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Preface

This text presents a self-contained introduction to the binomial model and the Black-Scholes
model in options pricing theory. It is the main literature for the course “Options and
Mathematics” at Chalmers, which provides the students with a first rudimentary knowledge
in mathematical finance (in particular, without using stochastic calculus). The pre-requisites
to follow this text are the standard basic courses in mathematics, such as calculus and linear
algebra. No previous knowledge on probability theory and finance are required. Each chapter
is complemented with a number of exercises and Matlab codes. The exercises marked with
the symbol (7) aim to critical thinking and do not necessarily have a well-defined unique
solution. The solution of the exercises marked with the symbol (e) and the answer to those
marked with the symbol (%) can be found in appendixes B and C at the end of the text.
Further exercises are found in Appendix D. Finally the proof of the theorems marked with
the symbol (%) can be skipped on first reading.

Remark: The Matlab codes presented in this text are not optimized. Moreover the powerful
vectorization tools of Matlab are not employed, in order to make the codes easily adaptable
to other computer softwares and languages. The task to improve the codes presented in this
text is left to the interested reader.

Front cover picture: 10 years historical price of the Lehman Brothers stock
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Chapter 1

Warm-up

The purpose of this chapter is threefold: (1) introduce a few basic financial concepts, (2)
formulate and discuss the main assumptions behind the standard theory of options pricing,
(3) derive some fundamental qualitative properties of option prices.

1.1 Basic financial concepts

For a more detailed discussion on the concepts introduced in this section, see [2].

Financial assets

The term asset may be used to identify any economic resource capable of producing value
and which, under specific legal terms, can be bought and sold (i.e., converted into cash).
Assets may be tangible (e.g., lands, buildings, commodities, etc.) or intangible (e.g., patents,
copyrights, stocks, etc.). Assets are also divided into real assets, i.e, assets whose value is
derived by an intrinsic property (e.g., tangible assets), and financial assets, such as stocks,
options, bonds, etc., whose value is instead derived from a contractual claim on the income
generated by another (possibly real) asset. For example, upon holding shares of the Volvo
stock (a financial asset), we can make a profit from the production and sale of cars even if
we do not own an auto plant (a real asset). As we consider only financial assets in these
notes, the terms “asset” and “financial asset” will be henceforth used interchangeably.

Price

The price of a financial asset is the value, measured in some units of currency (e.g. dollars),
at which the buyer and the seller agree to exchange ownership of the asset. The price is
chosen by the two parties as a result of some kind of “negotiation”. More precisely, the ask



price is the minimum price at which the seller is willing to sell the asset, while the bid price
is the maximum price that the buyer is willing to pay for the asset. When the difference
between these two values, called bid-ask spread, becomes zero, the exchange of the asset
takes place at the corresponding price.

A generic financial asset will be denoted by U and its price at time ¢ by I1¥(¢). Prices are
generally positive, although some financial assets (e.g., forward contracts) have zero price.

The asset price refers to the price of a share of the asset, where “share” stands for the
minimum amount of an asset which can be traded. In these notes all prices are given in a
fixed currency, which is however left unspecified.

Markets

Financial assets can be traded in official markets or in over the counter (OTC) markets.
In the former case all trades are subject to a common legislation, while in the latter the
exchange conditions are agreed upon by the individual traders. Example of OTC markets
are the currency markets (Forex) and the bond markets, while stock markets, option markets
and futures markets are all examples of official markets. Buyers and sellers of assets in a
market will be called investors or agents.

Long and short position

Besides the usual operations of “buying” and “selling” the asset, we need to consider an
additional common type of transaction, which is called short-selling. Short-selling an asset
(typically a stock) is the practice of selling the asset without actually owning it. Concretely,
an investor is short-selling N shares of an asset if the investor borrows the shares from a
third party and then sell them immediately on the market. The reason for short-selling an
asset is the expectation that the price of the asset will decrease in the future. More precisely,
assume that N shares of an asset U are short-sold at time ¢ = 0 for the price I1%(0) and
let T" > 0 be the time at which the shares must be returned to their original owner. If
[“(T) < II%(0), then upon re-purchasing the N shares at time 7', and returning them to
the lender, the short-seller will make the profit N(IT%(0) — IT¥(T)).

An investor is said to have a long position on an asset if the investor owns the asset and
will therefore profit from an increase of the price of the asset. Conversely, the investor is
said to have a short position on the asset if the investor will profit from a decrease of its
value, as it happens for instance when the investor is short-selling the asset.

Finally we remark that any transaction in the market is subject to transaction costs (e.g.,
broker’s commissions and lending fees for short-selling) and transaction delays (trading
in real markets is not instantaneous).



Stocks and dividends

The capital stock of a company is the part of the company equity capital that is made
publicly available for trading. Stocks are most commonly traded in official markets (stock
markets). For instance, over 300 company stocks are traded in the Stockholm exchange
market. The price per share at time ¢ > 0 of a generic stock will be denoted by S(t).

A stock may occasionally pay a dividend to its shareholders. This means that a fraction
of the stock price is deposited to the bank account of the shareholders. The day at which
the dividend is paid, as well as its amount in percentage of the opening stock price at this
day, are known in advance. After the dividend has been paid, the price of the stock usually
drops of the amount paid by the dividend.

Market index and ETF's

A market index is a weighted average of the value of a collection of assets traded in one or
more official markets. For example, S&P500 (Standard and Poor 500) measures the average
value of 500 stocks traded at the New York stock exchange (NYSE) and NASDAQ markets.
Market indexes can be regarded themselves as assets. More precisely an ETF (Exchange
Traded Fund) on a market index is a financial asset whose value tracks exactly the value of
a market index (or a given fraction thereof). Hence one share of an ETF on S&P500 will
increase its value of 1% in one day if during that day S&P 500 has gained 1%. An inverse
ETF however will in the same example decrease its value of 1%. Thus ETFs give investors
the possibility to speculate whether the market will gain or loose value in the future.

Portfolio position and portfolio process

Consider an agent that invests on N assets Uy, ..., Uy during the time interval [0, T'|. Assume
that the agent trades on a; shares of the asset U, as shares of the asset Us,. .., ay shares
of the asset Uy. Here a; € Z, where a; < 0 means that the investor has a short position in
the asset U;, while a; > 0 means that the investor has a long position in the asset U; (the
reason for this interpretation will become soon clear). The vector A = (ay, as, .. .,ay) € ZN
is called a portfolio position, or simply a portfolio. The value of the portfolio at time ¢ is
given by

Va(t) = ZaiHui(t), te 0,7, (1.1)

where 1% (t) denotes the price of the asset U; at time ¢. The value of the portfolio measures
the wealth of the investor: the higher is V'(¢), the “richer” is the investor at time ¢. Now we
see that when the price of the asset U; increases, the value of the portfolio increases if a; > 0
and decreases if a; < 0, which explains why a; > 0 corresponds to a long position on the
asset U; and a; < 0 to a short position. We also remark that portfolios can be added by using



the linear structure on Z", namely if A, B € Z¥, A= (ai,...,an), B= (b1,...,by) are two
portfolios and «, 5 € Z, then C = aA + BB is the portfolio C = (aa; + fby, ..., aay + fby).

In the definition of portfolio position and portfolio value given above, the investor keeps the
same number of shares of each asset during the whole time interval [0,7]. Suppose now that
the investor changes the position on the assets at some times

0:t0<t1<t2<'--<tM:T;

for simplicity we assume that at each time tq,...%;; the change in the portfolio position
occurs instantaneously. Let Ay denote the initial (at time ¢t = ¢y = 0) portfolio position of the
investor and A; denote the portfolio position of the investor in the interval of time (;_1,;],
j=1,...,M. As positions hold for one instance of time only are clearly meaningless, we
may assume that Ay = Aj, i.e., A; is the portfolio position in the closed interval [0, ¢1]. The
vector (Ay, ..., Ay) is called a portfolio process. If we denote by a;; the number of shares
of the asset ¢ in the portfolio A;, then we see that a portfolio process is in fact equivalent to
the N x M matrix A = (a;;), ¢ =1,...,N, 7 =1,..., M. The value V(t) of the portfolio
process at time t is given by the value of the corresponding portfolio position at time ¢ as
defined by (L.1)). Hence for ¢ € (¢;_1,¢;] and j = 1,..., M the value of the portfolio process
is given by

V(t) = Va,(t) Z ag T (t

The initial value V(0) = Vy, = V4,(0) of the portfoho, when it is positive, is called the
initial wealth of the investor.

A portfolio process is said to be self-financing if no cash is ever withdrawn or infused in
the portfolio. Let us look at one example. Suppose that at time tq = 0 the investor is short
400 shares on the asset Uy, long 200 shares on the asset Uy and long 100 shares on the asset
Us. This corresponds to the portfolio

Ao = (—400, 200, 100),
whose value is
V4, = —400 1% (0) + 200 I1*2(0) + 100 I13(0).

If this value is positive, the investor needs an initial wealth to set up this portfolio position:
the income deriving from short selling the asset U; does not suffice to open the desired long
position on the other two assets.

As mentioned before, we may assume that the investor keeps the same position in the interval
(0,t1], i.e., Ay = Ap. The value of the portfolio process at time ¢ = t; is

V(t1) = Vi, (t1) = —400 1% (¢1) + 200 I1*2 (¢,) + 100 T3 ().

Now suppose that at time ¢t = ¢; the investor buys 500 shares of U, sells x shares of Uy, and
sells all the shares of U3. Then in the interval (¢;,t5] the investor has a new portfolio which
is given by

Ay = (100,200 — x,0),
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and so the value of the portfolio process for t € (1, 5] is given by
V() = 1001 (t) + (200 — ) 12 (1), t € (ty,ts].

If we now take the limit of this quantity as t — ¢, we get the value of the portfolio
“Iimmediately after” the position has been changed at time t;. Calling V' (t;+) this limit we
have (assuming that the prices are continuous)

V(t+) = 100 1 (t;) + (200 — 2) TT*2(¢;).

The difference between the value of the two portfolios immediately after and immediately
before the transaction is then

V(t+) — V(t1) = 100 T (t;) + (200 — ) T2 (t;)
— (=400 T1" (¢1) 4 200 112 (¢, ) + 100 T13(¢,))
= 500 I1 (t,) — o TI*2(¢,) — 100 145 ().
If this difference is positive, then the new portfolio cannot be created from the old one
without extra cash. Conversely, if this difference is negative, then the new portfolio is
less valuable than the old one, the difference being equivalent to cash withdrawn from the
portfolio. Hence for self-financing portfolio processes we must have V (¢;+) — V' (¢1) = 0 (and
similarly V(t;+) — V(t;) = 0, for all j = 1,... M — 1). This implies in particular that the
number x of shares of the asset Us to be sold at time ¢; in a self-financing portfolio must be
e 500114 (1) — 100113 (¢,)
= 06 1,) .
Of course, x will be an integer only in exceptional cases, which means that perfect self-
financing strategies in real markets are almost impossible.

The return of a self-financing portfolio process in the interval [0, T is given by
R(T)=V(T) - V(0), (1.2)

where V' (t) denotes the value of the portfolio at time ¢. If the return is positive, the investor
makes a profit in the interval [0,77], if it is negative the investor incurs in a loss. When
V(0) > 0 we may also compute the relative return of the portfolio, which is given by

V(T) = V(0)
V(0)

A portfolio process is non-self-financing if some cash is withdrawn or added to the portfolio
at some time t € (0,7, as it happens for instance when one or more assets in the portfolio
pays a dividend in the period (0,7"). This cash flow must be included in the computation of
the return of the portfolio. Assume for instance that the investor adds the cash C) into the
portfolio at time ¢; € (0,7") and withdraws the cash Cj at time ¢t € (0,7"). Then the return
of the portfolio in the interval [0,7] is V(T') — V(0) + Cy — C4.

R.(T) = (1.3)

Finally we remark that investment returns are commonly “annualized” by dividing the return
R(T) by the time T expressed in fraction of years (e.g., T'= 1 week = 1/52 years).
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Historical volatility

The historical volatility of an asset measures the amplitude of the time fluctuations of the
asset price, thereby giving information on its level of uncertainty. It is computed as the
standard deviation of the log-returns of the asset based on historical data. More precisely,
let [to,t] be some interval of time in the past, with ¢ denoting possibly the present time, and
let T'=1t— 1ty > 0 be the length of this interval. Let us divide [to,?] into n equally long
periods, say

to <t1 <to<...lTp =1, ti—ti_lzh, fOI'aHi:]_,...TL.

The set of points {to, t1, ... t,} is called a partition of the interval [to, ¢]. Assume for instance
that the asset is a stock. The log-return of the stock price in the interval [t;_1,t;] is given

byf]

ti :
R; =log S(t;) —log S(ti—1) = log ( S(t:) ) , i=1,...n. (1.4)
S(ti—1)
The (corrected) sample variance of the log-returns is then
IS _
A(t) = — R)?
where
I 1 S(t)
S =] 1.
A= a2 () ()

is the sample mean of log-returns. To obtain the T-historical variance of the asset we
divide A(t) by h measured in fraction of years, that is

R 1 1
U:QF(t):En_l

Z(Ri — R)* (T-historical variance). (1.6)

=1

The square root of the T'—historical variance is the T-historical volatility:

n

1 1 _
= Z(RZ — R)? (T-historical volatility). (1.7)
Vh\ n =14

Note carefully that the historical volatility depends on the partition being used to compute
it.

Suppose for example that t — ¢y = T = 20 days, which is quite common in the applications,
and let 1, ...ty be the market closing times at these days. Let h = 1 day = 1/365 years.
Then

n

Ga0(t) = V365 % > (R; — R)?

i=1

!Throughout these notes, log z stands for the natural logarithm of # > 0 (which is also frequently denoted
by Inz in the literature).
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is called the 20-days historical volatility. We remark that h = 1/252 is also commonly used
as normalization factor, since there are 252 trading days in one year.

As a way of example, Figure shows the 20-days volatility of four stocks in the Stockholm
exchange market from January 1%, 2014 until May 2°¢, 2014 (88 trading days). These data
have been obtained with MATHEMATICA by running the following command on May 3™,
2014:

FinancialDatal["ticker", "Volatility20Day", {2014, 1, 1}]

Upon running this command, the software connects to Yahoo Finance and collects the 20-
days volatility data for the stock identified by the ticker symbol “ticker”, starting from the
date {2014,1,1} (year, month, day) until the present day. Note that in a few cases the
historical volatility remains approximately constant within periods of about 20 days.
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Financial derivatives. Options

A financial derivative (or derivative security) is an asset whose value depends on the
performance of one (or more) other asset(s), which is called the underlying asset. There
exist various types of financial derivatives, the most common being options, futures, forwards
and swaps. In this section we discuss option derivatives on a single asset, which could be for
instance a stock?l

A call option is a contract between two parties: the buyer, or owner, of the call and the
seller, or writer, of the call. The contract gives the owner the right, but not the obligation,
to buy the underlying asset for a given price, which is fixed at the time when the contract is
stipulated, and which is called strike price of the call. If the buyer can exercise this right
only at some given time 7" in the future then the call option is called European, while if
the option can be exercised at any time earlier than or equal to T, then the option is called
American. The time T is called maturity time, or expiration date of the call. The
writer of the call is obliged to sell the asset to the buyer if the latter decides to exercise the
option. If the option to buy in the definition of a call is replaced by the option to sell, then
the option is called a put option.

In exchange for the option, the buyer must pay a premium to the seller (options are not
free). Suppose that the option is a European option with strike price K and maturity time
T. Assume that the underlying is a stock with price S(t) at time ¢ < T and let Il be the
premium paid by the buyer to the seller. In which case is it then convenient for the buyer
to exercise the option at maturity? Let us define the pay-off of the European call as

Yean = (S(T) — K)+ izmaX(OaS(T)_K>:{ g(T)_K igg’;ig '

Similarly, we define the pay-off of the European put by

0 it S(T) > K
You = (K = S5(T))4 = { K—S(T) if S(T) < K

Clearly, the buyer should exercise the call option at maturity if and only if Y.,; > 0, as in
this case it is cheaper to buy the stock at the strike price rather than at the market price.
Similarly the owner of the put should exercise if and only if Y,,; > 0, as in this case the
income generated by selling the stock at the strike price is higher then the income generated
by selling it at the market price. Hence the call or put option must be exercised at maturity if
and only if the pay-off is positive, in which case the option is said to expire in the money.
The return for the owner of the option is given by N (Y. — Ilp) in the case of the call and by
N (Yput — Ip) in the case of the put, where N is the number of option contracts in the buyer

2Options are available on many different types of assets, including currencies, market indexes, commodi-
ties, etc.
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Figure 1.2: The call option with strike K = 200 and maturity 7" is in the money in the upper
region and out of the money in the lower region. The put option with the same parameters
is in the money in the lower region and out of the money in the upper region.

portfolif’] Note carefully that the buyer makes a profit only if the pay-off is greater than
the premium. One of the main problems in options pricing theory is to define a reasonable
fair value for the price Iy of options (and other derivatives).

Let us introduce some further terminology. The European call (resp. put) with strike K is
said to be in the money at time ¢ if S(¢f) > K (resp. S(¢t) < K). The call (resp. put)
is said to be out of the money if S(t) < K (resp. S(t) > K). If S(t) = K, the (call
or put) option is said to be at the money at time t. The meaning of this terminology is
self-explanatory, see Figure [1.2]

The pay-off of American calls exercised at time ¢ is Y (t) = (S(¢) — K), while for American
puts we have Y'(t) = (K — S(t))+. The quantity Y (¢) is also called intrinsic value of the
American option. In particular, the intrinsic value of an out-of-the-money American option
1s zero.

Option markets

Option markets are relatively new compared to stock markets. The first one has been
established in Chicago in 1974 (the Chicago Board Options Exchange, CBOE). In an option
market anyone (after a proper authorization) can be the buyer or the seller of an option.

3Options are typically sold in multiples of 100 shares, hence the minimum amount of options that one
can buy is 100, which cover 100 shares of the underlying asset.
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Market options are available on different assets (stocks, debts, indexes, etc.) and with
different strikes and maturities. Most commonly, market options are of American style.

Clearly, the deeper in the money is the option, the higher will be the price of the option
in the market, while the price of an option deeply out of the money is usually quite low
(but never zero!). It is also clear that the buyer of the option is the party holding the long
position on the option, since the buyer owns the option and thus hopes for an increase of its
value, while the writer is the holder of the short position.

One reason why investors buy call options is to protect a short position on the underlying
asset. In fact, suppose that an investor is short-selling 100 shares of a stock at time ¢t = 0 for
the price S(0) and let ty > 0 be the time at which the shares must be returned to the lender.
At time ¢t = 0 the investor buys 100 shares of an American call option on the stock with
strike K ~ S(0) and maturity later than ¢y. If at time ¢, the price of the stock is no lower
than S(0), the investor will exercise the call and thus obtain 100 shares of the stock for the
price K ~ S(0). So doing the investor will be able to return the shares to the lender with
minimal losses. At the same fashion, investors buy put options to protect a long position on
the underlying asset]]

Exercise 1.1 (7). Can you think of a reason why investors sell options?

Of course, speculation is also an important factor in option markets. However the stan-
dard theory of options pricing is firmly based on the interpretation of options as derivative
securities and does not take speculation into account.

European, American and Asian derivatives

By far the majority of financial derivatives, including options other then simple calls and
puts, are traded OTC. In this section we discuss a few examples, but first it is convenient to
introduce a precise mathematical definition of European and American derivatives.

Given a function ¢ : (0,00) — R, the standard European derivative with pay-off Y =
g(S(T)) and maturity time 7' > 0 is the contract that pays to its owner the amount Y
at time 7" > 0. Here S(T) is the price of the underlying stock at time 7', while g is the
pay-off function of the derivative (e.g., g(x) = (z — K), for European call options, while
g(x) = (K — z); for European put options). Hence, the pay-off of standard European
derivatives depends only on the price of the stock at maturity and not on the earlier history
of the stock price. An example of standard European derivative which is actually traded in
the market (other than call and put options) is the digital option. Denote by H(z) the
Heaviside function,
1, forxz >0

H(x)_{o, forx <0’

4A short-selling strategy that is not covered by a suitable security is said to be naked.
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Figure 1.3: Pay-off function (continuous line) and return (dashed line) of some standard
European derivatives.

and let K,L > 0 be constants expressed in units of some currency (e.g., dollars). The
standard European derivative with pay-off function g(z) = LH (z— K) is called cash-settled
digital call option; this derivative pays the amount L if S(7") > K, and nothing otherwise.
The physically-settled digital call option has the pay-off function g(z) = 2H(z — K),
which means that at maturity the buyer receives either the stock (when S(T") > K), or
nothing. Digital options are also called binary options. Figure(l.3|shows the pay-off function
of call, put and digital call options with strike K = 10. Drawing the pay-off function of a
derivative helps to get a first insight onto its properties.

Exercise 1.2. Given K, AK > 0, consider the standard Furopean derivative with maturity
T and pay-off function

gx)=(r—-K+AK); =2z —-K); +(z — K - AK),.

Draw the graph of g and derive the range of S(T) for which the derivative expires in the
money.

If the pay-off depends on the history of the stock price during the interval [0, 7], and not
just on S(T'), we shall say that the contract is a non-standard European derivative. An

14



example of non-standard European derivative is the so-called Asian call option, the pay-off
of which is given by Y = (7 fOT S(t)dt — K);.

The value at time t of the European derivative with pay-off Y and expiration date T" will be
denoted by Ily(t) (we do not include the expiration date in our notation).

The term “European” refers to the fact that the contract cannot be exercised before time
T. For a standard American derivative the buyer can exercise the contract at any time
t € (0,7T) and so doing the buyer will receive the amount Y (t) = g(S(t)), where g is the pay-
off function of the American derivative. Non-standard American derivatives can be defined
similarly to the European ones, but with the further option of earlier exercise.

Exercise 1.3. Look for the definition of the following options: Bermuda option, Com-
pound option, Lookback option, Barrier option, Chooser option. Classify them as Ameri-
can/European, standard/non-standard and write down their pay-off function.

Money market

A money market is a (OTC) market in which the objects of trading are short term loans,
i.e., loans with maturity between one day and one yeaif’] Assets in the money market bear
a very low risk of default and for this reason they are also called risk-free assets, although
this terminology is criticized by many scholars. Examples of risk-free assets in the money
market are commercial papers and repurchase agreements (repo). In contrast to stock and
option markets, money markets are typically accessible only by financial institutions and not
by private investors.

The value at time t of a generic risk-free asset in the money market will be denoted by B(t);
the difference B(ty) — B(t;) is determined by the interest rate of the asset in the interval
[t1,t2]. We say that a risk-free asset has instantaneous interest rate r(¢) in the interval
[t1,to] if

B(t) = B(t,) exp (/ttr(s) ds) , fort <t <t (1.8)

Under normal market conditions we have B(ts) > B(t;), i.e., the interest rate of risk-free
assets is usually positive, but exceptions are possible. For instance, short term loans issued
by the Swedish central bank (Riksbanken) have presently (2017) a negative interest rate.

To see how the money market works in practice, suppose that an investor buys a risk-free
asset at time ¢t = 0 which expires at time 7" > 0. The seller will receive the quantity
By = B(0). As part of the agreement, the seller promises to re-purchase the risk-free asset
at time T for B(T) > By. Hence buying an asset in the money market is equivalent to
lend money to the seller, while selling an asset in the money market is equivalent to borrow
money from the buyer. The seller of the risk-free asset is the party holding the short position
on the asset, while the buyer holds the long position.

5Loan contracts with maturity longer than one year are called bonds and are traded in the bond market.
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We remark that there exists several ways to define the interest rate of a risk-free asset; in
particular, the interest rate may be compounded discretely in time, rather then continu-
ously as in . Inasmuch as in these notes we use only to compute the value of assets
in the money market, we shall refer to r(¢) simply as the interest rate of the risk-free asset,
i.e., the word “instantaneous” will be omitted for brevity. Moreover we shall always assume
that the interest rate is a constant r, so that simplifies to

B(t) = B(ty) exp(r(t —t1)), fort; <t <t,. (1.9)

The interest rate is measured in yearly percentage. For example, if one share of a risk-free
asset has initial value B(0) = 10 at time ¢ = 0 and interest rate 10% per year, then after 1
month=1/12 years its value is B(1/12) = 10exp(0.1/12) ~ 10.0837.

Note that so far we have introduced three strategies that investors can undertake to obtain
cash: short-selling an asset, writing an option or borrowing from the money market.

Frictionless markets

As all mathematical models, also those in options pricing theory are based on a number of
assumptions. Some of these assumptions are introduced only with the purpose of simplifying
the analysis of the models and often correspond to facts that do not occur in reality. Among
these “simplifying” assumptions we impose that

1. There is no bid/ask spreadf|
2. There are no transaction costs and trades occur instantaneously
3. An investor can trade any fraction of shares

4. No lack of liquidity: there is no limit to the amount of cash that can be borrowed from
the money market

We have seen in the previous sections that real markets do not satisfy exactly these assump-
tions, although in some case they do it with reasonable approximation. For instance, if the
investor is an agent working for a large financial institution, then the above assumptions
reflect reality quite well. However they work very badly for private investors. We summarize
the validity of these assumptions by saying that the market has no friction. The idea is
that when the above assumptions hold, trading proceeds “smoothly without resistance”.

In a frictionless market we may define the portfolio process of an agent who is investing on
N assets during the time interval [0,7] as a function

A0, T = RY,  A(t) = (as(t), .-, an(t)),

6In particular, any offer to buy/sell an asset is matched by an offer to sell/buy the asset.
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i.e., by assumptions 2 and 3, the number of shares a;(t) of each single asset at time ¢ is
now allowed to be any real number and to change at any arbitrary time in the interval
[0,7]. Portfolio processes can be added using the linear structure in RY, namely if B =
(by(t),...,bn(t)), then A+ B is the portfolio

A+ B = (a1(t) £ bi(D),. .., an(t) + by(1)).

The value at time ¢ of the portfolio process A is

Va(t) = 3" a0 o),

=1

and clearly
Va(t) + Vi(t) = Vars(t).

Moreover it is clear that, thanks to assumption 3, perfect self-financial portfolio processes in
frictionless markets always exist.

A further simplifying assumption that we make in the rest of these notes is the following:
5. All risk-free assets in the the money market have the same constant interest rate r

Although r is usually positive in the applications, we shall sometimes allow r = 0 or even a
negative interest rate. We shall refer to r as the interest rate of the money market. In the
applications it is customary to choose the value of r to be an interbank offered rate, such
as LIBOR, or EURIBOR, etc., that is the average interest rate at which banks in a given
geographical zone lend money to one another.

1.2 Qualitative properties of option prices

The purpose of this section is to derive some qualitative properties of option prices using only
basic principles, without invoking any specific mathematical model for the market dynamics.
The following notation will be used. S(t) denotes the price at time ¢t > 0 of a given stock,
C(t,S(t), K, T) denotes the price at time t € [0, T] of the European call option on the stock
with strike K > 0 and maturity 7' > 0. The price of the European put option with the same
parameters will be denoted by P(t,S(t), K,T); finally C(¢t,5(¢t), K,T) and P(t,5(t), K,T)
denote the values of the corresponding American call and put option.

No-dummy investor principle

Probably the most self-evident of all financial principles is the following, which we call the
no-dummy investor principl(ﬂ

"More commonly (and respectfully) known as rational investor principle.
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Investors prefer more to less and do not undertake
trading strategies which result in a sure loss.

This principle has a number of straightforward consequences. For example, an investor will
never exercise an option which is out of the money, while an option that expires in the money
is always exercisedﬂ Moreover the price of stocks and options (prior to expire) is always
positive.

Exercise 1.4 (7). Use the no-dummy investor principle to justify the following properties.

(i) The price of a financial derivative tends to its pay-off as maturity is approached. In
particular, for European call/put options,

as t = T~ and similarly for American options,

(i1) An American derivative is at least as valuable as its European counterpart. In partic-
ular, for call/put options,

~

C(t,S(t),K,T)>C(t,S1t),K,T), P(tSt),K,T)> P(t,S(t),K,T)

(iii) The price of an American derivative is always larger or equal to its intrinsic value. In
particular, for American call/put options,

~

C(t7 S(t>7K>T> > (S(t) - K)Jra ﬁ(t,S(t),K, T) > (K - S(t))Jr'

Any reasonable mathematical model for the price of options must be consistent with the
properties (i)-(iii) in the previous exercise. In the rest of this section they are assumed to
hold without any further comment.

Arbitrage-free principle

An arbitrage opportunity is an investment strategy that requires no initial wealth and
which ensures a positive profit without taking any risk. For example, suppose that at time
t = 0 an investor sells one share the American call option with strike K and maturity 7T}
and buys one share of the American call on the same stock with the same strike but with
maturity 7o > Tj. Suppose that the price of the latter option is lower than the price of
the former, i.e., Cy := C(0,5(0), K,Ty) < C(0,5(0), K,T}) := C;. The investor will then
have the cash 6’1 — 52 available to buy shares of a risk-free asset in the money market. This

8Provided of course the owner of the option can afford to exercise. For instance, the buyer of a call option
may not have the cash required to buy the underlying when the call expires in the money.
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portfolio is clearly riskless: if the buyer of the option with maturity 7} decides to exercise
at some time ¢ < 77, the investor can pay-off the buyer by exercising his/her own option.
Hence this investment is an example of arbitrage opportunity: it requires no initial wealth,
it entails no risk and it ensures a positive profit. However, why should the investor be able to
find someone willing to pay more for an option that expires earlier? This would be of course
a dummy investment for the buyer. Due to the complexity of modern markets, arbitrage
opportunities do actually exist, but only for a very short time, as they are quickly exploited
and “traded away” by investors.

The previous discussion leads us to assume the validity of the so-called arbitrage-free
principle:

Asset prices in a market are such that no
arbitrage opportunities can be found.

Asset prices that are consistent with this principle are said to be arbitrage free or fair.

Dominance principle

The arbitrage-free principle can be used to derive a number of qualitative properties of option
prices, which are not as obvious as (i)-(iii) in Exercise [1.4] To this purpose we need first to
express the arbitrage-free principle in a more quantitative form. There are several ways to
do this, e.g. by requiring the absence of arbitrage portfolios in the market (see next chapter),
or by imposing the so-called dominance principle [3]:

Dominance Principle: Suppose that t < T is the present time and consider a portfolio
which does not contain dividend-paying assets or short positions on American derivatives. If
the value of the portfolio is non-negative at time T, i.e., V(T) > 0, then V(t) > 0.

The fact that the dominance principle must hold as a consequence of the arbitrage-free
principle is clear. In fact, if V(¢) < 0, then the investor needs no initial wealth to open
the portfolio, while on the other hand the portfolio return is positive, since V(T') — V (t) >
—V(t) > 0. Hence the given portfolio ensures a positive profit without taking any risk, which
violates the arbitrage-free principle.

Let us comment further on the formulation of the dominance principle. First of all, the
requirement that the portfolio does not contain short positions on American derivatives is
necessary, otherwise there is no guarantee that the portfolio exists up to time 7' (the buyer
may exercise the derivative prior to T'). The reason to require that the assets pay no dividend
is the following. Suppose that a stock pays a dividend of 2 % at time 7. Just before that
the investor open a short position on the stock and invest 99% of the income on a risk-free
asset. Hence the value of this portfolio is negative, but it becomes instantaneously positive
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when the dividend is paid’|

The following simple theorem will be used for our applications of the dominance principle.

Theorem 1.1. Assume that the dominance principle holds and let A, B be two portfolios
which do not contain dividend pay assets or American derivatives. Then, fort < T':

(a) If V4(T) =0, then V4(t) = 0;
(b) If Va(T) = Vs(T), then Va(t) = Vi(t);

(C) ]f VA(T) Z VB(T), then VA(t) Z Vg(t).
Proof. (a) The dominance principle implies V4(t) > 0. As the portfolio .4 does not contain
American derivatives, the dominance principle applies to the portfolio —A as well. We

obtain V_4(t) = —Va(t) > 0, or V4(t) < 0. Hence V4(t) = 0. (b) follows by part (a) and
the relation V4_g(t) = Va(t) — V(t). The proof of (c) is similar. O

The next theorem collects a number of properties that must be satisfied by option prices as
a consequence of the dominance principle. We denote these properties by (iv)-(vii) in order
to continue the list (i)-(iii) given in Exercise [1.4]

Theorem 1.2. Assume that the dominance principle holds and let r be the interest rate of
the money market. Then, for allt < T,

(iv) The put-call parity holds
S(t) —C(t,S(t), K, T) = Ke "9 — P(t, S(t), K, T). (1.10)

(v) If r >0, then C(t,S(t), K,T) > (S(t) — K); the strict inequality C(t,S(t), K,T) >
(S(t) — K)4 holds when r > 0.
(vi) If r >0, the map T — C(t,S(t), K,T) is non-decreasing.

(vii) The maps K — C(t,S(t), K,T) and K — P(t,S(t), K,T) are conveq}
Proof. (iv) Consider a constant portfolio A which is long one share of the stock and one

share of the put option, and is short one share of the call and K/B(T') shares of the
risk-free asset. The value of this portfolio at maturity is

Va(T) = S(T) + (K = 5(T))4 = (S(T) = K)y - WB(T) =0.

9In practice this is not a feasible strategy as the profit is extremely small and highly surpassed by
transaction costs. Moreover certain markets require to own the stock for a sufficiently long period of time
in order to be entitled to the next dividend.

10Recall that a real-valued function f on an interval I is convex if f(6z + (1 —0)y) < 0f(z) + (1 —0) f(y),
for all z,y € I and 0 € (0, 1).
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(vii)

Hence, by (a) of Theorem [L.1 V4(t) =0, for t < T, that is
S(t)+ P(t,S(t), K,T) — C(t,5(t), K,T) — Ke ™" =,
which is the claim.

We can assume S(t) > K, otherwise the claim is obvious (the price of a call cannot be
negative). By the put-call parity, using that P(t, S(t), K,T) > 0,

C(t,S(t), K, T) = S(t) = Ke "™ 4 P(t, S(t), K, T) > S(t) - Ke """

the right hand side equals S(t) — K for r = 0 and is strictly greater than this quantity
for r > 0. As S(t) — K = (S(t) — K)4 for S(t) > K, the claim follows.

Consider a portfolio .4 which is long one call with maturity 75 and strike K, and short
one call with maturity 77 and strike K, where T, > T7 > t. By the claim (v) we have

C(h,S(Th), K, Ty) > (S(Th) — K) = C(Th, S(Th), K, Th),

i.e., Vi(T1) >0, for t <Tj. Hence Vy(t) > 0, i.e., C(t,S(t), K,Ty) > C(t,S(t), K, T}),
which is the claim.

We prove the statement for call options, the argument for put options being the same.
Let Ko, K1 > 0 and 0 < 6 < 1 be given. Consider a portfolio A which is short one
share of a call with strike 0K + (1 — 0) Ky and maturity 7', long 6 shares of a call with
strike K and maturity 7', long (1 — #) shares of a call with strike K, and maturity 7.
The value of this portfolio at maturity is

Va(T) = —(S(T) = (0K + (1 — 6)Ky))s + 6(S(T) — K1)y + (1 — )(S(T) — Ko)s.

The convexity of the function f(z) = (S(T) — )4 gives Va(T) > 0 and so V4(t) > 0
by the dominance principle. The latter inequality is

O(t, S(t), 0K, + (1 — 0)Ko, T) < 0C(t, S(t), K1, T) + (1 — 0)C(t, S(t), Ko, T).

which is the claim for call options.

Exercise 1.5. Consider the following table of European options prices at time t = 0:

CALL PUT
Maturity | Strike | Price Maturity | Strike | Price
1 month 104 20 1 month 96 1
1 month 110 16 1 month 100 16
1 month 116 10 1 month 104 18
3 month 110 15 3 month 110 18

21



Assume that the money market has interest rate r = 0 and that the price of the underlying
asset at time t = 0 1s S(0) = 100. Ezplain why these prices are incompatible with the dom-
wance principle. Find a constant portfolio position which violates the dominance principle.
HINT: Look for violations of the properties (iv)—(vii).

Exercise 1.6. Assume that the dominance principle holds and prove the following.

(viii) If Ko < Ky, then C(t,S(t), Ko, T) > C(t,S(t), K1,T), i.e., the price of Furopean call
options is non-increasing with the strike price. Similarly the price of put options is
non-decreasing with the strike price.

(iz) C(t,S(t), K,T) < S(t) and P(t,S(t), K,T) < Ke "(T~1).

Exercise 1.7 (o). Assume that the dominance principle holds. Consider the FEuropean
derivative U with maturity time T and pay-off Y given by Y = min[(S(T) — K1)y, (Ks —
S(T))+], where Ky > K; and (x)+ = max(0,z). Draw the pay-off function of the derivative.
Find a constant portfolio consisting of Furopean calls and puts expiring at time T which
replicates the value of U (i.e., whose value at any time t <'T equals the value of U ).

Exercise 1.8. Suppose K, AK > 0. A butterfly spread on call options pays the amount
(S(T)- K+ AK); —2(S(T) - K); + (S(T) — K — AK)

at the maturity T. Draw the pay-off function of the derivative. Show that the value of this
option is non-negative at any point of time.

Exercise 1.9 (o). The price of a contract at time t is N units of currency and it pays at
the maturity date T >t the amount N + aN(S(T) — K)+. Show that

1 - @0 1.11
“= CwSW.K.T) (L11)

if C(t,S(t), K,T) >0 and N # 0.

Optimal exercise time of American options

Consider now a no-dummy investor owning an American put option. When should the
investor exercise the option? At any time ¢ < T' we have, by (iii),

either P(t,S(t),K,T) > (K — S(t))y or P(t,S(t),K,T) = (K — S(t))-.

Exercising the American put at a time ¢ when the strict inequality P(¢, S(t), K,T) > (K —
S(t))+ holds is a dummy decision, because the resulting pay-off is lower than the value of

22



the derivativ. On the other hand, if the equality l/D\(t, S(t), K,T) = (K — S(t))+ holds at
time ¢, then the optimal strategy for the investor is to exercise the American put, as in this
case the pay-off equals the value of the derivative, i.e., the investor takes full advantage of
the American put. This leads us to introduce the following definition.

Definition 1.1. A time ¢ < T' 1is called an optimal exercise time for the American put
with value P(t,S(t), K,T) if

P(t,S(t),K,T) = (K — S(t))-.

A similar definition can be justified for American call options, i.e., the optimal exercise time
of the American call is a time ¢ at which C(t, S(t), K,T) = (S(t) — K),. However, assuming
that the dominance principle holds (and that the money market has positive interest rate),
we have é(t, S(t),K,T)>C(t,S(t), K,T) > (S(t)— K),, fort <T, see (v) in Theorem
It follows that, in an arbitrage-free market, it is never optimal to exercise American call
options prior to maturity when the underlying stock pays no dividend. As opposed to this,
it will be shown in Chapter [6] that when the underlying stock pays a dividend prior to the
expiration date of the American call, it is optimal to exercise the American call just before
the dividend is paid, provided the price of the stock is sufficiently high, see Theorem

As in the absence of dividends the optimal strategy is to hold the American call until
maturity, the dominance principle leads us to the following, last property on the fair price
of options:

(x) When the underlying stock pays no dividend (and the money market has positive
interest rate), the fair price of European calls and American call with equal parameters
are the same, i.e.,

~

C(t, S(t), K, T) = C(t, S(t), K, T).

Final remarks: The properties (i)-(x) are quite well represented in real markets, thereby
giving indirect support to the arbitrage-free principle. Note also that these properties depend
only on the validity of the arbitrage-free principle (in the form of the dominance principle)
and not on the specific market dynamics. In the following chapters we shall give an alternative
proof of (some of) these properties by using explicit models for the price of stocks and options
in the market.

Exercise 1.10 (Comparison with market data). Call and put options on Nasdaq 100
are of European style and so they can be used to test the properties derived in this section.
The market price of call and put options on Nasdaq 100, for different strikes and maturities,
can be found at the homepage http: //www. marketwatch. com/ investing/ index/ ndz/
options|. Compile a table of prices for options “nearly at the money”, for instance using
the first 10 options in and out of the money (if an option appears with zero price it means

1Of course the buyer might want to close the position on the American put for other reasons. In this case
however it is more profitable to sell the option rather than exercising it.
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that it has not yet been traded; you can just skip it). Use these data to plot (with Matlab
for instance) the price of call and put options in terms of the strike price and the time of
maturity. Are the properties (vi), (viii), (viii) verified? Next use the put-call parity identity
to compute the value of the interest rate r for each pair of call-put with the same strike and
maturity. What can you conclude? Do the data support the put-call parity?
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Chapter 2

Binomial markets

In this and the following two chapters we present a time-discrete model for the fair price
of options first proposed in [4] and which is known under the name of binomial options
pricing model. The model is very popular among practitioners due to its implementation
simplicity. The present chapter deals with the dynamics of the underlying asset, which
we assume to be a stock. The following two chapters are concerned with European and
American derivatives on the stock. The time-continuum analogue of the binomial model is
the Black-Scholes model, which will be studied in Chapter [6]

2.1 The binomial stock price

The binomial asset price is a model for the evolution in time of the price of financial
assets. It is often applied to stocks, hence we denote by S(t) the price of the asset at time
t. We are interested in monitoring the stock price in some finite time interval [0, 7], where
T > 0 could be for instance the expiration date of an option on the stock. The price of the
stock at time ¢ = 0 is denoted by S(0) or Sy and is assumed to be known.

The binomial stock price can only change at some given pre-defined times 0 = t;, < t; <
ty < --- <ty =T; moreover the price at time ¢;,; depends only on the price at time ¢; and
the result of “tossing a coin”. Precisely, letting u,d € R, u > d, and p € (0, 1), we assume

S(t;) = S(ti—1)e", with probability p,
Y7 S(ti—1)e?, with probability 1 — p,

forall © = 1,..., N. Here we may interpret p as the probability to get a head in a coin toss
(p =1/2 for a fair coin). We restrict to the standard binomial model, which assumes that
the market parameters u,d, p are time-independent and that the stock pays no dividend in
the interval [0,7T]. In the applications one typically chooses v > 0 and d < 0 (e.g., d = —u
is quite common), hence u stands for “up”, since S(t;) = S(t;—1)e* > S(t;—1), while d stands
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for “down”, for S(t;) = S(t;_1)e? < S(t;_1). In the first case we say that the stock price goes
up at time t;, in the second case that it goes down at time t;.

Next we introduce a number of assumptions which simplify the analysis of the model without
compromising its generalityﬂ Firstly we assume that the times ¢y, t1,...¢ty are equidistant,
that is

ti—ti_1=h>0, foralli=1,...,n.

In the applications the value of A must be chosen much smaller than 7. Without loss of
generality we can pick h =1, and so

tlzl, t2:2, ...,tN:T:N,

with N >> 1. For instance, if N = 67 (the number of trading days in a period of 3 months),
then h = 1 day and S(t), for t € {1,... N}, may refer to the closing price of the stock at
each day. It is convenient to denote

T=1{1,...,N}.

Hence, from now on, we assume that the binomial stock price is determined by the rule
S(O) = SO and

S(t —1)e*, with probability p

S(t) = { , tel (2.1)

S(t —1)e?, with probability 1 — p

Remark 2.1 (Notation). The notation used in the present notes is the same as in [3],
although it is slightly different from the one used in the standard literature on the binomial
model, see e.g., [6]. In fact the binomial stock price is more commonly written as

S(t — 1)u, with probability p
S(t) =

S(t —1)d, with probability 1 —p 7
with 0 < d < u. All the results in the present text can be translated into the standard

notation by the substitutions e* — u, e? — d. In our notation the log-returns of the stock
take a slightly simpler form, which is useful when passing to the time-continuum limit (see

Section .

Each possible sequence (S(1),...,S(N)) of the future stock prices determined by the bino-
mial model is called a path of the stock price. Clearly, there exists 2V possible paths of the
stock price in a N-period model. Lettingﬂ

{u,d} = {z = (1,29,...,28) ERY i3y =wora;, =d, t € I}

"'We come back to the general model in Section where it is implemented with Matlab.
ZNote carefully that in the set {u,d}?, the letters u,d mean “up” and “down” and should not be confused
with the numerical parameters u, d in the binomial stock price (2.1]).
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be the space of all possible N-sequences of “ups” and “downs”, we obtain a unique path
of the stock price (S(1),...,S(N)) for each x € {u,d}". For instance, for N = 3 and
x = (u,u,u) the corresponding stock price path is given by

So — S(1) = Spe" — S(2) = S(1)e" = Spe** — S(3) = S(2)e" = Spe*,
while for z = (u,d, u) we obtain the path
So — S(1) = Spe — S(2) = S(1)e? = Spe" T — S(3) = S(2)e* = Spe? .

In general the possible paths of the stock price for the 3-period model can be represented as

S(3) = Spe
S(2) = Spe*v
/ \
S(1) = Soe S(3) = Spe2t
/ \ /
S(0) =Sy S(2) = Spentd
\ / :
S(1) = Spe? S(3) = Spe+2

(3) = 5063d

which is an example of binomial tree. The admissible values for the binomial stock price
S(t) at time t are given by

S(t) € {Spek =k =0, ... 1},
for all ¢ € Z, where k is the number of times that the price goes up up to the time ¢ included.

Definition 2.1. Given x = (z1,...xy) € {u,d}", the binomial stock price S(t,z) at time
t € I corresponding to x is given by

S(t,z) = Soexp(xy + z2+ ... 2¢).



The vector S* = (S(1,z),...S(N,x)) is called the x-path of the binomial stock price. More-
over we define the pmbabz’lz’t@ﬂ of the path S* as

P(5%) = pNe@®) (1 — p)Nal@),

where N, (z) is the number of u’s in the sequence x and Ny(z) = N — N,(x) is the number
of d’s. The probability that the binomial stock price follows one of the two paths S*, SY is
gwen by P(S*) +P(SY) (and similarly for any number of paths).

> P(SY) =1

ze{u,d}N

Theorem 2.1.

Proof. The sum is

Ny ()
Yo OB = D MNP -pN =1 —p)V Y <L) :

L=p
xe{u,d}N xe{u,d}N xe{u,d}N

where for the last equality we used Ny(x) = N — N,(z). Now, even though the sum is over
r € {u,d}", the terms to be summed depend only on N,(z). Hence, the paths x with the
same value of N,(z) (i.e., the same number of “ups”) give the same contribution to the sum.
It is left as an exercise to show that given k& € {0,1,..., N}, the number of paths x for which
N,(x) = k is given by the binomial coefficient:

Each of the term in the sum for which N,(z) = k equals (p/(1 — p))*, hence, as there are
(]Z) of them, we obtain

N k

N p

P(S*) = (1 —p)V — .

S B(sT) = (1-p) Z(k) (+)

ze{u,d}N 0

The binomial theorem asserts that (a + b)Y = Z,]CVZO (J:) a*bN k. Letting a = p/(1 — p)
and b = 1 we conclude

3 P =(1-p)Y (1+ L>N ~1.

ze{u,d}N 1- p

3We shall say more about the probabilistic interpretation of the binomial model in Chapter
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2.2 Binomial markets

A 1+1 dimensional binomial market is a market that consists of a risky asset, say a stock,
and a risk-free asset, such that the price of the risky asset is given by the binomial model (2.1
and the value of the risk-free asset at time ¢t € 7 is given by

B(t) = Bpe'*, teT, (2.2)

where By = B(0) is the present (at time ¢ = 0) value of the asset. Recall that we assume that
the interest rate r of the money market is constant (not necessarily positive). As we shall
only consider markets with one stock and one risk-free asset, we refer to 1+1 dimensional
binomial markets simply as binomial markets. The constants u,d,r,p are called market
parameters.

Remark 2.2 (Notation). As a follow-up to Remark [2.1, we mention that our notation for
the value of the risk-free asset is also slightly different from the standard one. In fact, most
of the literature on the binomial model, e.g. [6], denotes the value of the risk-free asset at
time ¢ by B(t) = Bo(1 + r)’. To translate our results into the standard notation one just
needs to replace ¢” with (14 r). As already reported in Remark we follow the notation
used in [3].

Remark 2.3 (Discounted price). The discounted price of the stock in a binomial market
is defined by S*(t) = e "S(t) and has the following meaning: S*(¢) is the amount that
should be invested on the risk-free asset at time ¢ = 0 in order that the value at time ¢
of this investment replicates the value of the stock at time ¢. Note that, whenever r» > 0,
i.e., as long as buying the risk-free asset ensures a positive return, we have S*(t) < S(t).
The discounted price of the stock measures the loss in the stock value due to the “time-
devaluation” of money expressed by the ratio By/B(t) = e . Put it differently, 1 dollar
today (¢t = 0) has the same (financial) purchasing power of e dollars at time ¢ in the future.
Hence S*(t) = S(t)/e"™ measures the future value of the stock relative to the present value
of money.

Definition 2.2. A portfolio process invested in a binomial market is a finite sequence

{(hs(t), hp(t)) }ez,

wherd| hs(t) € R is the number of shares invested in the stock and hp(t) € R is the number
of shares invested in the risk-free asset during the time interval (t — 1,t], t € Z. The value
of the portfolio process at time t is given by

V(t) = hs(t)S(t) + hi(t) B(¢). (2.3)

“Recall that we assume that it is possible to trade any fractional number of shares, hence hg(t), hp(t)
can be any real number. Of course, in the applications they have to be rounded to integer numbers.
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The initial position of the investor is given by (hg(0), hp(0)). Without loss of generality we
assume that

hs(0) = hs(1),  hs(0) = hp(1), (2.4)

i.e, (hg(1), hp(1)) is the investor position on the closed interval [0, 1] (and not just in the semi-
open interval (0,1]). We recall that hg(tf) > 0 means that the investor has a long position
on the stock in the interval (¢ — 1,¢], while hg(¢) < 0 corresponds to a short position.

It is clear that the investor will change the position on the stock and the risk-free asset
according to the path followed by the stock price, and so (hg(t), hp(t)) is in general path-
dependent. When we want to emphasize the dependence of a portfolio position on the path
of the stock price we shall write

hs(t) = hs(t,z), hp(t) = hp(t, ).

Similarly, we write V(t) = V (¢, x) if we want to emphasize the dependence of the portfolio
value on the path of the stock price. Clearly,

V(t,z) = hs(t,©)S(t, z) + ha(t, z)B(t).

We say that the portfolio process is self-financing if purchasing more shares of one asset
is possible only by selling shares of the other asset for an equivalent value (and not by
infusing new cash into the portfolio), and, conversely, if any cash obtained by selling one
asset is immediately re-invested to buy shares of the other asset (and not withdrawn from the
portfolio). To translate this condition into a mathematical formula, recall that (hg(t), hp(t))
is the investor position on the stock and the risk-free asset during the time interval (t — 1,¢].
Assume that the investor sells/buys shares of the assets at time ¢. Let (hg(t+ 1), hg(t+ 1))
be the new position on the stock and the risk-free asset in the interval (¢,¢ + 1]. The value
of the portfolio process just before and immediately after changing the position at time ¢ is
given respectively by

V(t) = hs(t)S(t) + hp(t)B(t), V'(t) = hs(t+1)S(t) + hp(t + 1)B(t).

The difference V'(t) — V(t), if not zero, corresponds to cash withdrawn or added to the
portfolio as a result of the change in the position on the assets. In a self-financing portfolio,
however, this difference must be zero. We thus must have V'(t) = V(t), which leads to the
following definition.

Definition 2.3. A portfolio process {(hs(t), hg(t)) her invested in a binomial market is said
to be self-financing if

hs(t)S(t —1)+ hp(t)B(t —1) =hg(t —1)S(t — 1)+ hg(t — 1)B(t — 1) (2.5)
holds for allt € .

Remark 2.4. Constant (i.e., time-independent) portfolio processes are clearly self-financing.
In fact, (2.5) holds if hg(t) = hg(t — 1) and hp(t) = hp(t — 1), for all t € Z.
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Exercise 2.1. Denote Af = f(t) — f(t —1), for any function f of t € Z. Show that for any
self-financing portfolio there holds

AV (t) = hg(t)AS(t) + hp(t)AB(t).
Interpret the result.

Our next purpose is to show that the value of a self-financing portfolio at time t = N
determines uniquely the value of the portfolio at any earlier time ¢t = 0,..., N — 1. This
result is crucial to justify our definition of binomial fair price of European derivatives in the
next chapter. We begin by fixing some notation. First we define the parameters q,, g4 as

r d u r
€ —¢ e’ —e
=  qu=1l—gq, = . 2.6
¢ ev — ed 4d a4 ev — ed ( )
Note the (qy, gq) is the unique solution of the linear system
Qutda=1, que"+que’ =¢". (2.7)

Now, given a self-financing portfolio process, we denote
VU (t) = hg(t)S(t — 1)e" + hp(t)B(t — 1)e’,

which is the value of the portfolio at time ¢ assuming that the stock price goes up at time t,

and
Ve(t) = hg(t)S(t — 1)e? + hp(t)B(t — 1)e"

which is the value of the portfolio at time ¢, assuming that the stock price goes down at time
t. We can now prove the main result of this section.

Theorem 2.2. Let {(hg(t), hp(t))}iez be a self-financing portfolio process with value V(N)
at time t = N. The portfolio value V(t) at earlier times satisfies the following recurrence

formula:
V(t)=e"[qV (t+1) +qVit+1)], fort=0,...,N—1. (2.8)

Moreover

V(t) — efr(N*t) Z q:z:t+1 e quV(N’ gj), fOT t = O, e ,N - 1 (29)

(Tt41, N ) E{u,d}N

In particular, at time t = 0 we have

VOo)y=e™ > (q)"(q@)" V(N 2). (2.10)
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Proof. Using the definition of V*(t), V9(t), the right hand side of (2.8 is

e gV (t+1) + VIt +1)] = e " qulhs(t + 1)S(t)e” + hp(t + 1) B(t)e")
+ qa(hs(t + 1)S(t)e + hp(t + 1)B(t)e")]
= e "[hs(t + 1)S(t)(que” + qae®) + hp(t + 1) B(t)e" (qu + q4)]
= hs(t+1)S(t) + hp(t + 1)B(t), (2.11)

where in the last step we used ([2.7]). By definition of self-financing portfolio, the last member
in (2.11)) equals V(¢), and so (2.8)) is proved.

It remains to establish (2.9); we argue by induction on t =0,..., N — 1.

Step 1. We first prove (2.9) for ¢t = N — 1. In this case the sum in the right hand side
of (2.9)) is over two terms, one for which zy = u and one for which ) = d. Hence we have
to prove

V(N —=1)=e"[g.V(N,(z1,...,2n-1,u)) + ¢V (N, (x1,...,2n_1,d))]. (2.12)
In the right hand side of we recognize

V(N,(z1,...,xx-1,u)) = hs(N)S(N — 1)e* + hg(N)B(N — 1)e" = V*(N)
and

V(N,(21,...,25y-1,d)) = hg(N)S(N — 1)e? + hg(N)B(N — 1)e" = VI(N),
and so is equivalent to at time t = N — 1. As has already been established

for all times, the proof of (2.12)) is completed.

Step 2. Now assume that (2.9)) is true at time ¢ + 1, i.e.,

V(t + 1) - e_T(N_t_l) Z Quio qa?NV(N7 x)

(Tt42,..xN)E{u,d}N—t-1
Step 3. We now prove (2.9) at time ¢. By the induction hypothesis of step 2 we have

Vu(t+1> :e_T(N_t_l) Z q:vt+2"'quV<N7x17‘--7xt7u7xt+2)"'7x]\7)7

(Tt42,z N )E{u,d}N—t=1

Vd(t+1> = eir(Nitil) Z th+2 "'QxNV(Nwrl""7xt7d7xt+27-"7xN)-

(Tt42,exn)E{u,dpN—t=1
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Replacing in ([2.8]) we obtain

V(t)=e "W g, Z Qoo Qo VN, T1, 0 2, U, Tpgo, .., TN)

(Tt42,..xN)E{u,d}N—t-1

+Qd Z qgrt+2'"QJ:NV(N7:E17'"axt7d7$t+2a"'7$N)

(42,2 N )E{u,d}N—t=1

— (Nt Z Grpyr Qo VN, 1),

(@p41,-- 2N )E{u,d} Nt
which completes the proof. n

Remark 2.5. As the sum in (2.9)) is over (¢y1,...,2y) and V(N) depends on the full path
x € {u,d}", then V(t) depends only on the first ¢ steps of the path of the stock price, i.e.,

V(t) = V(t,Il,I27 s ,l’t)-

Example. We conclude this section with an example of application of (2.10). Assume
N = 2 and consider a binomial market with the following parameters:

The parameters (2.6)) are given by
qu = _17 qd = 2.
The set of possible paths is

{U, d}2 = {(U, u)v (u7 d)? (d7 u)v (d7 d>}

T

Hence the sum in (2.10]) is over 4 terms. As e™™ =1 in this example, we have

V(0) = 2V (2, (u, 1) + quaaV (2, (u,d)) + qugaV (2, (d, u)) + q3V (2, (d, d))
— V2, (1)) — 2V(2, (u, d)) — 2V(2, (d, w)) + 4V (2, (d, d)).

Assuming for instance that the possible portfolio values at time t = 2 are
V(2 (u,u) =1, V(2,(u,d)) =2, V(2,(d,u))=-1, V(2,(d,d)) =4,
we obtain that the portfolio value at time ¢ = 0 is V(0) = 15.

Exercise 2.2 (x). Use the recurrence formula (2.8) to compute all possible values of V (t)
fort =0,1 in the example above.

Exercise 2.3 (x). Assume Sy = By = 1 in the example above and find a self-financing
portfolio process with value V (t).
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2.3 Arbitrage portfolio

Our next purpose is to prove that the binomial market introduced in the previous section
is arbitrage free, provided its parameters satisfy d < r < u (no condition is required on the
probability p). To achieve this we first need to introduce the precise definition of arbitrage
portfolio.

Definition 2.4. A portfolio process {(hs(t), hp(t) hier invested in a binomial market is called
an arbitrage portfolio process if its value V(t) satisfies

1) V(0) = 0;
2) V(N,x) >0, for all z € {u,d};
3) There exists y € {u,d}”™ such that V(N,y) > 0.

We say that the binomial market is arbitrage-free if there exists no self-financing arbitrage
portfolio process invested in the stock and the risk-free asset.

Let us comment on the previous definition. Condition 1) means that no initial wealth is
required to set up the portfolio, i.e., the long and short positions on the two assets are
perfectly balanced. In particular, anyone can (in principle) open such portfolio (no initial
wealth is required). Condition 2) means that the investor is sure not to loose money with
this investment: regardless of the path followed by the stock price, the return of the portfolio
is always non-negative. Condition 3) means that there is a strictly positive probability to
make a profit, since along at least one path of the stock price the return of the portfolio is
strictly positive.

Theorem 2.3. The binomial market is arbitrage free if and only if d < r < u.

Proof. We divide the proof in two steps. In step 1 we prove the claim for the 1-period
model, i.e., N = 1. The generalization to the multiperiod model (N > 1) is carried out
in step 2. Note also the claim of the theorem is logically equivalent to the following: There
exists a self-financing arbitrage portfolio in the binomial market if and only if r ¢ (d,u). It
is the latter claim which is actually proved below.

Step 1: the 1-period model. Because of our convention ([2.4]), we can set
hs(0) = hg(1) = hg, hgp(0) = hp(l) = hp,

i.e., the portfolio position in the 1-period model is constant (and thus self-financing) over
the interval [0, 1]. The value of the portfolio at time ¢ = 0 is

V(0) = hsSo + hpBo,
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while at time £ = 1 it is given by one of the following:

V(1) =V(1,u) = hgSpe" + hpBpe",
if the stock price goes up at time t = 1, or

V(1) =V(1,d) = hgSpe® + hpBge',

if the stock price goes down at time ¢t = 1. Thus the portfolio is an arbitrage if V(0) = 0,
ie.,

hsSo 4+ hpBy = 0, (2.13)
if V(1) >0, ie.,

hSSoe“ + hBBOeT Z 0, (214)

hsSoe + hpBoe” > 0, (2.15)

and if at least one of the inequalities in ([2.14)-(2.15)) is strict. Now assume that (hg,hp)
is an arbitrage portfolio. From (2.13)) we have hgBy = —hgSy and therefore ([2.14))-(2.15))
become

hsSy(e* — e")
hgSo(e? — e")

Since at least one of the inequalities must be strict, then hg # 0. If hg > 0, then gives
u > r, while gives d > r. As u > d, the last two inequalities are equivalent to r < d.
Similarly, for hg < 0 we obtain v < r and d < r which, again due to u > d, are equivalent to
r > u. We conclude that the existence of an arbitrage portfolio implies » < d or r > u, that
is 7 ¢ (d,u). This proves that for r € (d,u) there is no arbitrage portfolio in the one period
model, and thus the “if” part of the theorem is proved for N = 1. To prove the “only if”
part, i.e., the fact that r € (d, u) is necessary for the absence of arbitrages, we construct an
arbitrage portfolio when r ¢ (d,u). Assume r < d. Let us pick hg = 1 and hp = =S/ By.
Then V(0) = 0. Moreover ([2.15) is trivially satisfied and, since u > d,

AVANLY,

0, (2.16)
0. (2.17)

thoe“ + hBB()eT = So(e" — €T) > So(ed — GT) > O,

hence the inequality (2.14)) is strict. This shows that one can construct an arbitrage portfolio
if » < d and a similar argument can be used to find an arbitrage portfolio when r > u. The
proof of the theorem for the 1-period model is complete.

Step 2: the multiperiod model. Let r ¢ (d,u). As shown in the previous step, there
exists an arbitrage portfolio (hg, hp) in the single period model. We can now build a self-
financing arbitrage portfolio process {(hg(t), hp(t)) hezr for the multiperiod model by invest-
ing at time ¢ = 1 the whole value of the portfolio (hg, hp) in the risk-free asset. The value of

35



this portfolio process satisfies V(0) = 0 and V(N,z) = V(1,2)e"™~1 > 0 along every path
x € {u,d}. Moreover, since (hg, hp) is an arbitrage, then V(1,y) > 0 along some path
y € {u,d}" and thus V(N,y) > 0. Hence the constructed self-financing portfolio process
{(hs(t), hp(t))}ier is an arbitrage and the “if” part of the theorem is proved. To prove the
“only if” part for the multiperiod model, we use that, by Theorem [2.2]

V) =e™ 3 (q)"(q)" OV (N, ),

ze{u,d}N

where ¢,, g4 are given by (2.6)), N, (z) is the number of “ups” in z and Ny(z) = N — N, ()
the number of “downs”. Now, assume that the portfolio is an arbitrage. Then V(0) = 0
and V(N,z) > 0. Of course, the above sum can be restricted to the paths along which
V(N,z) > 0, which exist since the portfolio is an arbitrage. But then the sum can be zero
only if either one of the factors q,, qq is zero, or if they have opposite sign. Since u > d, the
denominator in the expressions is positive, hence

qu=20, resp. gg=0=r=4d, resp.u=r,

(qu > 0,94 <0), resp. (qu <0,q4>0)=u<r, resp.r<d.

We conclude that the existence of a self-financing arbitrage portfolio entails r ¢ (d, u), which
completes the proof of the theorem. n

Remark 2.6. The condition d < r < u is equivalent to require that the parameters q,, qq4
given by satisfy ¢, € (0,1) and g3 = 1 — ¢, € (0,1), i.e., that the pair (q,,qq) defines
a probability, which is called risk-neutral probability or martingale probability; the
reason for this terminology will become clear in Chapter [5

Exercise 2.4. Find an arbitrage portfolio in the binomial market given in the example at

the end of Section [2.3

2.4 Computation of the binomial stock price with Mat-
lab

In this section we learn how to compute the binomial stock price with Matlab. More precisely,
our goal is to construct a binomial tree for the stock price in some interval [0, T, with T > 0
measured in fraction of years. Let us start by dividing the interval [0, 7] into N subintervals
of length h = T/N, i.e.,

0:t1<t2<"'<tN+1:T, ti+1:ti+h, Z:]_,,N

Let S(i) = S(t;). We define the binomial stock price on the given partition of the interval
0,77 as
S(i)e*, with probability p
S(i+1) = , iel
{ S(i)e?, with probability 1 —p
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Now we assume that the smaller is A, the lower will be the change of the stock price on each
subinterval, i.e., the smaller are the parameters u,d. More precisely, we assume that the
parameters u and d can be written in the form

1—
u:ah—i-m/—p\/ﬁ, d=ah—o 1L\/ﬁ, (2.18)
p - P

for some constant parameters ¢ > 0 and a € R, which we call, respectively, the instanta-
neous mean of log-return and the instantaneous volatility of the binomial stock price
in the interval [0, 7']. The reason to choose the parameters u, d in this form will become clear
in Chapter @ where we prove that this choice makes the binomial stock price converge (in
distribution) to the geometric Brownian motion in the continuum limit A — 0. Note also

that, by inverting ([2.18)),

1 u—d
a=[put(l—-pyd, o= V(1= p). (2.19)

h Vi
The parameter o measures the average movement of the binomial stock price in the interval
[0, 7], while o measures the average amplitude of the oscillations of the binomial stock price.
The quantity o2 is called instantaneous variance.

The following code defines the Matlab function BinomialStock which generates the binomial
tree for the stock price on the partition Q = {t1,...tx11} of the interval [0, T]:

function [Q,S]=BinomialStock(p,alpha,sigma,s,T,N)
h=T/N;
u=alpha*h+sigma*sqrt (h)*sqrt ((1-p)/p);
d=alphax*h-sigmaxsqrt (h)*sqrt(p/(1-p));
Q=zeros (N+1,1);

S=zeros (N+1) ;

Q(1)=0;

S(1,1)=s;

for j=1:N

Q(j+1)=j*h;

S(1,j+1)=S(1,j)*exp(u);

for i=1:j

S(i+1,j+1)=S(i, j)*exp(d);

end

end

The arguments of the function are the parameters p,«, o, the time 7' > 0 (expressed in
fraction of years), the initial price of the stock s and the number of steps N in the binomial
model. The function returns a column vector () containing the times ¢;,...tyy; of the
partition, and an upper-triangular (N + 1) x (N 4 1) matrix S. The column j of S contains,
in decreasing order along rows, the possible prices of the stock at time ¢; = (j —1)h. A path
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of the stock price is obtained by moving from each column to the next one by either staying
in the same row (which means that the price went up at this step) or going down one row
(which means that the price went down at this step). For example, by running the command

[Q,S]=BinomialStock(0.5,0.01,0.2,10,1/12,5);

we get the output
0

0.0167
0.0333
@= 0.0500
0.0667
0.0833

10.0000 10.2633 10.5335 10.8108 11.0954 11.3875
0 9.7467 10.0033 10.2667 10.5370 10.8144

g_ 0 0 9.4999 9.7500 10.0067 10.2701 (2.20)
0 0 0 9.2593  9.5030  9.7532 ’
0 0 0 0 9.0248  9.2624
0 0 0 0 0 8.7962

As T = 1/12 years and N = 5, the matrix S shows the stock prices in a period of 1 month
with intervals of 1/(12 % 5) years, i.e., about 6 days?] The mean of log-return of the stock is
a = 1%, while its volatility is o = 20%.

Remark 2.7. Throughout these notes, the computations in Matlab are performed in high
precision arithmetic and the results are truncated to the fourth decimal digit. In the appli-
cations, where the results correspond to prices expressed in some unit of currency, a cruder
truncation may be required.

Exercise 2.5. Define a function RandomPath(S) that generates a random path from the
binomial tree S created with the function BinomialStock and compute its probability. Plot
the price of the stock as a function of time.

Recall that in the applications to real-word problems the number N should be chosen suffi-
ciently large (i.e., h should be small compared to T), which makes it practically impossible
to generate all possible 2V paths of the stock price. Even for a relatively small number of
steps, like NV = 50, the number of admissible paths is too big. Note also that the probability
of each single path is practically zero for N 2 20. For instance, if we assume p = 1/2, then
each single path has equal probability P(S*) = (1/2)", which is approximately 107%% for
N = 20. The following code defines a Matlab function ProbStock(S,t,a,b,p) which computes

5We do not adjust our calculations to take into account that markets are closed in the week-ends.
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the (much more interesting) probability that the price S(t) lies within a given interval (a,b),
ie, Pla < S(t) <b).

function Prob=ProbStock(S,t,a,b,p)

ind=find(S(:,t+1)>a & S(:,t+1)<b);

numups=t+1-ind;

k=length (numups) ;

probpath=0;

for j= 1:k
probpath=probpath+nchoosek (t,numups(j))*p numups (j)*(1-p) ~ (t-numups (j)) ;
end

Prob=probpath;

The function computes the probability P(a < S(t) < b) using Definition[2.1] i.e., by summing
up the probability of each path which leads to a price S(t) € (a,b). As S;; in the binomial
tree S is the price at time j assuming that the price goes down ¢ — 1 times, the number of
ups at time ¢ = j is given by j + 1 —¢. The variable numups in the code above contains
therefore the number of “ups” for each price at time ¢ which lies in the interval (a,b).
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Chapter 3

European derivatives

This chapter deals with the pricing theory of European derivatives on a single stock under
the assumption that the price of the underlying is given by S(0) = Sy at time ¢t = 0 and
_J S(t—1)e* with probability p B
S(t) = { S(t—1)e? with probability 1 —p tel={L....N}
Here 0 < p < 1 and u > d. S(t) is the binomial stock price at time ¢ € Z. It is assumed that
the initial price Sy is known. We say that the price goes up at time ¢ if S(t) = S(t — 1)e*
and that it goes down at time ¢ if S(t) = S(t — 1)e? (although this terminology is strictly
correct only if d < 0 and u > 0, which is most often the case in the applications). Moreover
we assume the existence of a risk-free asset with value

B(t) = Bye™, teT,

where By = B(0) is the initial value of the risk-free asset and r is the constant interest rate
of the money market. We impose d < r < u. In particular, the market is arbitrage-free and
the risk-neutral probability is well defined:

= €(0,1), qutqu=1
eu_edu Qd_eu_edu Qu, 4d ) y Qu qa = L.

e —e
qu =

We denote by {(hs(t), hp(t)}er a portfolio process invested in the stock and the risk-free
asset, where (hg(t), hp(t)) is the portfolio position in the interval (¢ —1,¢] and hg(0) = hg(1),
hp(0) = hp(1). The value at time t of the portfolio is V' (t) = hg(t)S(t) + hp(t)B(t). Recall
that the portfolio process is said to be self-financing if

V(t—1) = hs(t)S(t — 1) + h(t)B(t — 1),

which means that no cash is ever withdrawn or added to the portfolio. The value of a self-
financing portfolio process at time ¢ is uniquely determined by its value at time N. In fact
we have the formula

V(t) =e N > Qorey * Gun V (N, ). (3.1)

(@41, an)E{u,d} N
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which we proved in Theorem

Definition 3.1. A portfolio process {(hs(t), hp(t)}iez is called predictable if there exist N
functions Hy, ... Hy such that Hy : (0,00)" — R? and

(hs(t),hp(t)) = H(So,...,S(t 1)), teT.

In particular, for a predictable portfolio process, the position (hg(t), hp(t)) is a determinis-
tic function of the stock price up to time ¢ — 1 and thus is depends on the path z € {u, d}"
only through the stock prices:

(hs(t,x), hu(t,2)) = H(So, S(1,2),...,8(t — 1,z)).

As S(t,z) = Spexp(xy + - - - + ;) is independent of the steps after time ¢, we conclude that
the position of a predictable portfolio process in the interval (¢ — 1,¢] is determined by the
information available at time ¢t — 1, which is the reason for calling it “predictable”.

3.1 The binomial price of European derivatives

Consider a FEuropean derivative on the stock expiring at time T'= N. The derivative is called
standard if its pay-off depends only on the price of the stock at maturity, i.e., Y = g(S(V)),
for some function g : (0,00) — R, which is called the pay-off function of the derivative.
The European call, for instance, is a standard European derivative with pay-off function
g9(z) = (z — K)4, where K > 0 is the strike price of the call. In the case of non-standard
European derivatives, the pay-off is a function of the stock price at all times earlier and
including N, i.e., Y = g(S(1),...,S(N)). Of course, in both cases the pay-off depends on
the path followed by the stock price, in particular,

Y (z) = g(S(N,z)), for standard European derivatives

and
Y(z) =g(S(1,2),5(2,z),...,5S(N,z)), for non-standard European derivatives.

Now, assume that a European derivative is sold at time ¢ < T for the price Iy (¢). The first
concern of the seller is to hedge the derivative, i.e., to invest the premium Ily(¢) in such
a way that the seller portfolio value at the expiration date is enough to pay-off the buyer
of the derivative. We assume that the seller invests the premium in the 141 dimensional
binomial market consisting of the underlying stock and the risk-free asset (delta-hedging).

Definition 3.2. An hedging portfolio process for the European derivative with pay-off Y
and maturity T = N is a portfolio process {(hs(t), hg(t)) } ez invested in the underlying stock
and the risk-free asset such that its value V(t) satisfies V(N) =Y ; the latter equality must
be satisfied for all possible paths of the price of the underlying stock, i.e., V(N,z) = Y (z),
for all x € {u,d}".
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It follows by (3.1) that the value V() of any self-financing hedging portfolio at time ¢ is
given by
V(t) =e "W > Grosr = Qe Y (T1, -, TN). (3.2)

(a:t+1,...acN)6{u,d}N*t

Definition 3.3. The binomial (fair) price of the European derivative with pay-off Y and
maturity T'= N 1is given by

Iy (t) := e "D Z Qoorr " Qun Y (21, ..., ZN), (3.3)

(@tt1,an)E{u,d}N

fort=0,...,N —1, while IIy(N) := Y. In other words, the binomial price of the European
deriwative equals the value of self-financing portfolios hedging the derivative.

Remark 3.1. The identification of the fair price of the derivative with the value of self-
financing hedging portfolios can be motivated as follows. Firstly the only purpose of the
hedging portfolio is to pay-off the buyer of the derivative; the seller does not try to ensure a
profit from the derivative (as it would be if V(N) > Y'). The second reason is the absence
of cash flow. In fact, if the writer needs to add cash to the portfolio in order to hedge the
derivative, then the contract is clearly unfair for the writer. Conversely, if the writer could
withdraw cash from the portfolio and still be able to hedge the derivative, then the contract
would be clearly unfair for the buyelﬂ

Remark 3.2. Note carefully that we have not proved yet that hedging self-financing port-
folios exist. However we know that, if they exist, their value at time ¢ is given by (3.2)). The
existence of self-financing hedging portfolios is proved in Theorem below.

Remark 3.3. By definition, hedging portfolios of European derivatives are also replicating
portfolios, i.e., the equality V(¢) = Iy (¢) holds at all time (and not only at maturity). We
shall see in Chapter [4] that this is not the case for American derivatives.

By Remark , the value Iy (¢) depends on the path of the stock price up to time t, i.e.,
HY(ZL’) = HY(tamla s 7'7;15)‘

Hence the binomial price at time t of European derivatives can be computed using the
information available up to time ¢. For example, since by Definition [2.1| we have

S(N,z) = Spexp(xy + - +xn), S(t,x)=Soexp(rs + -+ x)

then
S(N,z) = S(t) exp(xe1 + -+ + zn),

'We take the opportunity to make the obvious remark that our theory treats the buyer and the seller on
equal foot.
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and therefore the binomial price for the standard European derivative with pay-off Y =
g(S(N)) can be written as

My () = " > Qoo Gan9(S(H) exp(zegs + -+ +2n). (3.4)
(@p41, N ) E{u,d} Nt

This shows that the binomial price at time ¢ of standard European derivatives is a deter-
ministic function of S(t), namely

Iy (t) = fo(t, 5(t)), (3.5)

where

fg(tv Z) = G_T(N_t) Z Qriyq """ qug(Z eXp(IH-l +-+ xN))

(@41, 2N ) E{u,d} VN

In the particular case of the European call (resp. put) option with strike K" and maturity 7' =
N, the binomial fair price at time t = 0, ..., N —1 can be written in the form C(¢, S(t), K, N)
(resp. P(t,S(t), K,N)), where

C(tv S<t>a K7 N) = e_T(N_t) Z Qoyyy " Q:EN<S(t) eXp(mt-‘rl +oe At xN) - K)+>
(Tt41y.xn)E{u,d} Nt
(3.6)
P(t,S(t), K,N) = e "™ Z Qoryr  Qoy (K= S(t) exp(Tigp1 + - + 2n)) 4
(Tt41,-- 2N )E{u,d}N -t
(3.7)

We use these formula to give an alternative proof of Theorem [I.2] which does not invoke the
dominance principle.

Theorem 3.1 (x). The binomial price of Furopean calls and puts satisfy the properties in
Theorem that is

1 The put-call parity holds
S(t) —C(t,S(t), K,N) = Ke "™~ — P(t,5(t), K, N).

2 Ifr >0, then C(t,S(t), K,N) > (S(t) — K)4; the strict inequality C(t,S(t), K, N) >
(S(t) — K)4 holds when r > 0.
3 Ifr >0, the map N — C(t,S(t), K, N) is non-decreasing.

4 The maps K — C(t,S(t), K, N) and K — P(t,S(t), K, N) are convez.
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Proof. Let k be the number of u in (z441,...,2y5) and N —t — k be the number of d. Then

pTrt N eku+(N—t—k)d7 Gorpr " Qox = qlzq(]l\f t—k
Now, the number of paths (z¢y1,...,zxN) for which the number of u is k is given by the
binomial coefficient ( ) Hence we can rewrite . as
N—t
C(t, S(t), K, N) — e—r(N—t) Z (Nk,— t) qﬁqév_t—k(S(t)ek’u-i—(N—t—k)d _ K)-i—v

k=0

ek s

N—t N .
P(t, S(t), K, N) = "V 3 (

k=0
We can now prove the properties 1-4.

1 We have
~— (N —t
C’(t,S(t),K,N)—P(t,S(t),K,N):e_r(N_t)Z( 2 )quqév bk

> [(S(t)eku—i-(N—t—k)d . K) (K S( ) ku+(N—t— k)d)—l—]-

Using that (z — K)y — (K — 2)y = z — K, for all z € R, we obtain
N PN
C—-—P=¢ ( L >qzqu]l\f t— k(S(t)eku+(N_t_k)d o K)
k=0

N—t
77"(N t) ( ) N—t—k hut(N—t—k)d

NOM

) Nk =S — K.

—KZ(

Hence the put-call parity follows if we show that I, = e"¥=Y and I; = 1. We have

Nty
I, = ¢ "IN Z ( ) )qzqcll\f—t—keku-i-(N—t—k)d
k=0

—t k:
_ fr(th) N t ( )
=€ d .
€
0 dd

N
k

( )a and the identity g,e® + qqe? = e’

I = e "V (ggeh)N t< )
=W )(QUG +Qd6> =L

Using the binomial theorem (1 + a)¥
we obtain

The proof that I, = e "V~ ig similar.
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2 The proof follows by the put-call parity as in Theorem
3 We want to show that
C(t,S(t), K,N) < C(t,S(t), K, N +1).

The following proof is quite technical. In C(N + 1) := C(¢t, S(t), K, N + 1) we replace

the Pascal identity
N+1-t\ (N-t N N —t
k S \k—-1 k

(with the convention (ivl) = 0) and obtain

N+1—t N _ ¢t
C(N + 1) :e—r(N+1—t){ Z (k B 1)qiqéV+1—t—k(S(t)eku+(N+1—t—k)d _ K)+
k=1

N+1-t
+ Z ( )qzqé\fﬂ t— k(S(t)ekqu(NHtk)d_K)Jr}

In the first sum we make the change of index j = k — 1, while for the second sum we
use that it is greater than the sum extended only up to N — ¢ (i.e., we neglect the last
term k = N + 1 —t). So doing we obtain

N—t
= er(mu){ > (Y7 swe e g,
N—t N _¢t
4 ( )qzqé\fﬁ-l —t— k:(S(t)eku-i-(N-i-l—t—k)d _ K)+}
N—t N —
N+ t{ ( . >qz;qff g (St D o),
J
S~ (N —t
+ ( )qﬁq(]i\f t— kqd(S(t)eku—i—(N—t—k)ded . K)+}

N—t
N+1tz( )QIJqéVtk
> [(S(t)eku+(N t— k)dque _ K(]u)+ + (S(t)eku+(N—t—k)dqded . qu>+]‘

Using the simple inequality (y);+ + (2)+ > (y + 2)4, we obtain

N—t N — ¢
C(N +1) > e+ Z ( . )qsqé\/tk

k=0
X [(S(t)e" VT guet + gae?) — K(qu + 4a))+]-
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As que* + qee? = €", ¢, + g4 = 1 and r > 0 we find

N—t
N —
C(N + 1) > e—r(N—i-l—t) Z < i t) qﬁqév_t_k(S(t)eku+(N_t_k)d6T . K)+

N—t
_r(N t) Z ( ) 5 k(S(t)eku—l—(N—t—k)d o Ke—r>+
k=0
> O(N).

4 The only dependence on K of the functions C(¢t, S(t), K, N), P(t, S(t), K, N) is through
the terms (z—K),, (K—2z);. Asboth these functions are convex in K (draw a picture),
the result follows.

[]

Exercise 3.1. Show that the binomial price at time t of non-standard Furopean derivatives
is a deterministic function of S(0),S(1),...,5(¢).

Now let II{.(¢) denote the binomial price of the European derivative at time ¢ assuming
that the stock price goes up at time t (i.e., S(t) = S(t — 1)e*, or equivalently, x; = u),
and similarly define 1% (¢), with “up” replaced by “down”. By the proven formula in
Theorem 2.2 we have

Theorem 3.2. The binomial price of Furopean derivatives satisfies the recurrence formula

Iy (N) =Y, and Tly(t) =e "[q Il (t+1)+qdll(t+1)], forte{0,...,N—1}. (3.8)

The recurrence formula (3.8]) is very useful to compute the binomial price of standard Euro-
pean derivatives, as shown in the next example.

3.1.1 Example: A standard European derivative

Consider the standard European derivative with pay-off Y = (1/S(2) — 1), at maturity time
T = 2. Assume that the market parameters are given by

u=log2, d=0, r=Ilog(4/3), p=1/4

Assume also Sy = 1. Compute the possible paths of the derivative price Iy (t). Compute
also the probability that the derivative expires in the money.

Solution: The stock price and the risk-free asset satisfy

S(t) = { e B =Bt te{1,2)
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where

e"=2 el=1 e =4/3
Hence
el —ed 1 2
v —ed 3 Qd:1_qu:§'
Now, let us write the binomial tree of the stock price, including the possible values of the
derivative at the expiration time 7" = 2 (where we use that IIy(2) =Y):

Gu =

SQ2)=4=Ty(2)=(V4-1), =1

5(1)2\
So/ S@2)=2=1y(@2)=(V2-1);=v2-1
S(1) =1

SQ2)=1=1y(2)=(/1-1), =0
Using the recurrence formula
Iy (1) = e (quITy (¢ + 1) + qalT3 (¢ + 1))

we have, at time ¢t = 1,

S(1) =2 = (1) = (5 1+ 5(V2- 1)) = 12V~ 1)

S =12 ()= S(G(VE- 1)+ 0) = (V2 1)
while at time ¢t = 0 we have

My (0) = 25 - V- 1)+ 22 (VE- 1) = (V3 2)
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Hence we have found the following diagram for the binomial price of the derivative

As to the probability that the derivative expires in the money, i.e., P(Y > 0), we see from
the above diagram that this happens along the paths (u, u), (u,d), (d,u), hence

_I_

N 13 31 7
P(Y — P(Swwy 4 p(gwdy L p(gdwy — [ = LDyt o=
V' >0)=PE*)+ P +PS) = (1) +1 717177
which corresponds to 43, 75%.

Remark 3.4. Note carefully that the probability that the derivatives expires in the money
is computed with the physical probability p and not with the risk-neutral probability.

3.1.2 Example: A non-standard European derivative

Consider a 3-period binomial market with the following parameters:

4 g 2 3
e'=—- "= = -.
3 3 P71
Assuming Sy = 2 and r = 0, compute the initial binomial price of the European derivative
with pay-off

y - (% — min(S5, 5(1), 52, 5(3))) (=) = max(0,2),

and time of maturity 7' = 3. This is an example of lookback option. Compute the
probability that the derivative expires in the money and the probability that the return of a
constant portfolio with a long position on this derivative be positive.
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Solution: We start by writing down the binomial tree of the stock price

S(3) =%

/
S(2) = 2
TN
S(1) =% SB) =%
Sy =2 S(2) =2
S(1) =3 S@B)=2
\gm ) /
T~
S3) =3

To compute the initial binomial price of non-standard European derivatives it is convenient
to use the formula

Oy (0) =e™ Y (qu)V @ (ga) ¥y

re{u,d}N

—~

x), (3.9)

where Y (z) denotes the pay-off as a function of the path of the stock price, N,(x) is the
number of times that the stock price goes up in the path x and Ny(x) = N — N,(x) is the
number of times that it goes down. In this example we have N = 3, r = 0 and

1

QuZdeﬁ‘

So, it remains to compute the pay-off for all possible paths of the binomial stock price, where

y - (% ~ min(Sp, S(1), S(2), S(S))) (2)s = max(0, 2).

Jr

For instance

11 11
Y (u, u,u) = <— — min(2,8/3,32/9, 128/27)) = (_ _ 2) = max(0, _Z) —0.
) + 9 + 9
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Similarly we find

Y (u,u,d) = (% min(2,8/3,32/9, 64/27) =0

-

11
Y(u,d,u) = (5 min(2,8/3,16/9, 64/27) =0
Y (u,d,d) = <% min(2,8/3, 16/9, 32/27> —1/27
Y(d,u,u) = (% min(2,4/3,16/9,64,/27) )+
Y(d,u,d) = <% — min(2,4/3,16/9,32/27) > — 127
Y(d,d,u) = <% ~ min(2,4/3,8/9,32/27) )+ —1/3
Y(d,d,d) = (% ~ min(2,4/3,8/9, 16/27)) _17/27
+

Replacing in (3.9)) we obtain
HY(O) = QU(Qd)QY(ua d7 d) + (qd)QQUY(da u, d) + (qd>QQUY(d7 da U) + (Qd)gy(d7 d7 d)7

the other terms being zero. Hence

1,1 1 1 17 7
H :—<— -_— —_ —) = —.
v(0) s\or T 37 97) =51

The probability that the derivative expires in the money is the probability that ¥ > 0.
Hence we just sum the probabilities of the paths which lead to a positive pay-oft:

P(Y > 0) = P(5™%D) + P(54D) + P(S440) 4 P(S(*4D)
=p(l—p)*+ (1L —p’p+ (1 —-p)’p+(1-p)

1\?3 1N\° 5

Next consider a constant portfolio with a long position on the derivative. This means that
we buy the derivative at time ¢t = 0 and we wait (without changing the portfolio) until the
expiration time ¢ = 3. The return will be positive (i.e., the buyer makes a profit) if and only
if I1y-(3) > IIy(0). But IIy(3) = Y, which, according to the computations above, is greater
that IIy(0) = 7/54 only when the binomial stock price follows one of the paths (d,d,u) or
(d,d,d). Hence

PR > 0] = P(SY) + P(5*) = (1 = pf’p+ (1 = p)* = (1 = p)* = % ~ 6,2%
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Exercise 3.2 (o). A compound option is an option whose underlying is another option.
For instance, given Ty > Ty > 0 and Ki, K5 > 0, a call on a put with maturity T, and
strike K1 is a contract that gives to its owner the right to buy at time T for the price K;
the put option on the stock with maturity Ty and strike Ky. Let S(t) be the price of the
underlying stock of the put option. Assume that S(t) follows a 2-period binomial model with

parameters
1

7 9
U — = — = _ = — SO :16
¢t=7 e =35 P (0)
Assume further that T, =2, Ty =1, K; = %, Ky = 12. Compute the initial price of the call
on the put. Compute also the probability of positive return for the owner of the call on the

put.

Exercise 3.3 (o). Suppose u > r > 0 > d. A non-standard European derivative with
maturity time N has pay-off Y = S(N) if S(0) < S(1) < -+ < S(N) and Y = S(0)
otherwise. Find I1y(0).

Exercise 3.4 (x). A barrier option is an option that expires worthless as soon as the
stock price exceeds (or fall below) a specified level (the barrier of the optiorﬂ). For example,
consider the binomial market in Section and the barrier call option with strike K = 2
and barrier B = 3. This means that the derivative expires worthless if S(3) < 2 orif S(t) > 3

at some time t € {1,2,3}. Compute the initial price 11y (0) of this barrier option and the
probability that it expires in the money.

Exercise 3.5 (o). A FEuropean derivative with expiration T = N pays the amount Y =
log(S(7T)/S(0)). Find I1y(0). Hint: Use the identity

N N -1
=N .
()=o)
ANSWER: Ty (0) = Te " (g u + q4d).

Exercise 3.6 (7). Can you think of a reason to buy a call on the put, a barrier option, or
a look-back option?

3.2 Hedging portfolio

Next we treat the important problem of building a self-financing hedging portfolio for Eu-
ropean derivatives.

Theorem 3.3. Consider the European derivative with pay-off Y at the time of maturity
T = N. Then the portfolio process given by

hs(0) = hs(1), hp(0) = hp(1) (3.10a)

2To be more precise, the definition just given refers to a knock-out barrier option with American barrier.
There exists several variants (google it!)
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and, fort €T,

u T4
hs(t) = S(tl_ 0 HY(Q — I;Y(t), (3.10b)
e eI (t) — eI (t)
B(t—1) et — et

hy(t) = (3.10¢)

s a self-financing, predictable, hedging portfolio process.

Proof. We first show that the given portfolio hedges the derivative. We have

S() Oy —U3(8) | e "B() "Iy (t) — eIy (1)
St—1) ev—ed B(t—1) et — ed '

V(t) = hs(t)S(t) + hp(t)B(t) =

Note that e "B(t)/B(t — 1) = 1, while S(t)/S(t — 1) is either e¢* or e?. By straightforward
calculations we obtain V¥(t) = T1%(¢) and V4(t) = 1L (¢), that is V(t) = Iy (t), for all t € Z.
Hence the portfolio process is replicating, and therefore also hedging, the derivative. As to
the self-financing property, we have

hs(t)S(t — 1) + hp(t)B(t — 1) = Iy (£) (1 — ed‘;z 4_- Eddy(t)(eu—r _1)

= e " (qulTy (1) + qally (1)) = Ty (t — 1),

where we used the definition of ¢, g4, as well as the recurrence formula (3.8)). By the already
proven fact that V' (t) = Iy (¢), for all t € Z, we have

hs(t)S(t — 1)+ hg(t)B(t — 1) = V(t — 1),

which proves the self-financing property. Finally we show that the portfolio is predictable.
Assume first that the European derivative is standard, i.e., Y = g(S(N)). Then Iy (t) =

fq(t,S(t)), see (3.5), and therefore
Iy (t) = fo(t, S(t = 1)e"), TI5(t) = fy(t, S(t = 1)e?),

i.e., I1%(t) and I (¢) are deterministic functions of S(t—1). It follows that hg(t), hp(t) given
by — are also deterministic functions of S(¢t—1), and so this portfolio process is
predictable. In the case of non-standard derivatives we have similarly, by Exercise [3.1] that
1% (¢) and II{(¢) are deterministic functions of S(0),...,S(t — 1), which again implies that

the portfolio (3.10b))-(3.10c|) is predictable. ]

Example. Let us compute the hedging portfolio (3.10b])-(3.10c]) for the standard derivative
in Section When S(1) = 2 we have [1%(2) = 1 and TI¢(2) = v/2 — 1, hence (3.10D)

gives ! 1_(\/5_1)_2_\/5 /s

=1—— >0 (long position).

h5(2>23(1) 2-1 2 2
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When S(1) = 1 we have T1%(2) = v/2 — 1 and I1¢.(2) = 0, hence

2—1)—
(v2=1) -0 =v2—-1>0 (long position).

1
hs(2) = S1)  2-1

Recall that hg(2) is the position in the stock in the interval (1,2]. In the interval [0, 1] we
have
L evE-)-1VE-1) V2

5(0) 21 = >0 (long position).

hs(0) = hs(1) =

Note that the seller, in this example, always keeps a long position on the stock in the hedging
portfolio. The (short) position on the risk-free asset can be computed likewise using (3.10c]).

Exercise 3.7 (o). Consider a 3-period binomial market with the following parameters:

5 0, 1 1
U — _ = — L 1 = —.
“Tyr STy ¢ P=5
Assume Sy = %. Consider the European derivative expiring at time T = 3 and with pay-off
Y =S@)H(5(3) - 1),

where H is the Heaviside function: H(x) =0, ifx > 0, H(x) = 1 ifx > 0 (this is an example
of cash-settled digital option). Compute the possible paths of the derivative price and
for each of them give the number of shares of the underlying asset in the hedging portfolio
process. Compute the probability that the return of a constant portfolio with a short position
i the derivative be positive.

3.3 Computation of the binomial price of standard Eu-
ropean derivatives with Matlab

As in Section 2.4 we consider a partition 0 = ¢; <ty < -+ < ty4; = T of the interval [0, 7]
and the binomial stock price

S(i)e*, with probability p
S(i+1) = L ieZI=1{1,... N},
S(i)e?, with probability 1 —p
where S(i) = S(t;) and

1— T
u=ah+o —p\/ﬁ, d=oah—o L\/ﬁ, h=—. (3.11)
p L—p N

The value of the risk-free asset at time ¢; is given by B(t;) = Bye™ = Bye™™" := B(i). Hence
the pair (S(i), B(i)) defines a 1+1 dimensional binomial market, in the sense of Section [2.2]
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with parameters u,d given by (3.11)) and interest rate rh. Note that

1_
ah —o 1%Q)\/ﬁ<rh<04h—i-a Tp\/ﬁ

holds for h small, hence the market is arbitrage free provided we take our time partition to
be sufficiently fine. The recurrence formula (3.8)) for the price of the European option with
pay-off Y at maturity T" becomes

Iy(N+1)=Y, and My(i) = e ™[q 1% + 1) + qlI1%-(i 4+ 1)], for t € T,
where Ily (i) = Iy (¢;) and

_ _p_
rh ah—o, /1 p\/ﬁ
1—p D )
€(¥h+a' e \/E . eah—g /71 p\/};

Qu = ga=1—qu.

The recurrence formula for standard European options is implemented by the Matlab func-
tion BinomialFuropean defined by the following code:

function P=BinomialEuropean(Q,S,r,g)
h=Q(2)-Q(1);

Syms X;

f = sym(g);

N=length(Q)-1;

expu=3(1,2)/S(1,1);
expd=8(2,2)/S(1,1);

qu=(exp (r*h)-expd) / (expu-expd) ;
qd=(expu-exp (r*h))/(expu-expd) ;

if (qu<0 || qd<0)

display(’Error: the market is not arbitrage free.’);
P=0;

return

end

P=zeros(N+1) ;
P(:,N+1)=subs(f,x,S(:,N+1));

for j=N:-1:1

for i=1:j

P(i,j)=exp(-r*h)*(qu*P(i, j+1)+qd*P(i+1,j+1));
end

end

The arguments are the partition @ = {t1,...,tny+1} and the binomial tree S for the price of
the underlying stock, computed with the function BinomialStock defined in Section [2.4] the
interest rate r of the money market and the pay-off function g (e.g., *max(x-10,0)’ for a
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call with strike K = 10). The function returns an upper-triangular (N +1) x (N + 1) matrix
which contains the binomial tree for the fair price of the derivative. The column j contains
the possible prices of the derivative at time ¢;. A path of the derivative price is obtained by
moving from each column to next one by either stays in the same row (which means that
the price of the underlying stock went up at this step) or going down one row (which means
that the price of the underlying went down at this step). Note that the Matlab function also
checks that (g, qq) defines a probability, i.e., that the market is arbitrage free. If not, the
function stops.

For example, let S be the binomial tree (2.20) and run the command
P=BinomialEuropean(Q,S,0.01, max(x-10,0)’)

which computes the binomial price of a European call with strike K = 10. The result is

0.2461 0.3817 0.5705 0.8141 1.0971 1.3875
0 0.1140 0.1978 0.3333 0.5387 0.8144
0 0 0.0325 0.0658 0.1333 0.2701

P= 0 0 0 0 0 (3.12)
0 0 0 0 0 0
0 0 0 0 0 0

Observe that if the price of the stock goes down in the first three steps, then the price of the
call becomes zero and remains zero for all subsequent times, regardless of the future path of
the stock price. This happens because the binomial model predicts that the call has no chance
to expire in the money when the stock price goes down in the first three steps and hence the
call becomes worthless. This of course is in contradiction with reality, as the market price
of calls is never zero prior to expinﬂ This paradox of the binomial model becomes less and
less important the higher is the number of steps used for the computation. On the one hand
if N is too low the contribution of the paths where the call price is zero is significant for the
computation of the fair price of the call and will determine an underestimation of this price.
On the other hand as N — +o00o the binomial price of the call converges to the Black-Scholes
price (see Chapter @, and within the Black-Scholes theory the fair price of a call is always
positive before maturity. Moreover it can be shown that the binomial algorithm to compute
the fair price of European derivatives is stable in the following sense: the larger is the number
of steps, the smaller is the numerical error due to truncations. In conclusion, one can trust
the results given by the binomial model only if N is sufficiently large. As a way of example,
Figure [3.1] shows the initial binomial price of a call as a function of N = 2,...,100. It is
clear that for a small number of steps the result is unreliable, while for sufficiently many
steps, say N 2 20, the result becomes stable.

Figures [3.2] and [3.3] show the initial price of the call as a function of the parameters o and
0. We see that (i) the price of the call is very weakly dependent on the mean of log-return «

3In fact in real life we can never exclude with certainty that the call will expire in the money, irrespective
of how deeply out of the money is the call today.
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Figure 3.1: Initial price C'(0) = P(1,1) of the call computed for increasing values of N
(So =10, K = 10.5,7 = 1,a = 0.1,0 = 0.5,p = 1/2). The price stabilizes around 1.8 for
N > 20.

of the stock and (ii) the price of the call increases with the volatility of the stock. Hence the
price of the call is not sensitive to the average movement of the stock price, but rather only
to how uncertain is the stock price, measured by its volatility. In other words, according
to the binomial model, the seller should not charge more for a call option if the stock price
is expected to increase in the future, while rather the premium increases if the price it
expected to be highly volatile. The analytical proof of these results is more easily carried
out in the Black-Scholes model, which is the time-continuum limit of the binomial model
(i.e., N = 00, h — 0 such that Nh = T'); see Chapter [6]

Exercise 3.8 (7). Can you give an intuitive explanation for the found dependence on the
parameter o, o of the call option binomial price?

Exercise 3.9. Let N = 100 and consider a European call.

1. Plot the initial binomaial price of the call as a function of Sy

2. Plot the initial binomial price of the call as a function of the strike price

3. Plot the initial binomial price of the call as a function of the interest rate r
4. Verify the validity of the put-call parity

Exercise 3.10. Write a Matlab function which computes the hedging portfolio of standard
FEuropean derivatives.
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Figure 3.2: Initial price C'(0) of the call computed for increasing values of a € [—0.1,0.1]
(So =10, K =10.5,T = 1,0 = 0.1, N = 1000, p = 1/2). Clearly, the dependence on « of the
call price is extremely weak.
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Figure 3.3: Initial price C'(0) of the call computed for increasing values of o > 0 (Sy =
10, K =10.5,T = 1,0 = 0, N = 1000, p = 1/2). The call price increases with the volatility
and approaches the stock price Sy = 10 for o large (note however that only values 0 < o < 2
are realistic).
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Exercise 3.11. Look for the market price of call options on SEIP500 which expire in the
third Friday from now (the expiration date is always a Friday). Select 20 prices, 10 for the
first options in the money and 10 for the first options out of the money. Let Sy be the current
value of SEP500 and oo its current 20-days volatility. Compile a table with the following
information: the first column contains the strike price K, the second column the market
price, the third column the binomial price. Use 0 = g9g and r = 0 to compute the binomial
price, but check that the result does not change significantly for, say, 0 < r < 0.05 (which is
a quite large value for the interest rate). Explain why. Plot the difference between the market
price and the theoretical price as a function of K.

The difference between the theoretical fair price and the market price of a call option is
commonly expressed in terms of the implied volatility oy, of the call, which is defined as
the value of the parameter o to be used in the calculation of the binomial price in order for
the latter to be equal to the market pricdﬂ

Exercise 3.12. Compute numerically the implied volatility of the options analysed in Fxer-
cise|3.11, Compare your value of oimp, with the one quoted in the market. Plot the implied
volatility as a function of the strike price and discuss your findings.

We shall discuss again the important concept of implied volatility in Chapter [6]

4Actually, the computation of the implied volatility is typically done using the Black-Scholes model.
However, as already mentioned, the binomial price and the Black-Scholes price are practically the same for
N sufficiently large.
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Chapter 4

American derivatives

This chapter is concerned with American derivatives on a stock. We assume that the stock
price follows the binomial model

S(t—1)e* with probability p
S(t—1)e? with probability 1 —p

, teZ={1,...,N},

where 0 < p < 1, u > d. It is assumed that S(0) = Sy is known. Moreover we assume that
the interest rate r of the money market is constant, so that the value of the risk-free asset
at time ¢ is

B(t) = Boert.
We impose d < r < wu. In particular, the binomial market is arbitrage-free and the risk-

neutral probability is well defined:
d et — e

eu_eda Qd:eu_edu

e —e

Qu = Qu:qa € (0,1), ¢ +qq = 1.

We denote by {(hs(t), hp(t)}ier a portfolio process invested in the stock and the risk-free
asset, where (hg(t), hp(t)) is the portfolio position in the interval (¢ —1,¢] and hg(0) = hg(1),
h(0) = hg(1). The value at time ¢ of the portfolio is V(t) = hg(t)S(t) + hp(t) B(t). Recall

that the portfolio process is said to be self-financing if
V(it—1)=hg(t)S(t—1)+hp(t)B(t—1), teZ,

which means that no cash is ever withdrawn or added to the portfolio. Recall also that
the portfolio process is called predictable if there exist N functions Hi,...Hy such that
H; : (0,00)" — R? and

(hs(8), his(t) = H(S(0), .., S(t - 1)).

Another way to say this is that the portfolio position at time t is a deterministic function of
the stock price up to time ¢ — 1. In particular the portfolio position in the interval (¢ — 1,¢]
is determined by the information available up to and included the time ¢ — 1.
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We shall need the proven recurrence formula for the binomial fair price Iy (¢) of European
derivatives. Namely, denoting I1}(¢) the value of the European derivative at time ¢ assuming
that the stock price goes up at time ¢ (i.e., S(t) = S(t — 1)e*, or equivalently, z; = u), and
similarly for II¢(¢), with “up” replaced by “down”, we have seen in Theorem [3.2] that Iy (¢)
satisfies

My(N) =Y, and Ty(t) = e "[q It (t+1) + qIIe(t+1)], forte {0,N—1}. (4.1)

4.1 The binomial price of American derivatives

In contrast to European derivatives, American derivatives can be exercised at any time prior
or including the expiration date. Let Y (¢) be the pay-off of an American derivative exercised
at time t. We assume that t € Z = {1,..., N}, while ¢t = 0 is the present time. Let S(¢) be
the binomial stock price of the underlying stock at time ¢. We restrict ourselves to standard
American derivatives, which means that

Y(t) = g(S(t)), te{0,1,...,N},

where g : (0,00) — [0,00) is the pay-off function of the derivativdl] For example, g(z) =
(z — K), for American call options and ¢(z) = (K — z), for American put options, where
(2)+ = max(0, z) and K is the strike price of the option. Y'(¢) is also called intrinsic value
of the derivative. If Y(¢) = 0 then the derivative is out of the money at time ¢. The initial
pay-off Y(0) is also denoted by Yj; as it depends only on the initial price Sy = S(0) of the
stock, the value of Yj is known. Moreover Y (¢) is clearly path-dependent, i.e., Y (t) = Y (¢, x).
As usual, Y*(t) denotes the intrinsic value at time ¢ assuming that the stock price goes up
at time ¢ and similarly for Y'4(¢), with “up” replaced by “down”.

Next we want to introduce a reasonable definition for the binomial fair price of the American
derivative with intrinsic value Y'(¢) and maturity 77 = N. We denote this price by Ily(¢),
while ITy (¢) denotes the binomial price of the corresponding European derivative with pay-
off Y(N) = g(S(N)) at maturity 7= N. As already discussed in Chapter |1} any meaningful
definition of fair price for American derivatives must satisfy the following: (a) IIy(N) =
Y(N), (b) Iy (¢) > Y (¢) and (c) Iy (¢) > IIy(t). Property (a) fixes the price of the American
derivative at time N. Due to (b) and (c¢), a reasonable definition for the fair price of the
American derivative at time t = N — 1 is

Iy (N — 1) = max(Y/(N — 1), IIy (N — 1)). (4.2)
Using the recurrence formula (3.8]), we have

My (N = 1) = e (@I (V) + @lT§- (V) = e (I (V) + qalT3-(V)),

!For non-standard American derivatives, the pay-off has the form Y (¢) = g;(S(1),...,S(t)), where
gt (0,00)" — [0, 00).
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where for the second equality we used that ﬁy(N ) = IIy (V). Hence (4.2)) becomes
Ty (N = 1) = max[Y (N = 1), e (quII (V) + alT§-(N))].
This suggests to introduce the following definition:

Definition 4.1. The binomial (fair) price ﬁy(t) of the standard American derivative with
intrinsic value Y (t) = g(S(t)) at time t € {0,1,..., N} is defined by the recurrence formula

Iy (N) = Y(N) (4.3)
My (¢) = max[Y (¢), e " (quI1% (t + 1) + g1 (¢ + 1))], te{0,...,N —1}. (4.4)

Exercise 4.1 (7). Suppose an investor buys the American derivative at time N —1. Since the
derivative can only be exercised at time t = N, why is the price of the American derivative not
the same as the corresponding European derivative? Namely, why Iy (N —1) = max(Y (N —
1), Iy (N — 1)) and not Iy (N — 1) = [Ty (N —1)?

Exercise 4.2 (7). Why did we not define the binomial fair price of the American derivative
as Iy (t) = max(Y (), Iy (¢))?

In Section we shall give further support to the statement that ﬁy(t) does actually define
a fair price for American derivatives. For the moment we limit ourselves to show that
Definition captures the properties of American derivatives discussed in Chapter [T

Theorem 4.1 (x). Let ﬁy(t), t € Z, denote the binomial price of the standard American
deriwative with intrinsic value Y (t) = g(S(t)) and maturity T = N. Let 1y (t) denote the
binomial price of the corresponding European derivative with pay-off Y(N) = g(S(N)) at
maturity N. The following holds:

(a) Ty (t) is a deterministic function of S(t).
(b) Ty (t) > Iy (t), for all t € T.

(¢c) Assuming r > 0, the American call and the European call with the same strike and
maturity have the same binomaial price.

Proof. (a) We have to show that IIy (£) = H,(S(t)) for some functions H, : (0,00) — R. We
argue by induction. First this is true at time N, because ﬁy(N) =Y(N)=g(S(N)), hence
Hy = g. Now assume that the claim is true at time ¢+ 1, i.e., there exists Hyyq : (0,00) — R
such that Iy (t + 1) = Hy1(S(t + 1)). Hence

L (t+1) = Hya(S(0)eY),  TL(+1) = Hooa(S(1)e).
Thus, using Y (t) = g(S(t)), we have

Iy (t) = max(g(S(t)), e " (quH1(S(t)e") + QdHt+1<S<t)€d)) = H,(5(1)),
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where Hy(z) = max(g(z), e™"(quH11(ze") + qut-i-l(zed))'

(b) Also in this case we can argue by induction. The claim is true at maturity N, since
at this time the value of both derivatives equals the pay-off by definition. Now assume the
claim is true at time t + 1, i.e.,

~

Oy (t+1) > Iy (t + 1).
Hence R R
e " (quIly(t + 1) + qallf-(t + 1)) > e " (qIT% (¢t + 1) + gall% (¢ + 1)),
which implies
Iy (1) = max(Y(t), e " (quII% (t + 1) + qqlIZ (¢ + 1)) > e " (qull% (t + 1) + qalIZ (¢t + 1))
> e (qulTy (t + 1) + qalTy (t + 1)) =TIy (1),
where we used that the price of European calls satisfies the recurrence relation (4.1))

(c) To prove that American and European calls with equal parameters have the same value,
we first observe that it suffices to prove that I (¢) < Il (), since we already proved in (b)
that [T.q(t) > e (t) holds (we prove this for all standard American derivatives!). We argue

again by induction. At maturity ﬁm”(N) = ey (N). Assume that ﬁca”(t+ 1) < Meau(t+1).
Then

e " (qullly (t + 1) + qalld, (t+ 1)) < e (quIlly (t + 1) + qall, (t + 1)). (4.5)

Now let IL,,,:(t) be the price of the European put with the same parameters as the European
call. We have shown in Theorem that the put-call parity holds:

Meau(t) = S(t) — Ke "D £ TL,,,(1).
As I, (t) > 0 and r > 0 we have IL.(¢) > S(t) — K. Since I 4;(t) > 0, we have
Mo (t) > max(S(t) — K,0) = (S(t) — K) =Y (¢),
where Y'(t) is the intrinsic value of the American call. As
Mean(t) = €7 (qulligy (t + 1) + qalliy (¢ + 1)),
we have
Y (t) < e (qulligy(t + 1) + qallgy (t +1)).

Hence, using that max(a,b) < max(c,b) holds when a < ¢,

Mean(t) = max(Y (£), e " (qullly (t + 1) + qalld,, (t + 1))

< max(e " (gl (t + 1) + qall%,, (t + 1)), e " (quIly (t + 1) + qallf, (t + 1))).
By (B.5),
max(e ™" (quIly (t + 1) + gl (t + 1)), €7 (qulllyy (t+ 1) + gallly (t+ 1))
= " (qulT (t + 1) + gl (t + 1)) = Teau(t).

Hence ﬁcall(t) < Iequ(t), and the proof is complete. O

62



4.2 Optimal exercise time of American put options

The last claim in Theorem is consistent with what we have seen in Chapter [I, namely
that it is never optimal to exercise an American call option prior to expiration when the
underlying stock pays no dividends. The example treated in Section below shows that
this is not true for put options. To this regard we remark that, when the American put is
priced using the binomial model, an optimal exercise time in the sense of Definition [1.1]is a
time ¢ € Z such that

(K = S(t) = max[(K — S(t)) 4, e (qull} (¢ + 1) + gally (¢ + 1)),
that is to say, a time t € Z at which
(K — S(t))1 > e " (quIIe (t + 1) 4 qqlI (¢ + 1)). (4.6)

It can be shown that the inequality holds at time ¢ € {1,..., N — 1} if and only if
S(t) < S.(t), where S,(t) < K depends only on the market parameters. The exact expression
for S.(t) is unknown, but it can be easily determined numerically, see Exercise This
fact is very important in the applications, for it tells us that the American put should be
exercised as soon as the price of the stock falls below the value S, (t), irrespective of whether
the market price of the put option equals its intrinsic value (which is extremely unlike to
happen). In the next theorem the exact value of S.(t) is derived in the 2-period model.

Theorem 4.2 (x). In a 2-period binomial model with parameters u >0, d <0, 0 < r < u,
the earlier exercise at time t = 1 of the American put with strike K and maturity T = 2 is
optimal if and only if S(1) < S,(1), where

1 —eTqq

S.(1) = K (4.7)

1 — e "qqed’

Proof. We need to study for which values of S(1) is (4.6|) satisfied at time ¢ = 1. Since
M4 (2) = (K — S(1)e*) 4 and 114.(2) = (K — S(1)e?),, (4.6) becomes

(K = SW)s 2 e (qu(K — S + qa(K = S(1)ed),). (4.8)
We study the inequality (4.8]) for separate values of S(1) in the intervals

S(1) e [0,Ke ™ := I, S(1)
S(1) € [K,Ke™ := I3, S(1)

e [Ke ", K] = Iy,
€ [Ke ™ +00) = I,.
For S(1) € I, we have,
(K — S+ au(K — SM)et),) = e (que (Ke™ — S(1)) + qae'(Ke — S(1))).
Using ¢, + g4 = 1 and q,e* + gge? = € we obtain
e (qu(K = S(1)e") 4 +qa(K — S(1)e?);) = K = S(1) = (K = S(1))4, for S(1) € I.
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Similarly, for S(1) € I, we have

K =S+l - sme) = { - G S ol <o

where S,(1) is given by (4.7). Treating similarly the cases S(1) € I3 and S(1) € I, we find
that the price of the American put at time ¢ = 1 is given by

R (K —5(1))4 for 0 < S(1) < S.(1)
[[(1) = ¢ e "gee’(Ke ™ — S(1)) for S, < S(1) < Ke™®
0 for S > Ke™

We conclude that it is optimal to exercise the American put at time ¢t = 1 if and only if

S(1) < S.(1). O

4.3 Example of American put option

In this section we consider an example of American put option. We let the strike price

K = 3/4, and so
Y(t) = G _ S(t))+.

We present an example in N = 2 periods. Consider a market with the following parameters:

7 1 9
(N Gd— r_ 2

S(2) = 53
/
S(1) =14
PN
So=1 S(2) =1
\(ﬂ /
S(1) = %
N
S(2) = i




When the price of the stock in the paths above is within a box, the put option is in the
money. In fact, the binomial tree for the intrinsic value Y (¢) of the American put is

Let us first compute the price of the corresponding European put with pay off

G-s),

at time of maturity 7' = 2. Using the recurrence formula (4.1)) we have

() = )+ 1) = 5 |(§-150) +(§-350) |

Y(2) =TIy (2)

4
Hence
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In conclusion, we have obtained the following paths for the binomial price of the European
derivative

Exercise 4.3 (7). Let {(hs(t), hp(t)),t =0,1,2} be a hedging, self-financing portfolio process
for this European put. Can you guess whether hg(0) will be positive or negative without
computing the portfolio?

Now we compute the prices of the American put option. Of course, at time of maturity it is
the same as its European counterpart (by definition of hedging portfolio). At time ¢t = 1 we

have, by (4.4)),

Since - . 1
YU 1 - - — = - O d 1 = _— = = —
m-(5-7) -0 ro-(3-3) -%
we find
I (1) = max[0,0] =0 1 (1) = max 1211
Y 9 ) Y 4, 9 4
and so ) 1

Hence the binomial price of the American put corresponding to the different paths of the
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stock price is as follows:

Iy (0) = 5

Note that the binomial price of the American put and of the European put are different in
two instances, which are indicated in the paths above by putting the price of the American
put within a box. In particular, their initial price is different. When the prices are different,
the American put is more expensive than the European put. Moreover, if (and only if)
the stock price goes down at time t = 1, the binomial price of the American put equals its
intrinsic value prior to maturity, hence in this case (and only in this case) the earlier exercise
at time ¢ = 1 is optimal. This result agrees with Theorem since the value for this

option is given by
31-8L 15 17
S.(1)=-—2% = ¢ (—,—).
1728 \24

4.4 Hedging portfolio processes of American deriva-
tives

In this section we describe how to obtain hedging portfolio processes for American derivatives.
Recall that for the European derivative with pay-off Y at the expiration date T" = N,
hedging portfolio processes have been defined by imposing that their value V'(¢) satisfies
V(N) =Y, see Definition . Because of the earlier exercise option of American derivatives,
this definition cannot be adopted in the American case. In fact, since the goal of an hedging
portfolio is to secure the writer position (i.e., the short position) and the buyer of the
American derivative has the right to exercise the derivative at any time t € Z, then we need
to ensure that the value of the writer portfolio is at any time—and not only at maturity—
sufficient to pay-off the buyer, i.e., V(t) > Y (¢). This leads us to define hedging portfolio
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processes for American derivatives as follows.

Definition 4.2. A portfolio process {hs(t), hp(t) }ier is said to be hedging the American
derivative with intrinsic value Y (t) and maturity T = N if

VIN)=Y(N), V{#)>Y(t), t=0,...,N—1,

where V(t) = hg(t)S(t) + hp(t)B(t) is the value of the portfolio process at time t.

Now, the most important hedging portfolios are those which replicate the American deriva-
tive, i.e., the portfolio processes whose value V() satisfies V(t) = Ily(t), for all t € [0, T].
Note that replicating portfolio processes are hedging portfolios, because ﬁy(t) > Y(t). In
the European case any self-financing hedging portfolio process is (trivially) replicating, be-
cause Ily(t) has been defined as the common value of any such portfolio. However, in the
American case, the value at time ¢ of an hedging portfolio process could be strictly greater
than the binomial price Iy (¢) of the American derivative given in Definition . If this hap-
pens, then the writer should withdraw cash from the portfolio in order to replicate the value
of the American derivative. This leads us to introduce the important concept of portfolio
processes generating a cash flow. We argue as we did for self-financing portfolios. Recall
that (hg(t), hp(t)) is the investor position on the stock and the risk-free asset during the
time interval (t — 1,t]. Let V(t) = hg(t)S(t) + hp(t)B(t) be the value of this portfolio. At
the time ¢, the investor sells/buys shares of the two assets. Let (hg(t 4+ 1),hg(t + 1)) be
the new position on the stock and the risk-free asset in the interval (¢,¢ + 1]. Then the
value of the portfolio process immediately after changing the position at time ¢ is given by
V'(t) = hs(t+1)S(t) + hp(t+1)B(t). The cash flow C(t) is defined as V'(t) =V (t) = —C(¢)
and corresponds to cash withdrawn (if C'(t) > 0) or added (if C(t) < 0) to the portfolio as
a result of the change in the position on the assets (for a self-financing portfolio we have of
course C'(t) =0, for all t € {0,..., N}). This leads to the following definition.

Definition 4.3. A portfolio process {(hs(t), hp(t))}iez is said to generate the cash flow
Ct—1),teZ, if

hs(t)S(t —1)+ hp(t)B(t —1)=hs(t —1)S(t —1)+ hg(t—1)B(t—-1)-C(t—-1), teZ,
or, equivalently,
V(t)=V(t—1)=hs(t)(S({t)—S({t—1))+hp(t)(B(t)—Bt—1))—C(t—1).

In particular, if C(t — 1) > 0, then the cash is withdrawn from the portfolio, causing a
decrease of its value, while if C(t — 1) < 0, then the cash is added to the portfolio, causing
an increasing of its value.

Remark 4.1. As we assume hg(0) = hg(1) and hp(0) = hp(1), then C(0) = 0. Therefore
the first time at which the investor can add/remove cash from the portfolio is after chang-
ing the position (instantaneously) at time ¢ = 1, i.e., when passing from (hg(1),hp(1)) to
(hs(2),hp(2)), generating the cash flow C(1).
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Example: Consider a constant portfolio process that consists of only one share of the stock,
that is hg(t) = 1 and hg(t) = 0. The value at time ¢ of this portfolio is V (t) = hg(t)S(t) =
S(t). Suppose that in the interval of time (¢ — 1,¢) the stock pays a dividend of 1%. This
means that the fraction S(¢ —1)/100 is deposited into the account of the investor, while the
price of the stock decreases of the same amount. Hence the value of the portfolio at time ¢
is

V(t)=S(t) — S(t—1)/100.
Therefore
V(t)—V(t—-1)=5()—S(t—1)/100 — S(t — 1) = hs(t)(S(t) = S(t—1)) = C(t - 1),
where hg(t) =1 and C(t) = S(t — 1)/100.
We now show how to build a predictable replicating portfolio for American derivatives.

Theorem 4.3. Consider the standard American derivative with intrinsic value Y (t) and
maturity T = N. Let Iy (t) be its binomial price as given by (4.3)-(4.4)). Define the portfolio
process {(hs(t), hp(t)) }rer and the cash flow process C(t) recursively as follows:

C0)=0, Clt—1)=TIy(t—1)—e"[q%(t) + q@lli®)], te{2,...,N}, (4.9)

ES(D = BS(OL EB(O) = /HB(D (4.10a)
and, fort =1,... N, R R
~ o1 IIE(t) —TIE(0)
hs(t) = SED) Y e edy : (4.10b)
~ e eI (t) — eI ()
hp(t) = Bl 1) 4 e ALY (4.10c)

The portfolio process (4.10)) is predictable, replicates the American derivative and generates
the cash-flow (4.9).

Proof. We have shown in Theorem that Iy (¢) is a deterministic function of S(¢), i.c.,
Iy (t) = fi(S(t)), for some function f; : (0,00) — (0, 00). Hence

M (1) = fi(S(t—1De"),  TI(t) = fi(S(t — 1)e?)

are deterministic functions of S(t—1), by which it follows immediately that the portfolio pro-
cess ([4.10)) is predictable. To show that the portfolio replicates the derivative and generates
the cash flow (4.9) we have to show that

V(t) =Iy(t), forallte{0,...N} (4.11)

and
V(t—1)=hs(t)S({t—1)+hs(t)Bt —1)+C(t—1), forallte L. (4.12)
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The proof is straightforward: just replace (4.9) and (4.10) into (4.11)-(4.12). For instance,

assuming that the price goes up at time ¢, we compute
VU(t) = hs(t)S(t — 1)e" + hg(t)B(t — 1)e"
I (1) - ﬁw)) - (euﬁw) - edﬁwt))
e

€u—€d

and at the same fashion one proves that V4(t) = II%(t). Hence (f.11)) holds. In a similar
fashion, replacing (4.9)) and (4.10) into the right hand side of (4.12]) we find that the latter
is equal to Iy (¢t — 1), which we already proved to be equal to V(¢ — 1). Hence (4.12)) holds

as well. O

The previous theorem is telling us that the writer can hedge the derivative and still be able
to withdraw cash from the portfolio. While this might seem unfair from the buyer point of
view, we remark that whether the writer is allowed or not to withdraw a positive amount
of cash from the portfolio (i.e., C(t) > 0) depends on the “smartness” of the buyer. In fact,

using (4.4) in (4.9), we have, for t € {2,..., N},
Ct — 1) = max(Y (t — 1), e " (quIl} () + qal1§-() — e " (qulTi (1)) + qallf(¢)).

This quantity is positive at time ¢ — 1 if and only if only Y (¢t —1) > e~ (quII% (¢)) + qalI% (¢)),
which implies that ¢ — 1 is an optimal exercise time. Hence the writer of the American
put can withdraw cash from the portfolio only if the buyer fails to exercise the derivative
optimally. If however the buyer exercises the derivative optimally, then the seller needs the
full value of the portfolio to pay-off the buyer and thus no cash can be withdrawn.

Example. Computing the cash flow at ¢ = 1 for the American put considered in Section [£.3]

e C(1) =Tiy(1) - g (G - 23(1))+ + (2 - %S(l))) |

If the stock price goes up at time ¢ = 1 we obtain C*(1) = 0; if the stock price goes down at
time ¢t = 1 we obtain

0-1-5(G-9,6-)-

Hence if at time ¢t = 1 the price of the stock goes down and the buyer does not exercise
the American put, then the writer can withdraw the cash % from the portfolio. The value

remaining in the portfolio is § — 3 = 2. The American put can be hedged with this value
by short selling % shares of the stock and lending (% + ;—1 . %) = % in the money market. So
doing the writer will receive the amount % . g = % at time t = 2; if the stock price goes up
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at time ¢t = 2 the American put expires out of the money and the writer will use the amount
1—70 to buy % shares of the stock at the price S(2) = % and close the short position on the
stock without losses. If the price of the stock goes down at time t = 2, the writer will give
the pay-off % to the buyer of the American put and use the remaining value % — % = % in
the portfolio to buy % shares of the stock at the price S(2) = I and again close the short

1
position on the stock without losses.
Exercise 4.4 (o). Consider the American derivative with intrinsic value
Y (t) = min(S(t), (24 = 5(t))+)

and ezxpiring at time T = 3. The initial price of the underlying stock is S(0) = 27, while at
future times it follows the binomial model

S(t4+1) = 45(t)/3  with probability 1/2
| 2S(t)/3  with probability 1/2

fort = 0,1,2. Assume also that the interest rate of the money market is zero. Compute
the possible paths of the binomial price of the derivative. In which case it is optimal for the
buyer to exercise the derivative prior to expiration? What is the amount of cash that the
seller can withdraw from the portfolio if the buyer does not exercise the derivative optimally?

Exercise 4.5 (o). Consider a 3-period binomial model with the following parameters:

et=—, e"== ¢ =1, € (0,1).

1 5 pe(0,1)

Let S(0) = % be the initial price of the stock. Consider an American style derivative on the
stock with maturity T = 3 and intrinsic value

Y(t)=1[3-S@)|H(S(t) —7/5),

where H(x) is the Heaviside function and |x| is the absolute value of x (recall that H(z) = 1
if x > 0, H(z) = 0 if « < 0). Compute the binomial price of the derivative at each
time t € {0,1,2,3} (maz. 1 point) and the initial position on the stock in the hedging
portfolio. Compute the cash that the seller can withdraw from the portfolio if the buyer does
not exercise the deriwative at optimal times. Compute the probability that the derivative is

in the money at time t and the probability that the return for the buyer is positive at time t,
where t € {0,1,2,3}.

Exercise 4.6 (o). Consider a 2-period binomial model with the same parameters as in Ex-
ercise . Compute the price at time t € {0,1,2} of the American put on the stock with
maturity T = 2 and strike price Ky = 1—51 and identify the possible optimal exercise times
prior to maturity. Next consider the compound option which gives to its owner the right
to buy the American put at time t = 1 for the price Ky = %. Compute the price of the
compound option at time t = 0 and the hedging portfolio for the compound option (assume
B(0) =1). Compute the mazimum expected return in the interval t € [0,2] for the owner of

the compound option as a function of p € (0,1).

Exercise 4.7 (x). Compute the replicating portfolio for the American put given in Section
(assume By =1).
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4.5 Computation of the fair price of American deriva-
tives with Matlab

We work under the same set-up as in Section Namely we consider a partition 0 = t; <
ty < -+- <tyy1 =T of the interval [0, 7] and the binomial stock price
S(i)e*, with probability p
S(i+1) = , 1€Z={1,...,N},
S(i)e?, with probability 1 —p

where S(i) = S(t;) and

1—
u= ozh—i—m/—p\/ﬁ, d=ah—o %\/ﬁ (4.13)
p —-Pp

The value of the risk-free asset at time ¢; is given by B(t;) = Bye™ = Bye™™" := B(i). Hence
the pair (S(i), B(i)) defines a 141 dimensional binomial market with parameters u, d given
by (4.13) and interest rate rh. The definition (4.1)) of binomial price of American derivative

becomes
Iy(N+1)=Y(N+1) Iy@) =max(Y(i),e ™ (qI% G + 1)) + @l (i + 1)), teT,
where ﬁy(z) = ﬁy(ti) and
orh eah—a\/gx/ﬁ

1-p P ’
6ah+cr - vh i eah—a,/q\/ﬁ

Gu = qq=1—q,.

Moreover Y (i) = g(S(i)), ¢ = 1,..., N 4+ 1, is the intrinsic value of the American derivative.
The following code defines a function BinomialAmerican which computes the binomial price
and the cash flow of standard American derivatives.

function [P,C]=BinomialAmerican(Q,S,r,g)
h=Q(2)-Q(1);

syms Xx;

f = sym(g);

N=length(Q)-1;

expu=3(1,2)/S(1,1);

expd=8(2,2)/S(1,1);

qu=(exp (r*h)-expd) / (expu-expd) ;
qd=(expu-exp (r*h) )/ (expu-expd) ;

if (qu<0 || qd<0)

display(’Error: the market is not arbitrage free.’);
P=0;

return
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end

P=zeros (N+1) ;

P(:,N+1)=double(subs(f,x,S(:,N+1)));

C(:,N+1)=0;

Y=double(subs(f,x,S));

for j=N:-1:1

for i=1:j
P(i,j)=max(Y(i,j),exp(-r*h)*(qu*P (i, j+1)+qd*P(i+1,j+1)));
C(i,j)=P(i,j)-exp(-r*h)*(qu*P (i, j+1)+qd*P(i+1,j+1));
end

end

The binomial price of the derivative is stored in the upper-triangular (N + 1) x (N + 1)
matrix P, while the cash flow is stored in the upper-triangular (N + 1) x (N + 1) matrix C.
We use the convention that at time of maturity the cash flow is equal to zero.

For example, using as inputs the binomial stock price ([2.20)), the interest rate r = 0.01 and
the pay-off function of the put with strike 10, i.e., g(z) = (10 — z)+, we obtain the output

0.2385 0.1120 0.0320 0 0 0
0 0.3619 0.1899 0.0633 0 0
p_ 0 0 0.5297 0.3133 0.1250 0
0 0 0 0.7407 0.4970 0.2468
0 0 0 0 0.9752 0.7376
0 0 0 0 0 1.2038
000 0 0 0
000 0 0 0
C=0200 0 0 0
0 0 0 0.0017 0.0017 O
0 00 0 0.0017 0

Remark 4.2. Using the pay-off of the call, g(x) = (x — 10), we obtain that the price of
the American call is exactly the same as the corresponding European call, see , while
C' = 0. This of course is consistent with the proven fact that, in the absence of dividends, it
is never optimal to exercise an American call prior to expire.

Exercise 4.8. Repeat Exercise for American put options.

Exercise 4.9. Plot the pairs (t;, S(t;)) in the plane, for each optimal exercise time t; of
the American put. Ezxperiment for different values of K,T. Use a large number of steps
(N =~ 100). What happens when T — +00?

In the time-continuum limit, N — 400, h — 0 such that Nh = T, the points (¢;, S(¢;))
for each optimal exercise time form the so-called the optimal exercise curve (or optimal
exercise boundary) of the American put option.
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Exercise 4.10. Show numerically that the initial binomial price of the American put with
strike K and maturity T converges, as T — +00, to the value v(Sy), where v is the function

B K—=x 0<x<L
V@)= ko (27 2>1L

and

T tor
How is this result related to your findings in Ezercise [{.9?
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Chapter 5

Introduction to Probability Theory

The main goal of this chapter is to reformulate the binomial options pricing model in the
language of probability theory. To this purpose we shall first review some basic concept in
probability; a more systematic presentation of this theory can be found e.g. in [5]. For an
application of probability theory to portfolio optimization, see Appendix [A]

5.1 Finite Probability Spaces

Let 2 be a set containing a finite number of elements wy, ws,...,wy. We denote {2 as
Q=A{w,...,wn}, or Q=Awitic1,..m (5.1)
and call it a sample space. The elements w; € €2, i =1,..., M, are called sample points.

The sample points identify the possible outcomes of an experiment. For instance, if the
experiment consists in “throwing a die”, then

2=1{1,2,3,4,5,6} (M =6),
while for the experiment “tossing a coin once”, we have
Q=0 :={H,T} (M=2),

where H stands for “Head” and T for “Tail”; the subscript 1 in 2; indicates that the coin
is tossed only once. In the experiment “tossing a coin twice” we have

Q=0 :={(H,H),(H,T),(T,H),(T,T)} =0 x Q (M =2%=4)
and in the experiment “tossing a coin N times” we have
Q=Qy ={w=(,7%,-...»w);yy=HorT, j=1,...,N}
:91X91X"'XQL:{H,T}N (MZQN)

N times
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We denote by 29 the power set of Q, i.e., the set of all subsets of 2. It consists of the
empty set (), the subsets containing one element, i.e., {w1}, {ws2}, ..., {wa}, which are called
atomic sets, the subsets containing two elements, i.e.,

{w17w2}7 ) {wlawM}a {W27w3}7 R {WZJWM}7 R {WM—lva}a

the subsets containing 3 elements and so on, and the set Q = {w;,...,wy} itself. Thus 2%
contains 2™ elements. For instance

2% = {Q)v {H}v {T}v {H7 T} = Ql}

Exercise 5.1. Write down 2.

The elements of 2 (i.e., the subsets of ) are called events. They identify possible events
that occur in the experiment. For example

{2,4,6} = [the result of throwing a die is an even number],
{(H,H),(T,T)} = [tossing a coin twice gives the same outcome in both tosses].
Exercise 5.2. Write down the following events A, B,C € 2%
A = [number heads=number tails|, B = [successive tosses are different],

C' = [there exist at least three identical tosses).

If A, B € 29 are events, then A U B is the event that A or B happens, while AN B is the
event that both A and B happen. If the sets A, B C Q are disjoint, i.e., AN B = (), the
events A and B cannot occur simultaneously. For instance, {1,3,5} N {2,4,6} = () means
that the outcome of a die roll cannot be both even and odd.

The atomic set {w;} identifies the event that the outcome of the experiment is exactly w;.
We want to assign a probability IP to such special events. To this purpose we introduce M
real numbers p1, po, ... py such that

M
O<pi<l foralli=1.. .M, and » p=1. (5.2)
=1

We define p; to be the probability of the event {w;}, that is
P{w})=pi;, i=1,..., M.
Any generic event A € 2% can be written as the disjoint union of atomic events, e.g.,
{wi, ws,ws} = {w1} U{ws} U{ws}.

This leads to define the probability of a generic event A € 29 as

P(A) = Z P({wi}) = Z i (5.3)

Lw;EA Pw;EA
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For instance P({wy,ws, ws}) = p1 + p3 + ps. We shall also write the definition of P(A) as
P(A) =) P({w}).
weA
In particular

PO) = Y P({uw}) =Y pi=1

weN
We also set
P(®) =0, (5.4)

which means that it is impossible that the experiment gives no outcome. Clearly () is the
only event with zero probability: any other such event is excluded a priori by the sample
space. At this point every event has been assigned a probability.

Definition 5.1. Given p = (p1,...,pum) satisfying (5.2) and a set Q = {wq,...,wr}, the
function P : 22 — [0,1] defined by (5.3))-(5.4) is called a probability measure. The pair
(Q,P), is called o finite probability space.

Remark 5.1. If we want to emphasize the dependence of the probability measure on the
parameters py, ..., Py, we shall denote it by P,,.

Examples

e In the experiment “throwing a die”, let p; = py = p3 = py = ps = pg = 1/6. We say
that the die is fair, as any number between 1 and 6 has the same probability to appear
as a result of the roll. Then P({2,4,6}) =1/6+1/6+1/6 = 1/2, i.e., we have 50%
chances to get an even number.

e In O welet P({H}) = py, P{T}) = pr, where pr =1 — py, pg € (0,1). The coin is
said to be fair if py = pr = 1/2.
e In (), we assign a probability to the atomic events by setting
P({(H, H)}) = pr - pu = Py

P({(T,H)}) = P({(H.T)}) = prpn, PH{(T,T)}) = p7.
Notice that B({(H, H)}) + B({(T, H)}) + P({(H.T)}) + B((T.T)}) = (pu + pr)? = 1.
as it should be. This way of assigning probabilities is equivalent to the assumption
that the two tosses are independent, i.e., the result of the first toss does not influence
the result of the second toss (see Definition below). As an example of computing
the probability of non-atomic events, consider the event

A = [the outcome of the two tosses is the same).

Then
P(A) =P({(H,H),(T,T)}) =P({(H,H)}) + P({(T,T)}) = p¥ + p7-
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o In Qy = {H, T}V, we assign a probability to each of the 2V atomic events by letting
P({w}) = (o) @ (pr)N @, for all w € Qy,

where Ny (w) and Np(w) = N — Ny (w) are respectively the number of heads and tails
in the N-toss corresponding to w. Again, this definition of probability makes the N-
tosses independent. Since for all k =0, ..., N the number of N-tosses w € {2y having
Npg(w) = k is given by the binomial coefficient

Ny (w)
> B({wh) = Y o)) = (pr)Y (@>

wWENN wEeNN weNN

-0y (1) ()

k=0

then

By the binomial theorem, (1 + a)¥ = 3" (V)a¥, hence

B = 3 P{w)) = (o) (1#;—1;) ()Y = 1.

wEQN

The probability of any other event A € 2~ is the sum of the probabilities of the atomic

events whose (disjoint) union forms the set A.
The last example deserves to be given a separate definition.
Definition 5.2. Given 0 < p < 1, the pair (Qn,P,) given by Qy = {H, T} and

=> PN =)V for all A € 29, (5.5)
weA

is called a N-coin toss probability space. Here Ny(w) is the number of H in the sample
w and Nr(w) = N — Ng(w) is the number of T.

Example. Given k € {0,..., N}, let Ay = {w : Ng(w) = k} C Qn be the event that the
number of heads in the N-toss is k. Then

= pMO )N = N R 1)V = pFA—p)NTF Y T 1= pF(1—p)V TR,

weA weA weA

where M, = ZweAk 1 is the number of N-tosses with k£ heads. As M, = (ZZ) we get
N
P(Ay) = (k)pk(l -p)N
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Exercise 5.3. Compute P(A), where A = {w : Ny(w) = Np(w)} C Qn.

It is possible that the occurrence of an event A affects the probability that a second event
B occurred. For instance, for a fair coin we have P({H, H}) = 1/4, but if we know that
the first toss is a tail, then P({H, H}) = 0. This simple remark leads to the definition of
conditional probability.

Definition 5.3. Given two events A, B such that P(B) > 0, the conditional probability
of A given B is defined as
P(AN B)
P(A|B) = ———=
(A1B) = “5
Similarly, if By, Ba, ..., B, are events such that P(ByN---N B,) > 0, the conditional prob-
ability of A giver] By, ..., B, is

P(ANnBiN---NB,)
PlABy - Bu) = IP’(Blri...QB)

If the occurrence of B does not affect the occurrence of A, i.e., if P(A|B) = P(A), we say
that the two events are independent. By the previous definition, the independence property
is equivalent to the following.

Definition 5.4. Two events A, B are said to be independent if
P(AN B) =P(A)P(B).
Similarly, n events Ay, ..., A, are said to be independent if
P(Ap, N NAg, ) =P(A,) - ... - P(Ag,.),
foralll <k <ky<---<kp,<n.

Exercise 5.4. Write down all the identities that must be verified in order for three events
A, B,C to be independent.

Exercise 5.5. Compute the probability of the events defined in Fxercise and verify that
there is no pair of independent events among them. Compute

P(A|B), P(B|A), P(A|C), P(B|C).

Give an example of two non-disjoint independent events defined on $y.

li.e., given the simultaneous occurrence of the events Bi, ..., B,.
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5.2 Random Variables

In general the purpose of an experiment is to determine the value of quantities which depend
on the outcome of the experiment (e.g., the velocity of a particle, which is determined by
successive measurements of its position). We call such quantities random variables.

Definition 5.5. Let (2, P) be a finite probability space. A random variable is a function
X:Q—=R. Ifg:R =R, then the random variable Y = g(X) is said to be X -measurable.

Note that the property of Y being X-measurable means that the value attained by Y can
be inferred by the value attained by X, i.e., Y (w) = g(X(w)).

Since 2 = {w1,...,wyn}, then X can attain only a finite number of values, which we denote

x1,...,Ty, namely
X(wi):xi, 221,,M

The values 21, ...,z need not be distinct. If X (w;) =¢, foralli =1,..., M, we say that X
is a non-random, or deterministic, constant (the value of X is independent of the outcome
of the experiment).

The image of X is the finite set defined as
Im(X) = {z € R such that X (w) = z, for some w € Q},
that is the set of possible values attainable by X. Given a € R, we denote
{X=a}={weQ: X(w) =a},

which is the event that X attains the value a. Of course, {X = a} = 0 if a ¢ Im(X). In
general, given I C R, we denote

{Xell={weQ: X(w)el},
which is the event that the value attained by X lies in the set I. Moreover we denote
{X=aY=0={X=a}n{Y =0}, {Xel,Yelb}={XeL}n{Yel}.

The probability that X takes value a is given by

P(X =a)=P{X=a})= > p.

X (w;)=a

If a ¢ Im(X), then P(X = a) = P() = 0. More generally, given any open subset I of R, we
write

PXel)=P{Xel})= > p

: X (w;)€l
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which is the probability that the value of X belongs to I. For example, in the probability
space of a fair die consider the random variable

X(w) = (1), we{l,23,4,5,6. (5.6)
Then X (w) = 1 if w is even and X (w) = —1 is w is odd. Moreover
P(X = 1) =P({2,4,6}) = 1/2, P(X =—1)=P({1,3,5}) = 1/2,
whereas
P(X # £1) = P(f) = 0.

The set A = {2,4,6} is said to be resolved by X, because the occurrence of the event A (i.e.,
the fact that the outcome of the throw is an even number) is equivalent to X taking value 1.
In general, given a random variable X : 2 — R, the events resolved by X are the sets of the
form {X € I}, for some I C R. These events comprise the so called information carried
by X. The idea is that even if the outcome of an experiment is unknown, measuring the
value attained by a random variable gives some information on the result of the experiment.

Definition 5.6. Given a random variable X : Q — R, the function fx : R — [0,1] defined
by

is called the distribution of X, while Fx : R — [0, 1] given by
Fx(x)=P(X <z), z€R

15 called the camulative distribution of X.

Note that fx(z) is non-zero if only if x € Im(X), and that Fx is a non-decreasing function.
For example, for the random variable ({5.6)) defined on the probability space of a fair die we
have

0, T < —1,
Fx(zr)=<X 1/2, ze€[-1,1),
1, x> 1.

The probability that a random variable X takes value in the interval [a, b] can be written in
terms of the distribution of X as

Pla < X <) = Z P(X = ;) = Z fx (). (5.7)

: X (w;)=x;€[a,b] :a<z;<b

In a similar fashion, if g : R — R then

Pa < g(X) <b) = > P(X =m)= > fx(w). (5.8)

1:9(X (w;))=g(z;)E|a,b] :a<g(z;)<b

We shall use these formulas later on.
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5.2.1 Expectation and Variance

Next we define the expectation and variance of random variables. We may think of the
expectation of X as an estimate on the average value of X and the variance of X as a
measure of how far is this estimate from to the precise value of X.

Definition 5.7. Given a finite probability space (Q2,P), the expectation (or expected
value) of X : Q — R is defined by

We shall also write the definition of ]E[X | as
= X(w)P({w}). (5.9)
wel
For instance, in the N-coin toss probability space (2y,P,) we have
= > X(w)p™n) (1 —p)Nrl), (5.10)
weNN

where Ny (w) is the number of heads and Np(w) = N — Ny (w) is the number of tails in the
N-toss w € Qy, see Definition [5.2]

Exercise 5.6 (x). Let X : Qn — R, X(w) = Ny(w) — Np(w). Compute E[X]|. HINT: Use
the identity ( )kz = (k 1)N

We can rewrite the definition of expectation as
EX]= ) aP(X=ux),
z€Im(X)

or equivalently,
EX]= > afx(@). (5.11)
z€lm(X)

The importance of ((5.11)) is that it allows to compute the expectation of X from its distri-
bution, without any reference to the original probability space. For instance, if we are told
that a random variable X takes the following values:
1 with probability 1/4
X =< 2 with probability 1/4 , (5.12)
—1 with probability 1/2
then we can compute E[X] using (5.11)) as
1 1 1 1
EX|=1--42-—-—1-==-.
[X] 4 * 4 2 4
Some simple properties of the expectation are collected in the following theorem.
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Theorem 5.1. Let X,Y be random variables on a finite probability space (Q2,P), g : R — R,
a,b € R. The following holds:

1. E[aX +bY]| = aE[X] + bE[Y] (linearity).

2. If X >0 and E[X] =0, then X = 0.

3. IfY = g(X), then
Elg(X) = Y g(x)fx(x). (5.13)

Exercise 5.7. Prove Theorem [5.1.

Definition 5.8. The variance of a random variable X : Q0 — R is defined by

Var[X] = E[(E[X] — X)?].

Using the linearity of the expectation, we obtain easily the formula
Var[X] = E[X?] — E[X]?. (5.14)

Moreover Var[aX] = a*Var[X] holds for all constants @ € R. The variance of the sum
of two random variables is in general different from the sum of their variances, unless the
random variables are uncorrelated (see Theorem below). Furthermore the variance of
a random variable is always non-negative and it is zero if and only if the random variable
is a deterministic constant. Hence we may also interpret the variance as a measure of the
“randomness” of a random variable.

Using (5.13) with g(z) = z?, we can rewrite the definition of variance in terms of the
distribution function of X as

2

Var[X]| = Z 22 fx(r) — Z rfx(x) | (5.15)

z€Im(X) zelm(X)

which allows to compute Var[X| without any reference to the original probability space. For
instance for the random variable (5.12)) we find

Ll 2 o7

4 2 \4/) 16
Exercise 5.8 (x). Let R be the relative return of a portfolio which is long 1 share of the
derivative in Section[3.1.9. Compute E[R] and Var[R].

Var[X] =1-

1 =

Remark 5.2. The variance of the relative return of a portfolio is a measure of the portfolio
risk, see Appendix [A]
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Example: mean of log return and volatility of the binomial stock price

Let 0 =ty <t; <--- <ty =T be a partition of the interval [0, T] with ¢; — ¢;_; = h, for all
t=1,...N. Given u > d, consider a random variable X such that X = u with probability
p and X = d with probability 1 — p. We may think of X as being defined on Q, = {H,T'},
with X(H) = v and X(T') = d. Now, the binomial stock price at time ¢; can be written as
S(t;) = S(t;i—1) exp(X). Hence the log-return of the stock in the interval [t;_1, ;] is

S(t:)

i—1

It follows that the expectation and the variance of the log-return of the stock in the interval
[tifl, tl] 1S
E[R] = E[X] = (pu+ (1 —p)d),

Var[R] = Var[X] = [pu* + (1 — p)d® — (pu + (1 — p)d)*)] = p(1 — p)(u — d)*.
Thus the parameters o, 0 defined in (2.19)) can be rewritten as

o= %]E[log S(t) —log S(ti_1)], o? = %Var[log S(t) —logS(t1).  (5.16)
We see now that a is the expected log-return of the binomial stock price in the interval
[t;_1,t;] per unit of time (instantaneous log-return), while ¢ is the instantaneous variance.
The parameter o itself is called instantaneous volatility of the binomial stock. It is part of
the assumptions in the binomial model that the parameters v and o are the same for every
interval [t;_1,t;] of the partition.

5.2.2 Independence and Correlation

We have seen before that a random variable X carries information. Now, if Y = g(X) for
some (non-constant) function g : R — R, then Y carries no more information than X: any
event resolved by knowing the value of Y is also resolved by knowing the value of X. The
other extreme case is when two random variables carry independent information.

Definition 5.9. Two random variables X1, X5 : 0 — R are said to be independent if the
events { X1 € I1},{Xs € L1} are independent events, for all regulmﬂ sets Iy, I, C R. This
means that

P(X € 1), X5 € I,) = P(X; € [)P(X; € L),

More generally, n random wvariables X1,..., X, : @ — R are independent if the events
{Xy € 1}, {Xy € LL},...,{X, € I,} are independent (in the sense of Definition[5.4] ) for
all reqular sets I, I, ... I, C R.

2By regular sets we mean intervals or sets which can be written as the union of countably many intervals.
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Exercise 5.9 (o). Show that when X,Y are independent random variables, then the only
events which are resolved by both variables are () and Q2. Show that two deterministic constants
are always independent. Finally assume Y = g(X) and show that in this case the two random
variables are independent if and only if Y is a deterministic constant.

Note that the independence property is connected with the probability defined on the sample
space. Thus two random variables may be independent with respect to some probability and
not-independent with respect to another. We shall use later the following important result:

Theorem 5.2. Let X, Xy, ... X, be independent random variables, k € {1,...,n — 1} and
g:RF 5 R, f:R"* 5 R. Then the random variables

Y:g(X17X27"'an)7 Z:f(Xk‘-‘rla"' 7Xn)
are independent.
Exercise 5.10 (e). Prove the theorem for n = 2.

Definition 5.10. The covariance of two random variables X,Y : £ — R is defined by
Cov(X,Y) = E[(E[X] — X)(E[Y] -Y)].
If Cov(X,Y) =0, the two random variables are said to be uncorrelated.

Using the linearity of the expectation we can rewrite the definition of covariance as
Cov(X,Y) = E[XY] — E[X]E[Y]. (5.17)

The interpretation is the following: If Cov(X,Y) > 0, then Y tends to increase (resp.
decrease) when X increases (resp. decrease), while if Cov(X,Y) < 0, the two variables have
tendency to move in the opposition direction. For instance, assuming Var[X] > 0,

Cov(X,2X) =2Var[X] >0, Cov(X,—-2X)=—2Var[X] <0.

Exercise 5.11 (o). Let (2, P) be a finite probability space and X,Y : Q — R be two random
variables. Prove that X,Y independent = X,Y wuncorrelated. Show with a counterexample
that the opposite implication is not true. Finally show that

Var[X + Y| = Var[X| + Var[Y| if and only if X, Y are uncorrelated. (5.18)
Exercise 5.12 (o). Assume that X,Y are not deterministic constants. Prove the inequality
— +/Var[X]Var[Y] < Cov(X,Y) < +/Var[X]Var[Y]. (5.19)

Show that the left (resp. right) inequality becomes an equality if and only if there exists a
negative (resp. positive) constant ay and a real constant by such that'Y = agX + by.
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By inequality (5.19) it is convenient to introduce the following definition.
Definition 5.11. Let X,Y : Q — R be two random variables such that Var[X] and Var[Y]

are both positive (i.e., X, Y are not deterministic constants). Then
Cov(X,Y)
Var[X|Var]Y]

Cor(X,Y) = € [-1,1]

15 called the correlation of X, Y.
Hence, the closer is Cor(X,Y’) to 1 (resp. —1) the more Y has the tendency to move in the
same (resp. opposite) direction of X. For instance Cor(X,2X) = 1, and Cor(X, —2X) = —1.

Exercise 5.13. Compute the correlation of the random variables X,Y : Q3 — R given by
X(w) = Nr(w) — Ny(w), Y(w) = Ng(w).

Definition 5.12. If X|Y are two random variables on a finite probability space, then the
function fxy : R? — [0,1] given by

fxy(@,y) =P(X =2,V =y)
15 called the joint distribution of X and Y.
Exercise 5.14. Let X,Y have the joint distribution fxy. Show that the distributions of X

and Y are given by
foyfl?y fy(y foyfl?y

y€lm(Y) z€lm(X)
Show that X,Y are independent if and only if fxy(z,y) = fx(z)fy(y).

If the joint distribution is given, then the covariance of two random variables can easily be
computed without any reference to the original probability space. In fact, since

=D X@)Y(@)Pw)= >, > wyfer(my), (5.20)

z€Im(X) yeIm(Y)
then
Cov(X,Y)= > > ayfxvl@y— Y. zfx(z) > yhly,  (521)
z€Im(X) yeIm(Y) z€Im(X) y€Im(Y)

where the distributions fx, fy are computed from fxy as shown in Exercise In con-
clusion, if the joint distribution of two random variables X,Y is given, then all relevant
information on X, Y (independence, expectation, variance, correlation, etc.) can be inferred
without any reference to the original probability space.

Example. Consider two random variables X, Y such that Im(X) = {—1,1,3,4}, Im(Y) =
{=1,0,1,2} and let their joint probability distribution be defined as in the following table
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Y, X -1 1 3 4
1 1/64 | 2/64 | 1/64 | 4/64
0 5/64 | 1/64 | 9/64 | 6/64
1 6/64 | 10/64 | 1/64 | 12/64
2 2/64 | 1/64 | 1/64 | 2/64

For instance, fxy(—1,1) = 1/64, fxy(—1,0) = 5/64, and so on. Let us compute E[X],
E[Y] and Cov(X, Y).

E[X] = Z rfx(z Z Z fxy(z,y)

zelm(X) ze€lm(X) yelm(Y)
= D hv(=Ly A+ D ALy +3 Y favBy)+4 Y far(dy)
yelm(Y) yelm(Y) yeIlm(Y) yelm(Y)
1 ) 6 2 2 1 10 1

- Grtatatd t atata e
+3<1+9+1+1)+4(4+6+12+2)_33
64 64 64 64 64 64 64 647 16

EY]= > yhw= > v > fxr(zy)

yelm(Y) y€lm(Y) z€Im(X)
Z fxym—l —|—O Z fxyl’o Z fxyl'l +2 Z fxy$2
z€lm(X) z€lm(X) z€lm(X) z€lm(X)

_(1+2+1+4>+0(5+1+9+6)

64 64 64 64 64 64 64 64
+(6+10+1+12)+(2+1+1+2) 33
64 64 64 64 64 64 64 64’ 64

E[XY] = Z Z zy fxy(x,y)

z€Im(X) yeIm(Y)

— (_1)(—1)6i4 + 1(—1)634 +3(— )6%1
55
+ ............ — @

Hence Cov(X,Y) = E[XY] — E[X]E[Y] ~ —0.204.
Exercise 5.15. Compute Cor(X,Y).

5.2.3 Conditional expectation

If X,Y are independent random variables, knowing the value of Y does not help to estimate
the random variable X. However if X, Y are not independent, then we may use the infor-
mation on the value attained by Y to find an estimate of X which is better than E[X]. This
leads to the important concept of conditional expectation.
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Definition 5.13. Let (2,P) be a finite probability space, X,Y : Q@ — R random variables
and y € R. The expectation of X conditional to Y =y (or given the event {Y = y}) is
defined as
EX|Y =y]= > PX =gV =y)z
z€Im(X)

where P(X = z|Y = y) is the conditional probability of the event {X = x}, given the event
{Y =y} (see Def.[5.9). The random variable

E[X|Y]:Q - R, E[X|Y](w)=EX|Y =Y ()]

is called the expectation of X conditional to 'Y .

In a similar fashion one defines the conditional expectation with respect to several random
variables, i.e., E[X|Y] = y1,Y5 = vo,... Yy = yn] and E[X|Y], ..., Yy]. For example, in the
probability space of a fair die, consider

X(w)=(-1* Yw =w-1)(w-2)(w-3), we{l,23,4,5,6}. (5.22)
Note that Im(Y") = {0,6,24,60}. Then we compute

E[X]Y =0] = P(X = 1Y = 0) — P(X = —1]Y = 0)
P(X =1,Y=0) PX=-1Y=0)
T PY=0 = PY=0)
P({2}) P({1,3})

T P({1,2,3}) P({1,2,3})::'_1/3'

Similarly we find
E[X|Y =6 =1, E[X[]Y =24=-1, E[X|Y =60]=1,
hence E[X|Y] is the random variable

“1/3 ifw=1,20r3
EX|Y](w) = 1 ifw=4o0r6
-1 if w=>5.

The following theorem collects a few important properties of the conditional expectation
that will be used later on.

Theorem 5.3. Let X,Y,Z : Q — R be random variables on the finite probability space
(Q,P). Then

1. The conditional expectation is a linear operator, i.e.,
ElaX + 8Y|Z] = aE[X|Z] + BE[Y|Z],
for all a, 6 € R;
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2. If X is independent of Y, then E[X|Y] = E[X];

3. If X is measurable with respect to Y, i.e., X = g(Y) for some function g, then
E[X[Y] = X;

4. BEX|Y]] = E[X];

5. If X is measurable with respect to Z, then E[XY|Z] = XE[Y|Z];

6. If Z is measurable with respect to'Y then E[E[X|Y]|Z] = E[X|Z].

These properties remain true if the conditional expectation is taken with respect to several
random variables.

The interpretation of 2-3 in the previous theorem is the following: If X is independent of
Y, then the information carried by Y does not help to improve our estimate on X and thus
our best estimate for X remains E[X]. On the other hand, if X is measurable with respect
of Y, then by knowing Y we also know X and thus our best estimate on X is X itself.

Exercise 5.16 (7). What is the interpretation of 4, 5, 6 in Theorem [5.37?

5.3 Stochastic processes. Martingales

Definition 5.14. Let T' > 0. A one parameter family of random variables, X (t) : Q@ — R,
t € [0,TY, is called a stochastic process. We denote a stochastic process by {X (t)}icjo.1]
and by X (t,w) the value of the random variable X (t) on the sample w € Q. For each fized
w € Q, the curve t — X (t,w), is called a path of the stochastic process.

We refer to the parameter ¢t as the time variable. If X (t,w) = C(t), for all w € Q, i.e., if
the paths are the same for all sample points, we say that the stochastic process is a non-
random (or deterministic) function of time. If ¢ runs over a (possibly infinite) discrete
set {t1,ta,...} C [0,T], then we say that the stochastic process is discrete. Note that a
discrete stochastic process is equivalent to a sequence of random variables:

X:{Xl,XQ,...} where XZ:X<t,L),Z:1,2,

As a way of example, consider the following (discrete) stochastic process defined on the
N-coin toss probability space (Qy,P,):

w=(M,...,7) € Qn, Xi(w>:{_1 ifz'ZT

Clearly, the random variables X1, ..., Xy are independent and have all the same distribution.
In particular,

P(X;=1)=p, P(X;=-1)=1—p, foralli=1,...,N.
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From now on we assume that the coin is fair (p = 1/2); we then have
E[X;] =0, Var[X;]=1, foralli=1,...,N.

Moreover, for n =0,..., N we set

My =0, Mn:ZXia for n > 1.

=1

The stochastic process (M, ..., My) is called symmetric random walk. It is centered in
zero, which means that
E[M,] =0, foralln=0,...,N.

Moreover, since it is the sum of independent random variables, the symmetric random walk
has variance given by

Var(M,) = Var(X; + Xo + - -+ X,,) = n,
see Theorem [£.2]

To understand the meaning of the term “random walk”, consider a particle moving on the
real line in the following way: if X; = 1 (i.e., if the i*® toss is a head), at time ¢t = i the
particle moves one unit of length to the right, while if X; = —1 (i.e., if the i*" toss is a tail)
it moves one unit of length to the left. Hence M,, gives the total amount of units of length
that the particle has traveled to the right or to the left up to the time n. The increments
of the random walk are defined as follows. Given 0 = ko < k1 < --- < k,,, = N, we let

ki1
Ai=My, —M,= Y X;, i=0,....m-1,

j=ki+1

ie, Ag= My, Ay = My, — My, ...,y = My, — My, ,. Hence A; is the total displace-
ment of the particle from time k;_; to time k;. It follows by Theorem that the increments
of the random walk are independent random variables, that is to say, the distance traveled
by the particle in the time interval [k;_q, k;] is independent of the movements during any
earlier or later time interval. Moreover

Exercise 5.17 (o). Let T'> 0 and n € N be given. Define the stochastic process
1
{Wn(t)}tE[O,T]v Wn(t> = %M[ntb (524)
where [z] denotes the greatest integer smaller than or equal to z and M, = X; + X +
oo+ Xg, k= 1,...,N, is a symmetric random walk. It is assumed that the stochas-

tic process (X1,...,Xn) is defined for N > [nT], so that W,(t) is defined for all t €
[0,T]. Compute E[W,(t)], Var[W,(t)], Cov]W,(t), W,(s)]. Show that Var(W,(t)) — t and
Cov(W,(t), W,(s)) — min(s,t) as n — +00.
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Figure 5.1: A path of the stochastic process ((5.24)) for n = 1000.

Remark 5.3. For large n € N, the process {W,(t)}cjo,r] can be used an approximation
for the Brownian motion, see Definition below. An example of path of the stochastic
process { W, (t) }ejo,ry for n = 1000 is shown in Figure 5.1}

Exercise 5.18 (Matlab). Write a Matlab function that generates a random path of the
stochastic process {Wy(t) }reo,r)-

To conclude this section we introduce the fundamental concept of martingale. Roughly
speaking, a martingale is a stochastic process which has no tendency to rise or fall. The
precise definition is the following.

Definition 5.15. A discrete stochastic process { X1, Xa, ...} on the finite probability space
(Q,P) is called a martingale if

E[XZ'+1|X1,X2, R Xl] = Xz'7 fOT’ all 1 Z 1. (525)

The interpretation is the following: The variables X7, Xy, ... X; contains the information
obtained by “looking” at the stochastic process up to the step 7. For a martingale process,
this information is not enough to infer whether, in the next step, the process will raise or
fall. Note carefully that the martingale property depends on the probability being used: if
{X1, X5,...} is a martingale in the probability P and P’ is another probability measure on
the sample space Q, then {X;, X5, ...} need not be a martingale with respect to .

Remark 5.4. Taking the expectation on both sides of (5.25) and using property 4 in
Theorem [5.3 we obtain
E[X;11] =E[X;], foralli>1.

Thus, iterating, E[X;] = E[X;], for all i > 1, i.e., martingales have constant expectation.
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An example of martingale is the random walk introduced above. In fact, using the linearity
of the conditional expectation we have

E[M,|My, ..., My_1] = E[M,_, + X,|Mi, ..., My_1]
= E[Mu_1|My, ..., My_] +E[X,|M, ..., M,_1].

As M, is measurable with respect to My, ..., M,,_4, then E[M,, _{|M,..., M, 1] = M,,_4,
see Theorem (3). Moreover, as X,, is independent of Mj,..., M,,_y, Theorem (2)
gives E[X,,|M;,..., M,—1] = E[X,] = 0. It follows that E[M,|M,..., M,_1] = M,_1, ie.,
the random walk is a martingale.

5.4 Applications to the binomial model

In this section we reformulate the binomial options pricing model using the language of
probability theory. We first show that the binomial stock price can be interpreted as a
stochastic process defined on the N-coin toss probability space (Q2y,P,), see Definition [5.2]
Recall that, for a given 0 < p < 1, the binomial stock price at time ¢ is given by

| S(t—1)e* with probability p
5(t) = { S(t—1)e?  with probability 1 — p, (5.26)
where u > d. Now, for t € Z ={1,..., N}, consider the following random variable
w, if the " toss in w is H
Xo: Qv =R, Xi(w) = { d, if the t™ toss in wis T
Hence we can write
S(t) =St —1)e* = S(t —2)eX—1T% = ... = Spexp(X; + Xo +--- + X)) : Qn — R,

where S(0) is the initial value of the stock price, which is a deterministic constant. Thus
S(t) is a random variable and therefore {S(¢)}+c7 is a (discrete) stochastic process. For each
w € Qu, the vector (S(1,w),...,S(V,w)) is a path for the stock price.

The value at time ¢ of the risk-free asset is the deterministic function of time B(t) =
By exp(rt), where r is the (constant) interest rate of the money market and By is the initial
value of the risk-free asset. Recall that S*(t) = e "S(t) is called the discounted price of the
stock, see Remark [2.3]

Theorem 5.4. Ifr ¢ (d,u), there is no probability measure P, on the sample space Qn such
that the discounted stock price process {S*(t) ez is a martingale. For r € (d,u), {S*(t) }ez
is a martingale with respect to the probability measure P, if and only if p = q, where

r__ ,d

(& (&

qzeu_ed'
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Proof. By definition, {S*(t)}+cz is a martingale if and only if
E[e " S(t)[S*(1),...,5*(t = 1) = e """ VS(t — 1), forallteT.

Clearly, taking the expectation conditional to S*(1),...,S*(t — 1) is the same as taking the
expectation conditional to S(1),...,S(t — 1), hence the above equation is equivalent to

E[S(t)[S(1),...,S(t—1)]=¢€"S(t—1), forallteZ, (5.27)

r

where we canceled out a factor e in both sides of the equation. Moreover

E[S(#)[S(1),...,S(t —1)] = E[%S(t —1IS(),..., St —1)]
St — 1)1@[%;5(1), S =1,

where we used that S(¢ — 1) is measurable with respect to the conditioning variables and
thus can be taken out from the conditional expectation (see property 5 in Theorem [5.3]). As

e with prob. p

S()/S(t— 1) = { :

e with prob. 1 —p
is independent of S(1),...,S(¢t — 1), then by Theorem [5.3(2) we have

S(t) S() a
——|5(1),...,S(t—-1)] =E—"—] =¢" 1—p).
[S(t—1)| (1),..., 8t —=1)] [S(t_l)] e'p+e’(l—p)
Hence (5.27) holds if and only if e“p + e4(1 — p) = e". The latter has a solution p € (0,1) if
and only if r € (d,u) and the solution, when it exists, is unique and given by p = q. O

Remark 5.5. Due to Theorem [P, is called martingale probability measure. More-
over we can reformulate Theorem as follows: a 1+1 dimensional binomial stock market
is arbitrage free if and only if there exists a martingale probability measure.

Since martingales have constant expectation (see Remark , we obtain the important

result
E,[S(t)] = Soe™. (5.28)

Thus in the martingale probability measure one expects the same return on the stock as on
the risk-free asset. For this reason, PP, is also called risk neutral probability. However,
as shown in the following exercise, the situation is very different in the physical (real world)
probability.

Exercise 5.19 (o). Let E,[-] denote the expectation in the probability measure P,. Show that
E,[S(N)] = S(0)(e"p + (1 = p))",  E[S(NV)] = S(0)e"™.
Compute also Var,[S(N)].
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The value of a portfolio position (hg, hp) invested on hg shares of the stock and hp shares
of the risk-free asset is the stochastic process {V(t) }1ez, where

V(t) :hBB(t)+h55(t) : QN%R, tEI,

while V' (0) = hgSy + hpBy is a deterministic constant. If we change the portfolio position
depending on the price of the stock (i.e., depending on w € Qy), then we get a port-
folio (stochastic) process {(hs(t), hp(t))}ez. We recall that (hg(t),hp(t)) corresponds to
the portfolio position held in the interval (¢ — 1,¢]. The portfolio process is predictable if
hs(t), hp(t) are measurable with respect to S(1),...,S(t —1). The value {V(¢)}1ez of the
portfolio process is the stochastic process given by

V(t) = hg(t)B(t) + hs(t)S(t) : Qv = R, teT. (5.29)
A portfolio process {(hs(t), hp(t)) ez is said to be self-financing if
V(t—1)=hg(t)B(t—1)+ hs(t)S(t —1). (5.30)

Theorem 5.5 (x). Let {(hs(t), hp(t)) ez be a self-financing predictable portfolio with value
{V(t)her- Then the discounted portfolio value V*(t) = e "V (t) is a martingale in the
risk-neutral measure. Moreover the following identity holds:

V*(t) = E [V (N)|S(1),...,S(t)]. (5.31)
In particular at time t = 0 we obtain V(0) = e ™VE,[V(N)], which is equivalent to (2.10)).

Proof. The martingale claim is
E,[V*@®)IV*(1),...,V*(t-1)]=V*({t—-1).
We now show that this follows by
E,[V*(@®)S(1),...,St—-1)] =V*(t—-1). (5.32)

In fact, by taking the conditional expectation in the risk-neutral measure of ([5.32) with
respect to V*(1),...,V*(t — 1), we obtain

JVIE =DV, V(- 1)

E
=E, [E [V*(t)[S(1),...,S(t—D)]|[V*(1),...,V*(t —1)]
E,[V*()|V*(1),...,V*(t—1)];

<
—

here we have used property 3 of Theorem in the first step and property 6 in the last step.
The latter is possible because V*(t) is measurable with respect to S(1),...,S5(t) (being the
portfolio process predictable). Now we claim that (5.32)) also implies the formula (5.31]). We

94



argue by backward inductiorﬂ Letting t = N in (5.32)) we see that ((5.31)) holds at t = N —1.
Assume now that holds (5.31)) at time ¢ + 1, i.e.,

VAt + 1) = E[V*(N)|S(L),...,S(t+1)]

Taking the conditional expectation with respect to S(1),...,S5(t) in the risk neutral measure

we have, by (5.32]),

VWFEMWHnmeWam:mﬁwwmwmwww+mwmwwaﬂ
=E,[V*(N)[S(1),....S@)],

hence (5.32) = (5.31)), as claimed. It remains to prove (5.32)). As B(t) = B(t — 1)e", (5.30))

gives

hp(t)B(t) =€ V(t —1) — hg(t)S(t — 1)e".
Replacing in (5.29) we find
V(t)=e"V(t—1)+ hg(t)[S(t) — S(t — 1)e].

Taking the conditional expectation in the risk neutral measure with respect to the random
variables S(1),...,S5(t — 1) we obtain

EV1)]S1),...8(t —1)] = e'E,[V(t — 1)|S(1), ..., St —1)]
B [hs(£)(S(E) — S(t— 1)e)|SA),...,St—1)].  (5.33)

As V(t — 1) and hg(t) are measurable with respect to the conditioning variables we have
E,V(t—1)[S(1),...,S(t—-1)] =V (t — 1), as well as

Eqhs()(S(t) = S(t = 1)en)[S(1),..., St = 1)]
= hs()E,[S(t) = S(t = De[S(1), ..., S = 1)]
— hs (D) (B [S(®)IS(D), .., S(t = 1)] = S(t = 1)e) =0,
where in the last step we used that {S*(¢)}:ez is a martingale in the risk-neutral measure.
Going back to we obtain
E,JV(#©)|S(1),...8(t—1)=€V(t—1),
which is the same as (5.32). O

Now we can use the martingale property of {V*(¢)}er to give a simple proof that the
existence of a martingale probability implies the absence of arbitrage. In fact, assume that
{hs(t), hp(t)}iez is an arbitrage (see Definition [2.4). Then V*(0) = 0 and since martingales
have constant expectation then E[V*(¢)] = 0, for all t € {0,1..., N}. But V*(N) > 0, hence

3Note the similarity of this proof with the one of Theorem
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by 2 of Theorem it must be V*(N, z) = 0 along any path x € {u,d}". Thus the portfolio
is not an arbitrage.

Now let Y : Qy — R be a random variable and consider the European-style derivative
with pay-off Y : Qn — R at maturity time N. This means that the derivative can only be
exercised at time t = N (for standard European derivatives Y is a deterministic function of
S(N)). Let IIy(¢) be the binomial fair price of the derivative a time ¢. By definition, 11y (¢)
equals the value V (t) of self-financing, hedging portfolios. In particular, Iy (¢) is a random
variable and so {Ily (¢) }+c7 is a stochastic process. Using the hedging condition V(N) =Y
(which means V(N,w) = Y (w), for all w € Qy)) and (5.31)), we have the following formula
for the fair price at time t of the financial derivative:

Iy (t) = e "WIE [Y|S(1),...,S(t)). (5.34)

Equation is known as risk neutral pricing formula and it is the cornerstone of
options pricing theory. It holds not only for the binomial model but for any discrete—or
even continuum—>pricing model for financial derivatives. It is used for standard as well as
non-standard European derivatives. In the special case t = 0, reduces to

Iy (0) = e ™VE,[Y]. (5.35)

Exercise 5.20 (Put-call parity for Asian options (e)). Consider a N-period arbitrage-
free binomial market with r # 0 and let S(t) denote the price of the stock at time t €
{0,...,N}. The Asian call, resp. put, with maturity T = N and strike K is the non-
standard Furopean style derivative with pay-off

N
(NL—H;S@D_K] , resp. Ypur =

_l’_

call —
t=0

K- (NLHiS(t))L.

Denote by AC(0) and AP(0) the binomial price at time t = 0 of the Asian call and put,
respectively. Prove the following put-call parity identity:

S(O) er(N-H) -1
N+1 e -1

AC(0) — AP(0) = =™V [ - K} .

N+1

HINT: Fora #1, Y, o = =2

l-a

5.4.1 Binomial distribution

Let us now derive the distribution of the stock binomial price S(t), t € Z. First we notice
that the image of S(t) is Im S(t) = {so, ..., s:}, where

sy = S(0)exp(ku+ (t —k)d), k=0,...,t

Hence fgu(x) =0, if x # s, for all k = 0,...t and t € Z. The value of S(t) is sy, if there
are exactly k heads in the first ¢ tosses of the N-toss, which shows that fg) is given by the
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so-called binomial distribution:

Tsw(sk) =Pp[S(t) = s3] = <It€)pk(1 —p)*F k=0,...,t, tel

In particular, in the case of a fair coin p = 1/2, we have

fsw(r) = (2) %5@ — S(0) exp(ku + (t — k)d)) (fair coin),

where §(z) = 1if 2 = 0 and 6(z) = 0 for z # 0. It is convenient to express this result
in terms of the log-price of the stock log S(t), as this can take both positive and negative
values. For a fair coin we get

flog(s(t)/g(o))(x) = (2) %(5(1‘ — (k;u + (t — /{Z)d) (536)

An example of this distribution is depicted in Figure [5.2] As it is clear from the picture,
for large values of N € N, the distribution of log(S(N)/S(0)) = log S(N) — log S(0) can be
approximated by a normal distribution, i.e., a distribution of the form ([5.39) belowﬁ. One

of the main critics to the binomial model is that it assigns very low probabilities to large
variations of the (log-)stock price.

The binomial distribution can be used to compute the probability that the price of the stock
lies in an interval [a, b] at time ¢. By (5.7]) we have

Pass<h= 3 fan(= 5 ((Jha-p* k=0t teT

k:a<sp<b k:a<sip<b
(5.37)
Moreover if g : R — R then, by ,
t k t—k
Pla < g(S(t)) <b) = Z Tser)(sk) = Z (k)p (1-p) k=0,...,t, teZl.
k:a<g(sk)<b k:a<g(sk)<b
(5.38)

The formula can be used to compute the probability that a derivative on the stock is
in the money at time ¢t. Consider a standard European or American derivative with pay-off
Y = g(S(N)) at the expiration date T'= N. Then the probability that the derivative is in
the money at time ¢ is given by

PY(0) > 0) = Ple(s(0) > 0 = Y () )rH-p

k:g(sk)>0
These formulas can be easily implemented with Matlab.

Exercise 5.21 (Matlab). Write a Matlab function ProbDerivative(S,t,g,p) which computes
the probability that a standard derivative with pay-off function g is in the money at time t.

4A rigorous proof of the fact that the distribution of log S(N)/S(0) converges to a normal distribution in
the time-continuum limit is given in Theorem (6.3

97



-100 -50 . 50 100

Figure 5.2: The distribution of log(S(N)). It is assumed S(0) =1, u = —d =1, p = 1/2
and N = 100.

5.4.2 General discrete options pricing models

Equation ([5.34) is the most important result of this chapter. It leads to the following general
strategy to introduce discrete options pricing models for European derivatives:

1. Fix a finite probability space (£2,P()\)). The probability measures depends on a set of
parameters A = (Aq, ..., \,) (e.g., A = p in the N-coin toss probability space)

2. Define the stock price as a positive stochastic process on the probability space (€2, P())).

3. Prove the existence of a probability measure Q = P(\g) which makes the stock price
process a martingale. The existence of a martingale measure ensures that the market
is arbitrage-free

4. Provided the martingale measure is unique (i.e., provided )q is unique), define the fair
price of European derivatives by (5.34)). If the martingale measure is not unique, then
the price of the derivative is not uniquely defined and the model is called incomplete.

In fact, the above strategy is applied for all models in options pricing theory, even for time-
continuum models, which are defined on uncountable probability spaces. An example of
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time-continuum model is the Black-Scholes model considered in the next chapter (see [7] for
an introduction to general time-continuum models). The important lesson to be learned here
is the following: probability theory is the right framework where to formulate the mathematical
models 1n options pricing theory.

Exercise 5.22. Formulate a discrete options pricing model in which, at any time step, the
stock price can go up, down or stay the same (trinomial model). Use the language of
probability theory. Show that this model is incomplete (i.e., the martingale measure is not
unique). HINT: For the last part of the exercise one can restrict to the one-period model.

5.4.3 Quantitative vs fundamental analysis of a stock

To continue this section we discuss briefly the difference between the fundamental analysis
and the quantitative (or statistical) analysis of a stock. Performing a quantitative anal-
ysis means that the investor tries to estimate the price of the stock using a mathematical
probabilistic model, such as the binomial model. As opposed to this, a fundamental analysis
of the stock consists in a careful evaluation of the performance of the underlying company
and of other economical factors which may affect the value of the stock. As the quantitative
analysis, also the fundamental analysis can be formulated in the language of probability
theory (although in practice nobody does that!). Precisely, let S(7") be the price of the stock
at some future time 7" > 0 (e.g., T' = 1 year from now) and let us start by making a list
of all events which we think may affect the value of S(7). Let us call {w;},{wa},...,{wm}
such events; for instance

{w1} = [the company will make a profit this year]

{ws} = [there will be an oil crisis this year]

{ws} = [the company will open a new branch]

ete.
In this way we have constructed a sample space € = {wy, ...,wy}. Next we have to assign a
probability to each of these atomic events, say P({w;}) = p;. Finally we have to specify how

these events affect the price of the stock, that is to say, we have to give S(T,w), for w € Q.
After all of this we can compute for instance

E[S(T)] =) S(T,w)P({w}), Var[X]=E[X?] - E[X]*,

which are our “expected value” for the stock price and our “expected error” of this value.
Clearly all the steps that led us to these estimates are quite subjective.

In the quantitative analysis we only try to “guess” what the distribution of the stock price
will be at time T, i.e., we assign fgry : (0,00) — [0,1] and then we derive our estimates
using the formulas

E[S(T)] =) s fsm(s), Var[X]=E[X?] - E[X]",

sel
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where [ is a (finite) set of possible values that we admit for the stock price. Note that in the
quantitative approach the only arbitrariness is in the choice of the distribution function of
the price. In the binomial model we assume that log S(7") follows a binomial distribution, but
other choices are possible and can be justified by looking at the historical data for the stock
price. In fact, the advantage of the quantitative method versus the fundamental approach,
is that, by employing the stock price as the only relevant information, it provides us with
an objective (quantitative) way to justify, monitor and adjust our analysis.

5.5 Infinite Probability Spaces

In this last section we consider briefly probability spaces consisting of an infinite number of
sample points. The discussion can be complemented with Chapter 4 in [3].

Assume first that €2 is a countable set. This means that

Q= {wn}nEN-

For countable sample spaces the definitions given in the previous sections for finite sets
extend straightforwardly. Precisely, given a sequence

P = (Pn)neny such that 0<p, <1, an =1,

neN
we define the probability of the atomic events as
P({wn}) = pn-
If A€ 2% then we define
P(A)= > pi=Y P({w}).
Lw;EA w€eA

If X :Q — R is arandom variable, then

E[X] = ZX(Wn)pn = ZX(W)P({W})

neN weN

The remaining definitions introduced in the finite case (variance, covariance, independent
random variables, etc.) continue to be valid for countable probability spaces.

When €2 is uncountable, there is no general procedure to construct a probability space, but
only an abstract definition (which we shall not give). The problem is that in the uncountable
case 2 admits very irregular (“wild”) sets and thus defining a probability over the whole 2%
becomes complicated. Moreover the occurrence of non-trivial events with zero probability
poses some technical problems. We restrict ourselves to present some examples.
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o Let 2 = (0,1) and let the admissible events be given by the sets which can be written
as the union of countably many open subintervals of (0,1). For any admissible event
A C (0,1) we define

1
P(A) = [ Liw)d.
0
where [4(x) =1 if v € A and zero otherwise.

o Let @ =R and p: R — [0,00) be a continuous function such that

/Rp(x) do = 1.

As admissible events we consider all real sets which can be written as the union of
countably many open intervals. For any admissible event A € R we define

P(A):/Ap(a:) dx.

e In this example we construct a probability space that extends (Qy,P,) (the N-coin
toss probability space) to N = oco. Consider Qs = {(Vn)nen; v = H or T'}. Thus
an element of (), is the outcome of the experiment “tossing a coin infinitely many
times”. It can be shown (using a standard Cantor diagonal argument), that the set
() is uncountable. Now, given w = (71,...,79n) € Qu, consider the events

AN((D)CQOO, A:{(’Yn)neNEQooi’)/iI’?i,izl,...,N},

that is to say, Ax(w) contains all infinity-tosses whose first N-tosses coincide with
(1, ---,9n).  Of course, Ay(w) is also uncountable. We define the probability of
A (@) as the probability of (71, ..., Jx) in the probability space (2, P,). For instance,
assuming that the coin is fair, the event

[the first 5 tosses in the infinite sequence are heads|

has probability (1/2)°. By letting @& varies in Qu, we get a collection Ay of 2V events
in Q,

AN C 2900, AN = {AN<(IJ), w e QN}7

whose probability has been defined. This definition can be extended to all events
that can be written as the disjoint union of events in the set Ay, using the rule
P(AUB) = P(A)+P(B) if A, B are disjoint. In this way we have assigned a probability
to all events in the space (2., that depends only on the first N tosses, and letting N
arbitrarily large, we are able to define a probability to any event which depends on
a (arbitrary) finite number of tosses (e.g., the event “there is a tail in the first 10'%°
tosses”). This probability space might seem quite large, but actually is not! For
instance, the event “there exists at least one head in the infinite-toss” does not belong
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to this space, hence we cannot assign a probability to it. The inclusion of events
which are resolved by tossing the coin infinitely many times requires advanced tools in
probability theory (in particular, Carathéodory’s theorem), which will not be discussed
here.

Fortunately for most applications (and in particular for those in financial mathematics) the
knowledge of the full probability space is usually not necessary, as in the applications one
is typically concerned only with random variables and their distributions, rather than with
generic events. More precisely, we are only interested in assigning a probability to events of
the form {X € I}, where X is a random variable on the (abstract) probability space and
I C R, that is to say, events which can be resolved by one (or more) random variables, cf.
the discussion in Section [5.4.3]

Definition 5.16. Let fx : R — [0,00) be a continuous function, except possibly on finitely
many points. A random variable X : Q0 — R is said to have probability density fy if

P(X € A)= / fx(z)dx,
A
for all reqular sets A C R.

Note that if fx is the probability density of a random variable X, then necessarily

/fo(x) dr = 1.

Moreover the cumulative distribution Fy(x) = P(X < z) satisfies

* dF
Fx(x) = / fx(y)dy, forall x € R, hence fxy = d_;

Examples

e A random variable X : 2 — R is said to be normal, or to have a normal distribution,
with mean m € R and variance o2 > 0 if

fx(z) = ﬁ exp (—%) . (5.39)

We denote N (m,0?) the set of all such random variables. A variable X € AN(0,1) is
called a standard normal random variable. The cumulative distribution of standard
normal random variables is denoted by ®(z) and is called the standard normal

distribution, i.e.,
1 r 12
O(z) = —/ e 2¥ dy.
(z) 5 ] Y
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e A random variable X : ) — R is said to be exponential, or to have an exponential
distribution, with intensity \ > 0 if

e ™ >0,

fX(x):{ 0 z<0.

We denote £()) the set of all exponential random variables with intensity A.

5.5.1 Joint distribution. Independence

Definition 5.17. Two random variables X,Y : 0 — R are said to have the joint proba-
bility density fxy : R? — [0,00), if

P(X € A)Y € B)= / / Ixy(x,y)dzdy,
AJB
for all reqular sets A, B C R.

The generalization of the previous definition to n variables is straightforward. Note that if
fxy is a joint probability density, then

/R/fo,y(x,y)dxdyzl.

Example: Jointly normally distributed random variables. Let m € R? and C =
(Cij)ij=12 be a symmetric, positive definite 2x2 matrix. Two random variables X, X5 :
) — R are said to be jointly normally distributed with mean m and covariance matrix C'
if they admit the joint density

1 1
x, (1) = ———exp | —=(z—m)-C". x—mT), for all z = (x1, z2) € R?,
Pl = e (gm0 ) (01,22
(5.40)
where “ -7 denotes the row-by-column product of matrices. This definition extends straight-

forwardly to n variables.

The following theorem, which we give without proof, shows that the probability density,
when it exists, provides all the relevant statistical information on a random variable.

Theorem 5.6. The following holds for all sufficiently regulaif| functions g : R — R:

(i) Let X : Q2 — R be a random variable with density fx. Then for all reqular sets A C R,

Plg(X)e A) = / fx(z)dx,

z:g(z)€A

which extends (5.8) to general probability spaces.

5In particular, for all functions g such that the integrals in the theorem are well-defined.
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(ii) Let X : Q@ — R be a random variable with density fx. Then

E[g(X)] = / 9(y) fx(y) dy,

R

which extends (5.13)) to general probability spaces.

(11i) Let X,Y : Q — R be random variables with joint density fxy. Then

E[XY] = / vy fxy(x,y) dr dy,
RQ
which extends (5.20) to general probability spaces.

As an example of application of (i), suppose X € N(0,1). Then

1 [t e
P(X?<1)=—— [ e 7 dz~0.683,
o V2T /1

that is to say, a standard normal random variable has about 68,3% probability to take value
on the interval (—1,1). Let us see some further applications of Theorem [5.6, By (ii), the
expectation and the variance of a random variable X with density fx are given by

2 fx(v) dx — ( /R z fx () d:v>2.

These formulas generalize (5.11)) and (5.15]) to random variables on general sample spaces

which admit a density distribution. In particular, for normal variables we obtain

E[X]Z/R:fo(x)dx, Var[X]:E[XZ]—E[X]zz/

R

X € N(m,0%) = E[X]=m, Var[X]|=o" (5.41)

Exercise 5.23. Prove (5.41). Compute the expectation and the variance of exponential
random variables.

By (iii) of Theorem [.6} if X;, X5 have the joint density fx, x,, then

Cov(Xy, Xy) = / T1T2 fx, x, (%1, T2) dzy dre — E[XG]|E[X5],

RQ

which generalizes (5.21]). In particular, if X7, X5 are jointly normal distributed with mean
m € R? and covariance matrix C' = (Cj;); j—1.2, we find

m = (ml, mg), Oij = COV(XZ‘,X]‘). (542)

Exercise 5.24. Prove (5.42)).
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The next thing we need to know about general probability spaces is how to determine when
two random variables are independent. To this regard we have the following theorem.

Theorem 5.7 (x). The following holds.

(i) If two random variables X,Y admit densities fx, fy and are independent, then they
admit the joint density

fxy(@,y) = fx(@)fy(y).
(i1) If two random variables X,Y admit a joint density fxy of the form
fx (@, y) = u(x)o(y),

for some functions u,v : R — [0,00), then X,Y are independent and admit densities
Ix, fy gwen by

fx(x) =cu(z), fr(y)= EU(Z/),

c:/Rv(sc)d:c: (/Ru(y)dy>_l.

P(X € A,Y € B) = P(X € A)P(Y € B) = /AfX@) da:/ny(y) dy

where

Proof. As to (i) we have

= fx (@) fy (y) da dy.

AxB
To prove (ii), we first write

{XeAl={XeAlnQ={XeAln{Y eR} ={X €AY € R}
Hence, by definition of joint density,

P(X € A) = // nyxy)dxdy—/Au(x)dx/Rv(y)dy:/Acu(x)dm

where ¢ = [, v(z) dz. Thus X admits the density fx(z) = cu(z ) At the same fashion one
proves that Y admlts the density fy(y) = cv(y), where ¢ = [, u(y)dy. Since

lz/R/fo,y(w,y) dwdy:/RU(m) dx/Rv(y) dy = c'c,

then ¢ = 1/c. It remains to prove that X,Y are independent. This follows by

P(X €AY € B) = //nyxydxdy—/ ()dm/ v(y) dy
:/Acu(a:)da:/— dy—/fX dx/ v(y) dy

=P(X € A)P(Y € B).
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Exercise 5.25. Let X € N(0,1) and Y € (1) be independent. Compute P(X <Y).

As an application of Theorem we now prove the following result.

Theorem 5.8. Let X1, X5 : Q@ — R be normal random variables which are jointly normally
distributed. Then the following properties are equivalent:

(a) X1, Xy are independent;
(b) X1, X5 are uncorrelated.

Proof. (a)==-(b) is always true, for all random variables. As to the implication (b)=-(a),
by (5.42)) we have Cjy = Cy = 0. Substituting in (5.40) we obtain the fx, x, has the form
fx1,x. (21, 22) = u(z1)v(zs), and so the claim follows by (ii) of Theorem [5.7] O

The next theorem shows that independent normal random variables form a linear space.

Theorem 5.9. If X, Xy are independent random variables such that X; € N(a;,0?), i =
1,2, then X1 + X5 € N(ay + ag, 07 + 03).

A way to prove Theorem is suggested in the additional exercises for Chapter [5] in Ap-
pendix

5.5.2 Central limit theorem

The normal distribution is certainly the most important random variables distribution used
in finance (and in many other applications of probability theory). This is partially due to
historical reasons, but also to the following fundamental result.

Theorem 5.10 (Central Limit Theorem). Let {X, },en be a sequence of independent
and identically distributed random variables with E[X;] = 0 and Var[X;| = 1. Let S,, be the
sample average of the first n random variables, i.e.,

1
Snzﬁ(X1+X2+---+Xn).

Then, as n — 00, \/nS, converges in distribution to a standard normal random variable,
that is

1 v 1,2
: _ b iy
nlljr;(} F /s, () N /OO e dy, for all x € R.
For example, Theorem applied to the random walk {M,, },en implies that in the limit
n — 400, the random variable M, /4/n converges in distribution to a standard normal
random variable, which is consistent with the result of Exercise [5.17] and the subsequent
remark that the stochastic process { M, /+/n}iejo,r] approximates a Brownian motion in the
limit n — oo (see Definition below). The proof of the Central Limit Theorem can be
found in any textbook in probability theory (e.g., [3]).
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Exercise 5.26. Prove the following. Let { X, },en be a sequence of independent and identi-
cally distributed random variables with E[X;] = p and Var[X;] = o2. Let S, be the sample
average of the first n random variables. Then o~'\/n(S, — i) converges in distribution to
a standard normal random variable. HINT: make a change of variables and apply Theo-

rem [0 10

5.5.3 Brownian motion

Let €2 be a sample space and T > 0. Recall that a stochastic process is a one parameter
family {X(t)}iecpm of random variables X (t) : @ — R. We denote by X (t,w) the value
attained by the random variable X () on the sample point w € Q (i.e., X(t,w) = X(t)(w)).
Moreover, for each w € Q fized, the function ¢ — X (¢,w) defined on [0, 7] is called a path
of the stochastic process. In the following we refer to the parameter ¢ as the time variable,
since this is what it represents in the applications that we have in mind.

Definition 5.18. A Brownian motion, or Wiener process, is a stochastic process {W(t) }+cjo,n]
with the following properties:

1. For allﬂ w € Q, the paths are continuous (i.e., t — W (t,w) is a continuous function

on [0,7]) and W(0,w) = 0;
2. Forall0 =ty <ty <---<t, =T, the increments
W(ty) =W(ty) — Wi(tyg), W(ta) —W(ty),..., W(T) = W(tmym_1)
are independent random variables and

E[W(tz+1) - W(tl)] = 0, Var[W(tiH) - W(ti)] = ti+1 - ti, fO’f’ all i = 0, Loomo— 1,
3. The increments are normally distributed, that is to say, for all0 < s <t <T,

PW(£) — W(s) € A) ;/ 7T dy,

\2m(t — s)

for all reqular sets A C R.

It can be shown that Brownian motions exist, yet a formal construction is technically quite
difficult and beyond the purpose of these notes. One particular way to construct a Brownian
motion is suggested in Exercise 5.17, namely by running a properly rescaled symmetric
random walk for infinitely many steps. In fact it is useful to think of Brownian motions
as time-continuum generalizations of the symmetric random walk. Note to this regard that
the increments of a symmetric random walk also satisfy the independence property 2 in
Definition [5.18] The fact that in the continuum limit they are normally distributed follows
by the Central Limit Theorem.

®More precisely, for all w € A C Q with P(4) = 1.
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Exercise 5.27 (o). Let {W(t)}icpom be a Brownian motion. Show that Cov[W (s), W (t)] =
min(s, t), for all s,t € [0,T]. (Compare this with Ezercise[5.17)
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Chapter 6

Black-Scholes options pricing theory

This final chapter is concerned with the most famous of all models in options pricing theory,
namely the Black-Scholes model, which first appeared in the seminal paper [I]. The way we
introduce it in this chapter is very different from the original argument in [I]. Our strategy
is to derive the Black-Scholes model from the binomial options pricing model in the time-
continuum limit. More precisely we let the number of steps N in the binomial model goes to
infinity and, at the same time, we let the length h of each time step tends to zero, keeping
constant the time of maturity 7' = Nh.

6.1 Black-Scholes markets

Can we use a Brownian motion to model the evolution in time of a stock price, i.e., can we
set S(t) = W(t)? The answer is of course no, because W (t) can also take negative values.
In fact, since W (t) is normally distributed, then it has a positive probability to take value
in any interval within the real line. However this deficiency is easily corrected.

Definition 6.1. Let {W(t)}icpor) be a Brownian motion, oo € R and o > 0. The positive
stochastic process {S(t) }iejo.1] given by

S(t) = S(0)exttoW® (6.1)
15 called a geometric Brownian motion.

As the notation used in ([6.1)) suggests, we shall use geometric Brownian motions to model
the dynamics of stock prices in the time-continuum case. More precisely, a Black-Scholes
market is a market that consists of a risky asset, say a stock, whose price at time t €
[0,T7] is given by the geometric Brownian motion , and a risk-free asset with constant
interest rate r; in particular, the value of the risk-free asset at time ¢ is given by B(t) =
B(0)e". Within this application, we call a the instantaneous mean of log-return, o the

109



instantaneous volatility and o2 the instantaneous variance of the geometric Brownian
motion. To justify this terminology we now show that o and o satisfy the analogues of ([5.16))
in the time-continuum case, namely, for all ¢t € [0, 7] and £ > 0 such that ¢t + ¢ < T we have

o= %E[log S(t+e) —logS(t)], o= éVar[log S(t+¢e) —logS(t)]. (6.2)
In fact, by (ii) of Theorem [5.6] and since W (t) € N(0,1),
E[log S(t +¢) — log S(t)] = E[ae + oW (t + &) — oW (t)]
=ac+ o(E[W(t+¢)] —E[W(t)]) = ae.
The proof of the identity for o2 is left as an exercise.

Exercise 6.1. Prove the second identity in (6.2)).

In the following theorem we show that the historical variance (|1.6)) of a stock is an unbiased
estimator for the instantaneous variance of the geometric Brownian motion used to model
its price.

Theorem 6.1. Suppose that at time t = 0 it is assumed that the stock price is described by
a geometric Brownian motion in the interval [0,T]:

S(t) = S(0)e* WOt < 0,T].

Given any arbitrary subinterval [ty,t] C [0,T] with length T = t — 1o, define the random

variable
n

) = gy S(R— B )

n—1) —

where tg < t; < ty < --- < t, =t is a partition of [to,t] with h = t; —t;_1 and R;, R are
given by (T4), (T5). Then
Elo,(t)?] = 0.

2 is the expected value of the T-historical variance at any time t € [0,T].

In other words, o

Proof. In (/6.3]) we replace

R= %bg % = %(a(t —to) +o(W(t) —W(ty)) = ah + %(W(t) — Wi(to)), and
R; =log Sft(ml) =ty —ti1) +o(W(t;) — W(tie1) = ah+a(W(t;) — W(ti—1).
So doing we obtain
oxt) = + (n“_ 7y 2 {W(u) —W(tio1) — l<W<t) - W(m))}
= h<n0_ ) [Z(W(t,) — W(ti1))? - l(W(t) - W(to))Ql

110



Taking the expectation and using that E[(W (t) — W(s))?] = Var[W(t) — W (s)] =t — s we
obtain

O
Next we derive the density function of the geometric Brownian motion.
Theorem 6.2. The density of the random variable S(t) is given by
H(z) 1 (log x — log S(0) — at)?
_ 1 N 4
fS(t) (2) \/ml, exp ( 2024 J (6.4)
where H(x) is the Heaviside function, i.e.,
1 dife>0
H(g“")_{ 0 ifz<0
Proof. The density of S(t) is given by
d
Tsw () = 10 (z),
where Fyg; is the distribution of S(t), i.e.,
Fy(x) =P(S(t) < 2)
Clearly, fsu(x) = Fsu(xz) =0, for x < 0. For z > 0 we use that
1
S(t) <z ifandonlyif W(t) < p <log SECO) — at) = A(z).
Thus
s P W(t) < A L / ey
P(S(t) <z)=P(—oc0 < t) < A(x)) = e~ 2 dy,
(S() < 0) = B(-o0 < W) < Aw) = —= [ e ¥y
where for the second equality we used that W (t) € N(0,¢). Hence
d 1 AR 1 A@?* dA(x)
r)=— | — e 2dy | = e 2 ,
fs (@) dx (\/27rt /oo y> V27t dx
for x > 0, that is
11 (log z — log S(0) — at)?
fS(t)('T)— \/mxex { 902t , x>0.
The proof is complete. O
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Exercise 6.2. Express P(a < S(t) < b) in terms of the standard normal distribution ®(x).

Finally we study the relation between the discrete binomial stock price and the time-
continuous geometric Brownian motion model. Consider an interval of time [0,t] and a
partition

O:t0<t1<"'<t1\/’:t, ti+1—ti:h>0, foralli:O,...,N—l.

We define a binomial stock price on this partition by setting, for u > d,

S(t) = S(ti—1)e*  with probability p
Y S(tiz1)e? with probability 1 —p

Now consider N independent and identically distributed random variables Xy, ... Xy satis-

fying
X, — 1 with probability p
* | —1 with probability 1 —p

We can rewrite the binomial model above as

S(t:) = S(t;_1) exp K%Z) + (“ S d) XZ-] .

Let us assume for simplicity that p = 1/2 (see Exercise below for the general case). Then
iterating the previous identity we obtain

d —d
st st [ (“50) + (59) ]
where My = X7 + ... Xy is the symmetric random walk stochastic process. Substituting
N = %, the previous expression becomes

S(t) = S(0) exp [at + ovVhM, /h] , (6.5)

where o = (u+ d)/(2h) and 0 = (u — d)/(2v/h) are the instantaneous mean of log-return
and the instantaneous volatility of the binomial stock price, see . As indicated in
Exercise [5.17, we have

\/EMt/h ~ W(t), for h small.

Therefore for small h we can approximate (6.5 by the geometric Brownian motion
S(t) = S(0)exp [at + cW(t)].

The following simple application of the Central Limit Theorem turns the above argument
into a rigorous result.
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Theorem 6.3. Consider the binomial stock price stochastic process {Sn(t)}iepo,r) given by

M
Sn(t) = S(0)e* VIR
where My is the symmetric random walk. Then
Sny(t) = S(t), in distribution as N — oo,

where S(t) = S(0)e™**W® s the geometric Brownian motion with instantaneous mean of
log-return o and instantaneous volatility o.

Proof. We have, for all z > 0,

M log 757 — at
)i £ < < =

By the Central Limit Theorem, the random variable Af—% converges in distribution to a

random variable X € A(0,1) as N — oo. Letting X = W (t)//t we then have

log < — at
S0 ) = P(S(t) < ) = Fs(x), as N — oo.
oVt

FSN(t) (ZE) — IP)(

<2

O

Exercise 6.3. Show that the binomial stock price converges in distribution to the geometric
Brownian motion even for p # 1/2. Remark: it can be shown that the value of p € (0,1) only
affects the rate of convergence. In particular the fastest convergence is obtained for p =1/2,
which s the reason why we always make this choice in the binomial model.

Exercise 6.4 (Matlab). Test numerically the convergence of the binomial stock to the
geometric Brownian motion. Show that the fastest convergence is obtained for p = 1/2.

6.2 Black-Scholes price of standard European deriva-
tives

The ultimate purpose of this section is to introduce and justify the definition of fair price
for standard European derivatives on Black-Scholes markets.

In Section we showed that the binomial fair price at time ¢ = 0 of the standard
European derivative with pay-off Y = ¢(S(N)) at maturity 7 = N can be written as
Iy (0) = e ™NE,[g(S(N))], where E,[-] denotes the expectation in the risk-neutral probabil-
ity measure; see . As a first step to derive the Black-Scholes price of the same European
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derivative, we first rewrite Ily(0) in terms of the distribution of S(N). Using the definition
of probability measure in the N-coin toss probability space we have

Iy (0) = e VEy[g(S(N))] = ™™ ) ¢" (1 — )" “g(S(N))
weNN
N
. N _
=Ny (k>qk(1 — )" Fa(s),
k=0
where s, ..., sy are the possible values of S(NV), i.e.,
s = S(0)exp(ku+ (N — k)d), k=0...,N, (6.6)
and
e’ — e
q= ot _ od’ € (d7 u) (<:> q¢c (07 1)) (67)

Note the important formula

k= ﬁ <log <%) - Nd) , (6.8)

which is obtained by inverting (6.6). We can rewrite IIy-(0) as

-6 (2 (o

Recalling that the distribution of S(V) is given by (]Z)pk(l — p)V=F (see Section , we
obtain

My (0) = e~ Z Zn(s) sy (sx)9(sk), (6.9)

where

Zn(os) = (]%>’f G%;)N_k _ (%)ul—d[bg(;%))_Nd] G%Z)N—qﬁd[log(ss%))—f\’d], (6.10)

the second equality following by . From now on we assume p = 1/2 for simplicity.
Denoting s = x, we rewrite as

M (0) =™ S Zn(w) fson (@) (@), (6.11)

z€ImS(N)

where ImS(N) is the image of S(N), fgn) is the probability distribution of S(V), and

Zy(a) = (2q)=2sw) N (31 — g))¥-walioslsto) =), (6.12)
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We have also seen in Section that, in a suitable limit, the binomial stock price converges
to the geometric Brownian motion, see Theorem We shall obtain the Black-Scholes
formula in the same limit applied to (6.11)). To this purpose, let T" > 0 and consider the
partition of the interval [0, 7] given by

O=to<ty<--<ty=1T, tj—tj,=h>0, jeT.

Let us define the binomial model S(0) = Sy > 0,

S(tj_1)e*, with probability p =1/2
S(t) = ez (6.13)
S(tj_1)e?, with probability p = 1/2
where
u=ah+aVh, d=ah—oVh. (6.14)
Note that

u—d u+d

EV

hence, by Theorem [6.3] in the limit A — 0 the price of the stock follows the geometric
Brownian motion S(t) = S(0) exp(at + oW (t)). Moreover B(t;) = Bye™ = Bye™ . Hence
the pair (S(j) = S(t;), B(j) = B(t;)) is equivalent to a binomial market with parameters
(u,d,rh) and p = 1/2. In particular the parameter ¢ defined by becomes

6rh - eah—ax/ﬁ

eothro'\/E _ eahfax/ﬁ

q= (6.15)

and since

ah —ovVh <rh < ah+ovVh

holds for A small, then we can assume that ¢ € (0,1) and that the market is arbitrage-free.
Therefore the initial price of the European derivative with pay-off Y = g(S(N)) = g(S(T))

is given by (6.11]). Using Nh =T, we rewrite ([6.11)) as
Iy (0) =™ 3" Zn(a) g (@)glz) =™ Y Qul(a)fsry(@)g(x),  (6.16)

zeImS(N) z€ImS(T)

where Qn(z) = Zrn(x); by (6.12), and the definitions of u,d, we have Qy(z) =
nr ()& (), where

1 x T
eth _ gah—ovh 2a¢ﬁ<1°g stO‘T)*ﬁ
€Tr) =
nh( ) eatha\/E _ eahfa\/ﬁ )
1 x T
pahtavh _ rh 5577 (log 5ty —aT)+ 35
€Tr) =
£h< ) eah—i-o\/ﬁ _ eah—a\/ﬁ
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Theorem 6.4. The following holds:

ot T2 —r)?
iy Q) = e~ = e o) o) L )

h—0

Exercise 6.5. Prove the theorem.

We are now in the position to justify the definition of the Black-Scholes price of the derivative.
In view of the analogies between finite and uncountable probability spaces pointed out in
Theorem , the natural generalization of (6.16)) in the time-continuum case is

0) = 7 / Q) fsr (2)g(x) da

where fs(r) is now the probability density of the random variable S(T) = S(0)ecT+oW(T),

ie.,
H(z) 1 (log 5f5; — aT)?
_ 1 _ 6.17
fsa () 02T & exp < 552 , (6.17)

see (6.4). Explicitly, I1y(0) is given by

2
(a+% _T) T 1 z o2 log ﬁ —oT
77 e ——5(log W—aT)(oe—‘rT—r)e—i( 2(U%T ) g(l’) dr.

\/W/ x

Now, the exponents in the exponential functions inside the integral form a perfect square:

Iy (0) =

log S(O) aT)-&—(OH-%—T)T]Qg(x) dr

20‘2 Pl
1y (0) = V2ro?T / ‘ T x
—rT o] 2 2
e e—ﬁ[log ﬁ—i—(%—r)T] M do.

B \V2ma?T Jo x

Note that the dependence on « is gone! Finally, the change of variable

-ty ()7

—rT 2 2
I1y(0) = f/ﬂ Rg (S(O)e(T_%)Te“ﬁy> e~ 7 dy.
The Black-Scholes price Iy (¢y) at a generic time ¢y € [0, 7] is obtained by assuming that the
present time is ¢t = ¢, (instead of ¢ = 0) and replacing the expiration date 7" with the time
left to maturity, i.e., 7 = T'—ty. The latter is of course quite reasonable and can be justified
by the same argument applied to derive the formula for IIy-(0). We are led to introduce the
following definition.

gives
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Definition 6.2. Consider the European derivative with pay-off Y = g(S(T)) and time of
maturity T > 0. Let r be the (constant) interest rate of the money market and assume

that the price of the stock is given by the geometric Brownian motion S(t) = S(0)e®+oW®),
t € [0,T). The Black-Scholes price 11y (t) of the derivative at time t € [0,T) is defined as

Iy () = v(t, S(t)), (6.18)

where

v(t, x) / zel" =7 ”fy> “Tdy, T=T-t, (6.19)

\/_

1s called the Black-Scholes price function of the derivative.

Remark 6.1. Of course we are tacitly assuming that the pay-off function g is such that the
integral in the right hand side of is well-defined. Note also that the Black-Scholes price
at time ¢ is a deterministic function of S(¢) and thus can be computed with the information
available at time ¢.

Remark 6.2. The fact that the Black-Scholes price is independent of the mean of log-
return « of the stock is consistent with the numerical observation made in Section [3.3] that
the binomial price of European options is weakly dependent on the parameter «. In the
time-continuum limit, this dependence disappears completely.

Note that the definition (6.18])-(6.19) of the Black-Scholes price can be written also in the
probabilistic form

My (f) = e "TE[g(S(t)elr= Tt m-wom)), (6.20)
In fact, since G = (W(T) — W (t))/vVT —t € N(0,1), then

E[g(S(t)e(T**)T+U(W(T)7 ] Tﬁf T+G\[G)]

(S(t)e
/ (r— U—;)Teaﬁy> 6_% dy,

where we used Theorem [5.6|

Hedging portfolio

A portfolio process {hg(t), hp(t)}icpo,r invested in the Black-Scholes market is said to be
hedging the European derivative with pay-off Y and maturity 7 > 0 if V(T') = Y, where
V(t) = hs(t)S(t) + hp(t)B(t) is the value of the portfolio process at time ¢ € [0,T]. The
portfolio process is said to be replicating the derivative if V(¢) = Iy (t), where IIy(¢) is
the Black-Scholes price of the derivative. It can be shown that the Black-Scholes Ily ()
coincides with the value at time ¢ € [0,7] of any self-financing portfolio processes hedging
the derivative. Thus Definition can be motivated by the same argument used to justify
the definition of binomial price of European derivatives, see Remark However this
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approach requires the use of stochastic calculus and it is therefore beyond the purpose of
these notes. Moreover it can be shown that the portfolio process {(hs(t), hs(t)) }iejo,r given
by
1

hs(t) = A(t,S(t)), A(t,z) = 0v(t,x), hp(t) = %(Hy(t) — hg(t)S(t)) (6.21)
is self-financing and hedges the derivative. This portfolio is also predictable, as the position
at time ¢ depends only on the stock price S(t). For a heuristic derivation of (6.21]), see
Exercise below. In the next two sections we compute the Black-Scholes price and the
hedging portfolio process of some simple derivatives.

Exercise 6.6. The goal of this exercise is to justify the formula (6.21) for a self-financing
and hedging portfolio process of standard European derivatives priced by the Black-Scholes
formula. Recall that in the time discrete case we have

1 Ip() -9 (1)

S(t—1) ev —ed (6.22)

hs(t) =

see Theorem[3.5. Now, as for the derivation of the Black-Scholes price given in this section,
consider a partition {to,...,tn} of the interval [0, T] and let

t—lztjfl, t:tj:tj,1+h, 'LL:CY]”L—FO'\/E, d:&h—U\/ﬁ,

see (6.13)) and (6.14). Let Iy (t;) = v(t;, S(t;)), where v is the Black-Scholes price function.
Show that (6.22)) converges to O,v(t,x) as h — 0. Prove that (6.21)) replicates the derivative.

6.3 Black-Scholes price of European call and put op-
tions

In this section we focus the discussion on call/put options. We thereby assume that the
pay-off of the derivative is given by

Y=(5T)—-K), ie,Y =g(S(T)), g(z) = (2 — K)4, fora call option,

Y =(K-5()), ie,Y =g(S(T)), g(z) = (K — z);, for a put option.

The function v given by (6.19) will be denoted by C, for a call option, and by P, for a put
option.

Theorem 6.5. The Black-Scholes price at time t of the Furopean call option with strike
price K > 0 and maturity T > 0 is given by C(t,S(t)), where

C(t,z) = x®(dy) — Ke ""®(dy), (6.23a)

log (£ —30°
d2 _ 0og (K) + (7” 20 )T’ dl — d2 + 0\/;’ (62313)
o\
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and where ®(zx) = \/%Tr ffoo e 2Y’ dy is the standard normal distribution. The Black-Scholes
price of the corresponding put option is given by P(t,S(t)), where

P(t,z) = O(—dy) Ke™"™ — &(—dy)x. (6.24)
Moreover the put-call parity identity holds:

O(t, S(t)) — P(t, S(t)) = S(t) — Ke ™" (6.25)

Proof. We derive the Black-Scholes price of call options only, the argument for put options
being similar (see Exercise below). We substitute g(z) = (2 — K), into the right hand

side of (6.19) and obtain

C(t,x) =

e ' 1 2 2
(r—z02)1 _o\/Ty .

ze\" 2 e — K) e 2 dy.

2T /R ( + 4

Now we use that ze(™=2°)7¢?V7¥ > K if and only if y > —d,. Hence

e "7 OO 12 2 o y?
C(t,z) = [/ 2" 29TV ey K/ e2dy} :
21 —ds —d2

Using —%gﬂ +o\Ty = —%(y —o\T)?+ %27' and changing variable in the integrals we obtain

—rT o0 o0 2
C(t,z) = 6_27r [xe”/d e 2W—oVT)? dy — K/d e T dy}
—a2 —a2

e T dxtoVT 1,2 d2 y?
= ze' e 2¥ dy — K/ e 2 d
V 2w /oo Y —oo Y

= 2®(dy) — Ke " ®(dy).

As to the put-call parity, we have
C(t,z) — P(t,x) = 2®(dy) — Ke " ®(dy) — P(—dy) Ke "™ + aP(—d,)
=z(P(dy) + P(—dy)) — Ke " (P(dz) + P(—ds)).
As ®(z) + ©(—2) = 1, the claim follows. O

Remark 6.3. Note that the Black-Scholes price of call and put options is strictly positive
for all ¢t € [0,7"), while the binomial price can also attain the (unrealistic) zero value prior
to maturity, see Section [3.3]

Exercise 6.7. Derive the Black-Scholes price P(t,S(t)) of Furopean put options claimed in
Theorem [6.4.

Exercise 6.8 (Matlab). Write a Matlab function that computes the Black-Scholes price of
call/put options. Show numerically that the binomial price of call/put options converges to
their Black-Scholes price in the time continuum limit.
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Exercise 6.9 (o). Prove that
lim C(t,z) =(x — Ke™ ")y, lim C(t,z) =z.

o—0t o—00

Compute also the following limits:

lim C(t,x), lim C(t,x), lim C(t, z), lim C(t, ).

K—0+ K—+4o00 T—+00 z—0t

Repeat all the above for put options.

Next we derive the hedging portfolio for call and put options.

Theorem 6.6. The following portfolio processes are self-financing hedging portfolios for
European call/put options on Black-Scholes markets:

hs(t) = ®(dy), hg(t) = _Ke%iwlz) for call options (6.26a)
hs(t) = =®(—dy), hp(t) = %;()—(12) for put options. (6.26b)

Proof. Recall that hg(t) = 0,C(t,S(t)) for call options and hg(t) = 9,P(t,S(t)) for put
options, see ((6.21]), while the number of shares of the risk-free asset in the hedging portfolio
is given by

=
oy}
~—
I
Q
—
Nl
N
=
~—
~—
|
N
=
N
Q
Sl
=

t)))/B(t), for call options, (6.27a)
hg(t) = (P(t,S(t)) — S(t)0.P(t,S(t)))/B(t), for put options. (6.27b)

Let us compute 0,C"
axC = @(dl) + l’q)/<d1)axd1 — KeiTT(I)%dQ)azdg.
* /\/2m, we obtain

1

As 0,dy = 0pdy = ——, and ®/(z) = e 2

o1z’
1 (e—;d%._ fie—wre—;dz),
oV 2nT z
Replacing d; = dy + 0+/T we obtain

—ldg K
8IC' = (I)(dl) + € (e—éUZT—dQJ\ﬁ _ _6—7“7) )

o\ 27T T

9,0 = ®(dy) +

Using the definition of ds, the term within round brackets in the previous expression is easily
found to be zero, hence

0,C = ®(dy).
By the put-call parity we find also

0,P=®(dy) — 1 =—-9(—dy).
In both cases, the number of shares in the risk-free asset is computed using (6.27)). m
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Remark 6.4. Note that 0,C' > 0, while 9, P < 0. This agrees with the fact that call options
are bought to protect a short position on the underlying stock, while put options are bought
to protect a long position on the underlying stock.

The greeks

The Black-Scholes price of a call (or put) option derived in Theorem depends on the price
of the underlying stock, the time to maturity, the strike price, as well as on the (constant)
market parameters 7,0 (it does not depend on «). The partial derivatives of the price
function C' with respect to these variables are called greeks. We collect the most important
ones (for call options) in the following theorem.

Theorem 6.7. The price function C' of call options satisfies the following:

(@)
[\]
oo

A = 0,C = d(dy),

2 Oldy)
I''=0,C= Py
p:=0,C = Kre ""P(dy),
_xd(di)o

2T
v:=0,C =x¢(d))V/T (called “vega”),

—~ —~ —~ —~ —~
¢ < @ S
w [\]
) Ne)
~— ~— ~— ~— ~—

D
w
—_

O :=0,C = —rKe "T®(dy),

D
w
[\

2

where ¢(z) = ®'(2) = (V2m) e~ 7. In particular:

e A >0, i.e., the price of a call is increasing on the price of the underlying stock;

o [' >0, i.e., the price of a call is convexr on the price of the underlying stock;

e p >0, i.e., the price of the call is increasing on the interest rate of the risk-free asset;
e O <0, 1.e., the price of the call is decreasing in time;

e v >0, i.e., the price of the call is increasing on the volatility of the stock.

Exercise 6.10. Use the put-call parity to derive the greeks of put options.

The greeks measure the sensitivity of option prices with respect to the market conditions.
This information can be used to draw some important conclusions. For instance, let us
comment on the fact that vega is positive. It implies that the wish of an investor with a long
position on a call option is that the volatility of the underlying stock increased. As usual,
since this might not happen, the buyer of the call may incur in a loss if the stock volatility
decreases (since the call option will loose value). This exposure to volatility can be secured
by adding volatility swaps into the portfolio.
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6.4 The Black-Scholes price of other standard Euro-
pean derivatives

In this section we present a few more applications of the Black-Scholes formula (6.18))-(6.19).

Binary call option

A binary (or digital) call option with strike K and maturity 7" pays-off the buyer if and
only if S(T') > K. If the pay-off is a fixed amount of cash L, then the binary call option is
said to be “cash-settled”, while if the pay-off is the stock itself then the option is said to be
“physically settled”. Let us compute the Black-Scholes price of the cash-settled binary call
option. The pay-offis Y = LH(S(T) — K'), where H(z) is the Heaviside function. Replacing
g(z) = LH(z — K) into (6.19) we obtain

v(t,z) = f/%L/RH(xe(T_Z)Te”ﬁy — K)e™ 7 dy
677‘7’ o y2
= L/ e 2 dy,
Vor J_a, Y
where we recall that dy = = [log(z/K) + (r — 2 )r]. With the change of variable y — —y

we obtain
[y (t) = e ""L®(dy).

Exercise 6.11 (x). Compute the Black-Scholes price of the physically-settled binary call.
Exercise 6.12. Compute the hedging portfolio of physically/cash-settled binary options.

Butterfly options strategy

Given K, AK > 0, a butterfly option strategy is a constant portfolio which is

e Long 1 call with strike price K — AK and maturity 7
e Short 2 calls with strike price K and maturity T’
e Long 1 call with strike price K + AK and maturity 7.
The portfolio value at expire is
V(T)=(S(T)— K+AK), —2(S(T) - K), + (S(T) — K — AK),.

We may think of V(T') as the pay-off Y of a standard European derivative, where Y =
9(S(T)) and

gla) = (r = K+ AK)y = 2(x = K)y + (v = K = AK) 1 = g1(2) + g2(2) + g3().
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Note that the pay-off is positive, i.e., the option expires in the money, if and only if S(T") €
(K — AK,K + AK). Hence a butterfly option strategy is lucrative when the price of the
stock at time T' lies within an interval centered in K. As the integral in is linear in
the pay-off function g, the value of a butterfly portfolio at time ¢ is V' (t) = v(t, S(t)), where

6—7"7' 0_2 2
A per=%)T aﬁy) =
i | xe 27"e e 2 .
V2T /Rg < Y

As g1, g2, g3 are pay-off functions of call options, we obtain

u(t,z) = vi(t, x) + va(t, @) +vs(t, x), it x) =

V(t) = Iy(t) = C(t, S(t), K — AK,T) — 2C(t, S(t), K,T) + C(t, S(t), K + AK,T),

where we denoted by C(t,S(t), K,T) the Black-Scholes price of the call with strike K and
maturity 7. This notation, and the analogous one P(¢,S(t), K,T') for put options, will be
used in the rest of this section.

Remark 6.5. We obtain the same result by applying the dominance principle to the butterfly
portfolio.

Chooser option

This is an example of “second derivative”, i.e., of a financial derivative whose underlying is
another derivative. More precisely, given T > T}, a chooser option with maturity 7} is
a contract which gives to the buyer the right to choose at time 77 whether the derivative
becomes a call or a put option with strike K and maturity 75. Hence the pay-off at time 7}
for this derivative is

Y = max(C(ty, S(Th), K, T»), P(t1, S(Th), K, T3)).
Using the identity max(a,b) = a + max(0,b — a) we obtain
Y = C(ty, S(Th), K, Ty) + max(0, P(t1, S(Th), K, Ty) — C(t1,S(Th), K, T3)).
By the put-call parity,
Y = CO(ty, S(Th), K, Ty) + max(0, Ke "1 — S(Ty)) = Z 4+ U. (6.33)

Hence Ty (t) = Iz (t) + Iy (t). Since U is the pay-off of a put option with strike /e (T2=71)
expiring at time 77 then

Iy (t) = P(t, S(t), Ke "2~ Ty). (6.34)
To find I1z(¢) we need the following theorem:

Theorem 6.8 (x). Consider the standard European derivative with pay-off Y = g(S(T)) at
maturity T and the derivative with pay-off Z = Ily(t.) at maturity t. < T. Then l4(t) =
Iy (t), t € [0,2.].
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Proof. We have

o2 1.2 dy
7 =TIy (t,) = —T‘(T—t*)/ S(t, (r=% ) (T—ts)+ovVT—tsy —§y2 = h(S(t,)).
v(t) =T | g (St ITE) eI T = S (1))

This shows that the derivative with pay-off Z and maturity t, is a standard European
derivative with pay-off function h. Hence, applying again Black-Scholes’ formula, we obtain

o2 dz
I, (1) = €_T(t*_t)/h (S ¢ e(T—T)(t*—t)—l—U\/t*—tz) 6_7’Z2
Z( ) R ( ) \/%

:e—r(t*—t)e—r(T—t*)/ [/g<S(t)6(r—°22)(t*—t)-I—U\/t*—tze(r—";)(T—t*)—&-ax/T—t*y)
R | JR

1 2_1 2
2Y )

_ )//

_ e—r(T—t)E[g <a:e( — ) (T—t) o (/BT Z+VT— t*Y)> ]

dy dz
V2T | V21

)(T t)+o(\ta—tz+v/T— t*y)>6_%(y2+22)d<ya Z)
2m

X exp(

x=S5(t)>

where X, Y € N(0, 1) are independent and so their joint distribution is given by e~2¥*~2%" /27
see Theorem . Let Gy := Vt. —tZ and Gy := /T —t.Z. As Gy € N(0,t, — t) and
Gs € N(0,T —t,), Theorem gives Gy + Go € N(0,T — t), hence the above calculation

leads to )
I1,(t) = er(Tt)/ <S ¢ e( )(T t)Jmﬁz) 1 22 aT 7
z(t) A g S(t) —

which is the claim. -

Applying Theorem (6.8 with Z = C(t1, S(T1), K, T3) = Il (s(1)-k), (T1) we obtain

Replacing ((6.34) and ( into we finally obtain, for the Black-Scholes price of the

chooser optlon
HY(t) = C(ta S(t)7 K> TZ) + P(t> S(t)v KG_T(T2_T1)7 Tl)

Exercise 6.13 (o). Consider the Furopean derivative with maturity T and pay-off Y given
by

Y =k+S(T)logS(T),
where k > 0 is a constant. Find the Black-Scholes price of the derivative at time t <T and

the self-financing hedging portfolio. Find the probability that the deriwative expires in the
money.
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Exercise 6.14 (o). Consider the European derivative with pay-off Y = S(T)(S(T) — K)
and time of maturity T, where K > 0 is a constant. Compute the Black-Scholes price Iy (t)
of this derivative and the self-financing hedging portfolio. Finally, assume S(0) = K and
compute the expected relative return of a constant portfolio with 1 share of this derivative.

Exercise 6.15 (o). Let K > 0. A European style derivative on a stock with maturity T > 0
gives to its owner the right to choose between selling the stock for the price K at time T or
paying the amount K at time T. Draw the pay-off function of the derivative. Compute the
Black-Scholes price of the derivative. Show that there exists a value K, > 0 of K such that
the Black-Scholes price of the derivative is zero. What is the financial interpretation of K, ?.

Exercise 6.16 (x). Compute the Black-Scholes price 11y (0) at time t = 0 of the European
derivative with pay-off Y = max(S(T"), B(T)), where B(t) is the price of the risk-free asset,
S(t) is the price of the underlying stock and T is the time of maturity of the derivative.
Derive the low volatility limit (0 — 0%) and the high volatility limit (o0 — 4+00) of 11y (0).

6.5 Implied volatility

Let C(t, S(t), K,T) denote the Black-Scholes price of the European call with strike price K,
maturity time 7" on a stock with price S(¢) at time ¢. In fact, assuming that the underlying
stock pays no dividend before time 7', this is also the Black-Scholes price of the corresponding
American call, which is the one most often traded in the market. Recall that in the derivation
of the Black-Scholes price it is assumed that the price of the stock follows the geometric
Brownian motion

S(t) — S(O)eaHgW(t),
where {W () }cjo.77 is a Brownian motion stochastic process, o > 0 is the instantaneous
volatility and a € R is the instantaneous mean of log-return. The function C(t,z, K, T) is
given by
Ct,z, K,T) = 2®(dy) — Ke ""®(dy),
where r > 0 is the (constant) interest rate of the money market, 7 = T — ¢ is the time left
to the expiration of the call,
g+ (r—%)T

dg— U\/F 2 s d1:d2—|—0'\/;

and ® denotes the standard normal distribution,

z 2 dy
P(z2) = e T .
(2) - o
Remarkably, C'(t, S(t), K,T) does not depend on the mean of log-return « of the stock price.
However it depends on the parameters (o, ) and since here we are particularly interested in

the dependence on the volatility, we re-denote the Black-Scholes price of the call as

C(t,S(t), K, T, o).
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ct, St), K, T, o)

Figure 6.1: We fix S(¢t) = 10, K = 12, r = 0.01, 7 = 1/12 and depict the Black-Scholes price
of the call as a function of the volatility. Note that in practice only the very left part of this
picture is of interest, because typically 0 < o < 1.

Moreover, as shown in Theorem [6.7]

oC oon T
Z~ — vegs =
do & Vor

Hence the Black-Scholes price of the option is an increasing function of the volatility. Fur-
thermore,

lim C(t,5(t), K,T,0) = (S(t) — Ke )4, lim C(t,S(t),K,T,0)=S(t),

oc—0t 0—+00
see Exercise [6.9] Therefore the function C(t,S(t), K, T,-) is a one-to-one map from (0, c0)
into the interval I = ((S(t) — Ke™ "), S(t)), see Figure 6.1. Now suppose that at some
given fired time t the real market price of the call is 5(15) Clearly, the option is always
cheaper than the stock (otherwise we would buy directly the stock, and not the option) and
typically we also have C(t) > max(0, S(t)— Ke ™). The latter is always true if S(t) < Ke™'
(the market price of options is positive), while if S(¢) > Ke™"" this follows by the fact that
S(t)— Ke "™ ~ S(t) — K and real calls are always more expansive than their intrinsic value.

df
e 2+/T>0.

This being said, we can safely assume that C(t) € I.

Thus given the value of C (t) there exists a unique value of o, which we denote by 0y, such
that ~

C(t,S(t), K, T, oump) = C(1).
Oimp 1s called the implied volatility of the option. The implied volatility must be computed
numerically (for instance using Newton’s method), since there is no close formula for it.
Moreover it is usually computed using “nearly at the money” calls.

126



The implied volatility of an option (in this example of a call option) is a very important
parameter and it is often quoted together with the price of the option. If the market followed
exactly the assumptions in the Black-Scholes theory, then the implied volatility would be
constant (independent of time) and it would be the same for all call options on the same
stock with the same strike and maturity. However for real market options this turns out to
be false, i.e., the implied volatility depends on time, K and 7. In this respect, i, may
be viewed as a quantitative measure of how real markets deviate from ideal Black-Scholes
markets. The implied volatility may also be viewed as the market consensus on the expected
future value of the volatility of the underlying stock. That is to say, by pricing the option
at the price C(t) = C(t,5(t), K, T, 0imp), the market participants are telling us that they
believe that the volatility of the stock in the future will be iyp. (This of course provided
one assumes the real markets are fair.)

Volatility smile

As mentioned before, the implied volatility in real markets depends on the parameters K, T
Here we are particularly interested in the dependence on the strike price, hence we re-denote
the implied volatility as oimp(K). If the market behaved exactly as in the Black-Scholes
theory, then oy, (K) = o for all values of K, hence the graph of the function K — oiyp(K)
would be a straight horizontal line. Given that real markets do not satisfy exactly the
assumptions in the Black-Scholes theory, what can we say about the graph of the function
K — 0imp(K)? Remarkably, it has been found that there exists recurrent convex shapes for
the graph of this function, which are known as volatility smile and volatility skew, see
Figures[6.216.3] The minimum of the volatility smile is reached at the strike price K ~ S(t),
i.e., when the call is at the money. This behavior indicates that the more the call is far
from being at the money, the more it will be overpriced. Volatility smiles and skews have
been found in the market especially after the crash in 1987 (Black Monday), indicating that
this event led investors to be more cautious when trading on options that are in or out
of the money. Devise mathematical models of stochastic volatility and asset prices able to
reproduce volatility curves is an active research topic in mathematical finance.

Exercise 6.17 (7). What can we infer about the investors behavior from the volatility skew?

6.6 Standard European derivatives on a dividend-paying
stock

In this section we consider Black-Scholes markets with a dividend-paying stock. This means
that at some time ¢, € (0,7") the price of the stock decreases of a fraction a € (0, 1) of its price
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Figure 6.2: Volatility Smile of a call option on Apple expiring May 15", 2015. The data
were taken on May 12", when the Apple stock quoted 126.34 dollars.

Timp
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Figure 6.3: Volatility skews (not from real data!)

immediately before ty, the difference being deposited in the account of the Shareholdersﬂ
Letting S(ty) = lim,_,,- S(t), we then have

S(to) = S(ty) — aS(ty) = (1 - a)S(ty ). (6.36)

!The dividend is expressed in percentage of the price of the stock. For instance, a = 0.03 means that the
dividend paid is 3%.
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We assume that on each of the intervals [0,t), [to, T], the stock price follows a geometric
Brownian motion, namely,
S(s) = S(t)es=0HoW=WO) ¢ € [0,4y), s € [t,t0)

(6.37
S(s) = S(u)edEHeWE-WwW) o e [t T), s € [u,T]. (6.

)
8)
)

W W

T)

Theorem 6.9 (x). Consider the standard European derivative with pay-off Y = g(S(
[0, 7]

and maturity T. Let Hg’to)(t) be the Black-Scholes price of the derivative at time t €
assuming that the underlying stock pays the dividend aS(ty) at time to € (0,7). Then

(ato) | v(t, (1 —a)S(t)), fort<t,
Iy () = { v(t, S(t)), fort > tz,

where v(t,x) is the pricing function in the absence of dividends, which is given by (6.19)).

Proof. Using % = o7t WIT=W() we can rewrite ((6.20)) in the form

Iy (t) = e "E[g(S(T)el" = 7). (6.39)

We want to express S(7') in this formula in terms of S(t) in the cases 0 < ¢t < ¢, and
to <t < T. Taking the limit s — t; in (6.37) and using the continuity of the paths of the
Brownian motion we find

S(ty) = S(t)etoteWlto)=WmH) 4 ¢ [0, ).
Replacing in we obtain
S(to) = (1 — a)S(t)e oD HoaW ) =WIL) =1 < [0, ¢,).
Hence, letting (s,u) = (T, ty) and (s,u) = (T,t) into , we find

[ (1= a)S(t)exmreWIM=WO)  for t € [0,¢y),
s ={ e e (6.40)

By the definition of Black-Scholes price in the form (6.39) and denoting G = (W(T') —
W(t))/+/T, we obtain

o2
I(6) = e Elg((1 - a)S( TV for t € [0, ),

02
%) (£) = e E[g(S()e"Z)7VTE)  for t € [to, T).
As G € N(0,1), the result follows. O
We conclude that for ¢ > tg, i.e., after the dividend has been paid, the Black-Scholes price
function of the derivative is again given by (6.19]), while for ¢ < ¢ it is obtained by replacing
x with (1 — a)z in (6.19). To see the effect of this change, suppose that the derivative is a
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call option; let C(t,z) be the Black-Scholes price function in the absence of dividends and
Cy(t, ) be the price function in the case that a dividend is paid at time ¢y. Then, according
to Theorem [6.9]

_f C(t,(1 —a)x), fort<to,
Calt:z) = { C(t,x), for t > t.

Since 9,C' > 0 (see Theorem [6.7), it follows that C, (¢, z) < C(t, z), for ¢ < o, that is to say,
the payment of a dividend makes the call option on the stock less valuable (i.e., cheaper)
than in the absence of dividends until the dividend is paid.

Exercise 6.18 (7). Give an intuitive explanation for the property just proved for call options
on a dividend paying stock.

Exercise 6.19 (o). A standard European derivative pays the amount Y = (S(T) — S(0)).
at time of maturity T. Find the Black-Scholes price Iy (0) of this derivative at time t =

0 assuming that the underlying stock pays the dividend (1 — e"1)S(L—) at time t = L.

2 2
Compute the probability of positive return for a constant portfolio which is short 1 share of

the derivative and short S(0)e™™ shares of the risk-free asset (assume B(0) =1).

Exercise 6.20. Derive the Black-Scholes price of the derivative with pay-off Y = g(S(T)),
assuming that the underlying pays a dividend at each time t; < ty < --- < t)y € [0,7].
Denote by a; the dividend paid at time t;, v =1,..., M.

6.7 Optimal exercise time of American calls on dividend-
paying stocks

The Black-Scholes pricing theory for American derivatives is quite complicated and beyond
the purpose of these notes. In this section we prove a property of American calls on a
dividend-paying stock, which depends only on the following facts:

(i) An American derivative is at least as valuable as its European counterpart and its
intrinsic value;

(ii) If it is not optimal to exercise the American derivative for ¢t € [to, T'], where to € [0, T,
then the fair value of the American derivative and of its European counterpart are the
same for ¢ € [to, T'.

These facts can be proved rigorously and hold regardless of whether the underlying stock
pays or not a dividend. They are of course quite intuitive properties (see Chapter [1|) and will
be used without further comment in this section. We also assume throughout this section
that the interest rate r of the money market is non-negative.

Let C,(t, S(t), K, T) denote the Black-Scholes price at time ¢ of the American call with strike
K and maturity 7" assuming that the underlying stock pays the dividend aS(t,) at time ¢y €
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(0,7). We denote by C,(t, S(t), K,T) the Black-Scholes price of the corresponding European
call. We omit the subscript a to denote prices in the absence of dividends. Moreover replacing
the letter C' with the letter P gives the price of the corresponding put option. We say that
it is optimal to exercise the American call at time ¢ if its Black-Scholes price at this time
equals the intrinsic value of the call, i.e., Cy(t,S(t), K, T) = (S(t) — K)4.

Theorem 6.10 (x). Consider the American call with strike K and expiration date T and
assume that the underlying stock pays the dividend aS(t;) at the time to € (0,T). Then

~

Cu(t, S(1), K, T) > (S(t) — K)y, fort€ [to,T),

i.e., it is not optimal to exercise the American call prior to maturity after the dividend is
paid. Moreover, there exists § > 0 such that, if

S(1) > max(—— K)

then the equality

~

Ca<tavs(ta)>KvT) = (S(ta) _K)-l—

holds, and so it is optimal to exercise the American call “just before” the dividend is to be
paid.

Proof. For the first claim we can assume (S(t) — K), = S(t) — K, otherwise the American
call is out of the money and so it is clearly not optimal to exercise. By Theorem we have

Co(t,S(t), K, T)=C(t,S(t), K,T), P,(t,S(t),K,T)=P(t,S(t),K,T), fort>to.
Hence, by Theorem [6.5], the put-call parity holds after the dividend is paid:
Co(t,S(t), K,T) = Py(t,S(t), K, T) + S(t) — Ke " ™=9 >,

Thus, for t € [to, T),

~

Ca(t, S(t), K,T) > Cu(t, S(t), K, T) > S(t) — K = (5(t) — K)+,

where we used that P(t, S(t), K,T) > 0 and r > 0. This proves the first part of the theorem,
i.e., the fact that it is not optimal to exercise the American call prior to expiration after the
dividend has been paid. In particular

~

Cu(t, (1), K, T) = Cu(t, S(t), K, T), for t > t. (6.41)

Next we show that it is optimal to exercise the American call “just before” the dividend is
paid, i.e., 6a(t5, S(ty), K, T) = (S(ty) — K)+, provided the price of the stock is sufficiently
high. Of course it must be S(f5) > K. Assume first that C,(t5, S(t5), K, T) > S(tg) — K:
then, owing to ([6.41)), Cu(ty, S(ty), K, T) = Cyo(ty,S(ty), K,T) (buying the American call
just before the dividend is paid is not better than buying the European call, since it is
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never optimal to exercise the derivative prior to expiration). By Theorem ([6.9) we have
Culty,S(ty), K,T) = C(ty,(1 —a)S(ty ), K,T) = C(to, (1 —a)S(ty), K,T), where for the
latter equality we used the continuity in time of the Black-Scholes price function in the
absence of dividends. Since (1 —a)S(ty) = S(to), then

Cu(ty,S(ty), K. T) > S(ty) — K = Cu(ty,S(ty), K, T) = C(to, S(to), K, T).

Hence

~

Culty,S(ty), K, T) > S(ty)—K = C(ty,S(ty), K,T) > S(ty)—K = S(to)+(1—a)S(ty)— K.
Therefore, taking the contrapositive statement,
Cl(to, S(to), K, T) < S(to) + (1 —a)S(ty) — K = aa(ta, S(ty), K, T)=S5(ty) — K. (6.42)

Next we remark that the function x — C(t,x, K,T) — z is decreasing (since A = 0,C =
®(dy) < 1, see Theorem[6.7)), and

lim C(t,z, K,T) —x =0,

z—0t

lim C(t,z,K,T)—x= lim P(t,z,K,T)— Ke "7t = —Ke T,
r—>+00 T—+00
see Exercise [6.9] Thus if (1 —a)S(ty) — K > —Ke "™ ie, S(t;) > (1 —a)'K(1 —
e "=t there exists w such that if S(tg) > w, i.e., S(t;) > w/(1 — a), then the inequality
C(to, S(to), K, T) < S(ty) + (1 —a)S(ty) — K holds. It follows by that for such values
of S(ty) it is optimal to exercise the call “at time t,”. Letting § = max(w, K(1 — e "T=1)
concludes the proof of the theorem. O

Exercise 6.21. Prove that it is not optimal to exercise the American call at time t € [0, t)
if S(t) < E(1—erT=0),
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Appendix A

The Markowitz portfolio theory

Consider a constant portfolio position in some time interval [0,7]. We assume that the
portfolio is invested in n risky assets Ui, . .., U, with prices [I%(¢), i = 1,..., N and a risk-
free asset U, 11 with value B(t) = Bye™, where r > 0 is the instantaneous interest rate. For
notational convenience we let 111 () = B(t), so that [I%(¢), i = 1,...,n + 1 now denotes
the price of every asset in the portfolio. The relative return of the asset ¢ is defined by

_ (T) — 11(0)

Ri— y zzl,,n—i—l
[14:(0)
Fori=1,...,n, R; is a random variable, while for i = n + 1 it is the deterministic constant:
Bye'" — B
Ry = —— 2 —eT1.— )50,
By

As usual, the price of the assets at time t = 0 are supposed to be known.

The problem under study in this chapter is the following: Given an investor with initial
capital K > 0, what is the best way to distribute this wealth among the n+ 1 assets in order
to maximize the expected return and, at the same time, minimize the expected risk? To
solve this problem we need first to introduce some notation. Let a; € R denote the number
of shares of the asset U; in the portfolio. The initial value of the portfolio is

V(0) = % a; 114 (0) = K.

Letting (o)
CLZ'H i(0

= i=1ntl, (A.1)

T, —

we get
n+1

d om=1 (A.2)
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The value of the portfolio at time ¢t = T is

n+1 n+1

=D all(T) = 3 adl“(0)(1 + Ry).

The relative return of the portfolio in the interval [0, 7] is given by

After simple calculations we obtain

R= ZWiRi, (A.3)
i—1

where we used (A.1)-(A.2)). The relative return of the portfolio is a random variable and
taking its expectation we obtain

n+1

= Zﬂ-i Zﬂ-l i)+ T B[R]
i=1

Using (A.2) and that E[R, 1] = R,+1 = p we obtain

= Z il + <1 - Z 7Ti> 0, (A.4)
i=1 i=1
where we set
w; =E[R;], fori=1,... n.

Hence the portfolio should be chosen to maximize (A.4) and at the same time to minimize
the portfolio risk. We measure the latter with the variance Var[R] of the relative return. To
compute Var|R] we first observe that

n+1 n+1

i=1 =1 1=1

hence

(R—E[R])? = <Z7rl-(Ri—E[R¢])> :<Zm(}% —E[R ><Z7@R —E[R ))

=1

= szﬂj pi) (R — pj).

1,7=1
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Letting C' = (¢jj)i j=1..n, ¢ij = Cov(R;, R;), be the covariance matrix of the assets returns
and 7 = (m; m...m,)T, we obtain

Var[R] = E[(R - E[R))*] = Y _ mmjc;; = 7" C. (A.5)

t,j=1

Our purpose is then to find a portfolio which maximizes (A.4)) and minimizes (A.5)). To this
end we shall need the following simple result.

Theorem A.1. Let Xq,..., X, : Q@ = R be random variables and c¢;; = Cov(X;, X;). The
covariance matriz C' = (cij)i,jzl,_m is symmetric and positive-semidefinite, i.e., C' = CT and
ETCE >0, for all € € R™.

Exercise A.1. Prove the theorem.

Definition A.1. Given 0 > 0, let

go(m1,...,m,) = E[R] — OVar[R]. (A.6)
A portfolio (a1, ..., an, any1) 1s called a Markowitz portfolio if the function gy has a maz-
imum at ™ = (T, ..., 7,), where

7 = @0 o @S0

K

The parameter 6 > 0 is called the risk aversion of the investor. We shall see later that
the higher is # the more portfolio value is invested in the risk-free asset. Hence a large 6
corresponds to a cautious investor, who favors “small risks” to “higher returns”.

Theorem A.2. Assume that the covariance matrixz of the assets returns is positive-definite,
ie., ETCE >0, for all € # 0. Let ) be the vector

1
0= —(u — — iy —p)T.
29(u1 p He—p P — P)

Then the function (A.6) has a unique mazimum, which is attained at 7 = C~1Q.

Proof. Using (A.4) and (A.5)) the function gy is

g@(,ﬁ) = Z,uz’/rz + (1 - Zﬂ}) P — 0 Z T Cij .
i=1 i=1

ij=1

Hence

99e .
a_7rk = Uk —p—2926k]‘71'j.

j=1
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Thus the stationary points, i.e., the solutions 7 of V,gy(7) = 0, satisfy
ick'/’/%' = i(,Uk — p), ie., Cr=AQ.
i=1 20

As C is assumed to positive definite, then it is invertible and thus C7 = Q has the unique
solution 7 = C~1Q. To show that this stationary point is a maximum of gy we compute

9%g
= —20cy.
on kaﬂ' 1 M
Since C' is positive definite, then the Hessian VZgy is negative definite and therefore the
point 7 is a maximum. This concludes the proof of the theorem. m
Remark A.1. Note that 7; — 0, and so also a; — 0, as § — +oo, for alli =1,...,n. Hence

in this limit the entire capital K is invested in the risk-free asset: m,;1 — 1, as § — +oo,
which is equivalent to a,,; — K/II%+1(0) = KBy, as § — +00. Conversely, the smaller is
0, the larger is the exposure of the investor on the risky assets.

As a special case, assume that I1**(T)  TI“(T) are independent. Then R{(T),..., R.(T)
are also independent and therefore Cov(R;, R;) = 0, for i # j. Hence

C = diag(Var[R,], Var[Rs], . .., Var[R,)]),

where diag(zy,...,2,) is the diagonal n x n matrix A with diagonal elements a; = z;,
1 =1,...n. Therefore in this case the maximum of gy is attained at
~ _E[R]—0p
= . AT
8 20Var|R;] (A8.7)
Example

Suppose that the risky assets are stocks and that the prices I1#i(¢) = S;(¢) are independent
and that each of them follows a binomial model:

{ Si(j — 1)e, with probability p;

Sild) = ; & : .
Si(j — 1)e%,  with probability = 1 — p;

. jET={1,...,N}, i=1,...n.

Let us compute the Markowitz portfolio in the N days period. We have

By Theorem ?? we have E[S;(N)] = S;(0)(e%p; + e“i(1 — p;))N. Hence

E[R;] = (e%p; 4+ e“i(1 —p))N — 1. (A.8)
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Moreover
E[Si(N)?*] = S;(0)*(e*"p; 4 € (1 — py))™,

since S;(t) follows a binomial model with parameters 2u, 2d. Hence
Var[S;(N)] = E[Si(N)*] = E[Si(N)]* = Si(0)*[(e**p; + ™ (1= pi)™ — (e pi+ e (1= pi))*"]

and therefore

1 . . . w
Var[R] = g VarlSi(V)] = (e +¢ (1= p) = (e + (1 =p)P. (A9)
Replacing (A.8) and (A.9) into (A.7), and then inverting (A.1), we obtain the desired
Markowitz portfolio (ay, ..., ans1).

Exercise A.2 (o). Consider a 2-period binomial model with the following parameters

2
e = — e == — - —-.

3 P73
Assume further that S(0) = 36, and that the interest rate of the money market is zero.
Consider also the European derivative with pay-off

Y = (S(2) — 28), — 2(S(2) — 32), + (S(2) — 36

and time of maturity T = 2. Compute the fair value of the derivative at t = 0. Assume now
that an investor with risk aversion 6 = % wants to distribute the initial wealth K = 1000 wn
the following assets: the stock, the derivative, and a risk-free asset with interest r such that
e? =10/9. Derive the corresponding Markowitz portfolio.

Exercise A.3 (x). Consider two stocks with prices
Sl (t) — Sl (0)6041t-i-01W1(t)7 SQ(t) — SQ(o)eazt—I—azWQ(t)

where 01,09 > 0, a,as € R and Wi(t), Ws(t) are two Brownian motions. Let T > 0 and
assume that Wi(T') and Wy(T') are independent random variables. Compute the Markowitz
portfolio of an investor with initial capital K > 0 and risk aversion 8 who wants to invest in
the stocks and in a money market with interest r > 0 during the interval of time [0,T].
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Appendix B

Solutions to selected exercises

Exercise 1.7

To solve this exercise it is useful to begin by drawing the pay-off as a function of S(7"). Since
Y = min [(S(T) - K1), (K2 — S(T)), ).

where Ky > K and (z), = max(0, z), then we first draw the functions S(7') — (S(T)— K1)+
and S(T) — (K3 — S(T))+ and then we take their minimum.

Now let A be a portfolio that consists of one share of the derivative and let V4(t) be its value
at time ¢ € [0, T]. The exercise asks to derive a portfolio B consisting of European calls and
puts which replicates the value of A, i.e., such that V4(t) = Vg(t), for all t € [0,T]. By
the dominance principle (in particular by (b) of it is enough to find the portfolio B in
such a way that V4(T') = Vg(T). Clearly V4(T) =Y, since the value of a derivative at the
expiration date always equals the pay-off. So we we have to find a combination of pay-off
functions of puts and calls such that their sum equal Y. By using the graph of the pay-off
function it is easy to see that

SRR L (sr) - K.

Even without making any drawing, the previous identity can be verified by direct calculation.
Hence, letting

Y = (S(T) = K1)y — 2(S(T)

U; = European call with strike K,
Us = European call with strike (K + K3)/2
U3 = European call with strike Ky

where for all calls the expiration date is T, we take
B=(1,-2,1).

This concludes the solution of the exercise.
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Exercise 1.9

Consider the following assets:

e U, = Contract
o Uy = Risk-free asset with initial value 1

e U3 = Furopean Call with strike K and maturity T

Consider the two portfolios
A= (0,Ne7",aN), B=(1,0,0).

We want to show that the portfolio A on the call and the risk-free asset replicates the value
of the contract. To this purpose we observe that

Va(t) = Ne"T=D L aNC(t,S(t), K, T), (B.1)
while Vz(t) = N by assumption. Letting ¢ = 7" in (B.1]) we obtain
Va(T) = N +aN(5(T) - K)y = Vs(T),
hence, by the dominance principle, V4(t) = Vi(t). Using and Vz(t) = N we obtain
Ne "= L aNC(t,S(t), K, T) = N

and since C(t,S(t), K,T) > 0 and N # 0, we obtain ({1.11)).

Exercise 3.2

The binomial tree for the price of the stock is

(2) = 49

AV

S(1) = 28
\ /
S(1) =8

T~
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r__od
Moreover q, = 55 =

&= = 1/2 = q4. Using the recurrence formula Ily(2) =Y,

Oy (t) = e (g% (t + 1) + o (t + 1)), t=0,1,

we find that the price II,,.(¢) of the put option is

Hput(2> - O

/°\

put

Hput<0 _ 128

81
put

Hput(2> - O

/ %\

Hput(2> - 8

The pay-off for the call on the put at time t = 77 = 1 is (Il — K7)+. Note that since

I1,,:(1) = g(S(1)), then the call on the put can be treated as a standard European derivative
on the stock expiring at time 7} = 1. Hence the price II.,(t) of the call on the put is

.y(1) = 0
/
I1,(0) = §
X
II.,(1)=1

This completes the first part of the exercise. Now, the return of a portfolio with +1 share
of the call on the put is path dependent. We have

4 4

4 4
= _——_ = —— d = _——_ = ——
R(u,u) =0 5 5 R(u,d) 5 5
4 23 4 23
= —_—_——— = — —= —_—_—— — = 5
Rldu) =05 - =3, Rdd)=8-5-%

Hence the probability of positive return for the buyer is is

2
P(R > 0) = P(S™) = G) = 75%.
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Exercise 3.3

We have the general formula

Iy (0) =™ Z (2" (@)Y (), (B.2)

where (g, qq) is the risk neutral probability, N, (z) is the number of “u” in the path z and
Ny(x) = N — Ny(zx) is the number of “d” in the path z. Moreover Y (x) denotes the pay-off
as a function of the path of the stock price. The exercise tells us that

Y(z)=S(N,x), ifx=z.=(u,u,...u),ie,z;=uforalli=1...N,
while Y (z) = S(0) for z # z.. Moreover, since S(N,z,) = S(0)eN*, then
Y (z,) = S(0)eMN".
Since in addition N, (x.) = N, we can rewrite the sum as

Ty (0) = = (gu) ™) (ga Y () + ¢ 3 (gu) ¥ () @Y (2)
TH T
= e VgV S(0)e™ + eV > (gu) V) (ga) Y (). (B.3)
THET
Next we compute the sum on z # .. First replacing Ny(z) = N — N,(x) and Y (z) = S(0)

we have i i i . o (@)
3 (@) (@) MY (2) = S0)(g)¥ 3 (—) . (B.4)

THT THT dd

Now, N, (z) takes value in {0,1,..., N—1} in (B.4)); it cannot be equal to N because the only
element in {u,d}" for which N,(x) = N is x,, but this element is not taken into account in
the sum that we are computing. Using that the number of x € {u,d}" for which N,(z) = k
is given by the binomial coefficient (]IX ), we obtain

DEE)
; <Qd) B % k) \qa

Adding and subtracting the term k = N (where we use that (%) = 1), we find

et dd 0 k qd
k



where for the last equality we used the binomial theorem: (1 + a)V = Z,]CV:O (]]Z) a®. Substi-
tuting into (B.4)) and using that ¢, + g4 = 1 we obtain

3 (@) (0) DY (2) = S(0)(1— ()")-

THT
Finally, replacing in (B.3]) we find

Iy (0) = e "™S(0) [(qu)Ve™ + 1 — (q.)V] .

Exercise 3.5

Oy (0) =™ > ()™ (g2)" log(S(N)/5(0)).

by Definition (at t = 0). Replacing S(N) = S(0)eNe@utNa(@)d e ohtain

Oy(0) =™ > ()™ (q2) " (Nu(2)u + No()d).

xe{u,d}N

Replacing Ny(z) = N — N,(x) we obtain

My (0) = e ™Nga)¥ Y ()N (N, (2)(u— d) + Nd)

ze{u,d}N dd
= Ng)Mw—d) Y (EVON, @)+ Nde VgV D (BN
ze{u,d}N Qa ze{u,d}N Qa
Letting N, (x) = k we obtain
N /N ¢ N /N .
1 (0) = (- Y () 4 v S (V) B9
—~\Fk qd —~\Fk/ G
Using the binomial theorem, the second sum is
N
NY ¢ k Qu\ N 1
;(k)(%) ( Qd) (qa)™

In the first sum we use the identity
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Hence

k=0 4d k=1
N N-1
N —1Y\ ,q, N -1\ ,qu.;
=NZ( )( >’“:NZ( )(—)f“
~\k—-1) q =\ J Ga
N-1
u N_]- u u u _
= N* ( , )(q J:Nq_(1 q_)Nl
— J da dd dd
j
qu
= N

Replacing in (B.5)) we find

— "N N(y — Gu o—N N 1
1y (0) = (qa)™ ( d)N(qd)N + Nd (qa) L

= Ne ™(gu(u—d) +d) = Ne ™ (qu+d(1 - q,)) = Ne ™ (q,u + gad).

Exercise

We start by writing down the diagram of the stock price and the value of the derivative at
time of maturity 7" = 3 (which is equal to the pay-off)

S(3)=5=Iy(3) = 5

S(1) =
/
S(0) =%
\
S(1) =
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The parameters of the binomial model are such that

2 1
u: ) = -, r =
q 3 4d 3

To compute the price of the derivative at the times ¢ € {0, 1,2} we use the recurrence formula

0.

2 1
Hy@):e”ﬂhnga+1y+%niu+qyw:§H$@+¢)+§H$@+1% t€{0,1,2}.

Hence at time ¢t = 2 we have

2 1

8 2 1 4
S(2 — (2 =2 .24+2.0=—
(2)=5 =2 =3-2+3 3

16 2 1
5(2)—%:1_[1/(2):— 0O+--0=0

At time ¢t = 1 we have

16 2 1 4 28
N=—=Iy1l)==-44+- == —
S =5 =) =3-4+3-3=7
32 2 4 1 8
SY=—==Iy1l)==-=+=-0= =
(1) =3 rl)=3-3+3 9

and at time ¢ = 0 we have 5 985 1 8 64

1y (0) — - = —

39739 7
Hence we obtain the following diagram for the derivative price

My (1) = IIy(3) =0
\ /
Iy (2) =0
\
My (3) = 0
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This concludes the first part of the exercise. To compute the number of shares of the
underlying asset in the hedging portfolio we use the formula

1 Te(t+1) -1 (t+ 1)
S(t) et — et

for t = 1,2 and hg(0) = hg(1), where we recall that hg(t + 1) is the position in the interval
(t,t + 1]. Letting t = 2 we obtain

hs(t+1) =

3 S(2)
whence
4 5—-2
8 4 2—-0 5
2 = — h = — — =
S@) = & 3y =0
25 AW
Likewise 4TI (2) Hd()
u©(2) — 2
hs(2) = s — ¥
Hence
16 4 4—-4/3 10
S =g = hs) =5 T =
32 4 4/3—-0 25
W= =@ =3 "5m ~ 1
and finally

4T1%(1) — g (1) 4 28/9-8/9 125
hs(0) = hs(1) =3 5(0) ~ 3 64/25 108
This concludes the second part of the exercise. Consider now a constant portfolio with -1
shares of the derivative. The return of this portfolio is positive if the value of the derivative
at the expiration date is smaller than the initial value. This happens along all paths except

r = (u,u,u), hence the probability that the return of this portfolio be positive is 1 — p3 =
1-1/8=17/8=87.5%.

Exercise 4.4

With the given values of the parameters u, d, r, we have

em — et

1
u_d:il
e € 3

Gu =



The fair price ﬁy(t) of the American derivative satisfies

~

My (t) = max(Y (1), e " (quII% (t + 1) + qqlIL (£ + 1))
— max(Y(£), %(ﬁ;(t +1) 4+ Tt 4 1)),

where ﬁ”{/(t) (resp. ﬁdy(t)) is the price of the derivative at time ¢ assuming that the stock
price goes up (resp. down) at time t. The diagram of the stock price is
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to which there corresponds the following diagram for the intrinsic value:

Y(3) =0=TIy(3)
/
Y(2) =0
Y(1) =0 Y(3) =0 = IIy(3)
Y(0)=0 Y(2) =0
Y(1) =6 Y(3) =8 = [Iy(3)
\Y@) = 1/

Therefore

S(2) =48 =1Iy(2) =0, S@)=24=1I0y(2) =4, S5(2)=12=Iy(2) =12

S(1)=36=1Iy(1) =2, S(1) =18 = 1IIy(1) =8,
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and ﬁy(O) = 5. We thereby obtained the following diagram for the price of the derivative:

~

fiy /
/ \
\ /

ITy-(0) —
My (1) =8 y(3) =8

\ Ty (2) = 12/
Iy (3) =8

This completes the first part of the exercise. The only case in which the price of the derivative
equals its intrinsic value prior to expiration is at time ¢ = 2 when the price of the stock is
S(2) = 12 (i.e., the stock price goes down in the first two steps). This is indicated in the
previous diagram by putting the price of the derivative in a box. In this case, and only in
this case, it is optimal to exercise the derivative prior to expiration. If the buyer does not
exercise the derivative at the optimal moment, the writer can withdraw the amount

O(2) = Tiy(2) — e "lully (3)" + ullf(3)] = 12— 18 — 18] =4

Note that after withdrawing this cash, the value of the portfolio is 8, which is exactly what
the writer needs to hedge the derivative!
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Exercise [4.5]
The binomial trees for the stock price S(¢) and the intrinsic value Y'(¢) are as follows.

S(3) =5
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The binomial price of the American derivative is defined as
Iy(3) =Y(3), Iy(t) =max[Y(t),e " (g% (t + 1) + qII%(t + 1))], t =0,1,2,

where ¢, = 2/3 and ¢4 = 1/3. Applying the above formula one finds the following binomial
tree for Iy (t).

~

(1) =7 fiy(3) = 1
Iy (0) = i35 :
My (1) = Iy (3) =0

fiy (2)
fly(2) -
;7
\ d
fiy (2)

Y(S) =0

This concludes the first part of the exercise. The initial position on the stock in the hedging
portfolio is R R
LIy —Ig(1) 1 5H—35 145

u ~ 64 3 — qa9?
S(O) e —ed 25 1 432

which answers the second question. As to the cash flow, observe that the only optimal
exercise time is ¢ = 2 when S(2) = 8/5, as in this case, and only in this case, IIy(¢) and
Y (t) are equal. If the buyer does not exercise the derivative at this instance, the seller can
withdraw the amount

hs(0) = hs(1) =

~ —ry T ~ 72 11
C2)=1y(2) —e (g5 (t+ 1) + q Iy (t + 1)) = 3T I
This answers the third question. The probability that the derivative is in the money at time
tis P(Y(t) > 0). We have
P(Y(0) >0)=1, P(Y(1)>0)=np,

P(Y(2) > 0) =p* +2p(1 = p) =p(2—p), P(Y(3)>0)=p*+3p*(1 - p)=p*(3 - 2p).
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This answers the fourth question. Finally, the return for the buyer at time ¢ is positive if and
only if Y(t) > IIy(0) (the question is relevant because the buyer can exercise at any time).
This happens only at time ¢ when S(2) = 8/5 (the optimal exercise time) and at maturity
t =3 when S(3) = 5. Hence we have

P(R(0) > 0) =0, P(R(1)>0) =0,
P(R(2) > 0) = 2p(1—p) P(R(3) > 0) = p"

)

This completes the exercise.

Exercise 4.6

The binomial tree for the stock price and for the intrinsic value Y (¢) of the American put
are
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Let ﬁput(t) be the price at time ¢ € {0, 1,2} of the American put. We have the recurrence

~

formula I1,,(2) = Y (2) and

Ilu(t) = max[Y(¢), e_r(qUngt@) + qdﬁzut(t))L

where ;
e —e 2 1

= - =1-q,= -, T =1.
€u—€d 37 dd q 3 €

Gu =

Hence the binomial tree for ﬁput(t) is

ﬁput(l) -

Mpue(0) = 55 Mpue(2) = 2
\

Hput(1> - %
d
pu(2) = %

The only optimal exercise time prior to maturity is ¢ = 1 when S(1) = % This concludes
the first part of the exercise. The compound option has maturity 7" = 1 and pay-off

Q = (Fpu(1) ~ )+

Since ﬁput(l) is a function of S(1), then we can treat the compound option as a standard
derivative on the stock. The compound option expires in the money if the stock price goes
down at time t = 1 and out of the money otherwise. Hence the price of the compound option
at time t =0 is 123 8 ]
[Mey(0) = = (== — =)y = —.

This answers the second question. As to the hedging portfolio, the compound option can be
hedged by investing on the stock and the risk-free asset. The number of shares in the stock
is

1 I () —-T08,(1)  250-2 5
S(0) e —ed 6421 16
The number of shares in the risk-free asset is obtained by solving the replicating equation
at time t = 0:

|=|otiwe

hs =

Mp(0) — hsS(0) 31

hss(()) + hBB(O) = HCP(O) = hg = B(O) = 2—5
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This answers the third question. Finally we compute the expected return E[R] for the owner
of the compound option as a function of p € (0,1). Clearly

1
R = — with prob. p,

which is the return when the stock price goes up at time ¢t = 1. If the stock price goes down
at time t = 1, the owner of the compound option will buy the American put for K; = 8/25.
If the American put is exercised at this optimal exercise time, then the return will be

23 1 8 2

25 5 25 5 PO P

Hence, if the American put is exercised at ¢t = 1, the expected return is

1 2 2 3
E[R| = —=p+ =(1—p) = = — 2p.
[R] 5p+5( p) s gD

If the American put is exercised at ¢t = 2, the expected return is

1 3 8 1

E[R) = —-p+ (; — 5 — = p(1—p)+

39 8 1
5(5255) 25

o~ 2 (1= = (3 2)(8p— 13) = f(p).

Now, it is straightforward to verify that f(p) > % — %p when 0 < p < 2/3 and f(p) < % — gp

when 2/3 < p < 1. Hence the strategy which maximizes the expected return for the
compound option is: for 0 < p < 2/3, the American put should not be exercised at time
t = 1, while for 2/3 < p < 1 the American put should be exercised at time ¢ = 1. For
p = 2/3 the two strategies lead to the same expected return. This answers the last question.

Exercise 5.9

Let A be an event that is resolved by both variables X,Y. This means that there exist
I,J C R such that A={X € I} ={Y € J}. Hence, using the independence of X,Y,

P(A)=P(ANA) =P(X € I,Y € J) = P(X € I)P(Y € J) = P(A)P(A) = P(A)>.

Therefore P(A) = 0 or P(A) = 1. In a finite probability space this implies A = () or A = Q,
respectively.
Now let a, b be two deterministic constants. Note that, for all I C R,

1 ifael
0 otherwise

P(ae[):{

and similarly for b. Hence

1 ifaeclandbe J
P(ael,bej)—{ 0 otherwise =Pla e P e J).
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Finally we show that X and Y = ¢g(X) are independent if and only if Y is a deterministic
constant. For the “if” part we use that

P(XelJ) ifael

Plael,X € J)= { 0 otherwise

= P(a € DP(X € J).

For the “only if” part, let 2 € R and I = {g(X) < 2} = {X € g7 }(~00,2]}. Then, using
the independence of X and Y = ¢g(X),
P(g(X) < 2) =P(g(X) < 2,9(X) <2) =P(X € g7 '(~00,2],g(X) < 2)
=P(X € g '(—00,2])P(g(X) < 2) = P(g(X) < 2)P(g(X) < 2).

Hence P(Y < z) is either 0 or 1, which implies that Y is a deterministic constant.

Exercise 5.10]

The exercise asks to prove the following:

Let X4, X5 be independent random variables, g : R — R, and f : R — R. Then the random
variables
Y =g9(X1), Z=[f(Xs)

are independent.
Given I,J C Rwe have {Y € I} = {X; € {g € I}} and {Z € J} = {X, € {f € J}}.
Hence, using the independence of X, X,

PYel,Ze))=P(X,e{gel},Xoe{fecJ})

=PXye{gecl})P(Xoec{feJ})=PY e )P(Z e J).

Exercise 5.11]

The statement X,Y independent = X,Y uncorrelated holds for random variables on gen-
eral probability spaces, but here we are only concerned with finite probability spaces. In
particular, X can only take a finite number of values xy,...2xy and Y a finite number of
values y1,...yn. Letting A, = {X =u2,;}, B ={Y =y;},i=1,...N,j=1,...M, and
denoting I4 the indicator function of the set A, we have

N M
X=> als, Y= yls.
i=1 j=1
Hence

N M N M
XY = Z Z xiyj]IAi]IBj = Z ZmiyjHAiﬂBj

i=1 j=1 i=1 j=1
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Hence, by the linearity of the expectation, and the assumed independence of X,Y,

N M
EXY] = Z inij[HAmBj]
i=1 j=1
N M

= Z Z z;y;P(A; N By)

As an example of uncorrelated, but not independent, random variables X, Y, consider

—1 with prob. 1/3
X =< 0 with prob. 1/3 Y = X~
1 with prob. 1/3

The random variables X, Y are not independent, since Y is not a deterministic constant (see
Exercise 5.9 above). Moreover XY = X? = X and thus E[XY] = E[X?] = E[X] = 0. Since
E[X]E[Y] = 0, then Cov(X,Y) = 0, i.e., the two random variables are uncorrelated. As

to , we write
Var[X + Y] = E[(X + Y)?] — E[(X + Y)]* = Var[X] + Var[Y] + 2(E[XY] — E[X]E[Y]),

by which the claim follows.

Exercise 5.12

To prove the inequality we first we notice that
Var[aX] = E[a?X?] — E[aX]? = o’E[X?] — &’E[X]* = o*Var[X],

Cov(aX,Y) =E[aXY] - E[aX]|E]Y] = aCov(X,Y)

and

Var[X + Y] =E[(X +Y)? - E[X + Y]* = E[X?] + E[Y?] + 2E[XY]
—E[X])* - E[Y]? - 2E[X]|E[Y] = Var[X] + Var[Y] + 2Cov(X,Y).

Hence letting a € R we have

Var[Y — aX] = a*Var[X] + Var[Y] — 2aCov(X,Y).
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Since the variance of a random variable is always non-negative, the parabola
y(a) = a*Var[X] + Var[Y] — 2aCov(X,Y)
must always lie above the a-axis, or touch it at one single point @ = ag. Hence
Cov(X,Y)? — Var[X]Var[Y] < 0,

which proves (5.19). Moreover Cov(X,Y)? = Var[X|Var[Y] if and only if there exists ao
such that Var[—agX + Y] =0, i.e., Y = apX + by, for some constant by. Note that ay # 0,
otherwise Y is a deterministic constant. Substituting in the definition of covariance, we see
that Cov(X, apX + by) = apVar[X]. Hence if the right inequality in is an equality we
have

agVar[X] = v/Var[X]Var[agX + b)), i.c.,aoVar[X] = |ao|Var[X],

and thus ag > 0. Similarly one shows that if the left inequality becomes an equality then
ag < 0.

Exercise 5.17

By linearity of the expectation,

E[W, (1)] = %E[Mm o,

where we used that E[X}| = E[M] = 0. Since Var[My] = k, we obtain
t
Var[W,(t)] = %

Since nt ~ [nt], as n — oo, then lim,_,, Var[W,(t)] = t. As to the covariance of W, (t) and
W, (s) for s # t, we compute

Cov[Wy(t), Wa(s)] = E[W,(t)Wn(s)] — E[W,()|E[W,(s)] = E[W,(#)Wa(s)]

1 1 1
Assume ¢t > s (a similar argument applies to the case t < s). If [nt] = [ns] we have

E[MpgMp,g] = Var[Mp,q] = [ns]. If [nt] > 14 [ns] we have

E[M[nt]M[ns}] = E[(M[nt]—M[ns])M[nsﬂ-i-E[Mfm]] = E[M[nt]—M[ns}]E[M[ns]]+Val"[M[ns]] = [TLS],
where we used that the increment M, — Mj,, is independent of Mj,,. Replacing into
we obtain

[ns]

COV[Wn<t), Wn(5’>] = T
It follows that lim,,_,o, Cov|[W, (), W, (s)] = s.
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Exercise 5.19

The second formula follows by the first one using that e“q + e¢?(1 — ¢) = e” (or by letting
t = N in (5.28])). To prove the first formula we use

E,[S(N)] = Ep[S(0) exp(Xy + - -+ + Xn)] = S(O)E,[Y],
where Y is the random variable
Y(w) =exp(Xi1(w) + -+ Xn(w)) = exp(ulNgy(w) + dNp(w)), w € Qy.
Hence, using Nr(w) = N — Ny (w) and we obtain

E,[S(N)] = S(0) Z e(uNH(w)+dNT(w))pNH(w)(1 _p)NT(w)

WEQN

NH(UJ)
= 5(0)eN(1 —p)N Y elvmDNul) <—p > .

wENN <1 _p>

Now we use that for £ = 0,..., N there exist exactly (]]X) sample points w € 2y such that
Ny (w) = k. Hence we can write

mwmm:smwwu—mNiyﬁ)(gg%ﬁy.

By the binomial theorem, (1 + a)¥ = 37 (V)a¥, hence

B SN = SO (14 2 ) = SO =) + )

Similarly one finds that Var,[S(N)] = S(0)2[(e*"p + €**(1 — p))¥ — (e“p + €¥(1 — p))*V].

Exercise [5.20

By the risk neutral pricing formula (5.35) at time ¢ = 0 we have AC(0) = e ™VE,[Yean(z)]
and similarly for the Asian put. Thus

AC(O) - AP<0) - ]Eq D/call - Yput]

Using
1 N 1 N 1 N
Yean—Yopu = <N—+1 y S(t)) - K] - [K - <N—+1 3y S(t))] - <N—+1 Yy S(t)) K
t=0 + t=0 + t=0
we find N
AC(0) — AP(0) = ; — (Z EQ[S(t)]> — Ke™™NE,[1],



where E,[-] denotes the expectation in the risk-neutral measure. As E,[1] =1 and E,[S(¢)] =
S(0)e™, we obtain

AC(0) — AP(0) = e~V []\f(—?l (Z e”> - K]

Using the formula in the HINT concludes the exercise.

Exercise 5.27

As E[W(t)] =0 for all t > 0,
Cov[W (s), W(t)] = E[W (s)W(t)].
Assume t > s (for t < s the argument is identical). Using that the increments W (t) — W (s)
and W(s) = W (s) — W(0) are independent we have
E[W (s)W (t)] = E[W (s)(W (t) — W (s))] + E[W(s)*]
= E[W(s)|E[W (t) — W(s)] + Var[W (s)] = Var[W(s)] = s.

Exercise 6.9

Recall that
C(t,z) = x®(dy) — Ke ""®(ds), (B.7)

T N L s

2 = o7 ) 1 =02 TOVT, :
and where ®(z) = \/%7 wa e aY’ dy is the standard normal distribution. As o — 0" we have
d1 — d2 and

1
dy ~ —(log Ly r7)o L
T

VT K
Hence
dy — o0, ifx>Ke ',
dy — —00, ifx< Ke ',
dy =0, ifr=Ke ',
Thus
lim ®(dy) = lim ®(dy) =1, if Ke '™
oy 2h) = Jip @) =1, e Ke,
lim ®(d;) = lim ®(dp) =0, ifx < Ke ',
o—07t o—07t
lim ®(dy) = lim ®(dp) = ®(0), ifz=Ke .

o—0t o—0+
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It follows that
lim C(t,z) =ax— Ke™ ™™ ifx>Ke ',

o—0t

lim C(t,z) =0, ifz<Ke ',

o—0t
ie., lim, ,o+ C(t,z) = (x — Ke™"");. For 0 — 400 we have dy - —o0 and d; — 400, hence
®(d;) — 1 and ®(dy) — 0. Thus C(t,z) — = as 0 — +oco. As K — 0T, both d; and dy
diverge to +o00, hence

lim C(t,z) =x.
K—0t

For K — 400, dy,dy diverge to —oo. Hence the first term in C(t,x) converges to zero. As
the first term in C(t,z) always dominates the second term (since C(t,z) > 0), then the
second term also goes to zero and thus

lim C(t,z) =0.
K—+o00
For T' — +00 we obtain
lim C(t,z) = .
T—+o0
Finally, for z — 0T, both d;, dy diverge to —oco and thus
lim C(t,x) =0.
z—0t

To compute the limits for put options we use the put-call parity:
C(t,z) — P(t,x) =2 — Ke™ ",
by which it follows that
lim P(t,z) = (Ke "™ —x)y, lim P(t,z) = Ke "

o—0t o—+o0
lim P(t,x) =0, lim P(t,z) = +oo,
K—0t K—+o00
lim P(t,z) =0, lim P(t,x)=Ke .
T—4o00 z—0t
Exercise [6.13]

The pay-off function is g(z) = k 4 zlog z. Hence the Black-Scholes price of the derivative is
Iy (t) = v(t, S(t)), where

_a? T+o/T _y? d
v(t, ) Ze”/g <xe<r 7)t ‘fy) P
R V2

o2 2 .U2 d
_ err/ (k + xe(rfT)eraﬁy(logx + (r — %)7- + U\/?y)) e~ Y
R

dy
=ke "+ 2zlo I/ e~ 2y—ov)? _ZL
& R vV 27‘(’

0'2 1 2 dy 1 2 dy
+a(r— =) [ e 2V 4 g0 7-/ e 3W—ovT)® I
( 2 ) /R VT VT ]Ry V2T

159

3



Using that

~3-ovm? W _ ~3w-ovm? W _
e 2 =1, e 2 =0T,
/R V2 R Y V2 VT
we obtain
o2
v(t,x) = ke™"" + xlogx + x(r + 7)7’
Hence

2

Iy (t) = ke™"™ + S(t) log S(t) + S(t)(r + %)T.

This completes the first part of the exercise. The number of shares of the stock in the hedging
portfolio is given by
hs(t) = AL, S(1)),
where A(t,z) = 2 =logz + 1+ (r + %2)7' Hence
2

hs(t) =14 (r+ %)7‘ +log S(t).

The number of shares of the risk-free asset is obtained by using that
Iy (t) = hs(t)S(t) + B(t)hp(t),

hence

h(t) = %(HY@ — hs(1)S(1))

= e (ke + S(8)log S(t) + S+ )T = S(t) = SO+ )7 — 5(t) log S(1))
=ke ™ — S(t)e .

This completes the second part of the exercise. To compute the probability that ¥ > 0,
we first observe that the pay-off function g(z) has a minimum at z = e~ and we have
gle™!) =k —e~!. Hence if k > e, the derivative has probability 1 to expire in the money.
If k < e™!, there exist a < b such that

g(z) >0 ifandonlyif 0 <z<aorz>b.

I we have

P(Y > 0) =P(S(T) < a) + P(S(T) > b).
Since S(T) = S(0)e*T+oVTC with G € N(0,1), then

Hence for k < e~

log 2@ 1 a1 log 29 1 a1
S(T)<a<:>G<—u::—A, S(t)>b<:)G>—u:_—
oVT oV’
Thus
—A 2 dy Foo y2 dy
IP’Y>0:IP’G<—A+]P’G>—B:/ ez +/ ez
( ) =P( )+ P( ) . e o

=®(-A)+1-9(—B)=1—-P(A) + ®(B).

This completes the solution of the third part of the exercise.
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Exercise [6.14]

The pay-off function is g(z) = z(z— K); the Black-Scholes price is given by Iy (t) = v(t, S(t)),
where

o2 2 d
v(t,z) = e_”/g(ave(’"_2)7_("@’)6_y2 4
R

:eTT/ [xe(rfL;)Tfaﬁy] [ (rfﬁ)ffaﬁy_K e—% dy
R

=z [:ce("*"Q)T — K} )

This solves the first part of the exercise. The number of shares of the underlying stock in
the hedging portfolio is given by hg(t) = A(t, S(t)), where

0
Alt,x) = % = 2T _ [

The number of shares of the risk-free is obtained using

([l () - hs()S(1) =~
B(t) B(0)
This completes the second part of the exercise. The relative return of the portfolio is
_ Iy (7)
- 1Iy(0)
) =

My (t) = hs(t)S(t) + hp(t)B(t) = hp(t) = IS (1),

-1

Using Iy (T) = S(T)(S(T) — K) and Iy (0) = K2(e"+7)T — 1), we obtain

E[S(T)(5(T) — K)]
E[R] = K2(er+o)T 1) -1

Writing the geometric Brownian motion at time 7' as

S(T) = S(Q)e(u*%)TWW( ) — Ke(ufﬁ)TJraﬁG
where G = W(T)/VT € N(0,1), we get

E[S(T)2] = K2€(2/‘¢72)T/ ZU\Fyfng dy _ K2 2u+o?)T
R

Y

§

o2 dy
E[S(T)] = Keh=%)T / eVTy=3v? — Ke'T
[ ( )] R \/ﬂ

Therefore
E[S(T)(S(T) — K)] = E[S(T)?] — KE[S(T)] = K%e"T (et — 1),
We conclude that the expected relative return is given by
et (eluto®)T

1)
E[R] = o(rtoT _1 L.

This completes the third part of the exercise.
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Exercise [6.15]

The graph of the pay-off looks like in the following picture (the numbers on the axes are
irrelevant).

10

30 40 50

-10+
By this picture one can see that
9(@) = (K —2)4 — (v = K)1 + (z — 2K)4 = 91(2) + g2(2) + g3(2).

As the Black-Scholes price is linear in the pay-off function, the Black-Scholes price of the
derivative is the sum of the Black-Scholes price of the derivatives with pay-off functions

91, 92, 93, hence
[y () = P(t, 5(t), K, T) - C(t, S(t), K, T) + C(t, S(¢), 2K, T)
— Ke™™ — S(t) + C(t, S(1), 2K, T),

where for the second equality we used the put-call parity. Here C(t,S(t), K,T) denotes the
Black-Scholes price of the European call with strike K and maturity 7. Hence

C(t,S(t),2K,T) = S(t)®(dy) — 2Ke " ®(d),

where 516) , st) ,
gl Flrdg)r o lssg A )T
o\ T ’ o\ T '

This completes the second part of the exercise. For the last part, denote

FIK) = Ke — S(t) + C(t, S(t), 2K, T)

the price of the derivative as a function of K. We want to prove that there exists K, > 0
such that f(K.) = 0. First we observe that f(K) > 0 for K > S(t)e"". Hence, if we prove
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that f(K) can also take negative values, then, since f is continuous, there must exist K,
such that f(K,) = 0. To this purpose define Kj such that dy = 0, that is

2

1 o
Ky = ES(t)e(T_T)T.
For this strike price we have @(672) = 1/2 and so the function f evaluated at K is

f(Ko) = (®(dr) = 1)S(1).

As ®(dy) < 1, we find f(K,) < 0. Hence there exists Ko < K, < S(t)e'™ such that
f(K.) = 0. The value K, is the fair value of the strike price for the derivative. In fact, as
both the buyer and the seller of this derivative can loose money at maturity, the fair price
of the derivative should be zero. This concludes the solution of the exercise.

Exercise [6.19]

Letting a = 1 — ™", the price at time ¢ = 0 of a European derivative with pay-off function
g(x) = (x — 5(0)) is
2 dy

Hy(O) —e T /R3 g((l — a),S'(O)6(1”—02/2)T—i-m/i7y)e—?47 -

2 2 d
—rT —ZT4oVT —y ay
=e S0 e 2 Y —1),e =
0/ e s
2

_TTS(O) /+OO ( —l(y—U\/T)Z L) dy
=€ e 2 — €2 |—=
aVT/2 V2m

= " S(0)[®(——) — @(—

oVT
2

a\/T oVT
N 7 )

= S(0)e"(20( ) —1)

where @ is the standard normal cumulative distribution. The value of the given portfolio at
times ¢t = 0,7 is

V(T) = —g(S(T)) = S(0)e™""e"™" = —(S(T) - 5(0))+ — S(0)

V(0) = —Iy(0) — S(0)e ™ = —2S(0)e""T<I>(ﬂ)

2
Hence R(T) = V(T') — V(0) is given by

{ —S(T) 4 2S8(0)e"T®(av/T/2) if S(T) > S(0)
S(0)[2e " T®(o/T/2) — 1] if S(T) < S(0)

In particular, for S(7") > S(0) we have
R(T) < 8(0)[2¢ " ®(ovV/T/2) — 1], for S(T) > S(0).

R(T) =
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It follows that for 2¢"7®(0\/T/2) — 1 < 0, the portfolio return is always negative. For
2e"T® (/T /2) — 1 > 0 we have

P(R(T) > 0) = P(S(T) > S(0)) + P(S(0) < S(T) < 25(0)e "I ®(cv/T/2))
= P(S(T) < 25(0)e """ ®(av/T/2))

—~

As
S(T) = (1 - Q)S(0)el~ 7 ATHTE — ()5 T+evTG,

where G is a standard normal random variable, then

S(T) < 25(0)e " T®(oVT/2) & G <6

where
5 (2 — )T +log(2®(ov/T/2))
_ T _
Hence
P(S(T) < 25(0)e " T ®(oVT/2)) = P(G < &) = ®(6).
Exercise [A.2]

The diagram of the stock price is
S(2

~—

=64 = [1y(2) =

48

A

S(1) =
S(0) = 36 S(2) = 32 = Iy (2) = 4
S(1) =

24

A

S(2) =16 = Iy (2) = 0

where we also indicated the value of the derivative at the expiration date (which is equal to
the pay-off). The parameters of the binomial model are

Gu =44 = 3 r=0.

To compute the price of the derivative at the times t € {0, 1} we use the recurrence formula

Iy (1) = e " (qIl(t + 1) + qalI% (¢ + 1)) = %(H;(t + 1)+ 0%t +1)), te{0,1}.
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Hence at time ¢ = 1 we have
1
S(1) =48 =TIy (1) = 5(0—1—4) =2
1
S(1)=24=1ly(1) = 5(4—1—0) =2

and at time ¢t = 0 we have

Iy (0) = %(2 +2) =2

This concludes the first part of the exercise. Next, let a; be the number of shares of the
stock and as the number of shares of the derivative in the Markowitz portfolio and let

al»S(O) o — CLQHY(O)
K 2 K

(%) =z (7)) (B.9)

where the various symbols have the following meaning: 6 is the risk aversion of the investor
(which is 1/36 in this exercise), p; = E[R;], Ry, Ry are the relative returns of the stock and
the derivative, p = €? — 1 (which is 1/9 in this exercise) and C~! is the inverse of the
covariant matrix C;; = C(R;, R;). Hence we first compute the random variables R, Rs,
which are defined as

™ =

Then we have the formula

1y (2) — 11y (0)

R = R =
1 ; 2 HY(O)

Since p = 1/2, then
64 with probability 1/4
S(2) = ¢ 32 with probability 1/2
16 with probability 1/4

and similarly
0 with probability 1/4
Iy (2) = ¢ 4 with probability 1/2
0 with probability 1/4

Note that S(2) and Iy (2) are not independent variables! In fact, the price of the derivative
at time 2 is uniquely determined by the price of the stock at time 2. Using the above we
find
7/9  with probability 1/4
Ry =< —1/9 with probability 1/2
—5/9 with probability 1/4

—1 with probability 1/4
Ry = 1 with probability 1/2
—1 with probability 1/4
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Hence

:E: ——————————— —
m=Ef]=g-7-55797=0

and similarly ps = E[Ry] = 0. Next we compute the covariance matrix. We have

49 1 1 1 25 1 19
—_— P f— 2 = — ¢ — —_— . — — 0 m— T e—
011 = COV(Rl, Rl) = Var[Rl] = E[Rl] = ]1 4 —+ 31 9 + 31 4 817
022 = COV(RQ, RQ) = Var[Rg] = 1,
71 1 1 5 1 1
Cip = Cq = Cov(Ry, Ry) = E[R1 Ry] = 91 9 §+§Z —

Hence the covariant matrix is

whose inverse is

Q
AN
I
-~
NI~ N[O
o =NIE
~_—

Replacing what we found in we obtain,

() 1) ()-()

Hence the number of shares in the portfolio are

1000 - 10

T =—10=a; = — 35 ~ —278
1000 - 28
Ty = —28/9 = Ay = —W ~ —1556.

Hence the investor takes a short position on the risky assets and invest in the risk-free asset
the capital K = 1000 plus the income from the short position. This is natural, because the
risky assets have zero expected return in the present exercise. This concludes the second
part of the exercise.
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Appendix C

Answer to selected exercises

Exercise 22 V(1) = 3, V(1) = 9, V(0) = 15.
Exercise 2.3t hg(1

hs(2
hs(2
Exercise B.4 11y (0) = 5/54. P(Y > 0) = 28, 125%.

—6,hp(1) = 21; if the price of the stock goes up at time t = 1, choose
—1/3,hp(2) = 4; if the price of the stock goes down at time ¢t = 1, choose
—5/2, hp(2) = 14.

) =
)
)

Exercise T hs(1) = hg(0) = —1/5, hp(1) = hp(0) = 14/45: if the stock price goes up at time
1, then hg(2) = hp(2) = 0; if the price of the stock goes down at time 1, then
hs(2) = —4/5, hp(2) = 224/405.

Exercise .68 E[X] = N(2p —1).
Exercise 5.8 E[R] = — 2L Var[R] = 7983/12544 ~ 64%.
Exercise 61T} Ty (t) = S(¢t)®(dy).

Exercise 616 I1y(0) = Sy — So®(d — oV'T) + By®(d), where d = Jov/T + —7 log (%?) Moreover
lim, o0 Iy (0 ) = Sy + By and lim,_,¢+ 1y (0) = max(.Sp, By).

Exercise [A.3l For i = 1,2 we have
1 et — T
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Appendix D

Additional exercises

The exercises in this appendix are taken from [3] and from old exams.

Chapter 1

For the following exercises assume that the dominance principle holds.

1. Let r > 0. Prove that C(¢,S(t), K,T) — S(t) as T — oo

Prove that 0xC(t,S(t), K,T) > —exp(—r7), provided the derivative exists
Prove that C(t,5(t), K,T) — 0 as S(t) — 0

Prove that 0,C(t,s, K,T) — 0;P(t,S(t), K,T) = 1

A

Find a constant portfolio consisting of European calls and puts with expiration date
T such that the value of the portfolio at time 7" equals V(T') = min(K, |S(T) — K]|)

6. Find a constant portfolio consisting of European calls and puts with expiration date T’
such that the value of the portfolio at time 7" equals V(7') = min[(S(T) — K) 4, (L —
S(T))+, (L — K)/4], where 0 < K < L

Chapter 3

In the following exercises, {S(t), B(t)}tez, Z = {1,..., N}, is an arbitrage free binomial
market with parameters d < r < u, p € (0,1). The value of the market parameters is
specified in each single exercise.

1. Assume d = —u, r = u/2 and N = 2 and let g(z) = 1 if z = 0, g(z) = 0 if
x # 0. Consider a European derivative with pay-off Y = ¢(S(2) — S(0)) at time
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of maturity 7 = N = 2. Find IIy(0) and hg(0). ANSWER: IIy(0) = 2e “q,qa,

hs(0) = hs(1) = S te;

2. Let u >r >0,d = —uand N = 3. A European style derivative with expiration
date T' = N = 3 pays the amount 1 if the underlying stock moves always in the
same direction (up or down) and 0 otherwise. Compute Iy (0). ANSWER: IIy(0) =
e (g, + q4)

3. Let N =2 and " = (e* +¢e%)/2. Derive the hedging portfolio of a European derivative
paying the amount Y = |5(2)/5(1) — S(1)/5(0)| at time of maturity 7" = 2

4. (Hard) A European derivative pays the amount Y = S_~ (S(t)—S(t—1)), at maturity
T = N. Find Iy (0). ANSWER: IIy(0) = SoAlgf:TlN, where A = [g,(e*—1) 4 +qa(e? —
1)4]

5. Let N =3 and

1 64
L = — L ]_ = — 1 .
€ € 2a € ’ SO 25’ p € (07 )

Consider a European derivative with maturity 7" = 3 and pay-off

Y = Ggsu‘) _ 2)+,

which is an example of Asian call option. Compute the price of the derivative at
time ¢ = 0. Compute the probability that the derivative expires in the money and the
probability that a long position in one share of the derivative gives a positive return.
ANSWER: Iy (0) = 52/75, P(Y > 0) = p, P(R > 0) = p?

Chapter 4

In the following exercises, {S(t), B(t)}tez, Z = {1,..., N}, is an arbitrage free binomial
market with parameters d < r < u, p € (0,1). The value of the market parameters is
specified in each single exercise.

1. Let N =2, e" = %, ed = % and e = %. Consider an American put option with strike
K = 3/4 at the maturity time 7" = 2. Assume S(0) = B(0) = 1. Compute the initial
binomial price of the derivative and the initial position in the hedging portfolio. Verify if
the put-call parity holds at all times. ANSWER: IIy(0) = 1/9, hg(0) = hg(1) = —1/5,

hp(1) = hy(0) = 14/45

2. Assume e* =

RN

,et=2,50)=1,p=3/4,¢" =9/8.
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a) Compute the fair price at ¢ = 0, 1,2 of an American put with strike K = 3/4 and
maturity 7" = 2

b) Compute the fair price at ¢t = 0, 1,2 of a European call with strike K = 3/4 and
maturity T = 2

c) A derivative U gives to its owner the right to convert U at time ¢ = 1 into either
the European call or the American put defined above. Compute the fair price of
U at time t =0

d) Describe the optimal strategy that the holder of ¢ should follow

e) Compute the expected value at time ¢t = 2 of a portfolio containing one share of U
at time ¢ = 0 and assuming that the American put is not exercised at time ¢t = 1

ANSWER: ¢) II,(0) = 16/27, ) E[V(2)] = 347/256

3. Consider the American option in Exercise Assume either that (a) the buyer is not
allowed to exercise at time ¢t = 1 or that (b) the buyer is not allowed to exercise at time
t = 2. In both cases compute the initial price of the option and discuss the difference
with the original American option, where exercise is allowed at all times. REMARK:
The new option where either (a) or (b) is enforced is an example of bermuda option.

Chapter 5

1. Consider a portfolio that is long 1 share of the American put option in Section [4.3]
Assume p = 1/2 and compute the expected relative return of the portfolio. ANSWER:
E[R] = 17/648

2. Repeat the previous exercise for the compound option in Exercise [3.21 ANSWER:
E[R] = 77/16

3. Suppose X, Y are independent random variables with density functions fx, fy respec-
tively. Prova that X + Y has the density function

Frav (@) = / Iy (@ —y)dy, z€R.

4. Use the result in the previous exercise to prove Theorem

Chapter 6

In the following exercises, the stock price S(t) is given by a geometric Brownian motion with
instantaneous volatility ¢ > 0 and instantaneous mean of log-return a.
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. Find the Black-Scholes price of a European derivative with pay-off Y = S(T')+ S(T)~!
at maturity 7> 0. ANSWER: Iy (t) = S(t) + e 2775 (¢) !

. Let 0 < a < b. A European derivative pays 1 if S(7') lies in the interval (a,b) and zero
otherwise. (a) Compute the Black-Scholes price Ily () of the derivative and (b) find

o

the value of S(t) for which IIy-(0) is maximal. ANSWER (b): S(0) = \/%6‘”‘72)7

. A European derivative pays 1 if S(T7') > K and —1 otherwise, where K > 0. Determine
2
K such that Iy (0) = 0. ANSWER: K = S(0)e("=2)7T

. Let 0 < L < K. A European style derivative on a stock with maturity 7" > 0 pays
nothing to its owner when S(7T") > K, while for S(T') < K it lets the owner choose
between 1 share of the stock and the fixed amount L. (a) Draw the pay-off function
of the derivative. (b) Compute the Black-Scholes price of the derivative. (¢) Compute
the number of shares of the stock in the hedging self-financing portfolio. ANSWER
(c): hs(t) = A(t, S(t)), where A(t,x) = ®(da(K)) — P(do(L)) — ¢(da(K))/o+/T, where
do(a) = di(a) — o+/T and di(a) = (log & — (r — Z)7)/o/T.

. Consider a European derivative with pay-off Y = (S(T') — 5(0))?/S(T') at time of ma-
turity 7' > 0. Compute the Black-Scholes price 11y (¢) and the number of shares of the
stock in the hedging portfolio. ANSWER: IIy (t) = S(t)—2S(0)e""+5(0)2e(* 27 §(¢)~1;
hg(t) =1 — S(0)2e@* 2175 (t)2

. Let a, K,T > 0 be given numbers and consider a European derivative with pay-off
Y = KH(a — S(T)), where H is the Heaviside function. (a) Compute the Black-
Scholes price of the derivative; (b) compute the greeks of the derivative

. Let v(t, ) be the Black-Scholes price function of a European derivative with pay-off
Y = ¢g(S(T")). Show that v is convex in the variable z; show also that v(t,z) > g(x) if
g(0) = 0. Finally prove that v(t, z) satisfies the Black-Scholes PDE:

2
8tv+m8zv+%x28§v—rv:0, 0<t<T, x>0,

with terminal value v(T, x) = g(x).

. Let C(t,z) be the Black-Scholes price function of a call option with strike K and
maturity 7. Show that ,
NG
o
Conclude from this that the function ¢ — C(t, x) is convex in the interval (0, oo] and
concave in the interval [0y, 00), where
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