 2),

which we can substitute into the first equation, so that our system becomes

{ (a—3b?) f(t,z) = fi(t,2)
bf(t>x> = fx(tvx)

4This definition and more on the topic is included in the section of appendix @
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In both of these equations, there figure derivatives only with respect to one variable but
not with respect to the other. Therefore, we can employ the assumption, that there are
functions g = ¢(t), h = h(x) such that

f(t,x) = g(t)h(z).

Using this, we arrive at two ordinary differential equations (ODEs):

{ (a—350%) g(t) =4'(t)
bh(z) = h'(x)

Both of these ODEs are promptly solved by separation of variables, so that
g(t) = g(0)e"=#) n(w) = h(0)e™.

Iterating back to our initial assumption:

1
f(t,z) = gt)h(z) = g(0)h(0) exp { (a - §b2) t+ bx} :
We plug in the initial condition

Xo = f(0,Wo) = £(0,0) = g(0)h(0),

and finally:

2

Because is a linear SDE, the stochastic process is necessarily the unique
strong solution. It bears the name of geometric Brownian motion (GBM) and in many
models of mathematical finance it is assumed to model the behavior of some equity un-
derlying asset (a stock, for example). Apparently the geometric Brownian motion is a
non-Gaussian process, since it is log-normally distributed. If we denote the constant
c:=a— %bz, using the moment generating function of N(ct, b*t)-distributed random vari-
able, it is possible to determine the expectation function of GBM as

1
px(t) = exp { (c—l— §b2> t} , vt > 0.

From this, recalling the remark - since the expectation function is not constant,
it is obvious that geometric Brownian motion is not a martingale (i.e. there is no such
filtration, that it is a martingale w.r.t. it) under the probability measure P. On the other
hand, it is possible to prove, that geometric Brownian motion is a Markov process in the

sense of definition [1.5.6] [12]

We have defined a strong solution of the general stochastic differential equation (2.12]),
now we shall proceed to define a weak solution.

1
X; = Xopexp { (a — —b2) t+ bVVt} . (2.20)

Definition 2.3.7. A collection of objects
(QJ A? P)v {ft}7 W7 X

such that
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1. (2, A, P) is a probability space, {F;} given filtration on it,
2. W ={W;}, X = {X;} are {F;}-adapted stochastic processes,

3. W = {W,} is a Brownian motion with respect to P,

4. for each t > 0 the relations ([2.13),(2.14) and ([2.15)) hold,
is called a weak solution of (2.12)) given a = a(t,z),b = b(t,x).

In contrast to a strong solution a weak solution is not required to be a functional of a
priori given Brownian motion W. Actually, finding a certain Brownian motion is a part of
the process of solving in the weak sense. Weak solutions X of are useful to
determine the distributional characteristics of X, such as the expectation, variance and
covariance functions of the process. For these purposes, the sample paths of X need not
be known.

Remark 2.3.8. There are stochastic differential equations for which it can be shown, that
the strong solution does not exist, however, they have a weak solution.

Ezample 2.3.9 (CIR equation). We assume a stochastic differential equation of the form:

Because this equation found its use in modeling interest rates in famous article [I5] in the
so-called Coz-Ingersoll-Ross (CIR) model, it is usually referred to as the CIR equation or
CIR process. Sometimes the equation is also called the square-root equation, for obvious
reasons.

Unlike equation , the CIR equation does not have a closed-form solution. Al-
though there is no formula for {X,}, there is a unique solution to this SDE starting from
a given initial condition Xy. [12] It is possible to determine many of the distributional
properties of the CIR process. We start by calculating the expectation function; using
the Ito product rule:

d(eF X,) = keF X, dt 4 M d X, =
= keF' X, dt + "' k(n — X,) dt + Mo/ X, dW, =
= eFkn dt + b/ X, dW,.

We integrate:
t t
X, = Xy + kn/ ek ds +b/ ek /X, dW,,
0

0
—(ek-1)

and taking the expectation:

t
MEX; = Xo+n(e" —1)+bE V e\ X, dWs} :
0

/

=0

Altogether, we arrive at the first moment:

EX,=(Xo—n)e™4n,  Vt>0. (2.22)
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By analogical steps, it is possible to derive the second moment and specifically, the vari-
ance: 2 2

VarX, = on(e_kt — e M) 4 T
One of the features of the process is that it is mean reverting, i.e. once the process
X; gets very far from the value of n, the first term (the drift part) in the equation prevails
and drags the process back. This reversion to the mean was one of the reasons, why
the CIR process became popular in modeling interest rates. Another reason is that the

process does not take on negative values. In fact, if the condition

(1—e ™2  vt>0. (2.23)

2kn > b2

holds, then the drift part of the process is sufficient for the process to stay positive
and not reach zero. [I6] Currently, the CIR process is losing on popularity in fixed
income modeling, since, as recent developments have shown, negative interest rates are
not unusual in the real-life markets.

Just as interest rates, the variance of an equity asset is believed to have the reversion
to the mean property; moreover, variance should never become negative by definition.
Due to these facts, the CIR process is employed to model the variance of the underlying
asset in the Heston model, that we shall introduce later (see the corresponding chapter).

In bond pricing, often the integrated CIR process {Z;} defined as

t
7, ::/ X,ds, ¥t>0 (2.24)
0

enters the discussion. We shall utilize it in a slightly different manner in our deriva-
tions presented in the last chapter. It can be shown, that the characteristic function of
integrated CIR process is [17]

bz, (u) = A(t, u)ePEwXo, (2.25)

where
exp (k;—znt)
A(ta U) = 2kn )
[cosh (%t) + %sinh (%t)] b2
2tu
B(t =
) = T coth (Z7)

with

T = VEk? — 2b%u.

2.4 Generalized geometric Brownian motion

Let {W;} be a Brownian motion with {F;} filtration and let {u:},{o:} be processes,
adapted to {F;}. We define an It6 process (by definition [2.2.13))

t 1 t
H, ::/ (#5—503) ds—l—/ osdW,. (2.26)
0 0
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Written in the differential form:

1
dH, = (ﬂt - 503) dt + o dW,, (2.27)
where alsd’]
dHy dH; = o dW, dW,; = o} dt. (2.28)

We define another process, by

t 1 t
X, = Xoe™ = Xpexp {/ (,us — 503) ds + / Ts dWS} : (2.29)
0 0

Here X is deterministic and positive. We use the Ito formula for an It6 process:

1
dX, = Xod(e"t) = Xo(e"t dH, + ierdHt dH,) =

1 1
= Xt |:(Mt - 50_,52) dt + O¢ th:| + §Xt0t2 dt =

= ,utXt dt + UtXt th

In these calculations, we have verified, that a process

t 1 t
X; = Xpexp {/ (,us — 50?) ds + / O dWS} , vVt > 0, (2.30)
0 0

called the generalized geometric Brownian motion is a solution of the equation:
dXt = ,utXt dt + O'tXt dVVt, Vit 2 0. (231)

Because we have not defined stochastic differential equations with stochastic processes as
coefficients, this is not strictly speaking a solution of an SDE. It would be more correct to
call the GGBM a different integral representation of the [to process defined in differential
notation as . Unlike for the usual geometric Brownian motion, the distribution of X,
need not be log-normal, because p; and o; are allowed to be stochastic. If these coefficient
processes are in fact constants p and o, then the solution becomes the usual GBM,
which was derived in example We note here, that generalized geometric Brownian
motion is not a martingale and that it also represents the most general model of an asset
price, that is always positive, has no discontinuities (in the sense of sample paths) and is
driven by a single Brownian motion. [12]

5This also mimics theorem [2.2.14] since

t t
<H>t:/ dHSstz/ o2ds.
0~~~ 0

d(H)s
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2.5 Some important theorems in It6 calculus

The above developed theory of the Ito integral and the SDEs based on it are sometimes
together briefly referred to as the Ito calculus. In sections|l.5and [1.6| we have shown that
Brownian motion {W;} is a martingale (w.r.t. natural Brownian filtration) starting at
zero with continuous sample paths that accrues quadratic variation as (W), = t. It turns
out that these properties together are sufficient for a process to be a Brownian motion.
This is the content of the following theorem.

Theorem 2.5.1 (Lévy characterization). Let {M,} be a martingale with respect to the
filtration {F;}. If

1. My =0,
2. {M,} has continuous sample paths,
3. (M), =t, Vt>0,
then {M,} is a Brownian motion with {#;} its natural filtration.

Although this theorem does not need or reference the machinery of It6 calculus at all, it
is often used in proofs of many cornerstone theorems in stochastic calculus. The theorem
is also interesting, because there is no assumption on normality of the distribution of the
martingale M, however the other assumptions are enough to imply it.

Another fundamental theorem, that we display here for reference is the martingale
representation theorem.

Theorem 2.5.2 (Martingale representation). Let {W,;} be a Brownian motion on a prob-
ability space (2, A, P) with natural filtration {F;}. Let {M;} be a martingale with respect
to this filtration, then there is a process {G;} such that

t
Mt:MO+/ G, dW, — Vte[o,t.
0

2.6 Equivalent measures, Girsanov theorem

So far, we have worked with only single probability measure P on the measurable space
(Q,.A), thus we did not need to specify the measure explicitly on some occasions. For
example the expectation in the definition of Brownian motion (used for independence of
increments) is actually tied to the probability measure as well as the conditional expec-
tation in the martingale assumption of Lévy characterization [2.5.1] In this section we
shall state some important facts regarding definition of different probability P and the
relationship between the measures P and P alongside the relationship between different
Brownian motions.
We shall start with some definitions.

Definition 2.6.1. Let P, and P, be two probability measures given on the same mea-
surable space (€2,.4). Then we say that the two measures are equivalent if



2.6. EQUIVALENT MEASURES, GIRSANOV THEOREM 37

Given a P-almost surely positive random variable Z with £Z = 1 it is possible to
define another probability measure P by:

P(A) = /A Z(w)dP(w), VYA€ A (2.32)

Theorem 2.6.2 (Girsanov). [12] Let {IV;} be a Brownian motion on a probability space
(€2, A, P) and let {F;} be a natural filtration for this Brownian motion. Let {(;}o1] be a
stochastic process adapted to this Brownian filtration. Define:

Z, = exp{—/o gdeS—%/O gfds}, te 0,7, (2.33)

t
Wt = Wt + / <s ds (234)
0

and assume that .
E/ (FZ2dt < <. (2.35)
0

Set Z := Zp. Then EZ = 1 and under the probability measure P given by ([2.32), the
process {W;}o,71 is a Brownian motion.

In fact the two measures P and P are equivalent; because of that, P is called equivalent
martingale measureﬂ It is important that the two measures are equivalent, so that they
agree on which sets are of measure zero. Later, we shall employ the Girsanov theorem
in the models of quantitative financd’] where it is going to be substantial that the two
measures agree on what is possible and impossible in terms of probability.

6The word martingale in the title occurs due to the fact that W is a martingale with respect to P.
Showing this is part of the proof of the Girsanov theorem, where one uses Lévy characterization to prove
the assertions.

"We mention that we shall use in the ”differential notation”:

dW, = dW, + ¢, dt.
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Chapter 3

Black-Scholes-Merton framework

In this chapter, we discuss what is probably the most famous model in quantitative finance,
for it was at the very inception of the whole field. The model was first published by F.
Black and M. Scholes in [2] with significant contributions from R. Merton [3]. Due to its
simplicity the model is wildly popular although it has many known drawbacks originating
in various simplifying assumptions that are part of the model. For this reason, nowadays,
the model is mainly used first, as an introductory educational device, and second, as a
quoting device.

3.1 Model assumptions

In this and in the next section we shall use the following notation and assumptions. We
assume a market model with underlying equity product (usually a stock) and we are to
value a derivative contract written on it, a plain vanilla Furopean call option. We have the
following model parameters: o > 0, the volatility of the underlying asset, p > 0 the rate of
return on the asset. We note, that one of the model assumptions is that these parameters
are constant. The underlying asset (to which corresponds the natural Brownian filtration
adapted stochastic process {S;}o,r1) behavior is modeled by a unique strong solution of
the following SDE:

dS; = pS;dt + oSy dWy, o >0, (3.1)

the geometric Brownian motion (per example [2.3.6)):

1
S; = Sy exp { (u - 502> t+ cht} . (3.2)

We assume that the underlying does not pay any dividendsﬂ Here {W,} is the usual
Brownian motion and Sy is supposed to be adapted to the natural Brownian filtration
{F:}; it is the initial stock-price observed in the market, unless the contract is forward
starting (we shall not concern ourselves with this case here). Next assumption is that
in the model, there is a non-risky asset, a bank account (a money-market account); for
definition, see [B.1.1] Here the interest rate r is assumed to be constant, so that

dBt = TBt dt (33)

IThis assumption may be adjusted for retrospectively. For our purposes it is not necessary to do so
and hence we do not mention it again.

39
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has a solution
Bt = Boert, Vt

Lastly we assume, that the market is sufficiently liquid so that there are no transaction
costs resulting from buying or selling assets.

3.2 Portfolio process, Black-Scholes-Merton PDE

For the purposes of valuing the European call option with maturity 77 > 0 we shall
work exclusively with times ¢ € [0,7]. One holds certain amount {A;} of shares of the
underlying asset and {m,} in the bank account, thus {II;} 7], where

Ht = AtSt + mtBt, Vit (34)

represents the portfolio composed of the underlying and the bank account according to
the trading strategy (A, my). Both {A;} and {m;} are supposed to be adapted to the
natural Brownian filtration and they are allowed to assume positive or negative values.
A negative value of A; represents shorting?| the underlying asset while negative m, means
that one borrows money at the risk-free rate r.

Let us assume that the trading strategy (Ay, my) is self-financing, i.e. that the incre-
ments in the portfolio value II; result only from changes in the prices of the underlying
asset Sy and the bank account B;. The self-financing condition is expressed by the rela-
tionship between differentials:

dHt = AtdSt ‘I— mtdBt. (35)

Substituting for the behavior of S;, By from (3.1)), (3.3) and for {m,} from (3.4), the
self-financing condition may be expressed as

dHt = At(,uSt dt + O'St th) + ’I"mtBt dt =
== At(,uSt dt + O'St th) + T(Ht - AtSt) dt = (36)
= ’r'Ht dt + (,U — T)AtSt dt + O'AtSt th

One is obviously interested in what is the present (at time zero) value of the portfolio
process at time ¢t > 0. In order to calculate the Ito differential of the discountedﬂ portfolio
value D(t)IT, = e "II;, we first calculate the discounted value of the underlying asset.
Employing the [t6 product rule [2.2.17]

d(D(t)S;) = d(e™"S;) =
= —re_rtSt dt + e—rt dSt = (37)
= (/L — T)B_rtst dt + e_TtO'St th

2Shorting or selling short an investment product means that one borrows the particular investment
product from its owner and immediately sells it to raise cash. This obviously comes with the obligation
to later return the asset back to the owner.

3For definition, see relationship with constant interest rate r. For this case, the bank
account and hence also the discount factor are deterministic functions.
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Then the differential of the discounted portfolio value becomes:

d(D()IL) = d(e "11;) =
= —re "I, dt + e " dIl, =

= —Te_rth dt + €_Tt [T’tht + (,u - T’)Atst dt + O'AtSt th] = (38)
= efrt(u — T)AtSt dt + eirtO'AtSt th =

Interpreting this, we observe that the change in the discounted portfolio value is solely
due to change in the discounted price of the underlying.

Now we consider a certain derivative contract (most commonly a European call option)
with payoff (max{Sr — K,0} in the case of an option with strike K) at time 7" (the
expiration of the contract). Black, Scholes and Merton [2, 3] argued that the value
of this derivative C' = C(t,S;) at any time ¢ € [0,7] should depend on the time to
expiration T'—t and on the value of the underlying (say, the stock price) at that time (in
addition to dependence on the model parameters ¢ and possibly u). Ergo, the function
C = C(t,z) is deterministic, however C(t,S;) is a random variable at every t € [0,7],
hence it is a stochastic process. Furthermore, C' = C(t, z) is assumed to be continuous
and differentiable in both variables.

It shall be now our goal to find this function C' = C(¢, ). We begin by computing the
differential, using the Ito6 formula for an It6 process:

dC(t, St) == Ct(t, St) dt + Cx(t, St) dSt + %wa(t, St) dStdSt -

1
= Ct(t, St) dt + Cx(t7 St)(,USt dt + USt th) + §Cxx(t, St)(,uSt dt + USt th)Z =

1
= Ct<t, St) + §O'ZSECxx(t, St) + ,USth(t, St) dt + O'Stcx(t, St) th
Next, using the Ito6 product rule and substitution from dC'(t, S;):

A(D(A)C(L, S,)) = d(e "' C(t, S,)) = —re "' C(t, S,) dt + e " dC(t, S,) =

= —re ""C(t, Sy) dt + e |Cy(t, S;) + %UQS,?Cm(t, Sy) + uS;Cy(t, S) | dt+

+€7TtO'Sth (t, St) th

A replicating (hedging) portfolio starts with some initial capital IIy and invests in the
underlying and money-market account so that the portfolio value I1; at each time t € [0, T]]
agrees with C'(t,S;). To ensure that

I, = C(t, ), vt € [0,T], (3.9)
we demand that

Io=C(0,5) A  dD®IL) =dDE)C(tS,)), Vtelo,T] (3.10)
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Apparently, integrating (3.10) and employing the initial condition, the equality (3.9) is
satisfied. Equating the above calculated differentials, we obtain:

e — 1) AS dt + e T o ALS, W, =

= —re ""C(t, Sy) dt + e~ |Cy(t, S;) + %aszCm(t, Sy) + uSiCy(t, S) | dt+

+€_Tt0'8tcx(t, St) th
For this equality to hold, the terms figuring in front of dW; must be identical:

Ay =Cy(t,S),  Vtelo,T]. (3.11)

This quantity is called the delta of the derivative contract (option) written on the un-
derlying. By the standard derivative interpretation it represents the change in the value
C'(t, S;) resulting from the change in the price of the underlying.

Remark 3.2.1. Before we proceed with the derivation of the BSM partial differential
equation, we would like to comment on the relations contained in and .
Basically, we are able to find the strategy of combining the shares of the underlying asset
and the money-market account so that we replicate the European call option as long as
we delta hedge. This is, by definition, continuous; so to achieve a perfect hedge, one has
to hold exactly A; = C,(¢, S;) shares of the underlying at every moment ¢ € [0,7]. As the
reader can imagine, this requires rebalancing (buying or selling shares of the underlying)
very often. In the section [3.1 we have made the assumption, that there are no transaction
costs. In reality, transaction costs are an obstacle that prevents the continuous delta
hedging as prescribed by the above formulae.

Now, we shall continue with the derivation; comparing the dt terms in the equality,
that we demand, and using the formula for delta, we obtain

1
(. —71)Co(t, S))S, = —rC(t, ;) + Cy(t, S;) + uCu(t, Sy) + 5025‘50”(@ Sy).

Canceling the uS;C,.(t, S;) term, which appears on both sides of the equation, we arrive
at:

1
T'C(t, St) = Ct(t, St) + TSth(t, St) + §UZSECxx(t, St)

This is the Black-Scholes-Merton partial differential equation for the deterministi(ﬁ func-
tion C' = C(t,x):

oC oC 1, ,0°C
= __ I > .
: (t,x) +re - (t,x) —rC(t, ) 20 x - (t,x), tel0,T],z >0, (3.12)

with the terminal condition

C(T,z) = max{z — K,0} = (x — K)™".

4By delta hedging, we eliminate all risk, so that the portfolio perfectly replicates the option payoff
and the option price obtained in the process is deterministic.
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Remark 3.2.2. [1§] The Black-Scholes-Merton equation is (second-order, linear)
parabolic partial differential equation. The terms 9,C and —3022?02,C balanced on the
two sides of the equation represent a smooth diffusion of the option price similarly to a
heat diffusing in some medium as described by the heat equation. The only difference here
is that the coefficient in front of the second-order derivative depends on the variable z,
which basically means the inhomogeneity of the "medium” in which the diffusion occurs.
The term rx0,C is a convection term which, loosely said, drifts the price in a preferred
direction and the term —rC' accounts for decay.

We shall not solve the BSM equation here. A solution C' = C(t,z) will be found by
measure-theoretic methods (change of measure, Girsanov theorem) in the next sections;
we shall thus present a dual approach with more general applications.

3.3 Risk neutral pricing

Let {Wi}tcpo,m be a Brownian motion on a probability space (2,4, P) (as hinted by
Girsanov theorem, in this section it will be crucial with respect to what probability
measure the particular process is a Brownian motion) and let {F;}icjor7 be a natural
filtration for this Brownian motion. Here T is a fixed endpoint of the interval. The
underlying security (say, a stock) shall be modeled by a stochastic process {S;} determined
by differential relation (i.e. it is an It6 process):

dSt = ,utSt dt + O'tSt th, YVt € [O, T] (313)

Here p; and oy are processes adapted to the Brownian motion filtration discussed above.
Furthermore let o; be non-zero almost surely for all ¢ € [0, 7. Per section , solution to
stochastic differential relation (3.13]) is generalized geometric Brownian motion process:

t t
S; = Spexp {/ o, dW, + / (us - %ag) ds} ) (3.14)
0 0

Using the discounting defined in definition by relation (B.4)), the discounted stock
price process iﬂ

¢ t 1
DSy = Spexp {/ o dWs + / (,LLS — T — 50?) ds} ) (3.15)
0 0

and using the product rule [2.2.17| and equation ([B.5)) it satisfies the stochastic differential
equation
d(DtSt) = St th + Dt dSt + th dSt ==

== —StTtDt dt —+ _Dt(,l,tht dt + O-tSt th) == (316)
= (/,Lt — T't)StDt dt + StDtO't th
The stochastic process {\;}[o7] defined byﬂ

M — Ty

A . vtelo,T), (3.17)

O

5In this section, we allow for stochastic short rate {r;} as well.
6At the beginning of this section, we have demanded that o, is non-zero P-almost surely for all
t € [0,T], ergo this definition is correct in the usual L?(£2, A, P) sense.
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is called the market price of risk.

We introduce the probability measure defined in Girsanov’s theorem [2.6.2] where in
place of the generating process {(;} we substitute the market price of risk process {\;}
defined above. This yields the stochastic process {Z;} (ergo the random variable Zr)
necessary for definition of P. In terms of Brownian motion {W,} we may rewrite the

equality (3.15)) as
d(DyS;) = 0, DSy dW. (3.18)

Definition 3.3.1. A probability measure P on a probability space (Q, A, P) is said to be
risk neutral, if

1. P and P are equivalent measures, i.e.

P(A)=0 <<= P(A)=0, VAcdA,

2. under P, the discounted stock price {D;S;} is a martingale with respect to the
natural Brownian filtration {F;}.

Equation (3.18]), rewritten in the ”proper” integral form

t
DiS, = Do So+ / 0. DS, AWV,
N~~~ 0

=1

ability measure P (and according to [2.2.4] every Itd integral is a martingale w.r.t. the
natural Brownian filtration). The process {S;} (being generalized geometric Brownian
motion) is not a martingale under P, nor is {D;S;}, however, the latter is a martingale
under the risk neutral probability measure P.

Remark 3.3.2. With the use of the equation (which is the equality (2.34) rewritten for
our particular case)

apparently consists a martingale for the process D,S; is an It6 integral under the prob-
i

Mt — T
0¢

dW, = — dt + dW,, (3.19)

one is able to calculate

e = T dt -+ UtSt th =
o (3.20)

= T’tSt dt + O'tSt th

dSt = ,utSt dt -+ O'tSt th = ,U/tSt dt — O'tSt

This has a solution (again in the sense of GGBM)

t 1 t
S; = Sy exp {/ (Ts - 503) ds + / O dWs} ) (3.21)
0 0

We conclude that under the risk neutral measure P (which turns the discounted stock
price into a martingale), the mean rate of return on the asset represented by {S;} is r;.
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Now we turn our attention to the problem of constructing a portfolio similar to that
used in the previous section, only we relax the restrictive condition of r, u and o being
constant and instead follow in the full generality of working with stochastic processes
{r¢},{p} and {o;}. We again denote by A = {A;} the amount of shares of the underlying
held in the portfolio {II;}. The rest of this portfolio m;, = II; — A,S; is again invested in
the money-market account By, so that {A;, m;} constitutes a trading strategy, on which
we impose the self-financing condition. Making use of these facts:

dHt = At dSt + Tt<]:[t - AtSt> dt = At,utSt dt + AtUtSt th + Tth dt — TtAtSt dt =
= At(,ut — Tt)St dt + Tth dt + AtO'tSt th = AtUtSt<)\t dt + th) + Tth dt =
= AtO'tSt th + T’th dt.
Discounting as usual, we have:
d(Dth) = —TtDth dt + Dt dHt =
= —T‘tDth dt + DtAtO'tSt d‘;Vt - TtDth dt = (322)
= DtAtUtSt th
Now it is time to construct a hedging argument analogical to that of previous section. We
desire to find a process {A;} (ergo the corresponding portfolio process {II;}) and an initial
capital Iy, so that IT replicates a general (even path-dependent) payoff at maturity. We
denote this general payoff (of a derivative contract) - an Fp-measurable random variable -

by Vi; it is the intrinsic value of the derivative at ¢ = T, the expiration]] In this notation,
the replicating condition is

Iy = Vp P-almost surely. (3.23)

To our aid, we have the following corollary of the martingale representation theorem [2.5.2]
of section 2.5t

Corollary 3.3.3. [12] Let {W,}{0,r) be a Brownian motion with respect to P and let {F;}
be a natural filtration for this Brownian motion. Let {(;} be a process adapted to {F;};

we define . .
1
Zy ::exp{——/ Cfds—/ CSdWS}
2 /o 0

t
Wt = Wt + / CS ds. (324)
0

and

We also assume that E’fOT (2Z2?ds < oo. If we denote Z := Zp, then EZ = 1 and the

processj/i/ given by (3.24)) is a P-Brownian motion. Let also {M,} be an {F,}-martingale
under P. Then there is an {F;}-adapted process {G;}, such that

t
M, :M0+/ GydW,, — Vtelo,T). (3.25)
0

"In case of a European call option, this is Vz = max{Sr — K, 0} as usual.
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The discounted portfolio process { D;I1;}, being an It6 integral is a P—martingale with
respect to {F;}:

DI, = E[Dyllyp|F] = E[DrVe|F], Ve [0,T]. (3.26)

We recall, that we still have to find {A;} (resp. {II;}) so that II; = Vr holds. Since
IT; is the value of the replicating portfolio at ¢, which represents the capital needed to
successfully hedge, we call it the price of the derivative contract at time ¢ and denote it

V;. Now, the corollary applies, so that there is an {F;}-adapted process {é’t} such
that .

DI, = D,V, = Dy V0+/ GydW,,  vtelo,T). (3.27)
Using relationship (3.22)), the discounted contract price (or the discounted portfolio pro-
cess) {D,V;} also satisfies

t
DV, = D,II, = D, Ty + / Ao,D,S,dW,,  Vte0,T] (3.28)

In order for the equality (3.23)) to hold, equating (3.27) and (3.28)), we see, that it is

enough to set
Iy = Vo

and to define the proces{
G,

A, =
! UtDtSt7

vt € [0, 7). (3.29)

These two conditions together ensure, that I, = V, for all ¢ up to and (especially) including
time 7. Thus, we have successfully found a replicating portfolio from which we can
determine the price of the derivative contract at time ¢ as

V, = Dy E[DVi|F] = Elel =% V| F), Yt e[0,T]. (3.30)

This is the cornerstone of quantitative finance, the risk neutral pricing formula.

3.4 Solution of the BSM equation via risk neutral
pricing
To obtain the Black-Scholes-Merton price of a European call, we assume a constant volatil-

ity o > 0, constant interest rate r and take the derivative contract payoff at expiration
T, to be the option payoff

VT = maX{ST — K, O} =: (ST — K)Jr

8We remind ourselves that at the beginning of this section, we have postulated {o;} to be a P-a.s.
non-zero (positive) process.
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The right hand side of ([3.30]) becomes
Ele T (S — K)*|F].

Because, as noted in chapter (1}, geometric Brownian motion is a Markov process, this
expression depends on the stock price S; and on the time ¢ at which the conditional
expectation is computed but not on the stock price prior to time t. In other words, there
is a function C' = C'(t, x) such that

C(t,S;) = Ele " T=9(Sp — K)|F]. (3.31)

With o, r constant, the S; is described by the regular geometric Brownian motion. Which
in the risk neutral setting takes form of:

1 ~
Sy = Spexp { (7‘ — 502> t+ aWt} . (3.32)

Using this formula for ¢ = T" and then substituting in from the same formula in order to
get rid of the dependence on Sy we may write:

ST:Stexp{(r—%UQ) (T—t)+a% T—t}.

Here T'—t = 7 is time to maturity and

W Wi
T—1

Y = ~ N(0,1) (3.33)

is the standard normal random variable. Using the fact that S; is F;-measurable (see

section and the random variable exp { (T — %02) T — OY\/F} is independent of F;, we

can use the corresponding properties of conditional expectation and arrive at

(ron{(r- ) -} 1) |-

- 1 Foo 42
~ TR == [ e Sy - (3.34)

=e — T ex r— =0 | T —0\TY ¢ — e zdy.
o ) p 5 Y Y

Before continuing in (j3.34)), we get rid of the maximum, here

C(t,x)=e"E

1

xexp{(r—EJQ)T—a\/;y}—K>0

is equivalent to
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Therefore, now continuing in (3.34)), we have:

1 d—(1,x) 1 42
C(t, ) :6_TTE /_Oo (mexp{(r—§02)7—a\/?y} —K) e zTdy =

1 d_(1,x) 1 2 Tx) 2
= Em/ e "Texp { (7’ — 502) T — aﬁy} e 2dy— e_”Kﬁ/ —7 dy =

1 d-(r.z) 1 2
= \/?l'/ exp {—5027 — a\/Fy} e rdy—e "TK®(d_(1,x)) =
77 -0

\/% /d " exp{—%(y—i—a\/_) }dy e "TK®(d_(T,x)).

Now changing the variable §j = y + 0+/7 in the integral and denoting

dy(r,2) :==d_(1,2) + o\/T,

we arrive at

C(t,S,) = S, ®(ds (7, S,)) — e " K®(d_(r, S,)), (3.35)

where ® = ®(z) denotes the cumulative distribution function of standard normal random
variable at a point z and

do(r,z) = af {mﬁ + (r + %JQ) T] . (3.36)




Chapter 4

Volatility

In the previous, we have encountered volatility as a (by assumption) constant parameter in
the Black-Scholes-Merton model. In this chapter, we present an overview of the additional
features that the concept of volatility encompasses. First, we distinguish between the
historical /realized volatility of the asset returns. Second, we classify BSM and other,
more general models by their approach to modeling volatility. In the process, it shall
become clear why we are making these distinctions.

4.1 Realized volatility

The annualized standard deviation of log-returns {hy,...,h,} (differences in asset price
on which the logarithm function has been applied) defined as:

ori= | —— 3 (he — h)2, (4.1)

n—1
=1

is called the realized (or historical) volatility. Here a is the annualization factor usually
equal to the number of business days in a year and h is the arithmetic average of all
log-returns. If the log-returns {h,}}_, are independently and identically distributed with
N(p, 0?), then 0% is an unbiased estimator for the variance o%. As remarked by Wilmott
[19], there are two timescales associated with calculating volatility as (4.1). First, the
timespan during which the asset price is monitored and second, the time elapsed between
two subsequent observations. By the assumption of the BSM model, there is no timescale
associated with the volatility parameter oggy. The realized volatility is necessarily back-
ward looking statistical measure and thus using the realized volatility in BSM option
pricing model, one makes an implicit assumption that the past behavior will continue
into the future. This is the assumption that the practitioners of quantitative finance are
usually trying to avoid. Moreover, the historical volatility often fluctuates.

4.2 Implied volatility, the smile

One of the assumptions of the BSM model is that the volatility parameter oggy is a
positive constant, which is then plugged into the geometric Brownian motion. Should
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one be able to estimate this parameter from the market data, then any vanilla call option
with an arbitrary strike K (and the corresponding moneyness relative to current spot
price S;) and an arbitrary time to maturity 7 = T — ¢ should be correctly priced by the
pair of equations (3.35), (3.36). However this is not the case. The prices in (generally
any) market are not consistent with the BSM price C(t, S;).

It is thus natural to ask what is the value of 0y, > 0 which reconciles the BSM prices
with the prices Cyps actually observed in the markets. This value is the so-called implied
volatility, or the volatility implied by the Black-Scholes-Merton model and it poses the
inverse problem; equating Cgqy(t, St) = Cops, what is the value of oy,,? The dependence
of option value Cgg); on the parameter is monotone, so that the problem has a unique
solution.

Asking this question since the 1980s, the traders and the quants started to notice that
if they express the implied volatility for options with various strikes (but written on the
same underlying and with the same time to maturity), they obtain various sigmas, so that
actually oimp = Oimp (). Plotting this dependence of implied volatility on the strike, one
obtains picture similar to:

Figure 4.1: This is the implied volatility smile on the S&P500 index as
of 25.4.2019. The abscissa is actually in terms of the strike relative to
the current spot price, the moneyness. We display here a screenshot
from Eikon application, courtesy of Reuters.

Figures of this type became commonly known as the implied volatility smile, exact
shape of which usually depends on the type of the market as well as the current economic
cycle (sometimes they are called smirk or frown instead).

The situation is even more complicated because it turns out that oy, exhibits whole
term structure; the implied volatility varies with respect to the time to expiration 7 as
well.
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Figure 4.2: These are the implied volatility smiles on the S&P500 index
as of 25.4.2019 for option expirations of one month (orange) and one year
(red). We display here a screenshot from Eikon application, courtesy of
Reuters.

Finally, the parametric dependence iy = Timp (7, ) is known as the volatility sur-
face, for it is usually graphically represented as:

Figure 4.3: When one considers the smile and extends it for the term
structure, one obtains a three-dimensional surface - the volatility sur-
face. This surface is again on the S&P500 index as of 25.4.2019. The
axes are inverted, so that the whole surface is clearly visible. We display
here a screenshot from Eikon application, courtesy of Reuters.
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4.3 Local volatility

For a pricing model it is essential to fit the market observable prices at a given moment
(and thus the volatility surface). This poses a problem, for, as explained above, this is not
one of the features of the Black-Scholes-Merton model. The most straightforward solution
to this problem is to match the observed volatility surface by assuming that the volatility
is a deterministic function o = (¢, x) figuring in the stochastic differential equation:

dSt = ,MSt dt + O'(t, St)St th (42)

This model was introduced in [20} 21] and is called the local volatility model (the function
o = o(t,x) is called the local volatility function) or shortly the LV model. Let us denote
Cobs = Cops(T, K) the observed market price of a call option with strike K and maturity
T. It was shown by Dupire [20] that for any such set of observed prices at one moment
there is a unique local volatility function given by:

8Cobs 9Cobs
(1, K) = o0t (LK) 4 TR (T )
K2aTOQbS(Ta K)

(4.3)

This is the Dupire formula.

Related to the local volatility model is the procedure of calibration. This means
choosing the model parameters so that the theoretical prices provided as the model output
for exchange traded contracts (usually vanilla instruments) match exactly, or as closely
as possible the market observable prices at an instant in time. Although calibration is a
procedure that is employed even in the more advanced models described below, with local
volatility models one needs to re-calibrate (that is, to again find a new function fitting the
market) often. The market practitioners are fully aware that the local volatility models
are not describing the actual volatility dynamics, the same way they are aware of the
fact that the Black-Scholes-Merton is practically a toy model. In some cases, simplicity
is more important than faithful representation of the reality.

4.4 Stochastic volatility

In the previous section, we have assumed a deterministic function ¢ figuring in the equa-
tion modeling the behavior of underlying asset. Next step in this direction is to realize
that the random changes in volatility might be genuine and thus model the volatility as
a stochastic process o = {0, }. The differential relation for an underlying asset becomes

dSy = pySy dt + oSy dWy;

this is an [t06 process. One then has to specify the behavior of the volatility process {o;} in
some way. The usual approach is to prescribe a stochastic differential equation to it. That
is the route that we follow in the last section of this chapter and the subsequent chapter
on the Heston model. There are other ways one can achieve or define stochastic volatility
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(SV), some of which we shall introduce in the last chapter. Some models commonly used
by practitioners combine local and stochastic volatility.

Generally speaking, the SV models can be subdivided into three following categories
- continuous diffusion based, jump diffusion and pure jump. An example of continuous
diffusion based model is the one introduced by S. Heston [4]. Since these types of models
are well-studied there are other popular models from this category, which is usually good
at explaining the volatility smiles for longer maturities. Conversely, for shorter maturities,
(loosely speaking) the continuous diffusion cannot keep up with the real price dynamics
and large moves, so that these models’ description of the situation is unrealistic without
setting the parameters to some large values. Attempting to correct this pathology, price
discontinuities are introduced in the so-called jump diffusion models. Jumps in these
models are useful because they remedy the issue of short-term smile and diffuse away in
the long run, so that the advantages of SV model are retained. The most realistic models,
however, are some of the pure jump models, which have no diffusion component, yet they
exhibit infinite activity, most of which is encompassed in small jumps with occasional
large moves. We shall be focusing on pure jump models in the last two chapters of this
text. Let us sum up the taxonomy of models in the following scheme (subjectively, these
are ordered from simplest to the most sophisticated ones) with examples:

1. Constant volatility parameter (BSM model)
2. Local volatility function
3. Stochastic volatility

e Diffusion based (Heston model)
e Jump diffusion

e Pure jump (Variance gamma)

We note that, just as the model with constant volatility parameter is a trivial local
volatility model, LV model is a very constrained continuous diffusion based stochastic
volatility model with the stochastic process {o;} being actually a deterministic function
of the process {S;} and time.

4.5 General stochastic volatility model PDE

In this section we follow more or less closely [16] which in turn finds itself inspired by [22].
Both books present a wonderful introduction into stochastic volatility models and as the
title of one of them suggests, they are also often used in practice.

Here, inspired by the hedging argument in the above-mentioned citations, we aim to
derive an analogical PDE, but starting from a much more general process incorporating
the stochastic volatility term. This term by itself is governed by a stochastic differential
equation. We have the following modelT}

dS, = Sy dt + /v, Sy AW

o (4.4)
d’Ut = Ol(t, St, Ut) dt + nﬁ(t, Sta Ut)\/U_tth .

!The volatility is not modeled directly in this model but rather through the variance process {v;}.
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We also assume the following correlation between the two sources of randomness:
dWNaw? = odt. (4.5)

Remark 4.5.1. This is a very general stochastic volatility model, because {S;} is essentially
an Ito process and the SDE for oy = /v, is equation with general coefficient functions
a, .

We would like to set up a hedging portfolio quite similar to the case when we derived
the Black-Scholes PDE. In this model, however, additional security U, whose price de-
pends on the volatility U = U(t, Sy, v), is necessary to hedge the volatility (in case of
an option, this is usually another option). Hence we form a portfolio consisting of the
contract V' that we want to value, A, shares of the underlying S; (say, the stock) and
& shares of the contract U. The Ito differential for the portfolio process (assuming it is
self-financing) is:

dHt = dV(t, St, Ut) -+ At dSt -+ é-t dU(t, St, 'Ut). (46)

From now on, we shall be omitting the arguments of U, V, «, 8 whenever they are not
necessary. Using the relations

dStdSt == UtStz dt,
dSydvy = nuPBodt, (4.7)
dvdv, = n2ﬁ2vt dt,

which are easily computed from the model specifications and the two-dimensional 1t6
formula, we haveE|:

1 1
dV = 8,V dt + 0,V dS; + 0,V dv; + 5(8;61/)%53 dt + (92,V)nuiBo dt + é(agvvwﬁ%t dt.

The derivative U satisfies the same SDE as V', but in terms of U. Now the change in the
portfolio value process II; in (4.6 can be rewritten as:

1 1
dIl, — {atv FEAU + SuSHOLY + GOLU) + B @V + G,U)+

+nBovi(02,V + &02,U) + 11510,V + £0,U) + a0,V + &0,U) + AppaeSy | dt+

+ /S, [(axv + &8,U) + Ay | dW 4+ nBVu 0,V + £0,U) dW,.

4.8
In order for the portfolio II; to be instantaneously riskless (i.e. to be hedged agz(xinsz
the randomness in both the stock and the volatility represented by processes {Wt(l)} and
{Wt@)}), the coefficients in front of the differentials of the two Brownian motions must
vanish. This condition yields the expressions for &, A;:

& = —gv‘[; and Ay = —&0,U — 90, V. (4.9)

2Here O, resp. 0, denotes partial derivative with respect to second respectively third argument of
functions U, V.
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Substituting these back to the expression for dIl;, we arrive at

o,U

dll; = —
t {atv a,U

1
+ius; {ang _
(8,V)(0:,U)

o,U

1
+§7’]2,82Ut |:83UV —

| o iy - @O 4,

o,U

Now this portfolio II is instantaneously riskless and we might expect the risk-free rate
of return on it. Thus equating dlIl, = rll;dt with the above derived expression and
substituting in from (4.9)), one obtains

t Yz

1 1
oV |:—TV + TStQ,;V + 5tV + 5'0755282 V+ 5772ﬁ21)t83vv + nﬁgvtaivV} =
v (4.10)

t Yzx

1 1
= [—rU + 150U + OU + SuiSi oL, U + on® B udy,U + nﬁavtaivU]

We have separated the terms including function V' on one side of the equation and the
terms including V' on the other.
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Chapter 5

Heston model

In this chapter, we shall continue with the derivations of the previous one. Because the
Heston model is a special case of a general stochastic volatility model presented there, we
shall utilize the partial differential equation (4.10]).

5.1 The model, risk neutral SDEs

The Heston model is specified as an Itd process (in the differential notation) for the
underlying and a stochastic differential equation for the variance:

dSt = /,l/tSt dt + \/U_tst th(l)

@ (5.1)
dv, = k(v — vy) dt + ny/o AW,
and also the correlation condition
dwNaw® = odt. (5.2)

Here « is the mean reversion speed of the variance, v is the mean reversion level for the
variance, 7 is the volatility of variance and p € [—1, 1] is the correlation between the two
Brownian motions. Obviously, the Heston model defined above is a special case of the
general stochastic volatility model analyzed in section of the previous chapter with

coefficient functions given ad]
a(t, Sy, v) =k(v — vy) (5.3)
ﬂ(t, St,Ut) :1, '

for all t > 0.
Because /v, = o0, the risk neutral process for the stock price mimics that of the
generalized geometric Brownian motion described in section |3.3;

dSt = TSt dt + \/v_tSt th(1)> vt € [Oa T]v (54)

where
wg — 1
VUt
!The SDE for the variance process is exactly the CIR SDE of example so that the variance is
modeled as a positive, mean reverting process.

W = w4 t,  vte[o,T) (5.5)

o7
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The risk neutral process for the variance is obtained by introducing a function A =
A(t, St, vy) into the drift of the CIR process as follows:

dvy = [K(v — v) — A(t, Sy, v)] dt + /o dW,?, v e [0,7), (5.6)

where N
Wt@) _ Wt(z) + ( ) tuvt)
v/ Ve

The function A is called the market price of volatility risk. As pointed out by [23, 4],
economic considerations suggest that the function is of the form A(t, Sy, v;) = Avg, where
A is constant. Substituting this into the risk neutral equation above, we obtain

t,  vtelo,T) (5.7)

dvy, = [5(v —v) = o] dt + /o dW? = = k(7 —w)dt +ny/o dW®, (5.8)
where y
K = )\ d D = . 59
K=K+ an V= (5.9)
The pair of risk neutral processes describing the Heston model becomes:
dS; = 1S, dt + /0, S, AW, (5.10)
dvy = R(0 — vy) dt + /o, AW, '
From (5.5) and (5.7) the correlation under the risk neutral measure P is
dWNaw® = pdt. (5.11)

Remark 5.1.1. From equalities , it is obvious, that the original and risk neutral CIR
equations coincide when A = 0 for all ¢ > 0. From now on we shall identify the risk
neutral and the original model parameters, so that we obtain the same equation for the
variance (alternatively, we could set the parameter lambda to zero[16]).

5.2 Heston PDE

Reiterating to the preceding section, the Heston model defined by a pair of SDEs is a
special case of the general stochastic volatility model with the parametric functions
a, B given by . We may thus express the equality (4.10]) derived in section with
these parameters

1 1
[_rv + S0V + OV + SuSi OV + onud,, V + n@vté‘ivV} =

8UV t Y xx
1 1 (5.12)
=27 [—rU +rS5:0,U + 0.U + §vtSfaixU + 5772%8ng + ngvtéﬁvU] .

Apparently both sides of this equation exhibit the same functional relationship, only one
side for V' = V(t,S;,v;) and the other for U = U(t, S;, v;) respectively. For the equality
to hold, both sides must be equal to the same function f = f(¢, S;,v;). Heston in [4]
specifies this function as:

f(t, Sp,ve) == —k(v — ve) + A, St, vy). (5.13)
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In the previous section we have mentioned that A(¢,S;,v;) = Avy. Then, making use of
these assumptions, we arrive at the Heston partial differential equation for U = U(t, z,v)
(V satisfies the same PDE):

ou ou 1 ,0°U
— trr—+ v +

0*U 0*U ou
2 07U ouv.
U +ngvxaxav + [k(v —v) — \v] 5 rU =0. (5.14)

1
ot O or2 2
Remark 5.2.1. The terms

a_U_|_ a_U_|_1 i_[]
ot or T2 o T

are similar to terms present in the Black-Scholes-Merton partial differential equation.

5.3 Heston price of an option

The price of a European call on a non-dividend paying stock with spot price S; (at time
t), when the strike is K and the time to maturity is 7 = T'—t is the risk neutral expected
value of the discounted option payoff just as in section (the interest rate r is assumed
to be constant):

C(t,S) = e EP[(Sp — K)|F] = e EP[(Sp — K) 1gyax] =
- €7TTEP[ST ]-ST>K] —e K EP[15T>K] . (515)
N———
P(Sr>K)

Here we have followed basically the same procedure as in section |3.4] only without ex-
plicitly using the terminal distribution of the stock prices and in somewhat compressed
notation. We shall evaluate the first term separately. The procedure of changing the
numéraire, as explained in section of appendix [A] shall be made use of, in order
to simplify the calculations. The assumptions of theorem are satisfied for (non-
dividend paying) {S;} as the numéraire, ergo we have the Radon-Nikodym derivative,
that defines a risk neutral measure () that uses the stock price to denominate contingent
claims (in our case the European call):

d St B
9 _ 5 By (5.16)
dP  Br S
Employing this change of measure, we can write the first term in (5.15)) as
S, Sr B
B S0 apon] = e S B [SrLapon] = SE” | 2L 1] =
! i0 et (5.17)
= S,E" {1ST>K dP} = S E°1s,~k] = SiQ(Sr > K).
Altogether, we have the price of the European call option in Heston model:
C(t,S;) = S,Q(Sy > K) — e ""P(Sp > K). (5.18)

Obviously, when St follows the log-normal distribution of Black-Scholes-Merton model,
the prices given by the two models coincide, for Q(Sy > K) = ®(d;) and P(Sy > K) =

®(d_), similarly to equations (3.35)), (3.36)).
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5.4 Heston price of a variance swap

Models of stochastic volatility are used not only to better fit the volatility surface (usually
calibrated on vanilla instruments) but also to price volatility sensitive derivatives, or
derivatives that have volatility of an asset as the underlying. One example that we
mention is the variance swap defined in appendix [A] This is a derivative contract that
pays Vy = N(o% — 0% ) at maturity, where in the continuous framework we shall express
OR as . We shall work within the Heston model, where the risk neutral variance
satisfies the CIR stochastic differential equation:

dvy = k(v — vy) dt + n\/vg dVVt@)
or in terms of the volatility processﬂ:
do? = k(v — o}) dt + noy dw?.

In example we have calculated the expectation function of a solution of this equation
as
Elof] = (o —v)e ™ +v,  Vt>0. (5.19)

This is precisely equation (2.22)). Firstly, we calculate:

E1/T 2d —1/TE[2]d—<2 )1/T_”5d+ =
TOUSS—TO (TSS—(TOI/T()@ s+v=

1_671{T
= (ag—l/)T—i-V

(5.20)

We note, that the expected variance calculated above does not depend on the volatility
of variance parameter 7. The price of a variance swap is the discounted expected value
of the terminal payoff V under the risk neutral measure [22]:

—rT
l1—e 9

P=e¢"TE[N(c% —0%)] =e¢"'N |(062 1) T +v—og|. (5.21)

2Remember, that for the sake of notation simplicity, we have dropped the tildes so that our risk neutral
and original SDEs for the CIR variance process coincide (see remark [5.1.1]).



Chapter 6

Lévy processes and infinite
divisibility

In opening sections of this chapter we follow two standard references on Lévy processes
in [24] and [25]. Other great publications, that also contributed to our understanding
of the matter are [26], 27]. Lévy processes are an important class of stochastic processes
for many reasons; a stochastic integral may be constructed with respect to them and
they contain Brownian motion and Poisson process, to name a few. The Lévy processes
are well understood, so that the theory is wide and deep, however, in this text, we shall
introduce only the essential minimum.

6.1 Infinitely divisible random variables

We start from a slightly different direction, reason for which is the Lévy-Khintchine the-
orem presented below.

Definition 6.1.1. Let X be a random variable. We say that X is infinitely divisible if
for all n € N, there exists n independently and identically distributed random variables
Yl(n), ..., Y™ such that

X2y 4 4y,

n

Theorem 6.1.2. The random variable X is infinitely divisible if and only if the charac-
teristic function ¢x has an n-th rootE] (denoted ¢y1/n), so that

ox(u) = [pxim(w)]”, VueR

and ¢ y1/» is itself the characteristic function of a random variable for all n € N.

Definition 6.1.3. Let v be a Borel measure defined on R satisfying v({0}) = 0. Then
we say that v is a Lévy measure if

/Rmin{yz, 1}dv(y) < oo

IThis root is unique when X is infinitely divisible.

61
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Theorem 6.1.4 (Lévy-Khintchine). Random variable X is infinitely divisible if there
exists b € R, A > 0 and a Lévy measure v on R such that

1 .
dx(u) = exp {z’bu — §Au2 + /[ewy — 1 —duylq (y)]dl/(y)} : VueR.  (6.1)
R
Conversely, any mapping of the form (6.1)) is the characteristic function of an infinitely
divisible distribution.
The triplet (b, A,v) is called Lévy triplet and is unambiguously defined. [26]

Definition 6.1.5. A function ¥ x such that

Yx =Inoyx

is called a (Lévy) characteristic exponent (or symbol) of X.

6.2 Lévy processes

Definition 6.2.1. A stochastic process X = {X;} is called Lévy process if the following
conditions are satisfied:

1. It starts at zero, so that Xy =0 P-a.s.

2. The process has stationary and independent increments, i.e.
D
X5+t:XS+Xt7 VS,tZO

and {X;, — X;,_, };-1,..n are independent random variables for all n € N and for all
{t1,...,tp}, such that 0 < t; < ... <, < oc.

3. The process is stochastically continuous, i.e.

Pm P{w € Q:|X;(w) — Xs(w)| > e}) =0, Vs > 0,Ve > 0.

Remark 6.2.2. Sometimes there is another condition added to the listed in the above
definition and that is that X is cadlag, i.e. its trajectories are a.s. right continuous and
have limits from the leftE|. This is not necessary, for it can be shown, that for every Lévy
process defined as there is a cadlag modiﬁcationﬂ.

One point of view is that by comparison with the definition of Brownian motion (see
, the first two conditions are the same, thus Lévy process is a direct generalization
of Brownian motion, however without the restriction of continuous sample paths and
specification of the distribution. The class of Lévy processes is very wide, so that it
accommodates a lot of other processes; we shall present concrete examples below. Now
we finally arrive at the reason, why the current chapter was opened by a short section on
infinite divisibility.

2Qrigin of the word cadlag is explained in section
3For the meaning of modification, see section
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Proposition 6.2.3. If X = {X,} is a Lévy process, then X; is infinitely divisible random
variable for each ¢ > 0.

Theorem 6.2.4. If X = {X,} is a Lévy process, then
ox,(u) = eV Vu e RVE> 0,

where the characteristic exponent ¥ x is the characteristic exponent of Xj.

Ezample 6.2.5 (Poisson process). According to example the Poisson process is
stochastically continuous. Independence and stationarity of its increments is already
included in the definition of the process[I.4.1, We conclude that Poisson process is a Lévy
process. In order to determine its characteristic exponent and Lévy triplet of , we
need to compute:

E[ezuNt] — E ezune—kt( ') — e—)\t E (6 : ) — e—)\t exp {ezu)\t} ’
n: n!

so that the characteristic function is
on, (u) = exp {tA(e™ — 1)}, Vu € R. (6.2)

This can be rewritten in the Lévy-Khintchine form (for ¢ = 1) as

on(u) = exp {i)\u - /R[emy — 1 —duy 11 (y)] Ad(y — 1) dy} : VueR.  (6.3)

Here in terms of the constants of the Lévy-Khintchine theorem b = A\, A = 0 and the
Lévy measure is

dv(y) = Ao(y — 1) dy, (6.4)

where 0(y — 1) = d1(y) is the Dirac delta function centered at 1. The Lévy triplet is then
(A, 0,A01).

6.3 Lévy measure

Fxample 6.3.1. As we have already mentioned, standard Brownian motion is a Lévy
process. Now we turn our attention to determining its Lévy triplet; we also derive these
characteristics for Brownian motion with a drift in the process. It is a known fact that
for normal random variable with mean p and variance o2, i.e.

X ~ N(:U“a 02)7
the characteristic function is
dx(u) = pinu—g0%u? Vu € R.

This formula is generally well known, thus we shall not engage in proving it here. Al-
though the derivation is not complicated, it requires contour integration in the complex
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plane, which is out of the scope of this text. Now, standard Brownian motion is N(0,t)
distributed for each ¢t > 0, hence its characteristic function can be written as:

ow, () = e 2 VYueR,Vt> 0. (6.5)

From this, it is immediate, that the standard Brownian triplet is (0,¢,0).
The Brownian motion with a drift defined as B; := at + oW, is N(at, 0*t) distributed,
so that the characteristic function takes form of
2

Op, (1) = 27y e R VE > 0. (6.6)

It follows, that the Lévy triplet for the Brownian motion with a drift is (at, o%t,0).

From the previous inspection (in the preceding examples) we conclude, that in the
Lévy triplet, b is the parameter responsible for a drift component of the Lévy process, A
represents the diffusive behavior and v counts the jumps. To rigorously support the last
assertion, we develop some more theory on the Lévy measure.

Definition 6.3.2. Let X = {X;} be a Lévy process. Then the jump height (or size)
process AX = {(AX),} is given byf]

(AX)t = Xt — Xt—7 t Z 0.

Naturally if in a particular point ¢y process X is continuous from the left (in addition
to being continuous from the right) then (AX);, = 0, so that the size of the jump is zero
(ergo no jump occurred).

Definition 6.3.3. For each ¢ > 0 and B € B we define the random VariableE]
NB(w) :=#{s€[0,t] : (AX),(w) € B}, Vwe.

This random variable represents number of jumps of size contained in B during the time
interval [0,t] (regarding the trajectories).

Theorem 6.3.4. Let X be a Lévy process. If 0 is not in the closure of B € B, then the
collection { N/}, is a Poisson process with intensity v(B), where v is the Lévy measure
of X, i.e.

ENP =tv(B), Vt>0.

Remark 6.3.5. From the theorem above one immediately obtains that if v is identically
zero measure (as is the case for Brownian motion and Brownian motion with a drift per
example , the process to which this measure corresponds has almost surely no jumps
of any sizes. This is equivalent to almost sure continuity of trajectories.

Remark 6.3.6. In case of the Poisson process with intensity A the Lévy measure is

V(B) = /B dv(z) = A /R 15(2)61 (x) da,

so that v is identically zero on any set that does not contain 1. This implies, that the
Poisson process has only jumps of unit size.

4Here X,_ denotes the limit from the left, lim,_,,_ X,, which almost surely exists for the cadlag
modification of Lévy process we are working with.
5The hash symbol in front of a given set denotes a number of elements of that set.
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In the theorem we have excluded sets B € B such that 0 € B from our consid-
erations. That was caused by the fact that the following lemma holds.

Lemma 6.3.7. [24] If B € B and 0 ¢ B, then NP < oo P-almost surely for all ¢ > 0.

Unfortunately a set for which the discussion above dose not apply is for example B = R
and we have to treat this separately.

Definition 6.3.8. We say, that the Lévy process X is of

e finite activity if almost all trajectories have finite number of jumps in any time
interval [0, ¢] and

e infinite activity if almost all trajectories have infinite number of jumps in any time
interval [0, ¢].

Theorem 6.3.9. Let X be a Lévy process with Lévy measure v.
1. If »(R) < oo, then X is of finite activity.
2. If v(R) = oo, then X is of infinite activity.

Because the defining condition of Lévy measure is

00 > /R min{z?, 1} dv(z) — /_ 11 22 du(z) + /R e

the boundedness of

J(R) = /R dv(z) = / 11 dv(z) + /R e

(and thus the diversification between cases 1. and 2. in theorem is determined by
boundedness of the integral fj1 dv(zx). This shows that if ¥(R) = oo , so that the process
in question is of infinite activity, then, on one hand, its trajectories have infinitely many
jumps in any time interval [0, ¢], but on the other hand, most of the jumps are small (with
size under 1).

We have already encountered the case of ¥(R) < oo. Both Brownian motion (v = 0)
and Poisson process (v = Adp) are of finite activity. The opposite case of ¥(R) = oo shall
be examined in the following chapter.

6.4 Variation of Lévy process

In the previous, we have studied the structure of jumps of a Lévy process, which, to
some extent, determine the irregularity of its trajectories. We shall turn our attention
to another measure of irregularity, that is, its variation. For definition of variation of a
stochastic process, we refer the reader to section of chapter [1]

Proposition 6.4.1. [27] A Lévy process with characteristic triplet (b, A,v) has finite
variation if and only if
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1. A=0,
2. f[—1,1] |z] dv(x) < oo.

With the knowledge of the form of the triplets (derived in example of Brownian
motion - (0,¢,0) and Brownian motion with a drift - (at, 02t,0), we have a trivial corollary
that the variation of either of these processes is infinite. This is in line with the result
[1.6.5 that we have mentioned in chapter 1.

Characteristic triplet for the Poisson process is (0, Ad1,0), so, unlike for Brownian
motion, the condition 1. of the theorem is not violated. We calculate

/ |z| dv(z) = )\/ |z| 0(z — 1) dz = X < o0,
[—1,1] —1,1]

therefore the Poisson process has finite variation on any time interval [0, ¢].
For later convenience, we mention the following theorem.

Theorem 6.4.2 (Jordan). [28] A (deterministic) function is of finite variation on [0,t] if
and only if it is a difference of two non-decreasing (deterministic) functions.

Remark 6.4.3. Although this theorem holds for deterministic functions, we have defined
the variation of a stochastic process X as P-almost sure variation of its paths. From this,
we have the path-wise equality X = Y!' — Y2, where Y!,Y? are P-a.s. non-decreasing
stochastic processes, so that the Jordan theorem holds for stochastic processes as well.

6.5 Models with discontinuities

In this chapter, we have developed the theory of Lévy processes. The last few sections
have shown, that processes, that belong to this class often contain discontinuities. If we
intend to utilize Lévy processes as models in finance, we shall compare these mathematical
structures with the real life situation.

An important property of Brownian motion is the continuity of its sample paths. As
remarked by [27], the empirical evidence suggests, that real life price processes undergo
sudden jumps which appear as discontinuities in the price trajectory. This empirical ev-
idence rests on the fact that there are commonly observed six-standard deviation moves
(referenced in the standard deviation of log-returns) across the markets. The motivation
for introducing price discontinuities into the models is not just purely intellectual stim-
ulation, but also a practicality, because models with jumps more closely resemble the
reality. The very existence of markets for short-term options is an evidence, that jumps
are recognized by the market participants.

A common misconception is that these large moves can be accounted for by con-
sidering processes with distributions that exhibit heavier tails (positive excess kurtosis).
Contrary to that belief, geometric Brownian motion as a log-normally distributed pro-
cess already incorporates heavier tails and models of local and stochastic volatility are
also non-Gaussian. Many Lévy processes, that we shall introduce in the next chapter,
generically lead to highly variable returns with realistic tail behavior. In comparison to
that, the continuous diffusion based models simply cannot account for the abrupt changes
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present in the market without the parameters being set to some unreasonably high values
(such as n - the volatility of variance in the Heston model).

In the complete market model (such as BSM, local volatility), any option can be repli-
cated by a self-financing strategy by trading in the underlying asset and money-market
account. In such markets, options would be made redundant - they can be perfectly repli-
cated. On the other hand, in real markets, perfect hedging is not possible and options
enable market participants to hedge risks, that cannot be hedged by buying and selling the
underlying only. We shall introduce examples of pure jump stochastic volatility models
in the next chapter.
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Chapter 7

Random change of time

We start by heuristically describing the aim of this chapter. Following [29] (which is
considered the ultimate text on change of time methods), it is our intent to introduce the
processes T and T called a random changes of time. This name is justified by the fact,
that these processes transform the old clock time t into a new business time (or traders’
time) via T (t) — 6 and vice versa via T (#) — t. The reason for this construction is that
after composing one of these with an appropriate process (properties of which are content
of the below discussion) X = {X;} in one of the following ways:

X, = X, V>0 = X=XoT

Motivation for this direction is that starting from a certain well-known model with ”sim-
ple” dynamics described by a stochastic process X (in the old clock time) one can arrive
at a new model with rather non-trivial dynamics in the new business time. These non-
trivial dynamics are useful in modeling (for example) the volatility clustering effect for
which there is empirical evidence. We shall point out below the connection between time
and volatility.

7.1 Definitions and rationale

Definition 7.1.1. A stochastic process T = {7‘}R3 is called an (inverse) random change
of time given the filtration {F;} if the following two conditions hold:

1. The process T is R -valued and its trajectories are almost surely right-continuous
and increasing, i.e.

91 < 92 — 72(01) < 72(92), V91,92 > 0.

2. For all # > 0, the random variables 7(6) are stopping times with respect to the
filtration {F}, i.e. A
{TO)<tleF, V8>0,Vt>0.

Definition 7.1.2. A stochastic process T = {7 (t)} defined by
T(t):=inf{6:T(0) >t}, Vt>0, (7.1)

is called a random change of time given the filtration Fp := Fio)-

69
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Proposition 7.1.3. The process 7 defined by (7.1) satisfies conditions 1 and 2 from
definition (the second with respect to the filtration Fy), thus it is a well-defined
random change of time.

Remark 7.1.4. The processes 7 and T are mutually inverse in the sense that starting
from one, the other can be reconstructed by ([7.1]) and furthermore, if 7 is continuous and
strictly increasing, then

A ~

T(T({t)=t and T(T(0)) =0,

so that
TO) =TY9) and T(t)=T'(t), V6>0Vt>0.

As hinted by the opening article to this chapter, our main goal shall be, starting from
a "simple” process X and changing the time 7 : ¢t +— 6, to obtain more sophisticated
process so that at least one of the following holdg}

X=XoT X% XoT XZXoT.

The intuitive choice for such process with a ”simple” structure is the Brownian motion,
for after going through the previous chapters, the reader should now be convinced that
Brownian motion is of great importance to the discipline of mathematical finance.
Generally one can proceed in two directions, firstly, starting with this ”simple” process
(say, Brownian motion), plugging in various time-changes 7 and obtaining the non-trivial
processes. Secondly, it is possible to try to solve a somewhat inverse problem, that is,
starting from a ”simple” process X and a "target” process with more sophistication, to
try to find time-changes 7 such that X = X o T holds in some sense. Naturally the
second approach is more demanding, however, we have the following existence theorem:

Theorem 7.1.5 (Monroe). If X = {XI}RSr is a semimartingald’| with respect to its
natural filtration, then there exists a filtered probability space with a Brownian motion
W = {Wp}g+ and a change of time T = {7 (¢) }p+ defined on it such that

XZWworT.

Starting from a wide class of semimartingales, it is quite obvious, that the time-change
T that assures that the Brownian motion W has the same distribution as X , can posses
too much sophistication. For example if the process X has jumps, then because of the
continuity of trajectories of Brownian motion the jumps need to be accounted for by the
discontinuity of 7. There is another important theorem, which takes this into account by
assuming the continuity of X:

'Here (as in the opening article to this chapter) the meaning of X o T is that we evaluate the process
Xy at a time-point given as an outcome of the random variable 6 = T (t). We shall always assume that
the random variables X and 7T are defined on the same probability space.

2For the definition of semimartingale, see section of appendix @ This is only informative, because
we shall not use this theorem in the following.
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Theorem 7.1.6 (Dambis-Dubins-Schwarz). Let X = {X;} be a continuous {F;}-local
qlartingAale with Xy = 0 and lim;_,.(X); = oco. Then there exists a Brownian motion
W = {Wjy} such that for the change of time defined by

T)=(X) Vt=0,
the strong representation X = W o T holds.

Corollary 7.1.7. Let a continuous local {F;}-martingale be defined as
t
X, = / os dWs, Vit >0, (7.2)
0

where W = {W;} is a Brownian motion with {F;} its natural filtration. The process
o = {0} is supposed to be P-a.s. positive, adapted to {F;} and

t 00
/ o2ds < oo Vte€[0,00) with / o2 ds = 0.
0 0

If we put

T(0) := inf {t : /Ot oZds > 9} : (7.3)

then the process defined by Wy = X%(e) is a Brownian motion (with respect to the
filtration {Fy}) and X = W o T with

T(t) = /Ot o2 ds (7.4)

1.e.

Xe =Wyt 24,

The corollary hints on the possible applications of the change of time approach in
models of stochastic volatility. We shall explore this in the following sections.

7.2 Subordinators

As mentioned above, it is in general difficult for a given stochastic process X (possibly
a semimartingale or Lévy process) and W 6-time Brownian motion to find a reasonable
change of time 7 so that X = W o T in some sense. In this section, we shall simplify by
reversing the process - assuming a Brownian motion (or some other ”simple” process, usu-
ally the Brownian motion with a drift) and time-changes from the class of Lévy processes
(called subordinators), we ask the question - what are the processes X := WoT that we
are going to arrive at? Proceeding in this direction, we do not mind the sophistication of
the process T, actually, in the financial applications, it is a desirable quality.

Definition 7.2.1. We call the change of time 7 = {7 (t)}p+ a subordinator (in the

strong sense ) if it is a Lévy process. In the case there are two processes X X, such that
X = X o, we say, that X is subordinated to X via (the subordinator) 7.
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For subordinators, we have the following characterization:

Theorem 7.2.2. [30] If 7 is a subordinator, then its characteristic exponent is of the
form

Yr(u) = ibu + /Ooo(ei“y — 1)dv(y), Vu € R, (7.5)

where b > 0 and the Lévy measure v satisfies the additional requirements

(—00,0)) =0 and /Ooomin{y,l}dl/(y) < 0.

Conversely, any real, complex valued function of the form ([7.5)) is the characteristic ex-
ponent of a subordinator.

Ezample 7.2.3 (Gamma process). We assume that at every ¢t > 0 the Lévy process is
gamma distributed 7 () ~ Gamma(at, 3), where a > 0, 8 > 0 i.e.

e

F(()é)xa’le’ﬁxl[o,oo)(x), Vo € R. (7.6)

fray(z) ==

In order to compute the characteristic exponent and to find the Lévy measure of this
gamma, process, we calculate the following integral for all u > 0:

o B
my —u):/ e " fray(x) de = e TP g,
m( - () ) /.

Performing the substitution (u + )z =: ¥ one arrives at

AN S Ry SN R O u
mT(l)(_w_mm\/o e dai—(l—l—E) —exp{ aln<1+ﬁ>}.

v~

=I'(a)

Because of the integral relationf|

In (1 N E) :/ A=e™) o gy
B 0 x

we have (because the function my) is, up to a change of sign, a moment generating
function of 7(1))

(bT(l)(u) = mT(l)(iu) — <1 _ Z%) —a - {a /Ooo(eiux o 1>e*5x dx} |

X

3This relation might be proven using the Frullani integral relation

= f(Ar) = f(Be) o B
/0 S dr = f(0)In

—T

under the assumptions that f is continuously differentiable and lim, o f(z) = 0. In our case f(z) :=e¢
and A:=—p,B:=—(u+f).
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Now, the characteristic exponent of gamma process is

—Bx

Yray(u) = a /0 Oo<em B N (7.7)

and comparing this with equality (7.5 the Lévy measure is

X

ez

dv(z) = « 1(0,00) () dx, Vo € R. (7.8)
Therefore, the Lévy triplet is (0,0,r) with v given as (7.8]). From the above, also the
characteristic function of the process may be retainedﬁ:

—at
b7y (u) = [pro))’ = (1 - Z%) : (7.9)
Because the characteristic triplet is (0,0,v), we deduce, that gamma process does not
exhibit diffusive behavior in sense of Brownian motion and there is no drift part either. We
now discuss the properties of v. It is clearly a Lévy measure by definition [6.1.3] however
v(R) = oco. This is obvious, once we take into account, that, according to concluding
remarks of section [6.3 the boundedness of v(R) is determined by the boundedness of

v((=1,1)):

1 e—/B:c 1 e—,B:C
v((—1,1)) = a/ 1(0,00)(z) dx = a/ dz.
_ 0

L x

This integral diverges, ergo gamma process is of infinite activity (theorem , which
means that it exhibits infinitely many jumps in any time interval [0, ¢] and most of the
jumps are small - with size under 1 (most of the Lévy measure is concentrated around
the origin of coordinates).

Now, calculating

e hr ! «
/ |z| dv(z) = a/ |z 1(0,00) (@) dx = a/ e PTdr = —(1—e"),
1.1 R 0 8

this integral is finite, even for 5 very small (in the zero limit). Because, again, the Lévy
triplet is (0,0, v), we conclude (using theorem |6.4.1)), that the gamma process has finite
variation on any time interval [0, ¢].

One of the reasons, why subordination is such a useful concept is the closedness prop-
erty of the class of Lévy processes under subordination, i.e. processes subordinated to
Lévy processes are also Lévy processes. This assertion is formalized in the following
theorem:

Theorem 7.2.4 (Subordination of Lévy processes). [25][27] Let X = {X;} be a Lévy
process with characteristic exponent ¢y and a triplet (b, A,vx). Further, let {7 (¢)}i>0
be a subordinator with characteristic function ¢7() and a triplet (b,0,77). Then the
process {Y;}+>o subordinate to X via T, i.e.

Yi(w) = X7 (W),

4The relations that we have derived above are only formal equalities, due to the step, where we
exchange v and iu in the moment generating function. Nevertheless, they can be fully justified by
complex-theoretic means, namely the analytic continuation.
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is a Lévy process. Its characteristic function is given as
Oy, (w) = E[e™] = ¢ (—ivx(u)),  Vt>0,VueR. (7.10)

In the next section, we shall utilize the above defined gamma subordinator to change
the clock in the Black-Scholes-Merton model.

7.3 Use in pricing models

In the previous, we have considered several models for the evaluation of a derivative
contract written on some underlying equity product (usually a stock). The simplest
model that we used was the BSM of chapter |3| where the behavior of the underlying was
modeled by stochastic differential equation

dSt = /JSt dt + O'St th

and its solution, the geometric Brownian motion

1
Sy = Soexp{(u—§02) t—l—aWt} . (7.11)
From this, the log-return process H = { H,} such that

Sy=e,  vt>0, (7.12)

is modeled as a Brownian motion with a drift:

1
H, = at + oW, where a = (p — 502) . (7.13)

Later, we generalized in order to capture the implied smile effects and to compensate for
various deficiencies of the BSM model, by assuming the volatility to be a random process
itself. The equation for the underlying reads

dSt = ,USt dt + UtSt th,

with a generalized geometric Brownian motion solution

1 t t
S; = Spexp {ut—ﬁ/ aids—l—/ ades}. (7.14)
0 0

An alternative approach to achieving a stochastic volatility in the simple model (7.11) is
to introduce a change of time {7} into the log-returns process (7.12)) so that:

Here H = I;To'f’, where T : t — 6 is the change of time, so that the log-returns process H
now evolves in the #-time, or in other words in the perceived business time. This approach
was pioneered by [31],132]. We shall illustrate this general procedure by a concrete example.
From now on, we restrict the class of random time-changes that we are going to work with
to subordinators, that were defined in the previous section of this chapter.
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Ezxample 7.3.1 (Variance gamma process). Let {B;} denote a Brownian motion with a
drift:
B, =at+ oW,  Vt>0. (7.16)

Let {7 (t)} be a subordinator given as the gamma process, whose properties were analyzed
in the example [7.2.3] In particular, we have the following probability density function
(PDF):
_ Bat
frw(z) = T(a)
and the Lévy measure (7.8)). We define a wvariance gamma (VG) process Y = {Y:} to
be the process subordinated to Brownian motion with a drift B via the gamma process
subordinator T, i.e.

2 e P ) (2), Vr € R. (7.17)

Y :=BoT. (7.18)

Having the probability density function of {By} conditioned on the realization of the
f-time given as

1 (x — ah)?

we can now explicitly specify the PDF of the variance gamma process as
o) = [ fral6)Frio(0) db = (7.20)
0

o] 2 at
— / _ exp {— (z — af) } 8 6°t1e=P% 4.

0o V2mo?0 2020 ['(at)
We note here, that the equality in ([7.20)) is exactly that contained in the definition of
marginal probability density functio (in appendix H Apparently the variance of
the VG process is gamma distributed (up to a multiplicative constant 02) so that the
name of the process is in line with that. Next, we shall employ to determine the
characteristic function of VG process:

o0 at oo
Oy, (u) = / &8, (u|0) frw(0)do = I‘ﬂ / exp {—(ﬁ —jau + 102u2)9} 0ot-1 gp
0 (at) Jo 2

Mutatis mutandis, this is the same integral as in the calculation of the gamma character-
istic function in example therefore, by using the same substitution and integration,
we arrive at:

gzs()—(y—'g +152)at Vu € R (7.21)

v, () = 7 Bu 573 u , u ) .

Variance gamma process was first defined as process subordinated to Brownian motion
with a drift via a gamma process in [32], where the parametrization o = f = 1/¢ was
used. Then the characteristic function takes form of

—t/¢
Oy, (u) = (1 —ialu + %UQCUQ) , Yu € R. (7.22)

°In the language of marginalization and superstatistics the PDF of VG process is gamma-weighted
mixture of normal distributions where the marginalization parameter is the business time 6.
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The authors have shown, that the variance gamma process may be written as a difference
of two P-a.s. non-decreasing random processes, {7, },{7; }, so that

Y,=v" -1, vt > 0. (7.23)

In fact, these are gamma processes

t 1
+
~ Gamma [ —, — |, 7.24
! (C Cmi) ( )
where
202  a
= 24 - —
me =5 fa (7.25)

This might be verified by employing the formula , where the characteristic functions
of the two gamma processes are given by after adjusting for the parameters. Recalling
the Jordan theorem [6.4.2] we observe that, due to the decomposition above, the VG
process has infinite variation.

Because of theorem [7.2.4] we have that the variance gamma process is a Lévy process.
According to [32] the VG process inherits the infinite activity from the gamma subordi-
nator. In the simplified parametrization (« = § = 1/ for the gamma process) defined
above, the VG process has three parameters; o - the volatility of Brownian motion, a -
its drift, ¢ - the variance rate of the gamma time-change.

Because the VG model (employing the VG process) is constructed as being subordi-
nated to Brownian motion with a drift, the Black-Scholes-Merton model is a special para-
metric case of this model. Price of a European call option in the VG model is obtained
by first conditioning on the random time 6, then calculating the BSM price Cgsm(6, Sp)
via (3.35) and finally integrating:

o o e
Cva(t,Yr) =/ Casm(0, So) fr)(0) do :/ Cgsm(f, Sp)
0 0 ¢ F(

Ezxample 7.3.2 (Variance gamma with stochastic arrival). The variance gamma process
introduced in the previous example is a pure jump process, where the infinite activity is
implemented via subordination. Because the changes in time directly affect the variance
(remember, the V in VG stands for variance) and hence the volatility of the underlying,
the model based on VG process is a pure jump stochastic volatility model. However,
the model does not capture the volatility clustering effect which is a feature of asset
prices in many different markets. [I7] Inspired by the Heston model, which implements
the clustering effect by assuming the mean reverting CIR process for variance, we define
a new process that is subordinated to variance gamma process via the integrated CIR
process time-change:

t
= / X, ds. (7.26)
0

Here
dX; = k(n — X)) dt + b/ X, dW, (7.27)
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and the process defined as Y o T ({¥;} is the VG process) is called the variance gamma
process with stochastic arrival (of jumps) or simply VGSA. Defining the process in this
way, the changes in volatility persist and thus give rise to the clustering effect. Here {X;}
plays the role of instantaneous rate of time-change, n is the long term rate of time-change,
k is the rate of mean reversion and b is the volatility of time-change. Recalling the theorem
[7.2.4] we see that, firstly, VGSA is a Lévy process and secondly, its characteristic function
may be obtained from formulas ([2.25)) and (7.22)) as (7.10). This advanced model is due
to P. Carr et al. [7], in the article the pricing formulae for options was derived as well.

7.4 Heston model as GGBM subordinated to GBM

We shall assume the CIR process {v;} = {07} governed by the CIR equation:
dvy = k(v — vy) dt + n\/v_tth@), (7.28)

where {Wt(z)} is a Brownian motion. Specifically, we do not assume that volatility of
the underlying asset is stochastic and we do not assume, that it is {oy}. We assume

the presence of other source of randomness, the Brownian motion W) = {Wt(l)}. If we
integrate the square root of the CIR process with respect to the other Brownian motion
WM we obtain a martingale (w.r.t. natural Brownian filtration):

t t
M, ::/ \/v—deS):/ oy dWW, vt € [0,7). (7.29)
0 0

Now, from corollary of the Dambis-Dubins-Schwarz theorem, we have that there is
a change of time

t t
T(t) = / o2ds = / vs ds, Vit € [0,T] (7.30)
0 0

and a Brownian motion {We(l)} evolving in the perceived business time, so that M =

WoT,ie. (using (7.29))
t
M, = /0 o dW = W5, (7.31)

We can use this new source of randomness to define the underlying asset to evolve as a
geometric Brownian motion in the business timeﬁ:

S = Syexp {a72(9) + b0+ 9(1)} : (7.32)

Notice, that we are assuming constant volatility parameter in the model for the underlying.
Now if we denote by S the process subordinated to geometric Brownian motion via the

integrated CIR process ((7.30))
S:=SoT,

SHere 7 is the inverse change of time and the term containing it is added as a mere convenience, for
the coefficients to take reasonable form.
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we obtain behavior of the underlying in the ordinary clock time (here naturally Sy = 5’0)
S, = 87 = So exp {at +UT(t) + WS&)} . vielo,T]. (7.33)

Substituting for the time-change 7 ([7.30) and from the result (7.31)) of the Dambis-
Dubins-Schwarz corollary, this takes form of:

t t
St:So{at—l—b/ agds+/ ades(l)}. (7.34)
0 0

Comparing this with and additionally assuming the correlation th(l) th(2) = odt
between the two sources of randomness, we see that this is the generalized geometric
Brownian motion with parameters a = u,b = —1/2 and o = 1, so that we have obtained
the Heston model. We have not assumed, that the volatility is stochastic, yet by changing
the time via the integrated CIR process, we have arrived at a stochastic volatility model,
where the variance is governed by the CIR equation. We have effectively proved that the
generalized geometric Brownian motion is subordinated to geometric Brownian motion
via the integrated CIR process. This fact can be encountered in the literature, however,
usually without a proof; for that reason, we have included one of our own.

Remark 7.4.1. Just as the variance gamma process of example [7.3.1] contains the BSM
model as a special case, the VGSV model contains the Heston model. This is obvious from
the above derivations. In this sense, the Heston model is the BSM model with stochastic
arrival.

Similarly to ([7.29), we may define a martingale:
t
/ o, dW®, vt e|0,T],
0

which through the corollary of Dambis-Dubins-Schwarz theorem yields the same change
of time (7.30)) and a Brownian motion W® in the #-time, such that

t
22
/0 o, dWP =W, vte0,T). (7.35)
Using these relations, by integration, the solution to ([7.28) may then be expressed as:
t t
v = Vg + kUt — KJ/ Ve ds —|—?7/ \/v_deS(Q). (7.36)
0 0
=T(®)

Taking the risk neutral expectation, we have

Ev, = vy + kvt — kE[T(t)],

so that . -
~ |1 1 -~ vo + kT — Evp
E = sds| = =FE|T(T)| = =
5 [ vas| = pET() T
v+ kT —(vg—v)e T —v
- e -
1— —kT
:y—l—(vo—y)—e

KT



7.5. CONNECTION BETWEEN CHANGE OF TIME AND SDE APPROACH 79

By using we have obtained equality, that yields the price of a variance swap .
We have avoided exchanging the integration and the expectation in this approach.

Per derivations displayed above, the Heston model in the risk neutral setting may be
specified by a pair of equations:

1 N
S, = Spexp {rt — §T(t) + W7(—1()t)} : (7.37)
vy = vg + kvt — KT (t) + nW7(—2()t). (7.38)

7.5 Connection between change of time and SDE ap-
proach

In this section, we shall examine, how the change of time methods can be utilized to
obtain solutions to stochastic differential equations. According to [33], it is possible to
transform a general SDE to the form of:

For this simplified (equivalent) SDE it is then possible to find a weak solution by utilizing
the change of time methods. We shall present the theorem as well as a particular applica-
tion where we find a weak solution to the CIR equation, which is embedded in the Heston
model. This allows us to arrive at a price for variance swap from a different angle, than
we did in the previous.

Theorem 7.5.1. [33] Let {W;} be an {F;}-Brownian motion with Wy = 0 given on a
probability space (€2, .4, P) and let Xy be an F;-measurable random variable. Define a
continuous random process X = {X;} by

Xt = XO + Wta Vit Z 0. (740)

Let {7 (t)} be a random change of time process such that

T() = /0 (T (s), X.)] 2 ds (7.41)

holds a.s. Then if we set X = X o 72, ie.
Xo:=Xo+Wsy,  ¥9>0 (7.42)

and Fy = Fig), there exists an { Fo}-Brownian motion B = {By}, such that (X, B) is a
weak solution of the SDE ) A
ng = 04(0, X@) ng

Remark 7.5.2. Note that by writing the integral relationship (7.41) in the SDE form,

equivalently:

dT(t) = [a(T (), X)) 2dt < dt = [a(T(t),X,)]*dT(t)
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we arrive at the inverse time-change:

T(0) R
T(0) = / (€, X2 de. (7.43)

The original Brownian motion W and the new Brownian motion B, which together with
the process X constitutes the weak solution of (7.39), are related in the following way
(actually in the proof of theorem the Brownian motion is defined so that):

By = /0 (€, K] Wi g, (7.44)

Again, using the formal differential form, we arrive at inverse relation:

o
Wi :/0 a(§, Xe) dBe. (7.45)

Remark 7.5.3. The theorem above finds its use in pricing derivatives in certain situations,
because sometimes, one is only interested in distributional properties and not in the
behavior of trajectories of the process satisfying (7.39). In these situations a weak solution
suffices.

We shall use this approach, to value a variance swap in the Heston model. We shall
then be able to compare the solution we arrive at here with the one obtained in section
.4l First, it is necessary to transform the CIR equation

dvy = k(v — vy) dt + ny/ve AW, (7.46)
describing the behavior of variance, into more suitable form. We shall consider process
Y, = —e™ (v — ) (7.47)
and use It6 product rule on it together with substitution from :
dY; = —ke™ (v — vy) dt — ™ dvy = —ke™ (v — vy) dt + "' k(v — vy) dt + ne™ /vy dW;.
The first two terms clearly subtract and after substituting in from , we finally arrive

at
dY, = ne“t\/e—“th + v dW,. (7.48)

=:a(t,Yt)

Now that we have the equation in the transformed form, the theorem [7.5.1] applies.
Namely, we have the weak solution (X, B), where

We use the inverse transformation to ([7.47)), so that we have a weak solution (0, B) of
(7.46) in the #-time:
@9 = e_HG[X() _I_ Wni-(e)] + V. (749)

Because W is an Ito integral (see ((7.45))), its expectation vanishes and thus

ElA}g = eiﬁeX() + .
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The initial condition Xy = XO =Yy = vg — v from the transformation defining equation
(7.47). Finally
b9 = (vo — v)e ™ + v, (7.50)

which is exactly equation (5.19)), only in terms of the variance and it holds in terms of the
business time. From now on, we could continue just as in the rest of the section [5.4) where
the business time integrates out and we obtain the correct price of the variance swap.

Remark 7.5.4. Above we have utilized the method of change of time to obtain a weak
solution to certain SDE, which then gave us distributional properties needed for pricing.
In this way the change of time method is useful, however, we have not obtained anything
new and if we were to compute higher moments of we would have found out that
these calculations are somewhat cumbersome. This is due to the fact that for the higher
moments, one has to take into account the explicit form of the function « (for the case
of CIR defined in (7.48])). Further obstacles dwell in the process of finding a suitable
transformation of the given SDE that is not yet expressed in the form of (7.39). We used
the transformation suggested in [34].
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Conclusion

At the beginnings of our research, there were two fields of study possibly connected to
mathematical finance that we aimed to probe - superstatistics and subordination. As
we continued on our quest for understanding, it was becoming more clear that we are
swerved off of our general direction (of focusing on both fields) and we are heavily drawn
to subordination methods. This was probably caused, amongst other reasons, by the fact
that we focused on continuous time finance and stochastic calculus.

Subordination and change of time methods in general turned out to be much better
understood than we had initially thought. This is reflected in the depth and rigorousness of
the theory which we attempted to capture in the text. In addition to that, subordination
is intertwined with finance theory to such extent that we managed to mention only a
fraction of potential associations and applications, although we have devoted a generous
chapter to them. Nevertheless, we deem our analysis of subordination methods fruitful,
for it allowed us to arrive at a few rather non-trivial models with additional tractability
provided by the interpretation via change of time.

The common denominator for applications of the methods mentioned above for us was
the Heston model. We have not only shown that the stochastic volatility present in the
model can be achieved by assuming constant volatility and changing the time, but we
have proceeded to derive distributional characteristics of the CIR process by employing
these methods as well. In the process we have calculated the price of a variance swap by
three different approaches (one considered canonical, the other two less conventional) and
presented existing generalization of Heston model - VGSA model. We still believe that
there are paths connecting superstatistics to finance that are to be unraveled, however
these paths most likely run through discrete models and time series analysis.
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Appendix A

Markets, derivatives

There is an infinite complexity to the system of real-life financial markets. Financial
modeling naturally aims to lower the degrees of freedom so that it can make quantitative
and to some extent qualitative statements about the markets. Although it is undoubtedly
advantageous to be aware of all the possible scenarios, definitions and conventions, in this
brief appendix, we shall introduce only the simplest concepts that are necessary for our
purposes. Nevertheless, one has to bear in mind that the real-life markets are much
more than their mathematical representations and formal definitions, so that there are
no unpleasant surprises waiting around the corner. We credit [35], 36] and [1§] with our
understanding of these fundamental matters.

We begin by an overview of some basic financial products that are traded on various
exchanges in the financial markets.

A.1 Financial products

A simplest form of investment is depositing certain amount of cash with a financial coun-
terparty (say, a bank) in the so-called bank account (or money-market account). In the
process of doing so, one is effectively lending the money to the counterparty (the bank)
and because the cash amount is tied in this way, one expects to receive certain rate of
interest (an interest rate) on it. Interest rates are usually quoted per annum (p.a.), which
represents the annualized interest rate. The ideal of lending (or borrowing) money at
certain interest rate is somewhat formalized in the concept of financial product called
bond. This product is usually exchange traded, so that unlike with the bank account,
one can sell the obligation of the bank to other to-be receivers. Bonds may be issued by
companies that are not from the financial sector as well. Generally bonds are perceived
to be the less risky of financial products, which is encompassed in them being referred to
as securities or fixed income products. We note that there is much more to the concept
of a bond (such as credit quality of the issuer, rank of seniority etc.) that we shall not
scrutinize here.

Taking the concept of raising money (from the perspective of a company) little further
are stocks (or shares) which represent a fractional ownership of a company that issued
them. These are often categorized as equity and generally consist a more risky investment
than bonds. Since stocks are exchange traded, their price is determined by what market
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participants are willing to pay for them[!| Naturally, if the company which issued the
stock is perceived by the market as not prospering, the price of the stock might exhibit
a declining trend. With the bond, one usually expects to receive back the whole invested
amount (the notional) plus some rate of interest in the form of coupons; on the other hand
price of a stock might well fall down to zero. This additional risk for equity is commonly
balanced by higher upside in the form of higher rate of return (expected profit) on it,
which makes these types of investment products more attractive for potential investors.
Prospering companies sometimes return parts of their profit to the shareholders by pay-
ing them dividends. These regular payments are often neglected for the basic financial
modeling purposes and reintroduced later.

Another type of investment are currencies and commodities. Currencies usually enter
the discussion when one is engaging in markets in multiple countries; then the foreign
exchange rate and its dynamics become relevant. Commodities are goods, usually raw
materials that are bought and sold in organized markets.

A.2 Derivatives

Derivative contracts (or contingent claims) are true to their name, for they derive their
value from the price of some underlying asset (the underlying). Because the family of
derivatives is rather large and there is almost no boundary to how complex a certain
derivative contract can be, we shall mention only the few most important examples (for
our purposes). The derivative we shall work with the most is an option. There are many
types of options but the most liquid ones are of the following type. Plain vanilla European
call option gives its buyer the right but not the obligation to buy the underlying asset
at certain date in the future (called the maturity) for a certain specified price, called
the strike (price) or the exercise price. If we denote by Sp the price of the underlying
at maturity 7" and by K the strike, then the payoff for (plain vanilla) European call at
maturity is exactly

(St — K)" := max{Sr — K, 0}. (A.1)

I.e. the buyer of this type of derivative contract profits from the rise in the price of the
underlying and it exceeding the strike price. Symmetrically to the case of the call option,
there is also a European put option with payoff

(K — Sp)* = max{K — Sr,0}, (A.2)

i.e. the put option buyer profits from the underlying asset underperforming the strike.
Other types of options are American options (puts and calls), which give the buyer the
same rights as their European counterparts described above, but with the possibility of
early exercise, i.e. the buyer may choose to exercise the American option at maturity
or at some time prior to it. Naturally, deriving a price for an American option is more
involved than doing so for the European one, because it requires additional optimization
techniques.

The options that we have defined above are just the most common options and they are
usually publicly traded in organized exchanges with many different underlyings including

IThere are also non-publicly traded stocks, however markets for them are rather illiquid, thus they
are difficult to model.

36



equity, bonds, foreign exchange and commodities. The derivative contracts were originally
developed in commodity markets for risk hedging purposes.

Another example of derivative contracts are the variance and volatility swaps. At
expiration, the volatility swap pays the notional amount N times the difference between
the realized volatility of the underlying asset during the lifetime of the contract, o, and
some fixed agreed-upon delivery volatility, o, so that:

VT:N(O'R—O'K). (A?))

Here oy is exactly the realized volatility of equation (4.1). Similarly, a variance swap
contract (as the name suggests) has terminal payoff:

Vi = N(o% — o%). (A.4)

We must note here that although the realized volatility is calculated as (4.1), in the
continuous framework the quantity

1 /T
on = T/o o2 ds (A.5)

is being used instead.

A.3 Financial modeling

The discipline of quantitative finance concerns itself with pricing (or valuing) derivative
contracts by the use of mathematical models. A typical model states the assumptions
(usually simplifying, because of the complexity of the real-life situation), specifies the
model for the underlying asset (usually a stochastic process) and then proceeds to derive
the pricing function for the derivative contract in question. In the case of the European
call option, assuming that we are currently at time ¢ € [0,7] (where T is the maturity
of the option) and that the current price of the underlying is S;, then the price of this
call is C' = C(t,S;). Similarly for a European put at time ¢, the price is P = P(t,S;).
Considering European call and put on the same underlying, both with maturity 7" and
strike K, by some elementary arguments, one derives the put-call pam’tyﬂ:

C(t,Sy) — P(t,8;) =S, — Ke"T=0 vt e0,T], (A.6)

which is a model independent relationship. Ergo, if we derive price of a call in an arbitrary
model, we automatically obtain the prices for puts as a byproduct.

As we have already mentioned, there is quite a diversity as to what can serve as an
underlying for an optionﬂ Since these underlyings exhibit different dynamics, we expect
different models corresponding to them. Nevertheless, the common approach of quanti-
tative finance is to utilize the market observable information (incorporated in the quoted
prices of vanilla contracts) as much as possible and then use a model as an extrapolation
tool to obtain prices for illiquid and OTC (over-the-counter) traded contingent claims.

2Here r is a constant risk-free interest rate - the rate of interest on which can one borrow or lend
money without any risk. In real life, there is always risk. However, for example, government bonds of
politically stable countries are very close to this concept.

3There are even options written on other derivative contracts such as options on options.
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A.4 Arbitrage

An arbitrage is a way of trading, so that one starts with zero capital and at some later
time 7' is sure not to have lost money and furthermore, has a positive probability of having
made money [12], i.e. an arbitrage is a portfolio value process {II;} satisfying I1y = 0 and
there exists 7' > 0 such that

P(Ily >0)>0 and P(IIr >0)>0.

A usual assumption of mathematical finance is the non-existence of arbitrage - the prin-
ciple of no arbitrage. This assumption is used to find a fair value/price for a derivative
contract. Obviously, in real life, there exist arbitrage opportunities, but they are usually
short-lived. Usual economic argument on which the no-arbitrage principle rests is that if
there was an arbitrage opportunity, market participants would promptly recognize that
and act on it, so that the supply and demand eliminate this opportunity. Naturally, the
more illiquid and anomalous the particular market is the more arbitrage opportunities
are to be found in it. With that being said, no arbitrage principle is a sound assumption
for deriving prices of derivative contracts and it is at the foundations of the whole field of
quantitative finance.

A.5 Market models in mathematical finance

In mathematical finance, basically every notion that we have defined in the previous
sections has a rigorous mathematical counterpart. In this brief section, we present only a
few of them, that are used as language for formulation of some important theorems.

Definition A.5.1. A contingent claim is a square integrable, positive random variable
on (2, A, P).

We say, that contingent claim is attainable if there exists an admissible trading strat-
egyﬁ (the corresponding portfolio is bounded from below) that generates its payoff at
maturity.

A market model is complete if every contingent claim is attainable.

In chapter [3| we assume a market model composed of one stock and the money-market
account. The contingent claim is the derivative security. In the case of this contingent
claim being a European call option, we have explicitly constructed an admissible trading
strategy that replicates the option payoff.

It can be shown that if a market model has a risk neutral measure, then it does
not admit arbitrage. Moreover, the market is complete if and only if this risk neutral
measure is unique. These statements are basically the contents of the first and the second
fundamental theorem of asset pricing [12].

A.6 Change of numéraire

A numéraire is the unit of account in which other assets are denominated. One usually
takes the numéraire to be the currency of a country. For example, in section [3.3 because

4Furthermore, the trading strategy needs to satisfy the self-financing condition. That is a condition

analogous to (3.5]).
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of the equalityf]
S = DSy, vt > 0, (A.7)
B,
we have effectively denominated our asset S; in terms of the money-market account {B;}.
By definition, the discounted stock price is a martingale (w.r.t. natural Brownian motion)
under the risk neutral probability measure P. We say that the measure P is risk-neutral
for the money-market account numéraire.

In general, it is possible to take any positively priced asset (that does not pay divi-
dends) as a numéraire. In practical applications it is often advantageous to change the
numéraire, because it possibly simplifies the calculations.

Theorem A.6.1 (Change of numéraire). Assume there exists a numéraire B and a prob-
ability measure P, equivalent to P, such that the price of an asset S = {S;} relative to B
is a martingale under P. Let S be a numéraire. Then there exists a probability measure
@, equivalent to P, such that the price of any attainable contingent claim Y normalized
by S is a martingale under @), i.e.

E:EQ{E

7. Al
s -5 ¢|7] wepn (A8)

Moreover, the Radon-Nikodym derivative defining the measure () is given by

dQ
dP

S0 B
t_ St BT.

SHere S; is the process for underlying and B;, resp D; are the money-market account and stochastic
discount factor respectively. For definition see appendix @
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Appendix B

Interest rate basics

In the appendix [A] we have defined various investment products, including bonds and the
bank account. In this appendix, for the purposes of mathematical modeling, we give these
concepts a more precise meaning. The class of fixed income instruments and derivatives is
rather large, what we present here are only the basics. This brief overview of elementary
interest rate modeling is almost entirely borrowed from the introductory chapter of [37].

B.1 Definitions and heuristics

The elementary idea on which most of the fixed income products rest is that the value of
one unit of currency today is different from the value of one unit of currency tomorrow.
We formulate this in the concept of discounting below.

Definition B.1.1. A bank account (money-market account) is the It6 stochastic process
{B:}tco,r defined by the following differential relation:

dBt = ’I“tBtdt, vVt € [O,T], (Bl)

with the initial condition By = 1. Here {r;} is a positive random process almost surely
for all ¢ € [0, T7.

According to [2.30, the relation (B.1]) has an equivalent integral representation

B, = exp{/otrs ds}, vt € [0,T). (B.2)

The process {r;}icpo,r] figuring in the equations above is usually referred to as the instan-
taneous spot rate or briefly as short rate for the definition above expresses the fact that
investing a unit amount of currency at time 0 yields the value in (B.2)) at time ¢, thus
ry is the rate at which the money-market accrues. This can be seen from the following;
for an arbitrarily small time interval [, ¢ + €], the relative increase in the money-market
account is

B, — B, exp {fg+5 rsds} — exp {fot rsds} t+e
te — = exp {/ rsds} —1~re.
t

By exp {fot rsds}

91



Discounting is derived by the usual time value of money argument. Assume for simplicity,
that the short rate process is actually a deterministic function » = r(¢) and so is the
money-market account B = B(t).

A legitimate question to ask is, how many units of currency (let us denote this amount
by a) do we have to deposit initially (at time ¢ = 0) in the money-market account in
order for us to have exactly one unit of currency at time t = t,. If we formulate this
mathematically, we aim to ensure

aB(ty) = 1.

Apparently, we have to deposit a = 1/B(t2) units of currency, where B(ts) is known, since
B = B(t) is deterministic. Another question is, how is this amount perceived (to what
amount is it equivalent) at some other point in time ¢; € [0, t5]. Because at time ¢; our
initial deposit of aB(0) = a is equivalent to aB(t;), we have

B(t1)
B(ts)

aB(t;) =

units of currency. Thus one unit of currency payable at time 9, as seen from time ¢; is
B(t1)/B(tz). Iterating back to the initial assumption of a general stochastic short rate
process and stochastic bank account { B}, this leads to the following.

Definition B.1.2. The discount factor D(ty,t2) between two time instants ¢; and ¢y is
the amount at time ¢; that is equivalent to one unit of currency payable at time t, and is
given by:

B 2
D(ty,t5) == B—tl = exp {—/ T ds} ) (B.3)
t1

t2

The discount factor expressed this way is a random variable. We shall most commonly
use the discounting whilst being at time ¢; = 0 and asking about a variable future time
to = t, then the discount factor is defined as:

1 t
D, ::—:exp{—/ rsds}, t €10,7], (B.4)
B, 0
and it is actually an Ito stochastic process satisfying the differential relation

th = —TtDt dt. (B5)
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Appendix C

Characteristic function, related
concepts

Given a random variable X on a probability space (2,4, P), its characteristic function
¢x : R — C is defined as:

bx(u) := E[e™X] = / e X @) dP(w) = / e dFx(r) = / e fx () de, Yu € R.
’ : : (C.1)
Here F'x is the cumulative distribution function and fx is the probability density function,
assuming X is continuous. If the n-th moment of the random variable X exists, then its
characteristic function is differentiable n times, and additionally the moment may be
recovered from it as

EX" = o lﬂﬁbx] (1) (©2)

du™

u=0 )

In finance, the characteristic function is a very popular concept, since everything one
sometimes needs for pricing are the moments of the model. Additionally, many interesting
random variables can be analytically expressed by their characteristic function only (see

5.

C.1 Fourier transform, convolution

Definition C.1.1. Let f be a real integrable function, then its Fourier transform is given
as

FIf](u) = / ¢ f(x)dr,  Vu € R.

R

The Fourier transform might be continuously linearly extended to a bounded linear
operator on square integrable functions, that is in fact a linear isometry (however we need
not go into such detail).

Definition C.1.2. Let f, g be real integrable functions, then we define another function
by

(f*xg)(x /fw— dy—/f g(x —y)dy, Vr € R.

This function is called a convolution of functions f and g.
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Proposition C.1.3. Let f, g be two real integrable functions, then
Flf =gl = FIf1- Flgl (C.3)

Here the dot denotes the regular product of two functions. Instead of computing
a convolution (which in some cases can turn out to be highly intricate), one can take
Fourier transform of individual functions, simply multiply them and then take inverse
Fourier transform.

This theoretical construct has many other applications but it is especially useful in
probability theory, because there it can be shown, that for two independent, absolutely
continuous random variables X, Y with probability density functions fx, fy ther.v. X+Y
has PDF of the form

Ix+y =[x * [y (C.4)

Recalling the definition of characteristic function ¢x of a r.v. X (equation (C.1))),

we observe, that this is just the Fourier transform of its density (for continuous random

variables). By proposition it follows, that for two absolutely continuous random
variables the following holds:

dxvy = Flfx x fv] = Flfx] - Flfy] = ¢xov (C.5)
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Appendix D

Elements of stochastic analysis

In this appendix, we shall briefly sketch some useful definitions, that we did not wanted
to burden the reader with in the main body of the text. These definitions and concepts
could have been included in the first chapter, however, they are mostly complementary
to what is contained there and may be perceived as overly technical.

D.1 Equality of random processes

An example of the above mentioned technicalities are the nuances of how one understands
the equality of random processes and on what basis can one identify them.

Definition D.1.1. Let X = {X;}, Y = {Y;} be random processes, with the index set I.
We say that:

1. Y is a modification of X if X; =Y, P-almost surely for all t € I, i.e.

PHweQ : X(w) =Y (w)}) =1, Vit el

2. X and Y are indistinguishable if

PH{weQ: Xi(w) =Y (w), Vtel})=1.

We note that there are processes X and Y which are modifications of each other, yet
they are distinguishable (not indistinguishable).

Theorem D.1.2 (Kolmogorov-Chentsov). Let X = {X;};c; be a random process. If
there are constants «, 3, C' > 0 such that

E|X,— X,]*<Clt—s|""", Vs tel,
then X has a modification with continuous trajectories.
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D.2 Convergence of random variables

Definition D.2.1. Let {X, },en, be a sequence of random variables on the same prob-
ability space (€2, A, P). Let X be another random variable. We define three types of
convergence in probability theory:

1. The sequence converges to X in probability (denoted X, L X or P-lim X, =X)if
lim P{w e Q : | X,(w) — X(w)|] >€}) =0, Ve > 0.
n—oo

2. The sequence converges to X almost surely (denoted X,, 23 X) if
P{we Q : lim X,(w) =X(w)}) =1.
n—oo

3. The sequence converges to X in mean square (denoted X, L X or L% lim X, =X)
if
lim E[X, — X]* =0.

n—o0

This last limit is sometimes referred to as the mean square limit.

We note here, that both convergence in mean square and almost sure convergence
imply convergence in probability.

D.3 Stochastic continuity

The continuity of a stochastic process in the time parameter is related to the usual con-
vergence of random variables. We discuss it here, because it is included in the definition
of a Lévy process.

Definition D.3.1. We say, that the random process {Xt}[O,T] 15 stochastically continuous
m to S [O,T], if
lim P{w € Q : | X (w) — Xy (w)| > €}) =0, Ve > 0.

t—to

The process {X;}o,1) is stochastically continuous, if it is stochastically continuous in
every point in [0, 7).

Ezample D.3.2. Poisson process {Nt}Rg with intensity A > 0 as defined in section is
stochastically continuous. To verify this we can calculate:

P(Npp =Ny > &) =P(Negn =Ny > 1) =1 = P(Npyp — Ny =0)=1—¢ M 228 ¢

for all € > 0. We have made use of Poisson jumps being either of size 1 or zero (no
jumps). This example illustrates two facts. First, the stochastic continuity of a random
process is unrelated to continuity of its trajectories (sample paths), as Poisson process is
a pure jump process (with discontinuous trajectories), yet it is stochastically continuous.
Second, Poisson process is a Lévy process, as defined in [6.2.1]

FExample D.3.3. The stochastic continuity of Brownian motion might be verified by ana-
logical steps to those above. We stress again, that this concept is unrelated to continuity
of sample paths. Thus it would be erroneous to conclude that the Brownian motion is
stochastically continuous because its trajectories are continuous.
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D.4 Additional terms in stochastic analysis

This section is only informative; for extensive treatment of the matter, we point the reader
towards [29] and [14].

Definition D.4.1. A stochastic process is said to be cadlag if its trajectories are P-almost
surely right continuous, and they have limits from the left]

Definition D.4.2. Given a filtration {F;}, random variable T : Q — R{ is a stopping
time if the event {T' < t} is Fi-measurable for all t > 0, i.e.

{weQ:T(w) <t} e F, Vit > 0.

Definition D.4.3. Given a filtration {F;}, cadlag process X adapted to it is called a local
martingale, if there exists a sequence of increasing stopping times {7}, }en with 7}, 23 oo,
such that the process Xineg, 1,3 is @ martingale with respect to {F;} for each n € N.

Definition D.4.4. A stochastic process X = {X;} is a semimartingale with respect to
filtration {F;} if it admits the following decomposition:

Xi = Xo+ Ay + M, vVt >0,

where A = {A;} is a process of bounded variation and M = {M,} is a local martingale
w.r.t. filtration {F;}.

Here the seemingly nonsensical word cadlag is actually an abbreviation for French ”continu & droite,
limité & gauche”, which summarizes the content of the definition.
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Appendix E

Bayesian inference and
superstatistics

Bayesian statistics is a subfield of probability which takes into account subjective knowl-
edge (and corresponding subjective probabilities) when making inference about certain
systems. Prior and posterior probability distributions thus enter the process of verifying
hypotheses. This is in contrast to classical frequentist statistics and there is an ongoing
debate burdened with philosophical arguments on which approach is more suitable for
certain statistical problems. [38] We shall not dive into these in this text, for we are going
to utilize only one concept from Bayesian statistics.

E.1 Marginal density

We shall introduce an important concept in Bayesian approach to probability. This can
be done generally (even for discrete random variables), but for our convenience we shall
define it only for continuous random variables.

Definition E.1.1. Let X be a random variable with a probability density function
fx(z|0) dependent on some parameter  with values in the parameter space ©. As-
sume that 6 is a random variable Y, distributed according to some probability density
function fy(#). Then the quantity

i) = /@ Fx(216) f(6) d6 (E.1)

is called the marginal density of the random variable X. The values of x are taken from
the support of fx(x|6).

The integration in relation [E.1]is over all the values that the parameter € © assumes.
This procedure is called marginalization and the parameter @ is referred to as the nuisance
parameter. The choice of the random variable Y and in particular its density is the
subjective prior information that is taken into account due to Bayesian statistics.

The marginal density function fy can get rather intricate, so for the purposes of
calculation of marginal characteristic function (defined as the Fourier transform of the
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marginal density) we derive a useful formula. Starting from the definition, for all u € R:

oxtu) = [ e putado = [ e ([ petals)r(6)do) o =

— /@ < /[R ™ fy (]6) dx)}fy(Q) de,

-~

=:px (uld)

so that we obtain the formula for marginal characteristic function as the conditional
characteristic function from which the parameter § has been marginalized:

dx(u) = /@gbx(u|0)fy(0) o, Vu € R. (E.2)

E.2 Superstatistics

Superstatistics is a concept from non-equilibrium statistical physics, which is often em-
ployed to study hierarchical systems and emergent phenomena. The superstatistical ap-
proach was pioneered by [39], and since then, it was applied in many diverse fields of
study such as biology, turbulence and also, as of late, time series analysis. The concept is
superficially similar to that of marginalization and obtaining non-trivial distributions as
mixtures of some simpler distributions with a random parameter via formulas analogical
to those introduced in the previous section. The approach of superstatistics is not con-
cerned with the above-mentioned philosophical disputes and instead imposes the following
physically motivated conditions.

1. In the phenomena described by superstatistics, there are two well-separated timescales
(in the language of the previous section, these would correspond to scales of the
marginal density and the conditional density).

2. The fluctuations in the subsystems are adiabatic (the changes in the parameter
are slow) so that there is enough time to approach local equilibria in the subsystems.

To our knowledge, authors of [40] were first to suggest potential connections between
subordination and superstatistics, mentioned also in [41]. From out point of view, sub-
ordination uses precisely the marginal density , however, the physically motivated
assumptions listed above are not needed. In fact, for the purposes of subordination in
financial modeling (see for example the variance gamma process) these would be rather
undesirable, since sudden (nonadiabatic) movements or jumps are exactly what one looks
for in these types of models. The situation could be quite different in the time series
analysis realm. [42]
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