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Abstract

This thesis discusses the use of perturbation theory in the context of financial mathematics, in
particular on the use of matched asymptotic expansions in option pricing.

Our methods are applied to the ordinary Black-Scholes model for illustration. In this simple
example of the Black-Scholes model an exact solution is available, so it is in fact not neccessary
to apply the method of asymptotic expansions on this model. However, in case we do apply
the method, two artificial layers have to be constructed. Making smart choices for the local
variables leads to a transformation of the equations into a heat equation, which can easily be
solved. Finally, the results are compared to a Taylor expansion of the exact solution to see that
this method is very accurate.

After this first instructive model, the method of matched asymptotic expansions is applied to
two more advanced models based on papers by Howison [7] and Hagan et al. [5]. Here, different
choices for the scalings are made.

The former discusses a fast mean-reverting stochastic volatility model that turns out to have
many open ends. In Howison’s paper [7] quite a lot of assumptions and simplifications are made.
Unfortunately, often the motivation for them is not explicitly given in the paper, and in some
cases we even think these assumptions and simplifications are incorrect.

The latter examines a new three-parameter stochastic volatility model that successfully prices
back the volatility smile as observed in the market nowadays, and that is commonly used. The
derivation of this model is the main focus of this thesis. The resulting expression for the implied
volatility under the SABR model is obtained by considering the forward and backward Kol-
mogorov equations per order in €, making some smart choices for local variables and functions
in order to transform them into an equation that looks like a heat equation, which is easier to
solve.

Recommendations for further investigation on these models would be to consider several different
choices for the scalings and see which one works best.
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Chapter 1

Introduction

Modern financial research depends heavily on mathematics. This thesis focuses on the use
of matched asymptotic expansions in option pricing. It presents illustrations of the approach
in plain vanilla option valuation using the Black-Scholes model, using a fast mean-reverting
(stochastic) volatility model, and in the stochastic «, 5, p (SABR) model.

We begin in section 2] with explaining how to use the method of matched asymptotic
expansions to solve a general singularly perturbed problem. To explain this method, we
will study a simple (physical) example. Four steps have to be accomplished in order to complete
the application of this method:

e First, an outer expansion has to be constructed. This leads to an outer solution of the
problem.

e After that, the boundary layer has to be analized. For this, an inner expansion has to be
made, which leads to an inner solution of the problem.

e Next, these two solutions have to be matched at their boundary, using matching conditions,
to determine the remaining constants.

e Finally, we will combine these two solutions to form a composite expansion. This is done
by adding the expansions and then subtracting the part that is common to both.

Section [3 is an introduction to the computational finance subjects in this thesis. Before
presenting a mathematical description, it is necessary to clarify some economical definitions and
nomenclature. Next, in section M the financial framework will be considered. Some formulas
and theorems that are commonly used for financial models will be explained here.

In section [ we will consider the first financial model: the Black-Scholes model. We will
derive this basic model and show a reduction from the Black-Scholes equation to the heat equa-
tion. Because the Black-Scholes approach leads to partial differential equations, many physical
applied mathematicians contributed to this field. These people mainly focused on obtaining
exact solutions to certain boundary value problems representing the prices of options, or on
numerical methods. The purpose of this thesis is to illustrate another technique: asymptotic
analysis, with a particular emphasis on the use of matched asymptotic expansions. After show-
ing the exact Black-Scholes solution, perturbation theory will be applied to this model. Finally,
we will compare the results of applying perturbation theory with the exact solution.
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The next financial model, in section[@ is the constant elasticity of variance (CEV) model.
This model will be studied following the steps taken in Howison’s paper [7]. The CEV model is
a more realistic version of the ‘ordinary’ Black-Scholes model in chapter B, because studies have
shown that relative price variances do change as the stock price changes, while the Black-Scholes
model assumes a constant stock price volatility, regardless of the level of the security price.

Boundary-layer techniques can also be applied in the analysis of fast-mean-reverting stochas-
tic volatility models. We will look at this third financial model in section [ and we will show
how to construct the boundary layer near expiry for European options. In these models the
volatility itself is assumed to follow a stochastic process while the asset price is assumed to
follow the lognormal process as before.

European options are often priced and hedged using Black’s model, or, equivalently, the Black-
Scholes model. In the Black-Scholes model there is a one-to-one correspondence between the
price of a European option and the volatility parameter op. Consequently, option prices are
often quoted by stating the implied volatility op, the unique value of the volatility which yields
the options dollar price when used in the Black-Scholes model. In theory, the volatility op in the
Black-Scholes model is a constant. In practice, options with different strikes K require different
volatilities o to match their market prices.

To resolve this problem, we derive the stochastic «, 3, p (SABR) model in section 8 The
SABR model is very well explained in the paper by Hagan et al. [5]. In reality, options with
different strikes require different volatilities to match their market prices. So the volatility is
assumed to follow a stochastic process again, and the asset price and volatility are correlated.
Singular perturbation techniques are used to obtain the prices of European options under the
SABR model. From these prices we obtain a closed-form algebraic formula for the implied vola-
tility as a function of todays forward price f and the strike K. This market volatility smile is
critical for hedging.



Chapter 2

Perturbation theory

In this chapter we will use the method of matched asymptotic expansions! to solve a
singularly perturbed problem. To explain this method, we will study the following example2

ey +2y +2y=0, for0 <z <1, (2.0.1)
with boundary conditions y(0) = 0 and y(1) = 1. Here y = y(z) and

d d?
y/:;y and o = Y

dz Y =

To construct a first-term approximation of the solution for small & we will proceed in four steps 2

Step 1: Outer solution
To begin, we will assume that the solution of the above problem can be expanded in powers of
€:

m
ye(x) = Z e"yn(z) + O (5m+1) = yo(x) + eyr(x) + 2yo(x) + .. .. (2.0.2)
n=0
Substituting this into problem (2.0.]), we obtain
e(yoteyi+..)+2(wo+eyi+...) +2(wo+eyi +...)=0. (2.0.3)

By looking at all terms without € we obtain the O(1) equation y{,+yo = 0. The general solution
of this O(1) equation is
Yo(x) = ae™”, (2.0.4)

where a is an arbitrary constant. Looking at this solution, we have a dilemma, because there is
only one arbitrary constant but we have two boundary conditions. So the solution (2.0.4]) and
the expansion (2.0.2]) are incapable of describing a solution over the entire interval 0 < z < 1.
At this moment we have no idea which boundary condition, if any, we should require yo(z) to
satisfy. Based on what is observed in Example 2 in Section 1.7 of [6], it is a reasonable working
hypothesis to assume that (2.0.4)) describes a solution over most of the interval 0 < z < 1, but
there is a boundary layer at either x = 0 or at = 1, where a different approximation must be
used. Sometimes it’s even possible to have several boundary layers at the same time.

'To define an asymptotic approximation, first the order symbols need to be introduced. See appendix
2This example is taken from [6], p.48-56.
3See page 34 of [12] for a summary of those 4 steps.
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For now let’s assume that we have a boundary layer at z = 02 We will look for a solution in
that area in step 2. The solution (Z0.4)) is the first term in the expansion of the outer solution.

Step 2: Boundary layer
Based on the assumption that there is a boundary layer at x = x¢ = 0, we rescale the variable
x by introducing a local variable £ given as

_r—x9 X

$=5a T ie (2.0.5)

After changing variables from x to &, we will take £ to be fixed when expanding the solution in
terms of €. This has the effect of stretching the area near zo = 0 when ¢ becomes small, such
that we can analyze the problem locally. At this point we only know that d(¢) = o(1), and we
have no a priori knowledge of a suitable choice of d(¢).

The equation with respect to this local variable & becomes

3 82y*+ 2 oy*

P o s o T =0 (2.0.6)

with boundary condition y*(0) = 0. The boundary condition at = 0 has been included here
because the boundary layer is at the left end of the interval.

Just as with the algebraic equations studied in section 1.4 of [6], it is now neccessary to determine
the correct balancing in the following equation:

e 0?2 2 0

— Yy + ———y"+2y" =0 2.0.7

ser o TsgaeY T Y (20.7)

which contains three terms. The balance between the second and third term was already con-
sidered in Step 1, so the following two possibilities remain:

e term 1 ~ term 3 and term 2 is of higher order in ¢ (and becomes smaller as ¢ becomes
small):

5(;2 = 0= 6(e) = Ve

Now term 3 is O(1) but term 2 is O(¢~1/2). This violates our original assumption that
term 2 is higher order, and so this balance is not possible.

e term 1 ~ term 2 and term 3 is higher order (and becomes smaller as € becomes small):

Now term 1 and 2 are O (5*1) and term 3 is O(1). In this case, the conclusions are
consistent with the original assumptions, and so this is the balancing we are looking for.
This is said to be a distinguished limit® for the equation.

“In this case, choosing the boundary layer to be at x = 1 gives no solution at all, because the matching in step
3 is not possible. See appendix
5Also known as maximum balance or significant degeneration.



Now the differential equation (2.0.7]) becomes

82

0
a—gzy* +2—y* +2ey* =0. (2.0.8)

23

Because §(¢) = € the appropriate expansion for the boundary-layer solution is given by

y (&) ~yo(&) +evi(€) +.... (2.0.9)
Substituting this expansion (Z.0.9) into equation ([Z.0.8]) gives
2

* * 8 * * * *
a—éﬂ(yo—l—eyl—i—...)—}-2—(yo—i—5y1—i—...)—l—2€(y0—i—5y1—{—...)20. (2.0.10)

23

By taking a look at all terms of O(1), we have the following problem to solve:

v +2ys’ =0, for 0 < € < oo, (2.0.11a)
Yo (0) =0. (2.0.11b)

The general solution of this problem is y;(§) = A (1 — 6_25), where A is an arbitrary constant.
In this case, it should be observed that the boundary-layer equation (20.1I1) contains at
least one term of the outer-layer equation (i.e., y, +yo = 0) in Step 1, to have a successful
completion of the matching in Step 3. In general, this isn’t always the case.

The boundary-layer expansion (Z.0.9]) is supposed to describe the solution in the immediate
neighbourhood of the endpoint x = 0. It is therefore not unreasonable to expect that the outer
solution (2.0.4)) applies over the remainder of the interval (assuming there are no other layers).
This means that the outer solution (Z.0.4]) should satisfy the boundary condition at z =1 (i.e.,
y(1) = 1). So we find that a = e', which implies yo(x) = e!~%.

Step 3: Matching

It remains to determine the constant A in the first-term approximation of the boundary-layer
solution y5(§) = A (1 — 6_25). To do this, the approximations we have constructed so far are
summarised in figure 2.2 on page 52 of [6]. The important point here is that both the inner
(boundary-layer) and outer expansions are approximations of the same function. Therefore, in
the transition region between the inner and outer layers we should expect that the two expansions
give the same result. This is accomplished by requiring that the value of y; as one comes out of
the boundary-layer (as & — 00) is equal to the value of yy as one comes into the boundary layer
(as & — 0). Imposing the condition y(00) = yo(0) yields A = e! and the solution becomes

y(&) =e (1 - 6‘25> =e' —e'% (2.0.12)

This completes the derivation of the inner and outer approximations of the solution of the
example problem (2.0.0]). A plot of these solutions can be seen in figure 211 The next step is
to combine them into a single expression (Step 4).
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inner and outer solution

1 1 1 | 1 | 1 1 1
0 oot 002 003 o004 005 008 007 0085 009 04
X

Figure 2.1: The outer (blue) and inner (red) solution of the example problem.

Step 4: Composite expansion

Our description of the solution consists of two pieces, which we will now combine to form a
so-called composite expansion. This is done by adding the expansions and then subtracting
the part that is common to both. Thus,

L (T
y ~ yolz)+yp (g) —10(0),
~ TP —elT2/e, (2.0.13)

It may seem strange that it is possible to combine expansions over different intervals and still
have an asymptotic approximation of the solution. However, note that the boundary-layer so-
lution yg (z/¢) is constant to first order inside the outer region. This constant is yo(0) and to
compensate for its contribution, the term —y(0) is added to the composite expansion. Simi-
larly, the outer solution yo(x) is also constant to first order inside the boundary-layer region.
However, the term —y(0) removes its contribution in this region. The fact that the adjustment
in each case involves the constant yo(0) is not a coincidence, since it is the first term in the
inner and outer expansions found from matching: yy(0) is called the common part of the
expansions. The composite expansion gives a very good approximation to the solution over
the entire interval, see figure 2.4 on page 54 of [6].

In figure one can see the composite expansion: this is a combination of the outer (blue) and
inner (red) solution.

In the next chapters, we will apply perturbation theory to a couple of different financial models.
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Figure 2.2: Solution of the example problem: combining the outer (blue) and inner (red) solution
to a composite expansion (bold black line).
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Chapter 3

Introduction to the financial
framework

This chapter is an introduction to the computational finance subjects in this thesis. Before
presenting a mathematical description, it is necessary to clarify some economical definitions.

Financial market instruments can be divided into two distinct categories. There are the ‘under-
lying’ stocks: shares, bonds, commodities, foreign currencies, etcetera, and their ‘derivatives’:
claims that promise some payment or delivery in the future depending on an underlying stock’s
behaviour. Derivatives can reduce risk, or they can magnify it.

3.1 Bonds

First, we consider a risk-free interest rate, r, which represents the growth of money in time.
We should be able to lend at that rate, and borrow - and in arbitrary size. To model this, we
need something to model the time-value of money: a zero-coupon bond B;, which we can
buy or sell at time zero for some price, say By. After a small time step dt it will be worth
By, = Bo+1Bg dt = By(1+r dt), such that B, q, = By +rB; dt = By(1+r dt). Consequently,
we obtain the following differential equation for the bond:

dB; = rB, dt, (3.1.1)

such that
By = Bpe™, (3.1.2)

see figure 311

3.2 Brownian motion

To model more complicated financial products, a stochastic variable is needed. Brownian mo-
tions are often being used for this.

The stochastic process W = (W : t > 0) is a P-Brownian motion if and only if
1. W; is continuous and Wy = 0,

2. the value of W; is distributed, under measure P, as a normal random variable N (0, 1),

9
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Bond price Bit): exponential growth
25 T T T T T T T T T

Bond price Bit)

tirme t

Figure 3.1: Bondprice B; for different values of t. Here By = 1 and r = 0.03.

3. the increment Wy, — Wy is distributed as a normal N(0,¢), under P, and is independent
of Fj, the history of what the process did up to time s.

These are all necessary and sufficient conditions for the process W to be Brownian motion.
Brownian motion with drift is called Wiener process, and is a (one-dimensional) Gaussian
process.

We know that if the increment dW; is a Wiener process, then dW? := (dW;)? — dt as dt — 0
This can be explained by proving that E [dW; dWs] = p dt for dW; and dWs, with correlation
p-

Proof:
Suppose we have two independent normal distributed random variables Z1, Zo ~ N(0,t). Now

we define
Xl — Z17

Xo = pZy+1—pZs,
such that

E[X1X2] = E [Zl (pZ1 + \/ﬂZz)] )
= B[pZ + 1= p21%)|,
= pE[Z}]+/1-pE[Z12,],

= pVar(Z1)++/1—p-0,
= pt. (3.2.1)

!See also page 58-59 of [I].
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So X and X are p-correlated. In case X = X; = X5, we have p=1 and E [XQ] =t.

Substitution of X = dW;, and dW; ~ N(0,dt), indeed implies that dW? — dt as dt — 0. And
in the more general case, we have E [dW; dW5]| = p dt for dW; and dW5 with correlation p.

O

3.3 Stocks

In business and finance, a share of stock (also referred to as equity share) means a share of
ownership in a corporation (company). The initial price of a stock, at time ¢ = 0, is given by
S, whereas at time ¢ it is given by S;. In a small time interval d¢t, this price will change from S}
to S; + dS;. Next, consider the relative change in price: ds—f‘ We can split this relative change

into two parts:

e A deterministic part p;dt, because instead of investing it, one could also store the money
(price of the stock) at a bank, and receive interest.

e An stochastic part o;dW;, where dW; ~ N(0,dt) is known as a Wiener process, which
we discussed in the previous section.

So we obtain the following stochastic differential equation (SDE):

d
% = pedt + oy AW, (3.3.1)
t

The change in the stock price divided by its original value, ds—%, is called the return. Here puq,

is the drift rate of the stock S;. The volatility o; is related to the standard deviation of the
stock price of a share. It is an indication for the random behaviour of the market. The stock
price S; follows the lognormal distribution that arises from spE (B.31]). See figure

Dividend ¢ will be received by the owner of a share of some profit making company. Typically,
the stock price will decrease when dividend is paid. In all financial models described in this
thesis, we will assume absence of dividend: d = 0.

3.4 Derivatives

Secondly, the main topic of this thesis — option contracts and the pricing of options — will be
discussed.

A stock derivative is any financial instrument that has a value that is dependent on the price
of some underlying stock. Futures and options are the two main types of stock derivatives.

A forward contract is an agreement to buy or sell an asset (i.e., a bond, stock or anything
else of value that is owned by a person or company) for a certain price at a certain time in the
future. The participants in forward contracts are the holder and the writer. The holder, who
buys the contract, is said to take a long position on the asset. The writer sells the option
and takes a short position. A forward contract is binding towards both parties: the holder is
obliged to buy the asset and the writer is obliged to sell the asset.
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Stock price Sit): exponential growth + stochastic part
3':' T T T T T T T T T

Stock price S(1)

tirme t

Figure 3.2: Stockprice S; for different values of ¢.

This is not the case in option contracts. Options give the holder the right to exercise the
option, so he is not obliged to buy the asset. The writer is however obliged to sell the asset.
There are two basic types of options: the call and the put option. A call option is an option
that gives the holder the right to buy an asset for a certain price. A put option gives the holder
the right to sell an asset for a certain price. The price mentioned in either option contract is
called the exercise price or strike K.

The most commonly traded types of calls and puts are European and American options,
which are often called “vanilla options” 2 In the case of European options, the holder may only
exercise the option at the time of maturity or exercise time, T. American options may also be
exercised in the period before maturity.

3.5 Speculation and hedging

Options are used for several purposes. The two most important ones are speculation and
hedging.

Speculation is quite easy to understand: if the holder buys a call option V™" at time ¢, he
expects the stock price to increase. The strike price is denoted by K. If the stock price S is
greater than the strike K, the call option will be exercised and the net profit of the option will
be its payoff P(S7) := max(S7 — K,0) minus the option price V;*":

P(ST) o Vjcjall _ ST K — V;caller(T—t). (351)

2The opposite of a vanilla option is called an exotic option: any of a broad category of options that may
include complex financial structures.
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This is called the time value of money.

The second purpose to use options is hedging. The collection of all shares, options and other
derivatives owned by a trader is called a portfolio. Hedging means using options to reduce
the risk of this portfolio. A risk-free portfolio can sometimes be constructed by choosing your
hedging parameters such that all stochastic terms are eliminated in the expression for the value
of the portfolio.

Example

Let us take a closer look at hedging and speculating by looking at an example taken from [I].
We have an interest-free bond and a stock, both initially priced at $1. At the end of the next
time interval, the stock is worth either $2 or $0.50.

Question: What is the value of a bet that pays $1 if the stock goes up?
Solution: Let B denote the bond price, S the stock price and X the payoff of the bet. Let us

define p as the change that the stock goes up. In this example we take p = % The picture in
figure describes the situation.

Figure 3.3: Pricing a bet.

Buy a portfolio II consisting of % of a unit of stock and a borrowing of % of a unit of bond. The
cost of this portfolio IIy at time zero is Iy = % -$1 — % -$1 = $0.33.
After an up-jump, the portfolio becomes worth Ilyp = % -$2 — L .$1 = $1. And after a down-

3
jump, it is worth Hgoyy = 2 - $0.5 — 3 - $1 = $0.

The portfolio exactly simulates the bet’s payoff, and must thus be worth exactly the same as
the bet X. It must be that the portfolio’s initial value of $0.33 is also the bet’s initial value:
X = $0.33.

Restrictions
There are some restrictions in hedging, including:

e Transaction costs, i.e., a cost incurred in making a financial exchange. For example,
most people, when buying or selling a stock, must pay a commission to their broker
(a regulated professional who buys and sells shares and other securities through market
makers on behalf of investors): that commission is a transaction cost of doing the stock
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deal.

Liquidity, i.e., the capacity of a market to withstand an unusual amount of buying or
selling without affecting the market substantially. It refers to an asset’s ability to be easily
converted through an act of buying or selling without causing a significant movement in
the price and with minimum impact on its price. Money, or cash on hand, is the most
liquid asset.

Business days, which means any day including Monday to Friday and does not include
holidays. Trading can only be done on business days. Hence, hedging cannot be done
continuously.



Chapter 4

Financial framework

In this chapter the basics of the financial framework, with which we can describe the prices
of options and other derivatives, will be considered. Here some formulas and theorems will be
explained. These are valid for all financial models in the next chapters.

4.1 Notation

Before starting with the formulas and theorems, we list a couple of important variables:

e 1/, is the value of an option or other derivative. This value V; is a function of the stock
value S; and time ¢.

e Later on we will consider V(S;,¢) and V*"*(S;, t) as the values of a call, resp. put option.
The value of the option V; is dependent of:
e 1 the drift of the stock,

e 0y the volatility of the stock,

e K: strike of the option,

ry: (risk-free) interest rate,
e S;: the price of the stock,
e T expiry time, t =T,

e {: time.

From now on we will omit the subscripts, and write p, o, and r, because in most of the simple
financial models they are presumed to be constant. In case they appear to be time dependent,
this will explicitly be mentioned, or we will add the subscript again. Also, starting in the next
section, we write S instead of S; and V instead of V;, for notational convenience.

4.2 Assumptions

Arbitrage indicates that it is possible in a financial market to make risk-free profits beyond the
interest gained when placing money in a bank account. We assume that there is no arbitrage
and there are no transaction costs. Also we assume the absence of dividends. Furthermore,
hedging continuously in time is assumed to be possible.

These assumptions are valid for all financial models, unless explicitly stated otherwise.

15
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4.3 Itd’s formula

In order to calculate with stochastic processes we have to consider It6’s Formula. The derivation
of It6’s Formula can be found in section 3.3 in the book of Rennie and Baxter ([I]).

Definition of Itd’s formula
If X is a stochastic process, satisfying dX; = p dt + 0 dW; and the function f is a deterministic,
twice continuously differentiable function, then f(X;) is also a stochastic process. Letting

f/(Xt) — gf

Xz

2
(), and §706) = 0 (%),

we obtain
1
Af(X) = J(X) dXi+ 5 (%) dX7,

= (X)) (u dt + o dW) + %JQf”(Xt) dt.

Here, all terms up to and including O(dt) are taken into account, and we omit all higher order
terms. After rearranging terms, we find that the stochastic process f(X;) is given by

df(Xt) == <,uf/(Xt) + ;0’2f”(Xt)> dt + O'f,(Xt) th (431)

4.4 Feynman-Kac

From the sDE dS = uSdt + 0SdW;, which was introduced in section B.3] the Black-Scholes
equation
ov oV 1 ,0*V
ot Mos "7 o
can be derived, with p = u(s,t), o = o(s,t) and V = V(s,t), and terminal condition V(s,T) =
P(s). Here, P(s) is the payoff received at expiry date t = T'. This derivation will be considered
in section [5.11

=0 (4.4.1)

Meanwhile, we will prove that the expectation V(S;,t) = Eg [P(ST)‘St] is equivalent to the

solution of the Black-Scholes equation, by proving the Feynman-Kac formulagT.

Proof:
Using It6 calculus, first write

OV (S, t) OV (S, t) 102V (S, t)
5 dt + 95, dsS; + 5 38,52

dV (S, t) = ds? +.... (4.4.2)

The next step is to assume the stochastic differential equation (SDE)
dsS; = /L(St, t)Stdt + O'(St, t)Stth, (443)

with dW; ~ N(0,dt) a Wiener process, as introduced in section

'More information on the Feynman-Kac formulas can be found in appendix
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Substituting this into equation (£.4.2]) yields:

_ [OV(S,t) oV (Sy,t) 1, 02V (S, t)
T LA G (4.4.4)
0S5,
From the Black-Scholes equation (£Z4.1]) we know that
OV (Sy,t) oV (Si,t) 1 , 02V (Sy,t)
Sy, t)———= 4+ —0°(S,t) ———— =0 4.4.5
at /’[/( ts ) 8St + 20 ( ty ) aStQ Y ( )

such that in dV'(St, t) only the stochastic term (containing dW;) remains, i.e.,

OV (S, t)

dV(St,t) == U(St,t)ith. (446)
Sy
For the price V (S, t), we can write
T
V(Sit) = V(Sr.T) - / AV (Sy. 1),
t'=t
T , t/
= V(Sp,T)— / a(St/,t’)M dWy. (4.4.7)
=t aSt/
Because f(W;) = o (S, t)%ﬁ;’ﬂ is an L2-function and dW; ~ N(0,dt) is a Wiener process, we
havd? -
E [/ FWy) th|st - s} ~0. (4.4.8)
t

Hence, using equation (L4.T), we can write

V(s,t) = E :V(St,t)‘St - s} :

— E :V(ST,T)‘St - s] _E [/tT F(W) th’St - s} :

- E :P(ST)‘St - s} . (4.4.9)

4.5 Self-financing strategies

Now consider a portfolio (®¢, ¥;) with value IT;. At time ¢ it contains ®; units of security, i.e.,
stock (stock price is S¢), and also W, units of bond (bond price B;). So the value of our portfolio
at time t is [I; = ®4.5; + U B;. At the next time instance, two things happen: the old portfolio
changes value, due to the change in S; and B, and the old portfolio has to be adjusted to give
a new portfolio as instructed by the trading strategy (®;, ¥;). If the cost of the adjustment is
perfectly matched by the profits or losses made by the portfolio then no extra money is required
from outside — the portfolio is self-financing.

Self-financing property
If (¥4, ¥,;) is a portfolio with stock price S; and bond price By, then:

(®4, Uy) is self-financing < dIly = &,dS; + ¥4dB;, for allt <T. (4.5.1)

2See appendix [E for notes on L?-functions.
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4.6 Put-call parity

In financial mathematics, put-call parity defines a relationship between the price of a call
option V¥ and a put option V", which both have an identical strike price K and expiry time
T. For European options the put-call parity relationship will be derived. These options cannot
be exercised before expiry time 71'. Put-call parity can be derived in a manner that is largely
model independent.

Suppose we buy a stock S; and a put option VP* and also we sell a call option V<. At an
arbitrary time ¢ our portfolio II is worth

II=S; + Vet — el (4.6.1)
At expiry time T, we make a profit of

ST—I-O—(ST—K):K, for Sp > K,

Sr4(K—Sr)—0=K, for Sp<k (+62)

St+max(K —S7,0) —max(Sr— K,0) = {

Hence, the question is: “What is the value of a portfolio at an arbitrary time t, if it has a
guaranteed profit of K att =T72”

Again we assume the presence of a risk-free interest rate r. The money that we had to invest in
the portfolio II could also be stored at a bank, such that we would have received the risk-free in-
terest rate r. That’s why the portfolio is worth Ke" (7= else there would certainly be arbitrage.
Thus we have the following relationship between options and the underlying stock:

Sy 4 Veut — preall — KeT(T_t)7 forallt <T, (4.6.3)

which is called put-call parity.



Chapter 5

Black-Scholes model

In this chapter, we will take a look at the first financial model: the Black-Scholes model. First,
the model will be derived, and we will show that the Black-Scholes equation can be reduced into
a heat equation. After showing the exact solution, perturbation theory will be applied to the
model and finally we will compare the result with this exact solution.

5.1 Derivation of the Black-Scholes model

Substituting V' (S,t) for f in It6’s Formula (£3.1]) gives:

av =052 aw, + <M5W+1 22V V+8V) "

oS oS 95% ot (5.1.1)

Now we first need to construct a portfolio.

5.1.1 Hedging: Making a risk-free portfolio

Consider a portfolio IT that contains —® units of stock S at time ¢, i.e., we are short ® units of
stock, which means we have sold them. Also we buy one option V, i.e., we are long one option
V. The value of our portfolio at time ¢ is I =V — ®S. If the value of our portfolio Il changes
dII during a small time step d¢, we have

dll =dV — &dS — § d® =dV — @dS. (5.1.2)
—
=0
Here d® = 0, because the number of stocks in the portfolio can only be changed at the end of
every time step dt, not during the time step itself.
Substitution of equation (B.1.1]) into (5.1.2]), using 1t6’s formula (@31, we find that dII satisfies:

(v OV 1,50V OV

To make sure we have a risk- free portfolio, we should eliminate the stochastic term: the one
containing dW;. So we take ® = 857 such that the change in value of the portfolio becomes

B ov 12282V oV _ 12262V oV
= (5 (2 -0} 4 Lot DL WY oy (LpsP g

By storing your money at a bank, instead of investing it, one can receive a risk-free interest rate
r, just like we have seen before, looking at the bond B; in Chapter Bl Then the amount of

19
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money II (which could have been the value of your portfolio) will produce rIldt after a small
time step d¢, without any risk. So substitution of dII = rIId¢ into equation (5.I.4)) yields

(1 50V OV
ert—( S5z + o ) At (5.1.5)

After dividing equation (5.L5) by dt and substitution of Il = V — &S with ® = 85 into equation
(515), we obtain the well-known Black-Scholes equation

8V 1 2 5 02V ov
—_— = = 0. 1.
(975 S 652 +rS 55 rV =0 (5.1.6)

5.2 Heat or diffusion equation

We can reduce the Black-Scholes equation (B.1.6]) into an equation of the form

ou  0%u
which is known as the heat equation or diffusion equation.
For the call option we have
oV call 1 aQVcall oY/ call
T 50252 557 TS 55 rvell =0, (5.2.2)

with boundary conditions: V<(0,¢) = 0, V<'(S,t) ~ S as S — oo and at ¢ = T we have a
terminal condition: V" := V! (Sp,T) = max(S — K, 0).

This is a backward equation, with non-constant coefficients. To make it a forward equation, we
measure time backwards from expiry and scale it with o, writing®
T 1,5
t=T—-— & 71=-0°(T-1). (5.2.3)

1 _2
20 2

Also we substitute S = Ke* and V" = Kv(z,7). Now the stock price Sy, which followed a
log-normal distribution, becomes x, which is normally distributed. Also we scale S and V<!
with K to make x and v(z,7) dimensionless. After these substitutions, we obtain

o 9w ov
o= gy (k=15 — kv, (5.2.4)

with k = r/40? and initial condition v(xz,0) = max(e® — 1,0).

This already looks a lot more like the heat equation (5.2I]). The next step is to substitute
v(x,7) = e Pz, 7) for some constants a and f3.

Substituting this into differential equation (5.2.4)) yields

8u ou 02 ou

!Deviding ¢ by ¢? is done to make 7 dimensionless. From the SDE dS = uS dt + oS dW; it follows that
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In order to let all terms with u and % cancel, we have to solve the following system for o and

0:
B = a*+(k—-1a—k,
{ 0 = 20+ (k—1). (5.2.6)
The solution of system (5.2.0) is given by
o = %(k - 1)7
/6 = _%(k + 1)27
such that v(z, 1) = e%(kfl)mfi(kﬂ)%u(x, 7) and this indeed gives us the heat equation
0 0?
a—iza—g, for —oco <z <00, 7 >0, (5.2.7)

with initial condition u(z,0) = up(x) = max (e%(kﬂ)’” — ea(k=D)z, 0).

5.3 Model

In [7] Howison first considers an asset (for example: a stock) whose price is S. This stock price
S can be modeled as a function of time ¢ by the stochastic differential equation (SDE)

dS = puS dt + oS dW;, (5.3.1)

in which dW, is the increment of a standard Brownian Motion2 and u and o are, respectively,
the drift and volatility of the asset (taken to be constant).

Just like we have seen in the previous sections, we can set up a hedge portfolio Il =V — AS,

where the choice A = g—g makes the portfolio risk-free again.

In absence of arbitrage and transaction costs, the portfolio earns a (constant) risk-free rate r,
so that dII = rIId¢. This leads to the well-known Black-Scholes equation

vV 1 4 .0V ov

— 4 oS — S— —rV =0. 5.3.2

ot “27 7 957 a5 T (5.3.2)
This backward parabolic equation is to be solved with a terminal condition V' (S,T) = P(S5),
where P(5) is the payoff received at the expiry date t = T.

An alternative view of the hedging strategy is that it entails pricing with respect to a probability
measure Q that is risk-neutral, rather than the objective (observed) measure P associated with
the SDE for the asset price cited above in (5.3.]). That is, if the asset is assumed to follow the
sDE (£.3.)), then the discount value of the option at time ¢ is given by

et g |25 (533)

which is a martingaleB].

2See section
3See appendix [
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Here, we will posit the existence of a deterministic r, u and o, such that the bond price B; and
the stock price S; follow

B, = Bye, (5.3.4)
S, = S etttV (5.3.5)

where 7 is the deterministic risk-free interest rate, o is the stock volatility and p is the stock drift.

For the option price V' (S, t) this yields

V(S,t) = B, Eg [PS;T) ‘St] ,
- B prsnfs).

= T Bq [P(ST) ’St} . (5.3.6)

In practice, the hedging strategy above is impractical and in particular it is impossible to hedge
continuously in time, or at each t. For this reason we introduce the hedge parameter gamma,

- 0%V
0827
This gamma is a measure of the risk incurred in rehedging at non-infinitesimal time intervals

0t. To see this, consider a portfolio II = V — A;S, with Ay = g—‘é evaluated at (S,t), that is
perfectly hedged at time ¢. Assume that no trading takes place over the interval (¢t + dt).

(5.3.7)

Using Taylor’s theorem, the change in the portfolio over this interval is dII = §V — A;6S. In
the infinitesimal limit where dt — dt, JII is equal to the risk-free return rIld¢t. Over the finite
interval we have a difference between the return on the portfolio and the risk-free interest rate.
This difference is called the hedging error, and is given by

1°)% 10%V oV
- rot _ - 2 _ -
STI H<e 1) 5701+ 552505 'r<V aSéS)ét—l—o((St),
1 5.0 5 o*V

To obtain this hedging error, we have used the Black-Scholes equation (5.1.0]) and the fact that
to this order 6S% = 62526W?2, where W ~ N (0, dt) is the small change in a Wiener process W 2

The hedging error (5.3.8) seems to be proportional to the random variable §W? — 6t, whose
expectation is zero, multiplied by the option’s gamma I' = %.
For call options we have

d2

where §(+) is the Dirac delta function. For put options we have the same gamma.

For call options without dividends [A]3_, = 1 for all ¢, such that [[°T(S,t) dS =1. Ast —T
the gamma of such an option is an approximation of the delta function.

4See section
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5.4 Exact solution

As a first example we consider a call option (or, by put-call paritym, a put option) in the
standard Black-Scholes model. The payoff is given by P(S) = max(S — K,0) and there is a
famous explicit formula for the option value,

V(S,t) = SN(dy) — Ke " TN (d_), (5.4.1)
wherdd
dy = log ) +(7(i/j%2) Sl (5.4.2)
and

N(z) = \/12? /_x e=¥/2ds (5.4.3)

is the standard normal cumulative density function.

5.5 Vanilla options near expiry: boundary layers and scalings

In this section a first application of perturbation theory on a financial model will be presented
to show the method and find an approximation. Because an exact solution is available, we
are able to compare the results.

Boundary layers

For small time, we can derive an approximation to the exact solution (B.4.]]) as follows. We
will construct two ‘boundary layers’: one when the stock price is near the strike price, i.e. near
S = K, and one when time ¢ is close to expiry time 7', i.e. near t = T

These artificial (boundary) layers are illustrated in figure (.1 We have constructed them
to show the method of asymptotic expansions applied to this basic financial model.

Note that we will only consider the region inside the layer near maturity, i.e. when T — ¢ is
small. In this case, the other regions are not taken into account. In particular we will look
inside a layer around S = K. Here, we have an inner expansion and an inner solution. In
the rest of the layer near t = T', i.e., when the spot S is far from the strike K, we have an outer
expansion and outer solution?

Scalings
First of all, we measure time backwards from expiry and scale it with o to make it dimensionless,
writing
t 9
t:T—g s t'=(T—-t)o". (5.5.1)

After this scaling the Black-Scholes equation (B.1.06]) transforms into

oV 1,0V OV

5See section

5Note that traditionally d; and dz are used instead of d4 and d_.

"Here, Howisons nomenclature is quite unusual, but practical: the outer solution is inside one of the boundary
layers. The inner solution is located in the overlap of the two layers.
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with & = %, dimensionless. Suppose that & = O(1) and scaled time is small, such that 7 = ¢//&"
with 0 < € < 1. This has the effect of stretching the area near t = T. At this point the value
of scaling parameter 7 is not yet known; we will determine it later on.

The scaled Black-Scholes equation (5.5.2)) now becomes

1oV 1,0V oV
ooy 25 o TS5~V (5:5:3)

)
stock price
S

outer solution

inner solution

¢ B

N
L4

0 T time t

Figure 5.1: In this case there are 2 artificial layers: around t =T and S = K.

5.6 QOuter problem

In figure 1] it is shown that, when the spot S is far from the strike K, we have a regular

outer expansion

Va(S,7) = Y e"Vi(S,7) + O (5"<m+1>) = Vo(S,7) + EMVA(S,7) + ..., (5.6.1)

n=0

which gives

5, 1 5 02
VoS, 1) + Vi8S, T) +..) = sms—(VO(S,T)H”vl(S,TH...)

or 27 052
+ e”aSi(VO(S T)+ M4 (S T)Jr...)
88 ) )

- 5”a<V0(S, T)+"1(S, 1) + . )

The O(1) equation becomes % =0, and for O (&") we havd®

Vi 1,8 Vo (0%
o~ 20 9% +°‘(Sas VO)—C“(Sas V°>’
~——

=0

8Tf the spot S is far from the strike K, note that in either region V' (hence, also Vo) is linear.
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ie.,
Vi [ a(S—(S-K))=aK, forS>K,
or | 0, for S < K.

The term 152 %QS‘QO in the O (¢") equation vanishes, because for |S — K| > €K (i.e., if the spot

is far from the strike) we have I = % = 0. This can be seen in figure [5.2)

Option value Y (strike K=30)
35 T T T T T

30

Option value '
—_ i) FJ
m = (M}
T T T

—
[
T

1 1 1
0 10 20 30 40 a0 2]
Stock price 5, for different times t

Figure 5.2: European call option payoff max(S; — K,0) at different times ¢ < T before maturity
(blue lines) and at maturity (red line) t = T (here: strike K = 30).

5.7 Outer solution

The solution of the O(1) outer equation with final condition V4 (S,T") = P(S) = max(S — K,0)
is given by Vp(S,t) = max(S — K,0). Next, solving the O(¢") equation with final condition
Vi(S,T) = 0, yields

aKr, for S>> K,
Vl(S7t)_{ 0, for S < K,

such that the expansion becomes

S—K+¢elaKr, forS>K
= n — ’ 9
Ve=Vot etV { 0, for S < K. (5.7.1)
which we can rewrite as
S—K(l—aer), for S—K>c"K, far above the strike
n — ’ ’ )
Yo+ { 0, for S — K <« e¢"K, far below the strike. (5.7.2)
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Note that in this case, we have a layer of width €.

Later on, after applying maximum balance, 1 turns out to be equal to 2. This implies that the
previous expression (5.7.2)) becomes equivalent to the first two terms in the small time expansion
in unscaled variables of the function

{ S—Ke Tt for §>Ke (T,

0, for S < Ke m(T—1), (5.7.3)

The components of the function (5.7.3]) are the value of the forward contract in which the option
holder is compelled to buy the asset, corresponding to certain exercise, and zero corresponding
to no exercise.

5.8 Inner problem

However, as remarked earlier and as can be seen in figure (.2 we expect large gamma near the
strike K. Hence, the term containing the second derivative with respect to S cannot be ignored.
We deal with this by rescaling if S is near the strike price K. So, let us introduce a local inner
variable S_K

T= (5.8.1)
such that we have scaled S — K with €” and we divide by K to make x dimensionless. The value
of v will be determined later, after applying maximum balance.

Also we introduce a scaling

V(S,7)
e?K

such that we scale V' (S, 7), which is O(e"), with €” to have v = O(1) and again we devide by K

to make v(x,7) dimensionless.

v(z,7) = (5.8.2)

After this second scaling, the scaled Black-Scholes equation (5.5.3]) becomes the dimensionless
equation

1 v 1 1 0% « L L O0v
o9 = o (1+¢evz)? 922 + —V(l +e m)a—x — av, (5.8.3)
and the payoff i
v(z,0) = V(5,0) _ max(5-K,0) max(z, 0). (5.8.4)

e"K e"K
Next, we will calculate the solution to this inner problem, and after that we will try to match it
with the outer solution (5.7.2).

First, assume v and p to be integer, such that the solution can be expanded in integer powers:

ve(z,7) = vo(x, T) + evi (z,7) + O (7)), (5.8.5)
which gives
2
gﬁ%(vo(:c T) +evi(x,7)+...) = 2512”( ‘) %(UO($37)+5U1(maT)+"')
+ (1—|—5 x)ag( o(x, 7) +evi(z,7) +...)
— (vo(ﬂs, T)+evi(z,7)+...). (5.8.6)

90n page 5 of [7] Howison claims v(z,0) = ¢ max(z,0), which is incorrect.
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Maximum balancé™ over the 3 terms of equation (5.8.6) gives = 2v. A nice integer solution
for this constraint is choosing 7 = 2 and v = 1, which yields

1 2
687_ (vo(z,7) +evi(z,7)+...) = 5(1 + 83:)2883:2 (vo(z,7) +evi(z,7)+...)
0
+ ae(l+ 51:)% (vo(z, ) +evi(z,7) +...)
— ae? (vo(z, ) +evi(z, ) +...). (5.8.7)
The O(1) problem becomes
9 162
% =5 8;20’ with vy(x,0) = max(z,0). (5.8.8)
For x — 400 the conditions for this equation are, consistently with the payoff,
fm 2@&D
r——+00 X
lim vo(z,7) = 0.

If x — —o0, S will stay inside the layer, but it will go towards the lower boundary of the layer,

because 5 — 1 — —oo. In that case v(z,7) will go to zero.

5.9 Inner solution

The inner problem is much simpler than the original problem. We will use one of the five basic
invariance properties of the diffusion equation to choose a local variable correctly.

Five basic invariance properties of the diffusion equation
Suppose we have the initial value problem

{ U = kgg, (5.9.1a)
u(z,0) = ¢(x). (5.9.1b)

Our method is tantamount to solving the initial value problem (5.9.Ta))-(5.9.1D)) for a particular
¢(x) and then build the general solution from this particular one. Therefore we will use the
following five basic invariance properties:

1. The translate u(x — y,t) of any solution u(z,t) of the PDE (B.9.1a)) is another solution for
any fixed y.

Proof:
2 82

Eu(az —y,t) = gtu(a;,t) and ;xzu(x —y,t) = Wu(w,t).

2. Any derivative (uy or ug, or Uy, etc.) of a solution u(z,t) of the PDE (5.9.1a)) is again a
solution, because u(x,t) € C* for t > 0.
Proof: Suppose that u(x,t) satisfies the heat equation u; = kuy,. Define y := Du(x,t),
where D is an operator that can be any derivative of u(z,t). Then, y; = (Du); = D(uy) =
D(kugy) = k(Du)ze = kyae, because derivatives can be interchanged using u(x,t) € C°.
Hence, any derivative y = Du(z,t) of any solution u(x,t) also satisfies the heat equation.

10See chapter @ This is also referred to as significant degeneration or distinguished limit.
" See section 2.4 of [T1].
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3. A linear combination of solutions u,(x,t) of the heat equation (.9.1al) is again a solution

of (50Ta).

Proof: By linearity:
0 0 o2 92
o <; ui(a:,t)> = ; aui(m,t) and 92 (; ui(x,t)> = ; @ui(x7t)_

4. An integral of solutions of the PDE (£.9.1a)) is again a solution.
Proof: If S(x,t) is a solution of problem (5.9.1al), then so is the translate S(z — y;,t) for
any constant y;, by property [Il and so is S(z — y;,t)g(y;). Multiplication by the constant
Ay := y;+1 —y; yields that also S(z —y;, t)g(y;)Ay; is a solution of the PDE (5.9.1al). Thus,
summation over all y; and letting Ay; — 0 implies that

oat) = [ St - v.00(0) dy

is a solution of the heat equation (5.9.1a) for any function g(y), as long as this improper
integral converges appropriately. In fact, property Ml is just a limiting form of property Bl

5. If u(x,t) is a solution of the PDE (5.9.1al), so is the dilated function u(y/az,at), for any
a> 0.

Proof: We can prove this using the chain rule:
Let v(z,t) := u(y/az,at). Then we have vy = [ag?)} u; = au; and vy = [a(b/gm)} u, and

Vg = V@ /QUzy = QlUgy.
Using the dilated function u(y/az,at) in property Bl we know that the PDE in (5.8.8) has

similarity solution2
f<;);:%$jf (5.9.2)

Also we introduce a local variable

g:i%. (5.9.3)

After substituting the transformations (5.9.2) and (5.9.3)) into the O(1) heat equation (5.8.8]),
and multiplying by 2,/7, we obtain the following ODE in f(§):

f"+Ef = f=0, (5.9.4)
with boundary conditions
glim f =0,
Ty (5.9.5)
lim = = 1
£—00 §

d 1 !
gg(f ©+EF O - f©) = 0
:»i(f”(ﬁ)ﬁf”(f)) ) (5.9.6)

128ee appendix
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which gives us an ordinary differential equation (ODE) in f”. The solution of ODE (5.9.0]) is
given by
£1(€) = Ae™3¢ = ¢ n(€). (5.9.7)

This is again a differential equation, which has a solution that is given by

f(&) = c2€ N(&) + ca n(€) + 1€ + co. (5.9.8)
From the boundary conditions (5.9.5]) we find that ¢; = ¢g = 0 and ¢p = 1, such that
f(&) =& N(&) +n(8). (5.9.9)

In the original variables, the solution is given by

vo(x,7) = N <\2> ++/Tn <\xﬁ> , (5.9.10)
where N(-) is as above in (0.4.3]) and n(-) is its derivative e*xQ/\/ 2.

This solution can also directly be obtained by application of Green’s functionsI3

The approximation we found in equation (5.9.10) and equation (ELO.2I)) is valid in the inner
region, while in the outer region we have the outer expansion (5.7.2)). In more complicated prob-
lems one can often find a uniformly valid expansion, holding in both inner and outer regions, by
calculating ’outer+inner—common’, in which ’outer’ and ’inner’ are the expansions we already
found, and ’common’ is the intermediate limiting behavior of these expansions used in matching.

In our case the outer expansion is so simple that it and the common expansion coincide, and
so the inner expansion is in fact uniformly valid and can be used as an approximation for all S
and small #'.

So a 1-term approximation is given by

ve(z,7) = wo(z,7)+Oe),
- () i)

- o el o (G2

In the original variables, this expression is

V(S,t) ~ Vu(S,t) ~eK vo(z,T)

= (S-K)N <OS_</I%> +oVT —tK n (j{f%) : (5.9.11)

Note that the parameter €, which is artificial, does not appear in the expression.

In figure 5.3 one can see the approximation (1-term inner expansion) we found in equation
(59.10)) compared to the exact solution. As can be seen, both approximations are very close to
the exact solution.
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1-term expansion wersus exact solution
25 T T T T T T T T T
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stock price Sy for different times t

Figure 5.3: The approximation with the 1-term expansion (green) versus the exact solution
(red).
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Figure 5.4: The difference between approximation with 1-term expansion and the exact solution.
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To see how close this approximation exactly is, we can subtract the exact solution, and make a
plot of the discrepancy between the approximation and the exact solution, see figure B.41

Using equation (5.8.7) again, the O(g) problem becomes

87}1 1 32U1 821)0 81}0
v _ 2 9% ith vy (2, 0) = 0. 5.9.12
or — 202 T Ty Withu(z,0) (5.9.12)

As vy satisfies the diffusion equation dyvg — %8%1)0 = 0, again we will use some of the the five
basic invariance properties of the diffusion equation to find:

o If u, — %um =0 and v, — %vm = u, then a particular solution is uy(z,7) = Tu.
e If u is as above and v, — %vm = zu, then a particular solution is v, (z,7) = x7u + 7' Ug.
o N'(€) +EN'(€) = 0.

So a particular solution is readily found and, as it vanishes at 7 = 0, it is the solution we need:

Pvy 1 2831)0 N Ovg
T —T T—
ox2 2 0Oz3 oz’

_ %x n <\2> tar N (\;) . (5.9.13)

For the 2-term approximation of v, this gives

vi(z,7) =

v(z,7) ~ wvo(z,7)+evy(z,7T),

() () e () o ()

= (z+ear) N (\xﬁ) +VT(1+ %696) n (;) : (5.9.14)

Furthermore the 2-term inner expansion V (S, 7) = eKv(z,7) ~ €K (vg +£v1) is again uniformly
valid. In the original variables, the expression reads

V(S,t)~ (S—K+rK(T—t)) N <f</l;f> +oVT —t(S+K)n <§</]%> . (5.9.15)

Figure presents the approximation (with the 2-term inner expansion) we found in (5.9.17)
compared to the exact solution and the approximation (1-term inner expansion) we found in
(E01T]). As can be seen, both approximations are very close to the exact solution.

To see how close the approximations exactly are, we can subtract the exact solution, and make
a plot of the ‘error’, see figure This figure makes clear that the 2-term expansion (5.9.15])
indeed is a better approximation than the 1-term expansion (.9.11]), because the error (blue
line) is much closer to zero.

13The steps we need to take for this, are being explained in [I1], on the pages 47 — 52. See appendix [l
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Z-term expansion versus exact solution
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Figure 5.5: The approximation with the 2-term expansion (blue) versus 1-term expansion (green)
and the exact solution (red).
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Figure 5.6: The difference between approximation with the 2-term expansion (blue) versus
1-term expansion (green) and the exact solution.
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5.10 Taylor expansion

After substitution of 7 = T — ¢ we can show that these expressions (0.9.11)) and (5.9.15)) agree
to O (62) with the small-time expansion of the exact solution below:

V(S,7)=S N(dy) — Ke™ "™ N(d-), (5.10.1)
with
log(£ +ti0?)7
gy = 98+ (1 £ 3077 (5.10.2)
o7
and
1 z 2
N(z)=— [ e ¥/ds. 5.10.3
@=-—=/ (5.103)
The Taylor expansion of V (S, 7) around 7 = 0 is given by
Taylor = _ . iai Taylor
yTaler(§ ) = nz:% o=V (5.10.4)
Vi ever 4 %EVTW“ + E%Qﬁv?ay““ +0 (7). (5.10.5)
7=0 or 7=0 2 37:2 7=0
For the first term, VfT:a%lor, we have
. S—K for S>K
Taylor __ 9 9
V23T = { 0. for <K, (5.10.6)
because this is just the payoff function at expiry.
For the second term, %V%T:a{;‘”, we find
O ragrer OV oV ady OV dd-
g7/ = (50 = ad, or od_ 07’
_ —rK, for S>K,
B 0, for S < K.
Hence, the Taylor expansion (5.10.5]) becomes
_ _0 S—K(1-7r) for S>K
T _ Taylor 7 y/ Taylor — )
VoS, T) = V=2 —i—T(%__V?:O { 0, for § <K (5.10.7)
In original variables this is
Taylor | S—-K+rK(T—-t) for S>K,
VImer(S ) = { 0. for § <K (5.10.8)

The Taylor expansion (5.I0.8) agrees up to O(g?) with the 1-term and 2-term expansions we

found in (5.9.17)) and (G.9.19)).
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5.11 Discussion

In this section a first application of perturbation theory on a financial model has been presented
in order to show the techniques and complications of the method of asymptotic expansions in a
financial context. In the simple example of the Black-Scholes model an exact solution is avail-
able, so that it is possible to compare results.

First, we have constructed two artificial layers: a boundary layer at the option maturity date
and an internal layer at the strike price. Next, the method of asymptotic expansions has been
applied, in order to find a solution of the Black-Scholes equation (5.3.2]). Comparison between
the resulting asymptotic expansion and the exact solution is very useful: we can check if the
results are consistent. It also indicates how accurate the approximation is.

Here, applying perturbation theory actually gives the same result as making a Taylor series of
the exact solution around 7 =T — ¢t = 0. The more accurate the expansion (i.e., higher order
terms are taken into account), the better the approximation will become.

On page 8 of his paper [7] Howison is showing some figures containing this section’s results.
Here, he plots the approximate call value minus the exact value as a function of moneyness
S/K for different times to expiry. In general, the approximation is remarkably good for these
practical parameter values, because the error is very small. Near S = K (or S/K = 1) the
error is a bit larger. This can be explained by the size of the risk factor I' = gZSZ, which is a
Dirac delta function around S = K. Far from the strike, the option price is linear in S if the
option is far in the money (ITM), and zero if the option is far out of the money (0TM™m). In these

cases the second derivative is zero. At S = K, when the option is at the money (ATM) we have

an infinite I'. In this case, the second derivative % contributes to the PDE for the option price V.

Our opinion

Generally speaking, we think that the result of applying perturbation theory on the Black-
Scholes model is not very useful. For this simple model an exact solution is available, so an
asymptotic approximation is not necessary. Besides, the approximation will never be as accu-
rate as the exact solution. However, constructing these artificial layers is an instructive way
to show the method and to understand how an asymptotic expansion analysis can be done.
Moreover, the results can be compared, because this exact solution is available. Due to this it
is possible to observe the accuracy of the method.

This can be seen as a first step in applying perturbation theory on financial models. After
understanding this, more complicated models can be considered.



Chapter 6

CEV models

In this chapter, we will consider a second financial model: the constant elasticity of variance
(CEV) model, which is an improved version of the Black-Scholes model.

Using the CEV functions, we can calculate the theoretical price, sensitivities, and implied vola-
tility of options, by applying a valuation technique based on the constant elasticity of variance
option pricing model. With this model we consider the possibility that the volatility of the
underlying asset depends on the price of the underlying asset.

This model is more realistic than the ‘ordinary’ Black-Scholes model, because studies have shown

that price variances do indeed change as the stock price changes, while the Black-Scholes model
assumes a constant stock price volatility, regardless of the level of the stock price.

6.1 Derivation of the CEV model

Let us change the stochastic differential equation (SDE) in (5.31]) into

dS = pS dt +557/2dW,, where v # 2. (6.1.1)
Here
- 1-1
=25, o, (6.1.2)

.
with Sp = S(0) the stock price at ¢t = 0, to make sure that the dimensions of S3 (S%) are
correct (euro?, instead of euro?).

So, for the change in the option price dV we have, using 1t6’s formula (31]),

ov ov o1 o’V oV
av =552 4 (150 | L@V OV 1

V=a8 aS—F(uSaS—FQJSaSQ—Fat (6.1.3)
Again we construct a portfolio IT = V' — ¢S, which - using spDE (6.I11) and equation (G.I3) -

gives

dill = dV —¢ dS,
oV ov 1 [ 28 VARG 1Y,
— 54qv/277 Yo 252yl Y P _ — 58772
gS aS—i—(uSaS-i-QaS 3S2+3t>dt ouSdt — ¢ SV “dWy,

ov ov 1 0V oV
— 5872 (2L A 529 T
S <65 ¢>th—|—<,uS<85 ¢>+2JS 852+8t>dt'

35
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Once again we choose ¢ = 85 to eliminate the stochastic dW; term. This gives

o0*V 4 ov at
05?2 ot '

Storing money at a bank account gives a risk-free interest rate r, so dII = rIIdf. Substituting
this into (6.1.4) yields

dIl = ( G287 —— (6.1.4)

0V oV
Idt = ( -5%57 dt. 1.
r <2 S@S2+8t) (6.1.5)
Using IT = V — ¢S with ¢ = 2% gives
ov 02V ov
— =S ) dt = | 26297 5 dt 1.
(V oS S> < 5 8S2 ot ) ’ (6.1.6)
which, after division by d¢ and reordering the terms, becomes the CEV equation
av 1 52 0*V oV
57V 4 sV v 6.1.7
ot 277 952 a5 (6.1.7)
In original variables, the CEV equatlon (617) is given by
AV 1 5 58S\ 0V ov
2 (=) T +rS=—= —rV =0. 6.1.8
8t+00<50> a5z T as T (6.1.8)

The difference from the previous Black-Scholes model is that the volatility & is now S-dependent
for v # 2. The model is used to represent a ‘leverage’ effect whereby the impact of a given
stochastic change dW; is assumed to be greater when the asset price is small than when it is
large, and thus 7 is assumed to be less than the Black-Scholes value: v < 2.

The parameters Sy and & are not independent, but writing volatility at a given price level (for
example: Sy = K) gives the same at—the—moneyﬂ:I volatility for options with strike K as -y varies.

Calculating explicit solutions is thus much less straightforward, but the asymptotic procedure
is virtually the same as for the case v = 2 (the ‘ordinary’ Black-Scholes model).

6.2 Scalings

As before we measure time backwards from expiry and scale it with o2, writing t = T — t' /o2
such that ¢/ = T — to?. After this Scaling again we have

v 282 v

with o = % dimensionless. Suppose that o = O(1) and scaled time is small, such that 7 = ¢ /&2
with 0 < e < 1.

6.3 Outer expansion

For the CEV equation (6.2.1]) above, this gives

OV _ 510V, OV
87_ S 852 OZS%—g OéV (631)

which is exactly the same as the prev1ously used outer expansion (see section [5.0)).

LAn option is at the money if the strike price K of the option is equal to the market price S of the underlying
security.
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6.4 Inner expansion

For the inner problem, we first introduce a local variable

S—-K
= 4.1
s (641)
such that z is dimensionless, and S — K is scaled by €.
Also we introduce a time rescaling
V(S,T)
= 4.2
v, T) = —5 (6.4.2)
such that v is dimensionless, and V' (.9, 7) is scaled with €, where 7 = (T_Eé)UQ.
For the derivatives in the replaced CEV equation (6.1.8]) this gives
O or_ POV _ o0k oK
o orot e290r e oIor e 07
OV _ Vor _ 1oV _ 10Ky _ 1o
S  0x0S eKox eK Or  eKox’
o _ 1o oV _ 10w
0S  eKor = 05? eK 0x2%
Thus the replaced CEV equation (6.1.8)) transforms into
QK 1 2
05 % = 3 252 T(1+ Ex)WKW—K% +r(l+ ex)Kg— —eKrv,
ov 1/ So 0% r ov o1
= - - (= 1 i 1 —
= 5 2<K> (1+ex)” 52 T € ( +5x)8x &30,
0 1 /So\" 0% 0
:>87: - 2<K9> (1+ex)” 5 2—}—504(14—596)8—;—520411
such that the inner equation becomes
0 1 0%v 0
87: = 5/<;2(1 +ex)” 2 +ea(l+ z-:w)% — 2aw. (6.4.3)
Here k% = (Sy/K)?77, and we have the same payoff as before: v(z,0) = max(S — K, 0).
First we rescale time by setting 7., = 7k%, and again we expand
ve(z,7y) = vo(z,74) + vi(z, 7y) + O (€7) (6.4.4)
which gives
2 0 1, 0?
(vo(x 7y) +evi(z, 7y) + . ) = s (l+ex)— (vo(x 7y) +evi(z, 7y) + . )
67’7 2 ox

0
+ ea(l+ ex)% (vo(x, Ty) +evi(z, 7y) + .. )

- (vg(x,m) +evi(z, ) + .. .), (6.4.5)
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Because this appears to be the same problem as the previous one for vy, in (5.9.12), we will
obtain an inner solution that is similar to the one in (5.9.13]), namely,

o(z,7) ~ vo(x, ) + o1 (2, 7) = (z + car) N (:’j;) +ryF (1 + im> n (f;;) . (6.46)

When ~ = 2, the approximation ([6.4.6]) reduces to the previous expression (5.9.14).
In original variables, we have the approximation

V(S,t) = eKuv(z,7)~ aK(vo(m,T) + evy (z, 7')),

= K <(a; +ear) N (\’7;) + T (1 + ia’ym) n (f;;)) ,

— (S—K+rK(T—1) N <“ETS/;(__;)> ,

+ koVT —t <75 * (i_ 7)K) n <”((TS\//;%1)> . (6.4.7)

In figure the CEV values for a call option are presented for different values of v < 2. The
absolute and relative differences between the v = 2 case (‘ordinary’ Black-Scholes model) and
CEV values with v < 2 can be seen in figure and respectively.

CE values for different gamma<2
25 T T T T T T T T T

20

CEY values for different values of gamma<2

_5 1 1 1 1 | 1 1 1 1
1] 5 10 15 20 25 30 35 40 45 a0

stock price 5y

Figure 6.1: CEV values (call option) for different v < 2
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Absolute difference between CEWvalues for gamma<2 and gamma=2 (Black-Scholes)
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Figure 6.2: Absolute difference between the v = 2 case (‘ordinary’ Black-Scholes model) and

CEV values with v < 2.

Relative difference between CEVvalues for gamma<2 and gamma=2 (Black-Scholes)

15

Relative difference between CEWvalues (%)

20 25 30
Stock price &

Figure 6.3: Relative difference (%) between the v = 2 case (‘ordinary’ Black-Scholes model) and

CEV values with v < 2.
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Chapter 7

Fast mean-reverting volatility

Boundary-layer techniques can be applied in the analysis of fast mean-reverting stochastic
volatility models. In these models the volatility itself is assumed to follow a stochastic process
while the asset price is assumed to follow the lognormal process as beforel

dSt :,utStdt + O'tStth, (701&)
doy = Mdt + S, dW. (7.0.1Db)

Here M; and X are the drift and the volatility of the volatility o; respectively. The instantaneous

correlation between the Brownian motions W; and W; is denoted by p, i.e.2

E [th th} — pdt.
A well-known example of a stochastic volatility model is the Heston model, for which
d(0F) = = (01 — o) dt + 001 d WV, (7.0.2)

for constants kK > 0, 0 and 6.
Leaving out the stochastic part (containing th), we have

do? - 5 < > 5
Ut:{ k(o —00) <0, for o> 000, (7.0.3)

dt . >0, for oy < 0o,

such that in the long term the volatility o, will always return to its equilibrium value 64,. That is
why this model is called mean-reverting. The fast mean-reversion is caused by the parameter
K, which we will assume to be quite large. This will be explained in terms of time scales in
section

7.1 Derivation of the fast mean-reverting stochastic volatility
model

Suppose we have the following model®

dS =rSdt+ oS dW, (7.1.1a)
do = (M — AX)dt + ¥ dW, (7.1.1Db)

!Therefore we write o; instead of ¢ in this case.
2See chapter
3Note that we omit the subscripts from here on, for notational convenience.

41
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where A is the market price of volatility riskd, and we know that E [th th} = p dt.

The value V of an option is now a function of the stock price S, time ¢ and volatility o:
V =V(S,0,t). Using It6’s formula (£3.1]) we obtain up to and including O(dt) the differential

oV 10V |, 10°V 0%V ov . oV
— T dt+ - —= - i 1.2
av = 8tdt+28S2dS +2802d +8S80dad5+8ada+8SdS (7.1.2)

Substituting dS and do as given in definition (Z.LIal) and (T.I1D) resp. into equation (T.I.2),
yields

(V1 00V 282 v ov oV
ov ov
+ oW+ SanWt. (7.1.3)

Again we will set up a portfolio IIE Because now we have two stochastic parts (due to two
Brownian motions dW; and dW;), we have two hedge parameters A and A, such that

M=V —-AS— AW (7.1.4)

So our portfolio IT contains the option whose value is V(5,0,t), a quantity —A of the stock S,
and a quantity —A; of another asset whose value Vi depends on the stock price S, volatility o
and time t. Note that the quantities A and A; can also become negative in case you sell stock
(going short).

The change dII in this portfolio in a time dt is given by

dll = dV — AdS — Aldvl, (7.1.5)
(T I sy 2 s
+ g—‘U/Eth + g‘;anWt — A(rSdt + o SAWy) — Ay (%Vl SAW; + %‘ganWt>

To make the portfolio instantaneously risk-free, all terms containing dW; and th must vanish.
That is true if

ov oVi

55 Al@S A=0, and

oV ovy
P

ie.,

(7.1.6a)

(

_ Zs ((6513%‘;1. (7.1.6b)

< Qv‘% ggk
v

do

4A definition and explanation of this concept will be given later on in this chapter.
®Based on the method used in [3] on p. 4-6.
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Substituting A; and A as above into equation (T.1.50), yields

2 2 2
dIil = <6V L 2526V+7228V+ oXSp av)dt

at 952 902 950
(9%) M 1, 282V1 L, 02V 9*V;
_ eo) (9N z o .
o 737 % 352 737 g2 %9555, ) ¢

(%)
do

The fact that the return on a risk-free portfolio must equal the risk free rate r, which we assume
to be deterministic, implies that dII = rIId¢. Or explicitely, following the steps taken in [3],

and collecting all V-dependent terms on the left-hand side and all Vj-dependent terms on the
right-hand side, we obtain

+1 252882 +1228V+02Sp8380+7“5 —rV

v
oo
2
Wi 1 1625280 | 1520 4 535p 0 1 gy,
_ o : (7.1.7)
s

Because the left-hand side of equation (7.I.7) is explicitly independent of V; and the right-hand
side is explicitly independent of V', either side must be independent of both V and V;. The
only way that this can be true is for both sides to be equal to some function of the independent
variables S, o and t. We deduce that

OV 1,0V 1,0 82V oV
ar T27 % 952 Za2+ Esasa trigg —V
oV
—((M—)\E) )\E) ot (7.1.8)

where, without loss of generality, we have written the arbitrary function of S, ¢ and ¢ as
((M —AY) — /\E), where (M — AX) and X are the drift and volatility functions from the

spE (Z.1.1D) for instantaneous variance. This approach is analougos to the one in [3]. Here,
A = A(S,o0,t) is an arbitrary function.

The market price of volatility risk
To see why A is called the market price of volatility risk, we will consider the following
portfolio, consisting of a A-hedged (but not Aj-hedged) option V:

ov
- == 1.
=V 655 (7.1.9)
After applying Itd’s formula (£3.1]) we obtain
v
dll; = dV — ——=d
1 V BYS Sa
OV 1,0V 1,0 02V oV
= Z oX M —\X
<8t 557 T ¥ ggr T ONSrggg, T IMZ ARG ) di
+ gVEth (7.1.10)

Note that all terms with dW; vanish, because the option is A-hedged.
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Again we expect to have dIl; = rIl;dt, such that dII; — rII;d¢t = 0. However, because we did
not Ai-hedge the portfolio, we have

dlly — rIlidt = <%‘; L 252‘;;2 22?;+ oS 5652(‘9/0 + (M — AE)%Z) dt
+ (;szwt (V—?S/S> dt,
N @x; % 2523252 2 2aa2+ o5 aa;aa (M_AE)?U/
—H“S?; - rV) dt + gVZth (7.1.11)

Using equation (T.I.8)) we find

av av oV
i — rILdt = —((M—)\E) /\2) St + (M = A) Sodt + S2-diW,
av vV .~ oV
= ADTdt+ TV, = D5 (Adt+th) £0. (7.1.12)

Taking the expectation to get rid of the th term yields

E (dI1; — rIl;dt) = ZV/\dt (7.1.13)
g

We see that the extra return per unit of volatility risk th scales linearly with A\, which is known
as the market price of volatility risk.

Hence, the price V (S, o,t) satisfies the backward parabolic equation

GV 1 o2 2 02V 0*V 282V oV v
ot 27 % g5 TP g5, E 552 T185g T (M —AD)o— —rV =0, (7.1.14)

of which the Black-Scholes equation is a special case.

7.2 Scalings

We assume for simplicity that the drift and volatility of the volatility o are functions of only o,
not of S or t. Let us consider the commonly occurring situation in which the volatility process
is fast mean-reverting, which means that the timescale for mean-reversion is much shorter than
that for the evolution of the asset price, their ratio ;755 being small, such that we can apply
perturbation theory.

We now introduce the scaled variables
m ¢
m:=eM & M=— and (=X & Y=
€ NG

such that %—‘; = M — Y is large when M = = is large® This causes the fast mean-reversion.

(7.2.1)

®Note that M = O(3), which implies m = O(1), and note that ¥ = O(_z), which implies ¢ = O(1).
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The relative sizes of these coefficients are chosen such that o has a nontrivial invariant distri-
bution. We denote this time-independent invariant distribution by

poo(a) = tliglop(o-a t’0-0> O)a

where p(o,t|0g,0) is the transition density function for o at time ¢, conditional on g at time
zero, which satisfies the forward Kolmogorov equation?

Op 0 10?2
=5 [(M AX)p ] 555 (7). (7.2.2)
In terms of the original variables, this reads
o _ 0 T _ /\i + 1o (¢ (7.2.3)
ot~ oo NG 2002\ V)" -

After applying the above scalings, the pricing equation becomes

8V

Lo @®V (V. LCPV OV (m A\ OV
L TS (MmN Ly (724
ot T27 Y ge T f585’00+2662 res T 2 ) 9oy TV =0 (124)

7.3 Outer expansion

First, we write the pricing equation (7.2.4]) for the fast mean-reverting process in the form

(Lo +VELy + e£1> V=0, (7.3.1)
where

1, 07 0

Lo = 50552 T Mg,
% 9

Ly = poSmea = A5,

01, 0
[«1 = a+* 5852"‘7“5%—7“

Note that £ is the Black-Scholes operatol® with volatility o. Because L is the generator of the
backward Kolmogorov equation for o, its adjoint L is the generator of the forward equation.
These Kolmogorov equations govern the evolution in time of the transition density function p.

Hence, po(0) satisfies the forward Kolmogorov equation, with ap > = 0, because poo(0) does
not depend on t. Therefore, p (o) satisfies
. a /1, d
‘cOpoo = do2 (2< poo) - @(mpoo) =Y. (732)
Integrating once yields
1d
55 (CPec(0)) = mpoc(0) = co. (7.3.3)

"We found this forward Kolmogorov equation using the method on p. 291 of [I0]. This is very different from
the equation Howison writes down on page 14 of [7].
8The Black-Scholes equation reads £V = 0.
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The homogeneous version of this equation is given by

L (n(o0) - mp (o) =0, (73.4)

N |

which can be rewritten as

2m

Io (@) = 5 (o (@) =0, (73.5)
such that .
P (o) = ?exp{ ; QCT((;)) ds}. (7.3.6)
As a particular solution we take po, to be constant:
Pt (o) = ca, (7.3.7)

because it has to look like the inhomogeneous part of the integrated Kolmogorov equation (Z.3.3).
After substituting this particular solution into equation (Z.3.3)), we find cp = .

261
o{ [

/OO Poo(0) do =1, (7.3.8b)

—00

The general solution is thus given by

} 2, (7.3.82)

Poo(0) = pX"(0) + P& (o)

with peo (o) satisfying the property

because po(0) is a transition density function.
Howison does not explicitly show his solution in [7], but he only remarks that it is proportional

to
m(s)
e (-2 ).

assuming that ¢2 and m are such that p, exists. This is very different, because we did not find
the minus sign in the exponent, and also the integration ‘constant’ % is missing here.

We now expand

2V (S, 0, t) + e2Va(S, 0, 1) +

2

e2V1 (S, 0,t) + eVi(S, 0, 1) +

2

V(S,0o,t) ~ V(S,0,t) +

After substituting this into the pricing equation (7.3.1]), and collecting coefficients of equal
powers of € together, we obtain

LoVo =

LoV 4+ L1V
LoVi+ L3Vs + L1V
ﬁng +£%Vl —|—£1V%
ﬁon—l—E%Vg + L1V

o o ooo
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We will first solve the O(1) equation LyVp = 0 for Vj, i.e.,

02V 1A%
502 +m 50 0, (7.3.9)

1
56

which we can rewrite as

9%V 2m OV

= —— 7.3.10
0o ¢2 0o ( )
Integrating once yields
A% 7 2m(s)
— =c(5,t ds ;. 7.3.11
o —c(s.nen] [ 20 (73.11)
After another integration we find
o o 2
Vo(S,0,t) = / c(S,1) exp{/ T;L(S)ds}da—kco(S,t),
0 o C3(s)
7 7 2m(s) _
= ¢(S,t) exp 5~ ds ¢ do + co(S, 1), (7.3.12)
0 o ¢*(s)
such that we can write this solution Vj as
Vo(S,0,t) = c(S,t)g(o) + co(S,t). (7.3.13)
Here, V(S o,t) satisfies the following terminal condition at ¢t = T":
Vo(S,0,T) = max(S — K, 0). (7.3.14)
Also, we know that the solution Vj satisfies the following limits?
lim Yo _ 1, and lim Yo _ 0. (7.3.15)
S 00 S RN
K K

Next, Howison uses the disputabléjZII assumption that Vj is independent of o, to obtain ¢(S,t) = 0
and thus V(S,0,t) = (S, t).

The O(1/€) equation is given by
LoVi + L1Vo =0, (7.3.16)
with initial condition V%(S, 0,0) =0.

Since Vpy = ¢p(S,t) is a function of S and ¢ only, we have L1V = 0, such that the O(\/2)
2

equation (C.3.16) becomes
EOV% =0. (7.3.17)

This implies that V1 is independent of o, and therefore
2

L\)\S

(S,1). (7.3.18)

:Cl
2

Note that if Howison would not have done the above assumption about the o-independence of
Vo, the O (y/€) equation would be completely different, because then the term L1V, would not

2
be zero. Consequently, it would have been a lot more complicated to obtain the O (1/¢) solution

9See [10], p. 289.
108ee discussion in section
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Vi(S,0,t).

3
Because L1 contains derivatives with respect to o only, the O(e) equation
2
LoV + [,%V% + L1Vy =0, (7.3.19)

thus becomes

£0V1 = —£1V0, (7.3.20)
with initial condition V;(S,0,0) = 0.
To solve the O(g) equation (L320)) we use the inner product with some arbitrary function f

that is not yet determined:
< LoV, f >= =< LiVo, f >. (7.3.21)

This can also be written as
<V, L3f >=— < LiVo, f >, (7.3.22)

where £ is the Hermitian adjointm] of Lg.

Because we know the dynamics of po, and the fact that L{p.. = 0, we choose f = p to obtain
< V170 >= =< cl%vf >, (7323)

ie.,
< L1Vh, poc >= 0. (7.3.24)

Since L7 is an operator, we can write down the eigenvalue equation
L1P; = NPy, (7.3.25)

where ®; is an eigenfunction, and ); is its corresponding eigenvalue. In this case we know that
there is an eigenvalue A\; = 0, because we have < L1V, poo >= 0. By the Fredholm alter-
native‘m, we know that there is either no solution Vi possible, or there are infinitely many
solutions, which implies that Vj cannot be determined uniquely.

Define £;V; :=< L;V},poc > for i = O,%,l and j =0,1,2,.... Fori=1 and j = 0 and using
equation (7.3.24]) we obtain

vy — / L1Vopoo (o) do,
—0oQ

OV 1 4 20V Ve -
B /_Oo(at + 5078 5eg t1rS5e — V0 | peo(0) do =0. (7.3.26)

Here, the only o-dependence is in the volatility coefficient o2, so in all other terms the integral
vanishes:

<1,ps0 >= / Poo(0) do =1, (7.3.27)
because ps is a probability distribution function. Hence,
— 860 1—2 28260 800
_0q 1 90 _ e = 3.2
L1V 5 —1—205’ 8524-7"5’85 reg =0, (7.3.28)

"¥or determining this Hermitian adjoint £, see appendix [l
128ee appendix [l
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with

[e.9]

02 :=< 02, Poc >:/ 02peo(0) do, (7.3.29)

—00

representing the average of o2 with respect to the invariant distribution pee.

Equation (7.3.28) is the Black-Scholes equation with averaged variance o2. The solution can be
calculated by standard Black-Scholes techniques once a final condition is given.

First of all, if the volatility in the Black-Scholes equation is a given deterministic function o(t)
of time, the option value can be calculated by replacing ¢ in the relevant constant-volatility

formula by
1
I 2

Next, we can calculate Vi. Because £1Vy = 0, we have, by subtraction,

262C0

5g3- (7.3.31)

_ 1 _
LiVo = LiVo—LiVo = 5 (02 =) S
Here we can eliminate the majority of the terms in the right-hand side of equation (Z.3.20),
leaving
1 /— 0%c
_ 2 2\ 29 ©0
Because S? %f;g and eigenfunction ¢ (.5, t) are independent of o, and Ly contains only derivatives
with respect to o, this can be written as

Vi—a - 1 3 2
Lo <523200 ) =3 (a _p ) : (7.3.33)
052
Hence, we know that the solution has the form
2 800
Vi(S,0,t) = gi1(0)S 92 + c1(S, 1), (7.3.34)
where g; (o) satisfies
1 /—
Logi = 3 (a o ) , (7.3.35)
i.e.,
5¢ W—i—m%—i(U —a>. (7.3.36)
This can be rewritten as )
9"g og1 .
hio) =22 = 7.3.37
D h(0) 22 = (o), (7337
with o
2 2 _ 52
h(o) = =, and j(o) = 7 (7.3.38)
¢ ¢
Writing G := %, we have the following differential equation in terms of Gy:
oG
L 4+ h(0)Gy = j(0). (7.3.39)

o
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Multiplying both sides by elo hls) ds yields

s ) %G(jl + h(0)Grels 1) ds — ) el his) ds, (7.3.40)
This can be rewritten as
- ( Joh(s) ds | ) j(o) efo hs) ds, (7.3.41)
Solving this differential equation for eJo h(s) ds . G1, gives
eJo hs) ds g — /Oaj(N) elo h(s) ds dé + Hi(S, 1), (7.3.42)
such that
% =Gy = e Ji k) ds/o §(3) el M) A5 45 4 Hy (S, p)e I3 ) ds, (7.3.43)

After integrating once we find

Vl(S,a,t):/ <e—f5’h<s> ds/ §(5) eJ5 hs) ds 45 4 B (S 1)e Io 7 ds) d6 + Hy(S, t).
0

’ (7.3.44)
This is the integral form of the solution. One of these two “complementary solutions”, namely
H(S,t), does not depend on o and can be absorbed into eigenfunction ¢ (S,t). The other one
is unbounded at infinity. Hence, we choose the particular solution v (S, o,t) to be equal to zero.

Before proceeding any further, we outline the pattern followed by succesive iterations of the

th

solution procedure. For all n > 0 we have the n*"* equation

LoV, = _[’%Vn—i-% — L1V, for V,(S,0,t). (7.3.45)

The right-hand side is assumed to be known from earlier stages. Solving this, we obtain a par-
ticular solution v, (S, 0,t) and an eigenfunction ¢, (S,t). For the case n = 0 the former is zero
and the latter is ¢o(S,1).

ntls L and a further

. Note that the elgenfunctlon cn(S,t) does not depend on ¢ and is annihilated

Next, we repeat this process for V. obtaining a further particular solution v

eigenfunction ¢ et

by the operator Eo Finally, we substitute the functions just found into the right-hand side of
the equation for V,11:

LoVpt1 = ﬁ 1Vn+2 L1V, for V,,11(S,0,t). (7.3.46)

Because the eigenfunction ¢, 1(S,t) does not depend on o, it is annihilated by the operator
2

L1. Therefore, the right-hand side is known in terms of the particular solutions just obtained.
2

Here, the solvability condition LoV,+1 =< LoVht1, P >= 0 for existence of a solution can be
applied. From equation (7.3.46]) it follows that

LoVnir ==L, 1V,o1 = LiVa, (7.3.47)

ie.,

0=—L,, 10, 1 —Livy — Licn. (7.3.48)
2
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This can be written as

Lien ==Ly 10,1 — Livn. (7.3.49)
We now apply this procedure to the case n = % We have already found Vi and Vj up to
2

eigenfunctions c1(S,t) resp. ¢1(S,t), so we need only apply the solvability condition to the
2

equation
ﬁng = —E%Vl — ﬁl‘/% for V% (S,0,t). (7.3.50)
This yields
,C()V% = —£%V1 — ElV%’ (7.3.51)
i.e.,
0= —ﬁévl — ﬁl‘/%. (7.3.52)

Using the fact that eigenfunction ¢;(S,t) is annihilated by operator L1, we obtain
2

EV% = —L'%vl. (7.3.53)
Substituting v1 (S, 0,t) = g1 (o )52852 , we obtain
EV% = —Eégl(a)Sng;g,
— —po Sigl ;S (5222:;’) Ag@ 222;3. (7.3.54)
For ease of notation, we set
= S% (7.3.55)

equivalent to using a logarithmic price variable I3 Defining

L dgl L dgl
Ay = ACE and Ay = —plo D, (7.3.56)

we obtain

LV, = (43, +4,,D) (D* = D) co. (7.3.57)

Note that this is a partial differential equation with constant coefficients. Next, we use that
Lico = 0 and the fact that the time derivative of a solution of the homogeneous equation is
again a solution of the homogeneous equation. Also, we assume pro tem that the correct final
condition (from matching) is V% (S,T) = 0. We find™

Vi (S,0,t) = —(T 1) (14%71 n A%’2D> (D2 = D) co. (7.3.58)
where c¢g is already known. As noted earlier, V% is independent of o.

This result, and elaborations thereof, is an important practical consequence of the method, since

it allows calibration of the three constants o2, pCadil and /\C d91 to market prices of options
(as represented by an implied volatility surface) in a simple manner: the key point is that only
these directly deducable constants are needed, rather than the unobservable functions M (o, t)

3 This can be explained by setting z := log S. Then, 5e = gi 665 = z% = S B

MHowison made a small mistake here, forgetting the minus sign.
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and X(o,t).

We first calculate

ﬁng = —[,%Vl — El‘/%, (7.3.593)
using
—LiVh = —((pocD — A g (gl(a) (D2 - D) co(S,t) + Cl(S,t)) ,
3 do
= g%(x — poD) (D* = D) ¢o(S, t). (7.3.59b)
o
and
L L1 L@ ) (2 —D
—LiVio= - 1V%+§(U —0>( — )V%

1 /—
= — (A, +41,D) (D*~D)co+ (02— 0?) (D* = D) co. (7.3.5%)
From this, it follows that

dg1

vy = o,

1 /—
(A= poD) + 3 <a2 - 02) (T —1) (A;1 + A%QD) (D2 - D)
—As, - A%QD} (D® = D) co(S,t),  (7.3.60)
such that V% has the form

Vs(S,0,t) = |g2(0) + g3(0)D + g1 (0)(T — 1) (A%,1 + A%QD) (D? — D)] (D? = D) ¢y. (7.3.61)

Here, g1(0), g2(0) and g3(0o) satisfy

1 2d291 dgy 1 ) 2

1 dgn _ Lis 3.62
2< do? +mda 2(0 J)’ (7.3.622)
1 ,d%gs dg2 1 /= dg

30 T — 3 () G A (7:3620)
1 2d2g3 dgs 1 —3 2 dgi

SO mSE — o (U 0 ) —po = A, (7.3.62¢)

Then, the solvability condition for V5, applied to the equation

LoV = —E%V% — L1V, (7.3.63)
gives
LoVo = —ﬁé‘/% — L1V, (7.3.64)
ie.,
0= —L’%Vg — L1V, (7.3.65)

We know that V; can be written as a particular solution v (S, o, t), plus an eigenfunction ¢; (5, t).
From this, it follows that

Licy ==L Vs = Livy = L1 Vs, (7.3.66)
2 2 2 2

recalling that v1(S,0,t) = 0.
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Hence,
Licg = —L1Vs
— —C(peD-N) [i‘f + %D + %(T —1) (43, +4,,D) (D* - D)] (D? = D)
= [Aui+ 412D+ (43, + 45 ,D) (T - ) (41, + 4, ,D) (D* = D) | (D* - D) «,
wherdl® .

. d . d
A =C(A=pD) 22 and Ayz = (X —poD) 2. (7.3.67)

The relevant particular solution c¢;(S,t) with zero payoff ¢1(S,7) = 0 can be obtained in a
similarly way. Again, we use that £;V; = 0 and the fact that the time derivative of a solution
of the homogeneous equation is again a solution of the homogeneous equation. This yields that
the particular solution ¢;(S,t) is equal to

1
— (T =) (A1 + A12D) + 5(T = 1)? (A;1 + A4, ,D (D - D)) (A%,1 + A;QD)} (D2 = D) co.

However, we leave open the possibility of adding a further solution ¢} (S,t), if the payoff, de-
termined by matching into the boundary layer, dictates that we should do so. Similarly, the
o-dependence of the solution can only be resolved by matching.

7.4 Boundary layer analysis

Reasoning by means of analogies to chapter [ let us introduce a boundary layer in ¢t near t =T
of size O(e), defining the inner time variable 7 via

t—T
t=T+er & 717=—- for 7<0. (7.4.1)
€

Note that here 7 < 0, opposite the ¢ = T' — e7 in the Black-Scholes calculations in chapter [,
where 7 > 0.

The pricing equation for V (S, o, 7) reads

1OV 1 4,02V pC .V 1C20%V OV [m A\ OV
e e Ea Y S S s (- ) v =0, (742
cor 720 et E%%8500 Ta a0 T s T\ T T E) a0 TV =0 (T4
Again we can write this in the form
(Zo +VELy + eZl) V(S,0,7) =0, (7.4.3)
using the operators
~ 0 0 1.,0° 0
BT e TR T e T e T e
- 5?2 9
Ly = L =r05555, ~ Nae
L, = 102328——%7&98 —r

5Howison claims that the definitions should be Aj1 := (g4(a)(X — po) and A1z := (gs(a)(\ — po).
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Note that Zo, unlike Ly, contains the time derivative 8@1— Next, we expand
%@@ﬂ=%+¢W5mm+”” (7.4.4)

From this equation, the following O(1) equation can be determined:

LoVy =0, (7.4.5a)
ie.,
Vo 1 ,0*V oo
or + §C 902 + mg =0, (7.4.5b)

with initial condition V;(S,o,0) = P(S).
Following the disputable atssulrnptionl:ﬂi:I in Howison’s paper [7], that Vj is independent of o, only

A%

— =0 7.4.6
or ( )

is left, which yields that Vj is a function of S only. The initial condition implies that this

function is the payoff. Hence,
Vo(S,0,7) = P(S). (7.4.7)

Note that for 7 — —oo this first order inner approximation matches automatically with the
one-term outer solution Vy(S,t) as t — T. The procedure of matching will be discussed in the
next section.

The O(4/¢) equation is given by N N
EOV% + /J%VO =0, (7.4.8)

with initial condition V%(S, 0,0) =000

Using the fact that Vg does not depend on o yields

~ O*Vo %)
such that B
£()V% =0, (7.4.10)

which is the same differential equation as the O(1) equation. This time the initial condition
V% (S,0,0) =0 gives
Vi(S,o,t) =0. (7.4.11)

2

The O(e) equation is given by
LoVi+LiVi+ L1Vp =0, (7.4.12)

with initial condition V;(S,0,0) = 0. Using the solutions we found above, i.e., Vj = P(S) and
V1 = 0, this reduces to
2

LoVi = —L,1P(9). (7.4.13)

16 This issue was already discussed in the previous section [[.3] of this thesis.
170On page 20 of [7] Howison states that the initial condition is given by V% (S,T) = 0, which must be a
typographical error, because we are working in (.59, g, 7)-coordinates now.
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Writing
~ oy
= — 4.14
LoV 9 T LoV, (7.4.14)
gives
8V1 ]. 2 282P(S) 8P(S)
— =—= —rS——= P(S). 4.1
ar + LoVh 20 S 952 rS a9 + rP(S) (7.4.15)
Because %—f = 0, we can write
OP 1 4 _,0%P(9) OP(95)
for the right hand side. This can also be written adl®
1 /— o) A
(g2 _52) 522~ _
5 (0 o )S 557 Ly P. (7.4.18)
Equation (Z.4I3]) thus becomes
oVy B 1 — 9 282P .

Although it is not immediately clear which steps are taken to obtain this, according to Howison,

a particular solution is

2 0?pP
052

where V) is an arbitrary function. This indeed is a solution of problem (7.4.19) with initial

condition Vi(S,0,0) = 0. In fact, this is the correct form for the asymptotic behaviour of V;

as T — —o0, see figure [Tl To see this, first note that applying the inner product to equation

Vi = gi(o) — 7L P +V1(95), (7.4.20)

(T419)) yields
< 5+ LoVipee >=< 5 (2~ %) 25 —LiP.poe > . (7.4.21)
T does not exist T=-ox X, T=0
} 1 | L | | | .
t=0 €

Peg t=T

Figure 7.1: As 7 — —o0, it goes towards the left boundary of the layer (away from maturity 7).

This gives
o __
— < V1,poo >= —L1 P, (7.4.22)
or
18Recall that when computing the outer solution, we defined
— OV | 1— 20’V ov s 2
L1V =< LiV,peo >= o + 5025 552 +r5% — 7V, with 02 :=< 067, poo > . (7.4.17)
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because < LoVi,Poo >=0, < L1P,pso >= L1 P and

1 2P 2P _ poo 00
/ 3 (O‘2—O'2> 52(;52 52252 02/ pooda—/ 02 poodo | = 0. (7.4.23)

=1 o2
And so, integrating equation (7.4.22]) and using the initial condition V;(S,,0) =0,
<V1,po0 >= —TL1 P. (7.4.24)

Using the solution (T.4.20]) found for V™°, we also have that

82
<Vlooapoo> = <91(U)S 852 T£1P+V1(S) o >
o)
2
= <gl( )poo>S 852 T,ClP-i-Vl(S),
9’P —
= gi(o )52052 7L P+ V(). (7.4.25)

Comparing these two expressions (.4.24) and (Z.4.25]) for the inner product, we conclude that

9*P
2
Vi(S5) = —g1(0)S 952 (7.4.26)
Thus, as 7 — —o0,
——\ 20*P
Vi~ Vi = (91(0) = 91(0) "5 —TLiP, (7.4.27)

since what is left after subtracting the particular solution, Vi — V>, satisfies the homogeneous
version of the parabolic equation, has initial data that vanishes at large and small o, and
therefore vanishes as 7 — —oo. This is the first step in the matching, because here we consider
what happens if we go to the boundary of the layer (7 — —o0). Further mathching will be done
in the next section

7.5 Matching

We can now complete the matching. From the outer expansion, written in inner variables, we
have

Vei=Vo(S,0. T +er) + e2Vy(S.0.T +er) +eVi(S,0.T +e7) + ...

~ V(SUT)—H:Ta (S,0,T )+5%-0+5‘/1(S,0,T),

ot
oVy
= ‘/O(Sa U7T) +e€ <T({%(S’O—’T) + ‘/I(Sv U7T)) )

‘ 2
= ¢(9T)+e¢ <Ta8to(5’ T) + g1(0)S? ?982 + (S, T)> .(7.5.1)

Note that the particular solutions in Vi and V; that are multiplied by T' — ¢ do not contribute
2
to this, because they are O (5%)



7.5. MATCHING o7

One-term matching of the outer and inner expansion yields
tlin%co(S,t) = lim V(S,0,7) = ¢o(S,T) = P(S) (7.5.2)
— T——00

and

860 1— 28 Co 860
ot Ta7 5 g Trdgg ~ =0,

g 1— = 28 co Oco
7 T2 s %8

The inner expansion yields V4 (S, 0,t) = P(S), such that one-term matching this with the outer
expansion gives co(S,t) = P(S). This implies that

2160:0 =

— reo. (7.5.3)

600 -~
— =-L1P(S 7.5.4
0~ LP(s), (75.4)
where 21 is the inner product of the operator as it was defined formulating the inner expansion:
P = pe 0?pP opP
. _ _ 2
L1P(8) := L1 P(S) =< L1P(5), poo(0) >= =028 552 T‘S% —rP. (7.5.5)

Replacing ¢ (S, T) by P(S) and %(S, T) by —ElP, the three-term outer expansion written in
inner variables (Z.5.]) can be rewritten as

V. = P(S) + € (—TZ,\lP + 91(0')8 862,2 + Cl(S T)) (756)

As demonstrated in section [Z.4] the large-7 behaviour of the three-term inner expansion is

P(S)+e¢ (—TEP + (gl(o') —q1(o )) SQgSIZ> (7.5.7)

Matching these two expressions, the missing final condition for ¢;(S,t) is
0*pP

Cl(S,T) - _gl( )S2 852

(7.5.8)

Let us define w := S2 %SCS. We can rewrite L1cg = 0 as

9%¢y Jdcg
2 _ —
552 +7rS 55 o 0, (7.5.9)

28

ie.,

0%c Oc
52 asg = ( Sa—s? —rco> (7.5.10)

So we can replace w by —:2 (TS% — rco) such that

2w dw
22
o5t Sas

— 1
£1w = 5
2
= % 025% 4 [ 2r (rsaco—rcoﬂ —i—rSa— rw,

rw,

952 | 52 oS oS

0 0“¢ Jdc oc ow
_ g2 Py Ocg ey ow
= 565(5052 05 as)*sas T,

0 /w ow
_ 2 ow
- Sas(s) ’”Sas e
_ el eldw  Ow
= rS S2w 55854—7“565 rw = 0.
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Hence, as w = S? %25629 itself appears to be a solution of a V =0, we have

82
c1(S,t) = —g1 (0)52755)’ (7.5.11)

and the complete outer expansion to the three lowest orders is
V(S,0,8) ~ co(S,t)+e3(T 1) (A;1 + A%72D> S2(D? = D) ¢
+ 2 |91(0) = 91(0) = (T = 1) (A1 + A12D)

1
— ST =% (A1, +4,,D (D* = D)) (43, + A%QD)] (D? - D) o,

2’ 27
recalling that D := S%.

This seems to be a nice solution, however there are several occurences of ¢y(S,t) in the above
expression for V(S, o, t), which is an undetermined function.

7.6 Discussion

In Howison’s paper [7], some assumptions, simplifications and remarks are presented below.
After that, the method and solution will be discussed.

Method and assumptions

As a final example in his paper [7], Howison shows the applicability of boundary-layer techniques
in the analysis of fast mean-reverting stochastic volatility models. A well-known example of a
stochastic volatility model is the Heston model.

In these models the volatility itself is assumed to follow a stochastic process while the asset price
is assumed to follow the lognormal process as before in section Bl considering the Black-Scholes
model. That is,

dSy =u Sedt + oSy dWe, (761&)
doy = Mdt + S, dW. (7.6.1D)

The two Wiener processes are assumed to be correlated by
E [th th} = pdt. (7.6.2)

Here, the timescale for mean-reversion is assumed to be much shorter than that for the evolution
of the asset price. Therefore, their ratio ;755 is small, such that we can apply perturbation

theory. This results in a scaling of M and X by e resp. 1/, such that % = M — A\X is large
when M = % is large.

We do know that the scaled variables m and ¢ depend on ¢. Unfortunately, we do not know
their functional form.

First, we have made an outer expansion, where we have assumed pro tem that the correct final

condition (from matching) for the O (5) problem is Vi (S,T) = 0. Secondly, we have investi-
2

gated the boundary layer near t = T. At the end of the boundary layer analysis, Howison starts
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matching already, by introducing a particular solution V>, which vanishes as 7 — —oco. After
that, the matching is completed by one-term matching of the outer and inner expansion.

Finally, an expression for the option price V' is obained. This solution will be discussed at the
end of this section.

Simplifications

e On page 16 of [7] Howison claims that the solution Vj of the O(1) equation is a function of
the stock price S and time ¢ only (i.e., Vo = ¢o(S,t), which is independent of the volatility
o). He argues that this choice follows naturally from the behaviour of V{ in the limits for
small and large S. We, on the other hand, have found a general solution of the form

Vo(S,0,t) = ¢(S,t)g(o) + co(S,t). (7.6.3)

However, this solution can satisfy the following two limits:

Jim =1, and - Jim -2 =0 (7.6.4)
K K

and exhibit o-dependence simultaneously. For example, if we would take c(S,t) = S?e™7,
both limits would be satisfied, and Vj still depends of ¢ in the middle part, because these
are only conditions for very large and very small stock prices S. So, for intermediate S, the
solution Vj can still depend on 0. We have asked Howison if there is a model assumption
which says it cannot, but he did not answer that question.

e Note that if Howison would not have done the above assumption about the o-independence
of Vy, the higher order equations would be completely different, because then the opera-
tor L1 would contribute and give some non-zero terms. Consequently, it would have been

2

a lot more complicated to obtain the higher order solutions Vi (S, 0,t), Vi(S, 0,t), etcetera.
2

Remarks

e On page 14 of [7] Howison presents a forward Kolmogorov equation

Op 0 (1_,0p _2
at_aa<22 &;) 7o MP);

while we have found

o 0 10%
3 = oM —Ap) + 55 (),
Cap 9 (1,0p\ O 9 0%

using p. 291 of [I0]. After asking Howison for explanation of why this extra term vanishes,
he answered that we are right that there is a missing term in the FKE:

“I forgot to include the market price of risk in that term (I think the first version of the
paper incorporated it into M ). As a result I think that poo(o) should have an additional

term of O €2 ) and this will have consequences further on (i.e., will make the subsequent

formulae worse). Thank you for pointing out this error.”
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However, if we assume it to be incorporated into M, we would still have an extra term
left, namely,
0 0%
— (pX—). 7.6.6
0o (p 80) ( )

We have asked Howison to explain this, but unfortunately he did not reply to any of our
subsequent e-mails.

The solution of this forward Kolmogorov equation is also different from Howisons answer.
On page 15 of [7] Howison does not explicitly show his solution peo, but he only remarks
that if it exists, then it is proportional to

Lo pmmie)/e2s) ds

¢*()
This is very different from the expression (7.3.8) we obtained, because we did not find the
minus sign in the exponent, and also the integration ‘constant’ o is missing here.

In the expression for Vi on page 18 of [7] Howison lacks a minus sign.
2

On page 19 of [7] the definitions of A;; and A2 are probably incorrect: the operator D
is missing from both A;; and A ».

The particular solution Vi = g (0)5’2% — 7L P+ ﬁ(S) on page 20 of [7] is indeed a
solution of the initial value problem

oV, 92P

— 1/ _
- 2 _ 2 2 _
S+ Lo > (0 o )S Sig—LiP. (7.6.72)
Vi(S,0,0) = 0. (7.6.7b)

It is, however, not clear which steps are taken to obtain this solution.

Method and solution

Howison made certain choices for the scalings. However, often the motivation for them was not
explicitly given. There are many other ways to scale your parameters. For instance, an other
combination of parameters could be chosen in the maximum balance and/or the order of the
scaling in € might be different. Due to lack of information, for example about how m and (
depend on o, we cannot determine an O(1) outer solution Vj that depends on o. Howison is
actually ‘throwing away’ some information at this point by taking ¢(S,t) = 0.

After applying the method of matched asymptotic expansions to the fast mean-reverting stochas-
tic volatility model and following Howison’s assumptions, we have obtained the following ex-
pression for the three lowest order terms of the solution:

V(S,0,t) ~ co(St)+e3(T —t) (A%’I + A%QD) S2 (D2 — D) cq

+ ¢ [91(0) = 9100) = (T = 1) (A1 + A1.2D)

27 27

1
— 5T =1 (A, + 43,0 (D* - D)) (Ay, + A;QD)] (D = D) co,

where D := S%. However, since the function ¢o(.5,t) is still undetermined, this result doesn’t
seem to be very useful.
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Our opinion

In the paper written by Howison [7], quite a lot of assumptions and simplifications are made.
Unfortunately, often the motivation for them is not explicitly given in the paper, and in some
cases we even think these assumptions and simplifications are incorrect.

Also, the choice of the scalings has not been explained very well. Howison presumably attempts
to apply the same procedure as he used for the Black-Scholes model, as discussed in section
of this thesis. However, this is not the only way to scale the parameters in this model. He has
chosen the derivative with respect to time to be O(g), instead of O(1). So in the first order
approach in equation (7.3.9)), the time derivative has been left out of the problem, because %
only occurs in the operator £1. The reason for this might be that in case the time derivative
would occur in the O(1) problem, it is likely that one would obtain a more complicated solution

V' that does not only depend on ¢, but also on &t.

Multiple-scale analysis is a global perturbation scheme that is useful in systems characterized
by disparate time scales. A two-scale expansion might work well for this model. The trick is
to introduce a new variable 19 = et. This variable is called the slow time because it does not
become significant until ¢ ~ % Then take an expansion of the form

V(S,0,t) = Vo(S,0,9) + Vi (S, 0,9) + ... (7.6.8)

So, a recommendation for further investigation on this model would be to use multiple-scale
methods.
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Chapter 8

The SABR model

In the classical Black-Scholes model, the volatility ¢ is assumed to be constant. But in reality,
options with different strikes require different volatilities for the underlyings to match their mar-
ket prices. This is called the market volatility smile. Handling these market smiles correctly
is critical for hedging.

The SABR model is a stochastic volatility model that attempts to capture this volatility smile
in derivatives markets. The name is an abbreviation of “Stochastic Alpha, Beta, Rho”,
referring to the three key parameters of the model.

The SABR model describes a single forward F', such as a forward interest rate, a forward swap
rate, or a forward stock price. The volatility of the forward F' is described by a parameter a.
Here the volatility « is not constant, but is itself a random function of time. SABR is a dynamic
model in which both F' and « are stochastic state variables whose time evolution is given by the
following system of stochastic differential equations:

dF = aFPdw,, F(0) (8.0.1a)
dé = va dWs,  &(0) = a. (8.0.1b)

Here, f and a are the forward and volatility resp. at time ¢ = 0. On the exercise date ¢, the
decision whether or not to exercise the option is made. On the settlement date t,., all payments
are made and the forward contract matures. The period t,., — t., is called the settlement delay.
W1 and Wy are two correlated Wiener processes with correlation coefficient —1 < p < 1. The
constant parameter (§ satisfies the condition 0 < 8 < 1. The above dynamics are a stochastic
version of the CEV model with the skewness parameter (3, because this CEV model is aug-
mented by stochastic volatility. In fact, it reduces to the CEV model if v = 0.

Under the SABR model (B1L), the price of European options is given by Black’s formulal

Vi = D(tset) {fN(dy) — KN(d-)}, (8.0.2)
Vpuc = Vcan + D(tset) [K - ﬂ )

!Note that there is a difference between Black’s formula and the Black-Scholes formula:
In case we are considering a spot price as we did before, the spot measure has to be used. In this case, the Black-
Scholes formula can be derived. Here, we have a forward, which is a martingale in the forward measure because
its expectation is equal to its present value. This leads to Black’s formula. These two formulas are equivalent for
deterministic interest rates. When the interest rate is stochastic, an extra term occurs in Black’s formula.

63
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with D(t) the discount factor for date ¢, i.e., the value today of $1 to be delivered on date ¢, and

log (f/K) £ 1UBtex

d 8.0.4
:l: O'B\/t; Y ( )
where the implied volatility op(f, K) is given by
(6-1)/2 B 4 f oz
K) = K 1 1 1 = e | —
onlr.K) = alrg) o2 1 L200 og( )+ et () + b ()
(1—ﬂ 1 ppra 2-3p° ,
{1+[ TRY ) 5t i) aAE T 5 Y et ooy
Here,
V2100 (L
z a(fK) log (K , (8.0.5)
and z(z) is defined by
1—2 24—
2(z2) = log{ pjtzp te p}. (8.0.6)

In section we will derive this result.

For the special case of at-the-money options, options struck at K = f, this formula reduces to

_ 2 2 _ 2
oarm = op(f, f) = f(lo‘ﬂ){u [(1 245) ffiw +i]fgo‘;) 42 QEP uﬂ tex+...}. (8.0.7)

8.1 Derivation of the differential equation

After applying 1t6’s formula (d.3.7]), we find the following expression for the infinitesimal incre-
ment in the option price:

ov oV ov 10%V 10%V o*V
dVv T dt + 8Fd + 70 —da + 28F2d + 5 9 do” + 9Fon dFda,
B ov 1 o2 258 Vi 1, 28 3 o’V 68V oV
= <8t F SF2 + 21/ o 902 5 + pra a’F Foa dt + oF aFdW1+Va8 dWas.

Next we construct a portfolio Il =V — AF — A Vi, such that dII = dV — AdF — A;dV;. The
observation that dIT = rIlIdt¢, leads to

r(V = AF — A\Vy)dt =dV — AdF — AydV;. (8.1.1)

Substituting the formulas for dV, dF' and dV; into equation (8I.1]) yields

1 1 2 2
<8V + = 2F2ﬂa 4 + §u2a2(9—v —i—puonFﬁ oV — rV) dt

ot OF? Oa? OF O«

+ aF” g‘;dwl +va ZV dWsy — AaFPdW, — AFdt

= A —a2F?P - FB - . 1.2
! < o T g T @ e T g — A (812)
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Collecting all stochastic terms containing dW; and dWs together, this equation (81.2) trans-
forms into

2
<8V+ 1 2F2/88 174 1 2 2a V—f—plja2Fﬁw—Tv> dt — AFdt

ot OF? da? OF0
8‘/1 1 2 2 8 V1 ]. (9 V1 82V1
- A 282 1 202 2pB —
! ( o T2 T gE TV g T g — V)
oV ov oV ov
e 827 &} L
+ (AlozF OF ol OF + AaF > dWq + <A1V Dol 80() dWs. (813)

To obtain a risk-free portfolio, these stochastic terms have to be eliminated, as we did before in
section [l Hence, we choose

A:(%) (8.1.4a)
) )
AN\ A (%) ovi
oF  “YoFr ~ oF (g) OF

da

A =

(8.1.4D)

\

Following the steps taken in [3], substituting A; and A as above into equation (RI3]), and
collecting all V-dependent terms on the left-hand side and all Vi-dependent terms on the right-
hand side, we obtain

o + OPFQBBF?*’ ”a23V+pya2Fﬂa%ga Fop—rV
(%)
Oa

gy L2FPPVE 4 L2020 4 oA OV poV i (8.1.5)

(%)
o

Because the left-hand side of equation (815 is explicitly independent of V; and the right-hand
side is explicitly independent of V| either sides must be independent of both V' and Vj. The only

way that this can be is for both sides to be equal to some function of the independent variables
F, o and t. We deduce that

OV 1 4 550°V 1 9%V 9%V ov VvV
TN ) A T YE PV 2ph —F— — ¢V = \va— 8.1.6
ot oY g T Y g TP grea T T vags,  (816)

where, without loss of generality, we have written the arbitrary function of F, o and ¢ as
(0 - )\Va), where 0 and « are the drift and volatility functions from the spe (80.1]) for instan-

taneous variance. Note that here A = A(F, a, t).

Hence, the price V (F, «, t) satisfies the following partial differential equation (PDE):

av+ L 5050V

Ly 202V PV LV
ot OF2

oV
il 28 _ Zr —
+ el + pra”F F 50 3 Ava 50 rV =0. (8.1.7)

Scaling parameters in the above PDE, using maximum balance, does not seem to work very well,
since after scaling we obtain PDEs that are still difficult to solve. Hence, for the SABR model
we will follow the procedure of Hagan et al., applying the scalings on the system of stochastic
differential equations and using Kolmogorov equations, see section of this thesis.
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8.2 Scalings

Consider the following model in which both F' and « are represented by stochastic state variables
whose time evolution is given by the following system of stochastic differential equations:

dF = aC(F)dWy, F(0) =/, (8.2.1a)
da = va dWha, &(0) =a, (8.2.1b)

under the forward measure, where the two Wiener processes are correlated by
E [dW; dWs] = p dt. (8.2.2)

8.3 Application of perturbation theory to SABR model

Initially, we will analyze the model with a general function C'(F), for notational convenience.
After that, the results are specialized to the power law .

Our analysis is based on a small volatility expansion, where we take both the volatility « and
the volatility of volatility? v to be small. To carry out this analysis systematically, we first scale
them by € as follows:

o= % &  a=ceo, (8.3.1a)
v N
V=, & U =cv, (8.3.1b)
such that ¢ and « are O,(1). This yields
dF = ecC(F) dWy, F(0) =f, (8.3.2a)
do = evo dWs, o(0) =a, (8.3.2b)

Suppose that the market is in state F'(t) = f, o(t) = « at date ¢t. Define the transition density
function p by

p(t, f,a; T, F, A) dFdA = prob (F < F(T) < F +dF,A < o(T) < A+dA‘F(t) = f,o(t)=a).

According to [10], p. 291, the unique Forward Kolmogorov Equation (FKE) of a stochastic
differential equation (SDE)

df = D'dt 4+ D*aw, (8.3.3)
where D' and D? are matrices, and f, dt and dW are vectors, is given by
N N N
af 0 1 1 0? 9
—— = — — (D; = — (D;; . 8.3.4
oT v 81'1( z(xla 7xN)f)+2;jz::l axzaxj ( Z](x17 7~TN)f) ( )
Next, we can construct the FKE for the transition density function p, which is given by
9 L& 500 1 550
8—Tp(t,f,a,T,F,A) = 392 (e2A*C*(F) p) -1—5@ (27 A% p)
1 02 5 1 02
- A2 - 2 A2
T Saraa AR T S agp AT ),
= 152/128—2 (C*(F) p) + /)521/872 (A*C(F) p) + 1521/28—2 (A% p)
2 OF?2 OF0A 2 0A? ’

2This is commonly abbreviated as “volvol”.
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for t < T, with p = §(F — f)6(A — ) at t = TH

Let V(t, f,a) be the value of a European call option at date ¢, when the economy is in state
F(t) = f, o(t) = a. Let t., be the option’s exercise date, and let K be its strike. Omitting the
discount factor D(t,,), because we do a current valuation of the final payoff, the value of the
option is

V(t,fe) = Emax(F(t.) - K,0)|[F(t) = f,0(t) = of,
- / / (F — K) p(t, f,a;t.., F, A) dF dA. (8.3.5)
—oo JF=K

Since

lex

oot FYA)=0(F — f)o(A —
plt.f.0tte FLA) = 8(F — a(A—a) + [ o

p(t, f,o; T, F, A) dT (8.3.6)
we can rewrite equation (R3] as

V(t, f,a) = max(f—K,0) /tex/FK/ (P K);T (t, f,a; T, F, A) dA dF dT. (8.3.7)

Next, substitute the FKE

0? 1, 4 02

7P p(t, f,o; T, F,A) = 1 2AQ;)F2 (C*(F) p) +p52u8FaA (A’C(F) p) + Ve (A% p)
into equation (8.3.7), where integrating the A derivatives, i.e.,
2 ? 2 1,5, 0 2
P A (A°C(F)p) and ¥V oa2 (A%p) (8.3.8)

over all A yields zero. This is caused by the fact that p and it’s derivatives with respect to A
resp. F' go faster to zero than A resp. F' and it’s powers go to oo, see [2]. Therefore our option
price reduces to

V(t, f,a) = maxf K,0)

tex 62
/ /:_m/p AF—K) 5 (CX(F) p) dF dAdT, (83.9)

where we have changed the order of integration. Integration by parts twice with respect to F
yields

/OOAQ(F—K) o (C*(F) p) dF = [AQ(F—K) 0 (C*(F) )oo
i aF? - F b

— /K A? 6(;(02( ) p) dF,

= —A[C*(F) p|x = A*C*(K)p,

K

Again, this is caused by the property that p goes faster to zero than C(F') and its powers go to
+0o [2] such that

tex
V(t, f,a) = max(f — K,0) + 5202 / / p(t, f,o;T,K,A) dA dT. (8.3.10)

3This terminal condition follows directly from the definition of the transition density function p, as given
above.
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According to [10], p. 291, the unique Backward Kolmogorov Equation (BKE) of a stochastic

differential equation (SDE)
df = D'dt + D*dw, (8.3.11)

where D! and D? are matrices, and f, dt and dW are vectors, is given by

Before we will construct the BKE for the transition density function p, let us define
P(t, f,o;T,K) = / A%p(t, f,a; T, K, A) dA, (8.3.13)

to simplify the problem further. Then P satisfies the following Backward Kolmogorov Equa-
tion (BKE):

9*pP
af?

or 1222
o+ 56%0%CA (N 5

2foa T 2° O‘W

+ pe?va®C(f) =0, (8.3.14)

fort <T and P=0a? §(f — K) fort =T

Since t does not appear explicitly in this equation, P depends only on the combination T — ¢,
and not on t and T separately. So, define

7=T—t and 7, :=t, —t (8.3.15)
Then our pricing equation becomes

V(t, f,a) = max(f — K,0) + %5202(K) /OTex P(t, f,a; K)dr, (8.3.16)

where P is the solution of the problem

oP _ 1222 0P 2 0*P 122282P
5 = 3 aC(f)af2+p5 vo C’(f)afa + e for 7 > 0, (8.3.17a)
P=0o*(f - K), atT=0. (8.3.17b)

Since P starts out as a delta function, initially its derivatives will be large enough so that the
size of the & fi' term offsets the smallness of ¢ &
To capture this limit, let us define the local variable

¢ = f:_K, (8.3.18)

such that f can be replaced by K + €.

Then,
0 10 0? 1 0?

e T (8.3.19)

o°p 228 s the second derivative of the

2
4This means, the product 52% is still large, even if € is small, because 2 o7

delta function, which has a very steep slope.
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and we have the Taylor expansion

1
C(f)=C(K +¢¢) =Cy {1 +emé + 5527252 +.. } , (8.3.20)
where (K) "K)
C'(K C"(K
0 (K), M C(K)’ V2 C(K) (8.3.21)
Substituting this into the PDE yields,
oP 1 5 9 o0*pP
E = 50& Co{1+2571£+52(’72+7%)£2+}6752
o*pP 1 9*pP
2 2 2 2 2
Co {1 — — .3.22
+ oo {1+ eng +. ) g + ettty (8.3.220)
for 7 > 0 with the initial conditior®
o2
P =a?5(c€) = —0(¢)  as 70 (8.3.22b)
Expanding
1
P.(t,&,a) = —=Py(t,&, ) + Pi(t,&, ) + ePo(t, &, ) + .. ., (8.3.23)

€

substituting this expansion into problem (83.22) and equating like powers of ¢ leads to the
following O( %) problem:

5. = 3¢ Cp e for 7 >0, (8.3.24a)
Py = a?5(¢), as 7 — 0. (8.3.24b)

The solution of the above problem can be computed by applying the following transformations:

( . é—
Y=g (8.3.25a)
&
k=5, (8.3.25b)
t:=r, (8.3.25¢)
u(t,y) := Po(T,§). (8.3.25d)
Then,
82 A 62
— a4t 3.2
57 = e (8.3.26)
and the problem (R331]) transforms into
ou_ Ou_, (8.3.27a)
T a7~ 3.27a
u(t=0,y) =d(y), (8.3.27b)

which is the heat or diffusion equation, subject to a Dirac delta in the initial condition.

"Here, 6(-) is the Dirac delta function. For a proof of the equality §(c£) = 5@, see Appendix [l

€
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The solution to this problem (83.27) is given by the fundamental solution or heat kernel

1
ult,y) = me‘iﬂ (8.3.28)

In terms of the original variables, this equals

€ 2
1 o o] §
Po(7,€) = exp (— o2 >= exp (— 5 ) (8.3.29)
e\ 1) T VG T\ G

ie.,
o] (f - K)
F = — ———5 . 8.3.30
0(T7 5) \/m exp 2€2a2087' ( )
The O(1) problem is given by
W — 50& 0 862 =7« 005876_2, for 7> 0, (8331&)
P =0, as T — 0. (8.3.31b)
whereas the O(e) problem is given by
W — §a 0 852 =Y« 0066752 + pl/Coagﬁ, for > O, (8332&)
P, =0, as T — 0. (8.3.32b)

Because the differential equations and initial conditions are independent of €, all P; (i = 1,2,...)
are O(1) so we can conclude that [4]

1 — k)?
PIEP0+P1+8P2+...: a exp< (f )

Ne=roon > {1+...}. (8.3.33)
mefarCyT

252042037'

The expansion

C(f) = i C™(K) (55')71 = C(K) +eC'(K)¢+ O (€2) (8.3.34)
n=0
can be rewritten as
C(f) = C(K) (1 + ggg a§> — C(K) (1 + g((fg (f - K)> , (8.3.35)
such that the difference C'(f) = C(K) becomes
C(f)—C(K)=C'(K)(f - K). (8.3.36)

Since the “+...” in equation (8.3.33]) involves powers of (f — K)/eaC(K), this expansion would
become inaccurate as soon as (f — K)C'(K)/C(K) becomes a significant fraction of 1, i.e., as
soon as C(f) and C(K) are significantly different.

Note that small changes in the exponent cause much greater changes in the probability density.
Therefore, a better approach is to re-cast the series as

a (f - K)?
= \/W exp (25204202([()7'> {1+...} (8.3.37)
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and expand the exponent, since one expects that only small changes to the exponent will be
needed to effect the much larger changes in the density.

We can refine this approach by noting that the exponential can be written in terms of an integral
as follows:

(f - K)? 1 ffapy?
m{l +ob =g <€a /K C(f,)> {1+...} (8.3.38)
This can be explained by writing out the integral in the right-hand side as follows:
Pap ot g
K C(f/) - 6/0 C(K +€§,)7 (8339&)
3 a¢’
= 5/0 COR) 1 e (K)E + O () (8.3.39b)
£ ¢ de¢’
= 7 ) 8.3.39
C(K)/O 1+E%((§))f’+0(€2) ( C)
I d¢’
= o /0 [+ emé +02) (8.3.39d)
3
- @ / (1 =& +0(=)) d¢', (8.3.39¢)
= % (f - %6%52 +0 (52)> , (8.3.39f)
_ e f-K

Here, the Mercator seried are used to perform the step from equation (8.3.39d) to equation

B339, ie.,
1

- = —1- 2y 1 _ 2
Tyevo@ 1 Le+0(£) =1-c+0(). (8.3.41)

Having found that

f-K _ [T df
C(K)  Jx C(f)

and thus we can maken the substitution

(8.3.42)

implies that

- K)? 11 7 dp
s = (  c) 0 .

which concludes the derivation of equation (8.3.38]).

5Tn mathematics, the Mercator series or Newton-Mercator series is the series

0 (71)n+1 " 1:2 $3 $4
=rx— =+ = — — +.... 8.3.40
; e N A N R ( )

This is the Taylor series for the natural logarithm shifted by 1, i.e., log(1 + z).
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Here, it is a ‘natural’ choice to change variables from f to

1 7 oaf
zi=— , 8.3.45
2o Ji O (8349
since f only occurs in combination with this integral. Also, we define
B(eaz) = C(f). (8.3.46)
Then,
d 1 0 1 0 0 o z0
= = = = 4 -2 8.3.47
of - eaC(f) 0z eaB(eaz) 0z o da  da  adz ( )
such that
0? 1 0? B'(eaz) 0
— 55— 5 — — 8.3.48
afz e2a?B?(cz) {822 = B(eaz) Gz}’ ( 2)
0? 1 0? 20 10
- = = .3.48b
ofoa eaB(eaz) {82804 adz?  « 82’} ’ (8:3.48b)
0? 0? 2z 02 22 0% 220
. 2 =% 22 42 3.4
902 0o adz0a 2022 a0z (8.3.48¢)
Alsod
1
_K)= K= ——5(2). 3.4
o(f ) =0(eazC(K)) gaC(K)(S(Z) (8.3.49)
Therefore, (83.10) through (R3.17) become
1 Tex
V(t, f,a) = max(f — K,0) + 55202(1() / P(r, 2, a)dr, (8.3.50)
0
where P(7,z,«) is the solution of the boundary value problem
(0P 10°P 16 B' 0P + e 0*P - %P - oP
— = — —fa—— VQ——— — EPUZ——5 — PEV——
or 2022 2B 0z %200 o2 T2
1 2p P 1 2p P
+ 2€2V2a2(‘02’052 — 82”2@226?2’5)()( + 282y2z2(2)22 + 821/2222, for 7 >0, (8.3.51a)
a
— 5 tT = .3.51b
O(K) (2), at 7=0, (8.3.51b)
ie.,
or 1 9 9 oy 0*°P 1 B'OP
= —2(1=-9 L Zea——
or 2( epvzt e 9.2 2°°B oz
o’P  oP\ 1 9*P
_ .22 or  or 122 20717
+ (epr — e*v°2) (aazﬁa 82) + 5E Vo, for 7 > 0, (8.3.52a)
o'
P = 0 tT=0. .3.52b
O(K) (2), at 7=0 (8.3.52Db)
Accordingly, let us defind®
P(r,2,a) == SC(K)P, (8.3.53)

(67

"In integral form.
8Here, we haye adopted the notation of Hagan et al., containing C(K). Actually, in this case it would be
better to write P(7, z, ) := £B(0)P. Recall that B(eaz) = C(f) and B(0) = C(K).
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such that P can be replaced by %P

Then,
eC(K) 0P eC(K) 0 a - 1. 0P
— — P|=—-P+— d 8.3.54
a of a da \eC(K) o T oa o ( 2)
2 2
a  0a? a 0a? \eC(K) a o Ja
1{oP 9P & 20P 9°P
T a <6 da a8a2> T ada | a2 (8.3.54b)
In terms of P we obtain
1 Tex
V(t, f,a) = max(f — K,0) + 26aC(K)/ P(7,z,a)dr, (8.3.55)
0
where P(7, z,a) is the solution of
oP 1 #P 1 DB OP
9 _ 19 2298 1 DO O0F
g~ (L= 2ot ) Gy = 550 s
PP 1., [ ,0%°P opP
+ (epv — g2 z) an oo + P (a Sa? + Za&l) , for 7 >0, (8.3.56a)
P =4(2), at 7= 0. (8.3.56b)
To leading order, P is the solution of the standard diffusion problem
oP  10°P
9 992" (8.3.57)

with P = 0(z) at 7 = 0. So it is a Gaussian to leading order. The next stage is to transform
the problem into the standard diffusion problem through O(e), and then through O (62), etc.
This is the near identify transform method? which has proven so powerful in near-Hamiltonian
systemsm.

Note that the variable o does not enter the problem for P until O(e), so

P(1,z,a) = Py(1,2) + ePi(1,z,0) + ... (8.3.59)
Consequently, the derivatives 882251 ) 2275 and g—s are all O(g). Recall that we are only solving
for P through O (82).

9See appendix [Ml
10A near-Hamiltonian system is of the form

dp OH L
U= g TG =E (8.3.58a)
dg OH
a _aip + 6( ) G, (8358b)
with
OF  0G

0
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So, through this order, we can re-write our boundary value problem as

oP 1 2P 1B op &P
67 =5 (1—2eprz+ g2 ) 5.2 395 5, + eprag——, for 7 > 0, (8.3.60a)
= 8(2), at 7=0.  (8.3.60b)

Let us now eliminate the 250[% %P term. Define H (7, z, ) by

(G-
where n is an O(1) constant that will be determined in the next steps.
Then,
‘le - (B](;(g)z)>” <%Ij + 5nozl;/H> , (8.3.62a)
1 (B (2 o el e
;j;; - (Blgigf))n <§§<§Ia + E”ZZ%Z +e g?{ + sngH +0 (e ))(8.3.62(:)

The option price now becomes

V(t, f,a) = max(f — K,0) + enaB(0) < =

B(sg;))"/;x H(r 2, @) dr, (8.3.63)

where H (T, z,a) is the solution of

2 ! " 12
%Ij = ;(1—2€pyz+6222)(%g+2 @%lj%—aQaQ[nBB—k(nQ—n)gz}H)
0*H B'0H B'0H B
+ epra (aza@—l—snzBaz+ §a—+en§H—|—(9( ))
1 B (0H B’
— §5a§ (az + 8nOéBH)

for 7 > 0, with initial condition H = §(z) at 7 = 0. Omitting all O (¢*) terms, and combining
some terms yields

OH 1 2,2 0’H B'0H
- _ 1-9 il
o7 2( epuz—i-s )82+ enao B 02
1, o[ B 5 B 5 B' [ 0H 1 B'OH
+ 58 (6% [HB + (n — n)ﬁ H—¢ anOé§ ZE —H ) - 550{55
1, ,B? 0’H B'0H
- e EH + epra 9200 + enap o (8.3.64)
Next, we combine the third and sixth term of equation (8.3.64]) and reorder terms to obtain
OH 1 2,2 2 0*H 1\ B'oH
- _ 1-2 ) ==
or 2( pvz e )822 tean 2) B 0z

1 B// B12 / H
+ 552042 {nB + (n? — 2n) BQ] H — *npra— (z - H>

O*H B'0H
+ epra (82804 +e aB@) (8.3.65)
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The choice n = %, eliminates the term containing %—Ij This yields

5a)z)> : /OTQX H(r, 2 a) dr, (8.3.66)

for the option price, where H (T, z, ) is the solution of

V(t, f,a) = max(f — K,0) + %EaB(O) <BBS(O

OH 1 2,22 0*’H 1 2, B’ OH
—-— = 1-2 —5 — = ——H
e~ pUmEwarev) Ga — oy (7
1B" 3B? L1 BoH
2 2|18 9 il
+ o [43 8BQ]H+5pua< 8aB8a>7 (8.3.67)
for 7 > 0, with initial condition H = §(z) at 7 = 0.
Since this equation ([83.67) is independent of « to leading order, i.e.,
OH 10°H
W = 5@7 for 7 > O, (8368'&)
H =6(z), at 7 =0, (8.3.68b)
we can conclude that the a-derivatives %H and 8;21 are no larger than O(e).

At O(e) equation (83.67) depends on « only through the last term

0*H 1 B'OH

Because the a-derivatives are no larger than O(e), this last term is actually only O (53), and
can thus be neglected, since only the terms through Oy (82) are taken into account.

This yields

(0H 1 °H 1 B [ 9H
8— (1—2€puz+5 22)(9—— e2pv a(za—H)

or 2 022 2 B \" 02
1B" 3B/2
2 2|10 oD7
+ea [4 7 T3 BQ] H, for 7 >0, (8.3.70a)
H =6(z), at 7 = 0. (8.3.70b)

There are no longer any a-derivatives, so now « can be treated as a parameter instead of as
an independent variable. This means we have succesfully reduced the problem to one dimension.

Let us now remove the %—Iz term through O (52). To leading order the ratios

B'(eaz) B"(eaz)
d ———= 3.71
B(eaxz) o B(eaz) (8:371)
are constant. We can replace them by
B'(eazp) B’ (eazp)
by = d by:=——7"——" .3.72
! B(eazp) an 2 B(eazp)’ (8:3.72)
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committing only an O(e) error, where the constant zg will be chosen later on. This can be seen
by expanding z = 29 + €21 + . . ..

We now define H by

1 N
H = exp <452puab1z2> H, (8.3.73)
such that
OH 1, 5\ OH
— - —_— .3.74
5, T oXP (45 prab; z ) 5 (8.3.74a)
oH 1 OH 1 A
5, T oxXp <4€2pyab1z2> (82: + 252pyab12H> , (8.3.74b)
O*H 1, S\ (9*H OH 1, A
5.2 —  exp <45 prabz > 5.2 +e pyablza + 55 pvabiH | . (8.3.74c)
Again, only terms up to and including O (82) have to be taken into account.

Then our option price becomes

V(t, f,a) = max(f — K,0) + ;Ea\/B(O)B(eaz)egzp”o‘blzz/4/ h H(r, 2z, a) dr, (8.3.75)
0

and equation (8.3.70al) transforms into

OH 1 2 2.2 OPH OH 1
5 = 3 (1 —2eprz 4 e*v?2%) 57 € puablza— +5¢ 2pvab H
1 O 1 A A 1, 3,] -
- §E2pyab1 [z (Zi?z + 252p1/able> — H| + &% [462 = 86%] H. (8.3.76)
Neglecting all terms that are O (53), this can be rewritten as
Jig 1 H 1 H 1
887' = (1 — 2epvz 4 21/? 2) 36 5+ es pvablzaa + 45 pl/ab1H
1 5 OH 1, o o1, 3,] 4
- 3¢ pl/ablzg + 3¢ prabiH + e°a sz — gbl H, (8.3.77)
ie.,
oH 1 0?H 1. 3,], 3 -
5 =3 (1 —2epvz + %0%27) 52 +£%a? [462 — 86%] H+ ZszpuablH, (8.3.78)

for 7 > 0, with initial condition H (0, z,a) = §(z).

Next, we define

(8.3.79)

— ¢
VIS TENe
ie.,

d¢ 1

s evz dC
0 \/l_p2+<<_p)2_5y/0 ﬂ\/@

(8.3.80)
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Define

wom TP (8.3.81)

V1—=p?

B 1 EVZ dw
ev Je—o V1+w?
Pythagoras’ theorem states that in a right triangle with sides of length 1 and w, the hypotenuse

(the side opposite the right angle) is equal to V1 + w?. Also we define the angle 6 as illustrated
in figure 811

such that  can be written as

x (8.3.82)

Figure 8.1: Right triangle with sides of length 1 and w, and hypotenuse v1 + w?.

From this we can derive that

1

\/ﬁ = COS 0, (8383&)
w = tan(f) = dw = dtanf = 60‘1726. (8.3.83b)

Substituting this into the expressions for z (8.3.82) yields

1 EVZ 0 1 EVZ de
r=— [ =2Zag— — . (8.3.84)
ev Je—o cos? 0 ev Je—op cost

After computing this integral, we obtain

1
T = [log

+ tan 6

eV cosf

] . (8.3.85)
¢=0

Using the expressions of w in terms of § and the fact that /1 + w? > w, this can be written as

1 evz
g = [log ( 1+ w2+ w)} . (8.3.86)
ev ¢=0
The last step is to substitute the definition of w back into this expression, to obtain
EVz
1 V1=2p(+¢  (—p
r = — |log = + = ,
ev vi=p V3i=p") ]
1 1-2 2p2,2 — 1 1-
= Liog \/ pevz +evezftevz—p\ 1 log l=p . (8.3.87)
EV A1 — p2 EV 1— p2
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Hence, the definition of z (8:3.79]) can also be written as

1 1-9 2,22 _
x::log(\/ pevzt ez p“”). (8.3.88)

eV 1-p
It is also possible to find an implicit expression for z in terms of z, by defining
Y i=evz—p. (8.3.89)

Then,

Y2 = (evz — p)? = 2222 — 2pevz + p?, (8.3.90)

such that equation (83.88)) can be written as

/1 —
2=~ log ( p v’ +y) (8.3.91)
eV
From this, it follows that
(1=p)e* =+1—p2+y2+uy. (8.3.92)

We can also write

VI—p2+y2+ 1—p?+
1—pPty2—y = ( 1— 2442 — ) prrY Y p?+yt—y?
1—p?+y*+y 1—p?+y?+y
1—p? (1-p)(A+p) _
T (I pem T (L plee = (1 +p)e™™. (8.3.93)

Using these two expressions (8.3.92) and ([83.93]), we can write y as
1
y =3 [(vl—p2+y2+y) —( 1—p2+y2—y>},
(1= p)e™™ = (L+p)e =],

— 5 [(esux o e—sur) —p (6svm + e—sum)] ,

= sinh (evz) — pcosh (evz). (8.3.94)

il

Substituting this into the definition of y (83.89) and reordering yields
evz =y + p = sinh (evx) — pcosh (evz) + p. (8.3.95)
Hence, expression (83.88) can be written implicitly as
evz = sinh (evzx) — p (cosh (evz) — 1). (8.3.96)

After the transformation from z to x, we have

oH 1 oH 1 0H

0z V1= 2epvz + 20222 O I(evz) Ox’ (8:397)
O*H 1 O*H I )aff
O S (el g

022 I?(evz) \ 022 N e |

5 2 N
= ! <8 H 5VI’(€yz)8H> . (8.3.97b)

1 —2epvz + 20222 \ Ox? Ox
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Here,
I(¢) = V1 —2pC + (2. (8.3.98)
In terms of z, we have
1 Tex
V(t, f,a) = max(f — K,0) + %aa\/B(O)B(aaz) exp (482,01/04b1z2> / H(r,z) dr, (8.3.99)
0

with

— —evl'(evz)— +¢ —b

0H 190*H 1 OH 22[1, 3
or 20z 2 o 4278

bﬂ H+ gezpuablﬁ, (8.3.100)
for 7 > 0, with initial condition H = §(z), at 7 = 0.

The final step is to define Q(r,x) by

H=1I: (evz(z)) Q = (1 — 2pevz + 521/2,22)i Q. (8.3.101)
Then M
%Ij — Iz (evz) 88?, (8.3.102a)
2—5 I3 (evz) <(Z§ + ;€I/II(EVZ>Q> ) (8.3.102b)
2 1 2 1 1
%g I <(?9x2 + eul’(gyz)gcj + %12 <21’/I + 41’2> Q) : (8.3.102¢)

Hence, the option price becomes
1 Tex
V(t. f.0) = max(f - K,0) + sea B(0)B(eaz)Iz (evz)ets bz’ / Q(r,z) dr, (8.3.103)
0

where (@ is the solution of

oQ 102Q 1 ,0Q 1, ,(1, L 1 ,0Q
s 2t T (a2 W by L ¢ — a2
or sorz Ty T (gl ) @5y,
1 1
— 15%21’2@ +e2a? [4@ — 2b§] Q+ z€2puab1Q, (8.3.104)

ie.,

0 102 1 1 1 3 3
07? - 587? + e21/? (41”1 - 81’2> Q+%a? [4&;2 - 8b§] Q+ Zszpuale, (8.3.105)

for 7 > 0, with initial condition @ = §(z), at 7 = 0.

As above, we can replace I(evz), I'(evz), I"(evz) by the constants I(evzp), I'(evzg), I"(evzo),
and commit only O(e) errors.

"Here, the fact that % = I(evz) is used to compute the derivatives with respect to z.
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Define the constant x by

K= (leI”(EVZQ)I(EI/Zo) — % (I’(suzo))2> + a? [ibg — :bf] + %pyabl, (8.3.106)
where zy will be chosen later.

Then, through O (52), we can simplify our problem to

0Q 10%Q
E §W + € Q, for 7 > O, (83107&)
Q = 6(x), at 7 = 0. (8.3.107h)

The solution of system (83.107)) is

1 22
Qryr) = — e 5 ST (8.3.108)
T

EI{T

in a Taylor series around ¢ = 0 yields 1 + ?k7 4+ O ( 4)
in a Taylor series around 0 gives the same result. Hence,

Expanding the last exponential e

Note that this expanding 1
(l——nEQT—i— )

1 _2? 1
Q(r,x) = e 2t T (8.3.109)
2

2T (1 — %1%27 + .. )

through O (52) .

This solution yields the option price

1 Tex
V(t7 f’ Oé) = max(f - Ka 0) + 580& B(O)B(EOZZ)I% (€VZ)€%€2pyable /
0

Observe that this can be written as

K o
V(t, f,a) = max(f — K,0) +ff / e*?eEQ‘)eEQ“T dr, (8.3.110a)
where
20 . log e xlé(suz) 1, 9
e“f = K B(0)B(eaz) | + log —, + 1€ prab z©. (8.3.110Db)

Expanding £26 through O (£?) yields [4]

2
1 1 1 I"(3evz) 1 [ I'(3evz) 1

2 2\ 2 2.2 62,252
e“0 ~ | —=by — =b7 | ea*2* + _ — — | —=—= V222 + 22 pvaby 22,
<12 273 1> 12 1(levz) 24 \ Io(lew) 4= e

=[Nl

(8.3.111)
Using £ =1+ O(e) and I(evz) = 1+ ..., we note that :% matches

1 1 1 1 1 3 1
= §y2 <4I”(5yzo)[(sz/zg) -3 (I'(evz0)) ) + 3o¢2 [4b2 — Sb%] + Z,ouabl, (8.3.112)

w| =



8.3. APPLICATION OF PERTURBATION THEORY TO SABR MODEL 81

and thus
e = = +0 (e, (8.3.113)

through O (52) .

Therefore, our option price is

f K 20 1

e 27’6 3
2

V(t, f,e) = max(f - —
vorT (1-2e2r %)

dr.  (8.3.114)

Changing integration variables to q := % reduces this to

f K| e

V(t, f,a) = max(f — K,0) + dg. (8.3.115)
W g - 20)
That is, the value of a European call option is given by
- K
V(t, f,a) = max(f — K,0) + |f4ﬁ | y g 2e%dg, (8.3.116a)
with
I2(evz)) 1

€26 := log <f€f§( B(O)B(eaz)) + log (aT;VZ> + 1€ 2 pvab 22, (8.3.116b)

through O (52) .

Solving problem ([®3IT) for P(r, f,«; K) and then substituting this into the pricing formula
(B310) to obtain the option value V (¢, f,«) under the SABR model, the resulting formulas
(B3116) we find are awkward and not very useful.

First comparison: Normal model
To cast the results in a more usable form, we re-compute the option price under the normal
model

dF = ondW, (8.3.117)

and then equate the two prices to determine which normal volatility oy needs to be used to
reproduce the option price under the SABR model. That is, we find the implied normal
volatility of the option under the SABR model.

Second comparison: Lognormal model
By doing a second comparison between option prices under the lognormal model

dF = gpFdW, (8.3.118)

and the normal model ([841]), we then convert the implied normal volatlity to the usual implied
lognormal (Black-Scholes) volatility, i.e., we quote the option price predicted by the SABR model
in terms of the option’s implied volatility.
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8.4 Normal model

Equations (R3I16al)-(8.3.116D)) form a general formula for the dollar price of the call option
under the SABR model. The utility and beauty of this formula is not overwhelmingly apparent.
To obtain a useful formula, we convert this dollar price into the equivalent implied volatilities.

To cast the results in a more usable form, we re-compute the option price under the normal

model
dF = ondW, (8.4.1)

and then equate the two prices to determine which normal volatility oy needs to be used to
reproduce the option price under the SABR model. That is, we find the implied normal
volatility of the option under the SABR model.

Suppose we repeated the above analysis for the ordinary normal model

dF = aC(F)dW,, F(0) = f. (8.4.2)
Here, we set
B/ B/I
C(f) = 1 = B(evz)=1,B(0)=1,bp = 5= 0 and by = 5= 0. (8.4.3a)
ea = o, (8.4.3b)
v = 0 = oy is constant, not stochastic. (8.4.3¢c)

As v — 0 we have to apply L’Hopital’s rule for x to avoid ‘8’. This yields

I vz I : (8.4.4a)
r = lim — = 11m = Z. A
v=0 eV /1 — 2pevz 4+ 20222 v=0 /1 — 2pevz + 21222
Furthermore,
2\ 1
2
€20 = log <f€imK B(O)B(saz) + log (i) + 152puablz2,
1 +log (I7) +0=1log (=1t | =log (1%)
= 2 = 2 = 2
og 7 7o? og og f—KZ og
1
= log ((1 — 2pevz + 52y222)i) =1 log(1) =0, (8.4.4b)
for v = 0.
Hence, the lower limit of the integral in formula (R.3.116al)
2
2:;,( — 29 (8.4.52)
can be replaced by
— K)2
UK (8.4.5b)
2073 Tex
such that the option value for the normal model is exactly
_ |f — K‘ * B —
V(t, f,a) = max(f — K,0) + T Juoxe q 2e dg. (8.4.6)
20‘N7'ex
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Working out the integral and applying the property N(—a) =1 — N(a) for all a then yields the
exact European option price

V(t, f,a) = (f — K)N < UfN\/ii> + onyTon ( (}fN\/ﬁi> (8.4.7)

for the normal model.

From equation (8.4.0) it is clear that the expression for the option price under the normal model
matches the general expression for the option price under the SABR model (8.3.116al)-(8.3.116h)
if and only if the lower integral limits are the same, i.e.,

2 - K 2
x o 529 — (f 5 ) )
2Ty 2073 Tex

(8.4.8)

This implies that the normal volatility oy satisfies

1 2 2T, x2 0
o — 92220 x 1—e2— ) 4.
= <2 : > KR~ (J_K? < : x) (8.49)

Taking the square root and expanding

1

6
1-— 82P7ex

(8.4.10)

in a Taylor series around ¢ = 0 shows that the option’s implied normal (absolute) volatility
is given by

- K 0
oN = f-K <1 + & STt ) : (8.4.11)
X x

Since z = z (1 + O(¢)), we can rewrite the answer ad2

oN = (f_K) (z> (14 (d1+ o+ d3) Tex + .- .) (8.4.12)

z x(2)

where
-1

f—K_sa(f—K)_( L [f_dr ) (8.4.13)

z o ff ds o f - K K 50[0(]“)

K C(f)

On page 28 of their paper [5] Hagan and his coauthors state: “This factor represents the average
dif ficulty in dif fusing from today’s forward f to the strike K, and would be present even if the
volatility were not stochastic.” This probably means that this factor is the main multiplier for
the volatility and its appearence does not depend on the value of the volvol v.

The next factor is

(Z> _ z — = S : , (8.4.14)
z(z 1 V1—2pevzte2v222—ptevz V1-2p¢+¢2—p4<¢
= log < = ) log (1—p>

12This can be seen by making a Taylor expansion of the definition of 2 (§3.88) around & = 0 up to and including
O (g). This yields z = z (1 + 1pvze) = 2 (1 + O (¢)).
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where

L fdff v A v f-K )
Q—syz—sy = — = — 1+ 0 (e7)). 8.4.15
k O~ ale TP~ aCliuy U TOE) (5449)
Here, f,.. := v/ fK is the geometric average of f and K I3 On page 28 of [5] Hagan and col-
leagues claim: “This factor represents the main ef fect of the stochastic volatility.” With this
they presumably mean that in the expression for the normal volatility (84.12]) the lowest order
term in v is driven by f.,..

The coefficients ¢1, ¢o and ¢3 provide relatively minor corrections. Through O (62) these
corrections are

1 EQz
epr = ﬁlog <f % B(O)B(saz)) , (8.4.16a)
I3
Ep = ? log B (8.4.16b)
1 B’
epy = m—f-:ona/E (8.4.16¢)
i.e., using z = 2 (14 O (¢)) as we did before,
1 eaz 2% =97 2 20
epr = = log <f—K C(f)C’(K)> =y o C? (fave) ..., (8.4.17a)
1 1 23,2
Py = log ( (1 —2eprz+ e21/? 2) 4) = T?’pszz/z +.o.., (8.4.17b)
1 , B 1
cpz = 2 PW = s —pray1C (fag) + - -, (8.4.17c)
e C' (fu) C" (fue)
v o= —2 and oy = AL (8.4.18)
C(fave) C (fave)

Let us briefly summarize before continuing. Under the normal model, the value of a European
call option with strike K and exercise date 7., is given by

Vit f.a) = (f — K)N ((ijr> b on s ( f ) | (8.4.19)
For the SABR model,
dF = eaC(F) AWy, F(0) = f, (8.4.20a)
{da = v AW, a(0) = o, (8.4.20D)
where
E [dW,dWs] = p dt. (8.4.20c)

The value of the call option is given by the same formula, at least through O (52), provided we
use the implied normal volatility

alf —K) (¢
on(K) = °© — | = : (8.4.21a)
LA (w(<)>

292 =% 20 2-3p% 5 1 ,
{1+< 7 a”C% (favs) + 21 v +4pua710(favg) 2r 4.\,

13Note that the arithmetic average £ could have been used equally well at this order of accuracy.
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Here,
C" (fave) C" (fave)
fue = VIK, M= 755 M= A (8.4.21b)
’ C (fave) C (fave)
vi-K . V1-pC+E—p+¢
& C (favg) ( ) 1- P ( )
The first two factors provide the dominant behaviour, with the remaining factor 1 + [...]e27.,

usually providing small correctionst.

One can repeat the analysis for a European put option, or simply use put-call parity as we have
seen before in section Because in this case we consider a forward f (instead of a stock S),
there is no discount factor e"(T=%) needed. Hence, the put-call parity is given by

et = el L f (8.4.22)

Using the fact that N(—a) = 1 — N(a) and n(—a) = n(a) for all values of a, we obtain the
following expression for the value of a European put option with strike K and exercise date 7.,:

f- - K
O’N\/i Tex

K—f —f
UN\/T;> + ONVTex <0N Tex) , (8.4.23)

where the implied volatility o is given by the same formulas (8.4.21a))-(8.4.21c)) as the call.

vmtz(fme< )+mvm< )+K—ﬂ

— N (

8.5 Lognormal model

By doing a second comparison between option prices under the lognormal model
dF = o FdW, (8.5.1)

and the normal model ([84.1]), we then convert the implied normal volatlity to the usual im-
plied lognormal (Black-Scholes) volatility, i.e., we quote the option price predicted by the SABR
model in terms of the option’s implied volatility. Here C(F') = F.

To derive the implied Black volatility, consider Black’s model
dF = eopFdW, (8.5.2)

where we have written the volatility as eop to stay consistent with the preceding analysis. For
Black’s model, the value of a European call with strike K and exercise date 7., is
Ver = fN(dy)— KN(d-), (8.5.3a)
‘/put = ‘/call + D(tset)(K - f)u (853b)

with
log( S) + 1 5 UBTex

E0B\/Tex ’

where we are omitting the overall factor D(¢..,) as before.

ds = (8.5.3¢)

MHagan et al. claim: “These are corrections of around 1% or so.”
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We can obtain the implied normal volatility for Black’s model by repeating the preceding anal-
ysis for the SABR model with C(f) = f and v = 0.

Setting C(f) = f and v = 0 in equation (R4.2Tal)-(8.4.21d) shows that

on(K) = M (1 - 2—14620?37@( +.. > (8.5.4)

through O (52) .

When we equate the two formulas for on(K) (85.4) and (8.4.21al), and multiply through by

log(f/K)] 1 L 5o
—— - [1+ = 5.5
[ FoK | : +24<€UB7'9X (8.5.5)
to clear up the left-hand side, we obtain
alog(f/K) ¢ L 5o
_ ) 1= : 5.
Fody #0) +24£ OB Tex (8.5.6)
K C(f)
2% =9 20 2-3p* 5, 1 2
1 _— - el p
{ + ( op O (fave) + =5 v+ pramC (faw) | €°7e +

Remember that we are only working through O (52), so we can neglect any higher order terms
that arise. The final answer, which is an expression for op is obtained by substituting for op
its first order approximation [4]

C(f.
0B =« (Javs) (1+0(e)), (8.5.7)
Jove
so we can replace
[1+ 2037 (8.5.8)
on the right-hand side by
L [ La2o(fu)?— ) r (8.5.9)
24 avg faQVg ex . .
which can be combined with the other £27,, terms. Through O (£2) this yields
_ alog(f/K) (¢
op(K) = Fdr O (8.5.10)
K C(f")

272 — V2 + - 2 — 32 1
{1 ! (24fﬂva2c2 (fan) + 24p VQ + ZPVO[")/lC (favg) 527—9" teps

This is the main result of the paper written by Hagan and colleagues [5].

8.6 Stochastic / model

As originally stated, the SABR model consists of the special case C(f) = f”. The model then
becomes

dF = eaF® dawy, F(0) = f, (8.6.1a)
da =eva dWy,  &(0) = a, (8.6.1b)
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where

For C(f) = fP, we have

C'(fus) _ B!

T T P =ffry and (8.6.2)
1 ﬁ_2
2= %((fg)) G 1)65:? =06 - 1)f5 (8.6.2b)

Substituting this into equation (8.4.21al)-(8.4.21cd) shows that the normal volatility for this model
is

- :é?a(f—K)_(C)
{ (25(6 - ]‘)fdvg ﬂQfavgz 2f2/3 3P2

1
l/ + pVaﬁfavgfﬁg) 527—Cx+“'}7

24 avg 24
B 5a(1—ﬁ)(f—K).< ¢ >
I SRS
—B(2-B)a?  2-3p? 1 praf3
{H( 2(4f2 2/2’ * 24p V2+4f;féﬁ> Tex +} (8.6.3a)

through O (52) with f... =/ fK as before and

g:Zf]ngK and a(0) = log ((VIIELEL), (5.6.30)

This can be simplified by expaundingl:lziI

_ f f 1 s S
f—K = \/leog<K +24log % +192010g I7a +...,
FP K = (1- B)(fR) ) 2 log (};)
Q=82 of S\, Q=B 4[]

1 1 = 1 = )

<+ 20 ®\x) T 120 ®\Kx)"
Here, terms higher than fourth order can be neglected, because f — K = O () and therefore
log (%) is small.

Y Define z := log(f/K) and write

_ ;K\ (d-e¥)
f-K = \/fK(\/;—\/:>_2 JKA—— 2 =2/JKsinh (3,
2 4
fK:E<1+3!$'723+ﬁ+...):\/leog(£ ( log (%)+1912010g4<£)+...).

A similar approach can be used to expand 7% — K178,
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Then, the implied normal volatility (8.6.3al) reduces to

o 82 24 K .<AC ) 8.6.5
on(K) = calfK) 1+%log2<%>+... (C) o
—B2—fa?  2-3p2 , 1 praf 1\,
{1+<24(fK)1—6 21 4<fK)(1—5>/2>””+”'}’

where

¢ = g(fK)(lfﬁ)ﬂ log ({() and #(¢) = log ( V1= 2pitC2 —p C) . (8.6.5b)

p

Equating the above formula ([8.6.5al) for on(K) for the SABR model and the expression for
on(K) for Black’s model (85.4]) and multiplying through by

log(f/K)] 1 L 5 o
S 2 (14— 6.
[ e —|—24€O'BTex (8.6.6)
yields
« 1+ i52a%79x ¢
op = = (8.6.7)
(1-8)/2 1-8)2
(fK) 1+ 482 Qf) log? (%)4— (<)
—-B2—-p)a? 2-3p* , 1 prap 9
1 - cel g
{ i < A(7K)0 T A en )T
Next op has to be replaced by
C
op = aM (14 0O(¢)) (8.6.8)
favg
as we did before, such that we can replace
1+ i€20'%7' (8.6.9)
24 ex
on the right-hand side by
L 5 9,051
T f2 (8.6.10)

Hence, the expression for the implied Black volatility for the SABR model (8.6.8]) becomes18

o 1 . ¢ .
(JE)I=2 4 Q52 g2 (%) +... 20

(1-B)Pa® 2-3p° , 1 prof 2
{1+(24(fK)1,6’+ 24 v +4(]"[{)(15)/2)6TEX+"'}’

o (8.6.11)

through O (£2), where ¢ and #(¢) are given by equation (B.6.5D) as before.

1%Tn equation (B.69c) on page 31 of [5], Hagan et al. claim that there should also be an ¢ in the numerator of
the first fraction. This must be a typographical mistake, because in equation (2.17a) on page 9 of the same paper
[B] no e occurs.
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8.7 Special cases: J=0and =1

There are two special cases we will take a special look at: the stochastic normal model (8 = 0)
and the stochastic lognormal model (8 = 1).
Normal model: §=0

For the stochastic normal model (8 = 0), the implied volatilities of European call and put
options are

2
on(K) =ca <1 + 2 _sz 2 + .. > ) (8.7.1a)
log L 2 9.2
o5(K) =7 _(I;{) <$(CO> <1+ [240}1( 42 243'0 y2] e2fex+...>, (8.7.1D)

through O (54), where

¢ = g\/ﬁlog (}i) and z(¢) = log < V1-2pC+ ¢ _p+C> ) (8.7.1c)

I—-p

Lognormal model: =1

For the stochastic lognormal model (5 = 1), the implied volatilities are

=K ¢ a®  pav 2 —3p?
on(K) = mbg(};) <$(C)> <1 + [—24 + -+t 1/2] &2 + .. ) , (8.7.2a)
op(K) = ca <:z(<<)> <1 n [”Z” 42 _243p2 1/2] 27 + .. ) : (8.7.2b)

through O (54), where

¢ = glog (IJ;) and Z(¢) = log (@_ Pt C) . (8.7.2¢)

p

8.8 Discussion

The most important assumptions that are made in the paper by Hagan et al. [5] are presented
below. Furthermore, the method and solution will be discussed in this section.

Method and assumptions

Hagan and his colleagues use singular perturbation techniques to obtain the plain-vanilla op-
tion prices implied by the SABR model, and from these the associated implied volatilities. In
their book [9] Rebonato, McKay and White explain that “Implied volatilities are just ‘the wrong
number to put in the wrong formula to get the right price’, so there is no great fundamental
meaning in obtaining implied volatilities rather than prices. However, for very good reasons,
these ‘wrong numbers’ have become the common metric in the market place to communicate the
prices of options.”
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The SABR model describes a single forward F. The volatility of this forward F' is described
by the parameter a, which itself follows a stochastic process, while the forward is assumed to
follow the CEV process as before in section [6l That is,
dF = aC(F)dWy, F(0) =/, (8.8.1a)
da = va dWa, a(0) =a. (8.8.1b)
The two Wiener processes are assumed to be correlated by
E [dW; dWs] = p dt. (8.8.2)

All the parameters of the model, v, 3 and p, are assumed to be constants, not functions of time,
and there is no mean-reversion in the stochastic process for volatility.

Both the volatility & and the volvol & are assumed to be small. This results in the following
scalings:

o
I

=

Q
Il

o, (8.8.3a)

>
Il

=

N
I

oo O

ev. (8.8.3b)

The PDE approach does not seem to work very well in this case, because after scaling we obtain
PDEs that are difficult to solve. Hence, for the SABR model it is better to follow the procedure
of Hagan et al., who directly apply the scalings on the system of stochastic differential equations
(BZ1)) and use Kolmogorov equations, as we did in section [B2] of this thesis.

The resulting expression for the implied volatility under the SABR model is obtained by con-
sidering the forward and backward Kolmogorov equations per order in €, making smart choices
for local variables and functions in order to attempt to transform them into an equation that
looks like a heat equation, which is easier to solve.

Solution

The SABR model is very well explained in the paper by Hagan et al. [5]. Singular perturbation
techniques are used to obtain the prices of European options under the SABR model. From
these prices we obtain the following closed-form algebraic formula for the implied volatility as a
function of todays forward price f and the strike K:

« 1 ¢
1-8)/2 —B)2 Y
(fE)A=A)/ 1—1—%10(@2 (%)—F ()
(1-8)2a? 2-3p> 5, 1 praB 9
1 -
{ + (24(fK)1—ﬁ T Y T igryaar )T
through O (£2), where ¢ and #(¢) are given by

(= g(f[()(l—ﬁ)ﬂ log <If(> and z(¢) = log (W_ Pt C) : (8.8.4b)

p

(8.8.4a)

OB

Our opinion

Though the SABR model is very well explained in the paper by Hagan et al. [5], it took us
quite some time and effort to understand all derivations. Fortunately, Patrick Hagan was very
helpful in answering our questions via e-mail and explaining the steps we did not immediately
understand. This helped us a lot in comprehensing the details of this particular application of
perturbation theory.
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Conclusions

This section summarizes the main results and conclusions that we have obtained in this thesis.
Also some recommendations for further investigation will be presented below.

This thesis discusses the use of perturbation theory in the context of financial mathematics, in
particular on the use of matched asymptotic expansions in option pricing. Our methods are
applied to the ordinary Black-Scholes model for illustration, and two more advanced models
based on papers by Howison [7] and Hagan et al. [3].

Black-Scholes model

A first application of perturbation theory on a financial model has been presented in section
in order to show the techniques and complications of the method of asymptotic expansions
in a financial context. In this simple example of the Black-Scholes model an exact solution is
available, so it is in fact not neccessary to apply the method of asymptotic expansions on this
model. However, in case we do apply the method, we can construct two artificial layers, and
make smart choices for the local variables, in order to attempt to transform the equations into
a heat equation, which can be solved. A nice property of this model is that it is possible to
compare the results with the exact solution, to see that it is a very accurate method. Note
that this exact solution can be obtained by transforming the Black-Scholes equation into a heat
equation (as we have shown in section [5.2)).

Fast mean-reverting stochastic volatility model

Howison’s paper [7] discusses a fast mean-reverting stochastic volatility model that turns out to
have many open ends. In this paper quite a lot of assumptions and simplifications are made.
Unfortunately, often the motivation for them is not explicitly given in the paper, and in some
cases we even think these assumptions and simplifications are incorrect.

An important simplification is that Howison makes some assumptions about o-independence
of the O(1) solution Vj. He argues that this choice follows naturally from the behaviour of Vj
in the limits for small and large S, but he doesn’t explain this. This simplification has large
consequences for the higher order equations and their solutions. If the O(1) solution would
depend on o, these higher order equations would be completely different and it would make
solving them a lot more complicated.

Another important point of discussion is that Howison has chosen to make the derivative with
respect to time to be O(e), instead of O(1). As a consequence, the remaining O(1) equation does
not look like a heat equation anymore, because in the first order approach in equation (7.3.9),

91
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the time derivative has been left out of the problem. The similarities with the application of
perturbation theory on the Black-Scholes model have thus dissappeared here. Howison does not
explicitely motivate his choice. A reason for this choice might be that it is likely that taking
the time derivative into account in the O(1) problem leads to a more complicated first order
solution Vj, which does not only depend on ¢, but also on et. In that case, a totally different
approach, using multiple timescales, would be needed.

After applying the method of matched asymptotic expansions to the fast mean-reverting stochas-
tic volatility model and following Howison’s assumptions, we have obtained the following ex-
pression for the three lowest order terms of the solution:

V(S,0,t) ~ co(S,t)+e3(T —1) (A;1 + A%QD) % (D2 - D) ¢q (9.0.1)
+ 2 |91(0) = 01(0) = (T =) (Ars + Ar2D)

2D (D?=D)) (41, + A;ﬂﬂ))] (D* - D) a,

where D := § %. However, since the function ¢o(S,t) is still undetermined, this result doesn’t
seem to be very useful.

Lognormal-normal model
The next model that has been considered, is a lognormal stock process with a normal volatility
process, also known as the Schébel-Zhu model, given by

dS = pS dt + oS dW, dW ~ N(0,dt), (9.0.2a)
do =a dt + b dW, dW ~ N(0,dt). (9.0.2b)

Here, a,b € R are constants and the stochastic processes W and W have correlation p-

This model was supposed to be a first step to the SABR model. We expected it to be easier
than SABR, because the drift and volatility of volatility were chosen to be constant. However,
after trying to apply the method of asymptotic expansions to this model, unfortunately this
appeared to be not that easy. In particular, the inner equations were hard to solve, because
these partial differential equations contained coefficients that depend on the time and space
parameters. Therefore, we have decided to abandon this model and directly continue with the
SABR model.

SABR model

The paper written by Hagan and colleagues [5] examines a new three-parameter stochastic vola-
tility model (the SABR model) that successfully prices back the volatility smile as observed in
the market nowadays, and that is commonly used. This resulting expression for the implied
volatility under the SABR model is obtained by considering the forward and backward Kol-
mogorov equations per order in €, making some smart choices for local variables and functions
in order to attempt to transform them into an equation that looks like a heat equation, which
is easier to solve. Note that, contrary to Howison’s approach, Hagan et al. do take into account
the first derivative with respect to time in their O(1) equation.

The main result of this section is the following closed-form algebraic formula for the implied
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volatility as a function of todays forward price f and the strike K:

o a ! ¢ (9.0.32)
B — 5 . = . 0.
(fE)1=A/2 4 + 7(155) log? (%) +... (9]

(1—8)%? 2-302 , 1 pvap
{1+<24(fK)1_6+ 24 v’ 4(fK)(15)/2>527'ex+...}

through O (52), where ¢ and #(¢) are given by

c=2(fK><1—ﬁ>/210g<};> and f(C)zlog(”l_zpifcg_p +<>- (9.0.3b)

p

Recommendations
Recommendations for further investigation on these models would be to consider several different
scalings and see which one works best.

For example, using multiple-scale methods to find the correct O(1) equation and solution for
Howison’s fast mean-reverting volatility model. Also, the o-independence of the O(1) solution
Vb should be reconsidered to see if it is possible to obtain a first order approach that does depend
on g.

For the SABR model, also some choices are made for the scalings. Here, a nice suggestion for

further investigation would be to see if any other small parameters occur in this model. For

example, to examine what happens if (also) (1 — p) and/or (3 — % are small.
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Appendix A

List of symbols

Greek symbols
I':  Second order derivative of the option price, one of the Greeks.
~:  Parameter in the CEV model.
A: First order derivative of the option price, one of the Greeks.
Used for heding, to determine the amount of stock that has to be in the portfolio.
6:  Dividend.
e:  Stretching parameter.

e Drift.

0. Volatility.

Latin symbols

Bond price.
Discount factor for time ¢.
Strike price.

Standard normal cumulative distribution function, N(z) = é I e 7dz
Normal distribution with mean y and variance o2.

Z2
Standard normal probability density function, n(z) = ée‘T.

Payoff.

Risk-free interest rate.
Stock price.

Expiry time.

Time.

General option price.

Price of a call option.
Price of a put option.
Wiener Process.
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Appendix B

Order symbols

To define an asymptotic approximation, first the order symbolsT need to be introduced. The
reason for this is that we will be interested in how functions behave as a parameter, typically &,
becomes small.

For example, the function f(¢) = & does not converge to zero as fast as g(¢) = €2 when € — 0.
Therefore, a notation to denote this fact is needed.

Definitions

e g =0O(f) as € | 9 means that there are constants kg and €1 (independend of ¢), such that
lg(e)| < kolf(e)| foreg<e<e. (B.0.1)
We say that g is “big Oh” of f as € | &9.

e g =o0(f) as € | g9 means that for every positive d, there is an €5 (independent of ¢), such
that
lg(e)| < 4d|f(e)] foreg < e < es. (B.0.2)

We say that g is “little oh” of f as € | &g.
o f(e) =0s(g(e)) if f =0O(g) and f # o(g) for e — 0.

Another useful way to make this determination involves the limit

= lim ?8. (B.0.3)

e If this limit [ exists and is finite, then g = O(f) as € | &p.

e Similarly, if [ = 0, then g = o(f) as € | &o.

! Also referred to as Landau symbols.
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Appendix C

Example problem in perturbation
theory: layer at z =1

In chapter [2] the following example problem is being considered:
ey +2y +2y=0, for0 <z <1, (C.0.1)
with boundary conditions y(0) = 0 and y(1) = 1.

Step 1: Outer solution

If the layer is chosen to be at z = 1, the O(1) outer solution yo(x) = ae™* should satisfy the
boundary condition at x = 0, i.e., y(0) = 0. This is only the case if we choose the arbitrary
constant a to be equal to zero, such that the outer solution is given by yo(z) = 0.

Step 2: Boundary layer analysis
Inside the layer at © = 1 we have a local variable

z—1
= —. C.0.2
eI (©02)
After substitution of this variable £ in problem (C.0.I]), we obtain
e 0%y 2 oy*
2y* = 0. C.0.3
ser og 5 0e (€0
Maximum balance yields d(¢) = ¢, such that equation (C.0.3]) transforms into
a2y* ay*
2 2ey” = 0. C.0.4
ae? + G + 2ey ( )
Expanding y* =y + eyj + . .. gives the following O(1) equation:
aQy* ay*
2 = 0. C.0.5

The general solution of the O(1) equation is y;(¢) = Ae=% + B. Here, the boundary condition
at © = 1 should be satisfied, i.e., at £ = xgl = 0 we have y;(0) = 1. This implies that A+ B =1,
such that the inner solution becomes () = A (e7% — 1) + 1.
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Step 3: Matching

To determine the arbitrary constant A in the inner solution, a matching condition is needed.
Letting £ — —oo, which means going towards the boundary of the layer, yields A = 0, to
avoid that the inner solution would become infinitely large. The inner solution thus becomes
y5(€) = 1. Unfortunately, in this case we are not able to match this with the outer solution

y(x) = 0.

Conclusion
The boundary layer cannot be located at x = 1. Therefore, let us asume it to be at = 0.

The importance of matching cannot be overemphasized: It is one of the essential steps. If the
inner and outer solution do not match, it is necessary to go back and determine where the error
was made. The possibilities where this happens are almost endless. On page 56 of the book
written by Holmes [6] there’s a list of useful places to start to look.



Appendix D

Feynman-Kac

Richard Feynman and Mark Kac have established a link between partial differential equations
(PDES) and stochastic processes. It offers a method of solving certain PDEs by simulating random
paths of a stochastic process. Suppose we are given the PDE:

P P e A (D.0.1)
subject to the boundary condition f(z,T) = n(x), then the Feynman-Kac formula reads:
f(@,t) = En(X7)| 7). (D.0.2)
Here, X is an It6 process driven by the equation
dX =g(X,t) dt + o(X,t) dW4, (D.0.3)
with W; a Wiener process and the initial value for X (¢) is X (0) =

Proof of the Feynman-Kac formulal
The PDE for f(x,t) is given, so using It6’s formula (Z31]) on f we obtain:

of .. 9f o*f

. oy ST qu2,
df = 9t —dt + B dz + 5 902 Sdx
_ (9f of O*f
= (at + g(z, )a—+5 (z t)@ dt + o(z,t) AWy,
= U(m,t) th
Integrating both sides gives
T T 8f
/ df = f(Xp,T) — f(x,t) :/ a(q:,t)a— dW;. (D.0.4)
t t €T
Taking the expectation, we find
f(a,t) = E[f(X7,T)] = E [n(XT)]. (D.0.5)

!Source: Lecture notes of the TU Delft course “Computational Finance” (WI4154), lecture 04, by Lech A. Grze-
lak and C.W. Oosterlee.
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Appendix E

Notes on L? functions

Consider an L? function f, and the expectation value of its It6 integral

B [ /t Yo th] , (E.0.1)

which is named after Kiyoshi Ito. See figure [E.1] below.

f f(t,) —

t P <

i ti+1 —t

Figure E.1: Ito integral

Using the fact that the increment Wy, , — Wy, is independent of Wy,, such that we can split up

the expectation, yields

E [/tT fF(Wy) th]

E [Z f(th) (Wt¢+1 - Wtz)] )
t;
= Z E [f(Wtz)] E [Wti+1 - Wti] :
t;
Because E [f(W;,)] < oo and E [Wy,,, — Wy, | = 0, we conclude that

E [/tT F(Wy) th] = 0. (E.0.2)
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Appendix F

Martingales

In probability theory, a martingale is a stochastic processL, such that the conditional expected
value of an observation at some time ¢, given all observations up to some earlier time s < t, is
equal to the observation at that earlier time s. The concept of martingale in probability theory
was introduced by Paul Pierre Lévy.

Definition of a martingale

A discrete-time martingale is a discrete-time stochastic process X1, Xo, X3, ... that satisfies
E(|Xn]) < oo, (F.0.1)
E(Xpt1|X1,..., Xn) = X, (F.0.2)
for all n > 0.
Example

Suppose X, is a gambler’s fortune after n tosses of a fair coin, where the gambler wins $1 if the
coin comes up heads and loses $1 if the coin comes up tails. The gambler’s conditional expected
fortune after the next trial, given the history, is equal to his present fortune. So this sequence
is a martingale.

Properties

Perfectly tradable goods, like shares of stock, are subject to the law of one price: they should
cost the same amount wherever they are bought. This law requires an efficient and liquid mar-
ket. Any discrepancy that may exist in pricing perfectly tradable goods, will lead to an arbitrage
opportunity. Goods that cannot be costlessly traded are not subject to this law.

Here, a nice property is that martingales are tradables, and non-martingales are non-tradables.
More information on this statement can be found on page 116-118 of the book writen by Baxter
and Rennie ([1]).

T.e., a sequence of random variables X1, X2, X3, .. ..
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Appendix G

Similarity solutions for PDEs

The technique of similarity solutions is one of the various techniques for reducing a partial
differential equation (PDE) into an ordinary differential equation (ODE), or at least turn the
original PDE into another PDE, reducing the number of independent variables.

This is an approach that identifies equations for which the solution depends on certain group-
ings of the independent variables rather than depending on each of the independent variables
separately.

First consider the heat equation
ou 0%u
ot Ox?

We introduce the so-called dilation transformation

=0. (G.0.1)

z = &%,
s = &, (G.0.2)
v(z,8) = eu(e%,e ).

So the heat equation (G.0.I)) transforms into

2
b—c v . 2afca v

Hence, for b—c = 2a —c (i.e., b = 2a), this equation is invariant under this transformation. So if
u(zx,t) solves the heat equation in the variables z, ¢, then for z, s, v(z, s) as given v(z, s) solves
the heat equation in the variables z, s.

Note that
—c/b
vs™b = (&) <5bt> i = ut™¢/, and
I
sa/b - (5bt)a/b - ta/b’

such that both groupings of variables are invariant under the transformation (G.0.2) for all
choices of a, b, c. This suggests that we look for a solution of the heat equation (G.0.0]) that is

of the form

1
° L since 2==: (G.0.4)

_4c/b _
u=t y(g) fOI' g_ ta/b - \/E’ b 27

109



110 APPENDIX G. SIMILARITY SOLUTIONS FOR PDES

which gives

= (e - §570).

8u C a—
Ou sy )
62’11, c/2a—
922 te/? Ly"(9),

such that the heat equation (G.0.I) transforms into

C/sa— C é
te/2071 | Dy"(§) = —y(€) + 5u/(€) | =0. (G.0.5)
So the PDE (G.0.J]) has indeed been reduced to the oDE (G.0.H). A non-zero solution y(§) sat-

isfying (G.0.5) is called a similarity solution of the heat equation (G.0O.T]).

If the heat equation (G.0.J) is satisfied for x > 0, t > 0 and if u(x,t) satisfies u(z,0) = 0 for
x > 0, u(z,t) — oo for z — oo and %(O,t) = @ for ¢ > 0, then it follows that £ — oo for
z —ooort—0and¢=0if z =0, because y(£) = t~/?%u(z,t) and £ = z/V/1.

For y this gives y(oco) = 0 and g—g(o,t) = t=¢/20=1/24/(0) = Q if and only if ¢ = a, because Q is
a constant. So the initial boundary value problem for u(z,t) reduces to the following problem
for y(¢):
Dy"(&) = 5y(€) + 54/(€) = 0,
y(0) = Q, (G.0.6)
y() — 0 as & — oo.

If the boundary condition at z = 0 is given by u(0,t) = ug then u(0,t) = t¢/2%y(0) = ug if and
only if ¢ = 0, because uy is a constant. In this case the initial boundary value problem for u(z,t)
reduces to

O I

Dy"(©)+5y(&) = 0,
y(0) = o, (G.0.7)
y(€) -0 as & — oo.

We can integrate the equation Dy” (&) + %y’({) = 0 once to obtain 3/(§) = c1e=¢/4D guch that

¢
y(§) = 61/ e NMPAN t ey = 3 erf( (G.0.8)
0

I3
@) e

where erf(z) := % Iy e~ dn. This has the property that erf(co) = 1.

).

X
=ug erfc [ — |,
4Dt> 0 <\/ 4Dt>

The boundary conditions now lead to

y(&) = uo—wuo erf<

g

u(z,t) = wo—up erf<

where erfc(s) = 1 — erf(s).
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The solution of problem (G.0.6) is given by

y(§) =Ci&+ Oy [2\/756_52/413 + 7€ erf <\/f@>] . (G.0.9)
And since y/'(§) = C1 + Cy [7‘( erf (\/%ﬂ, the other conditions are satisfied by

y(§) = Q¢ —% [2\/@652/4D + 7€ erf (\/fﬁ)] 7

_ IR \/ﬁ—é/w
— Qferfc(@> 2Q ﬂe )
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Appendix H

Green’s functions

Green’s functions are named after the British mathematician George Green. They are the basic
solutions to linear differential equations. A Green’s function is a building block that can be
used to construct many useful solutions.

Consider differential equations of the form
Lu(z) = f(x), (H.0.1)

where L = L(x) is a linear differential operator acting on distributions over a subset of the
Euclidean space R", at a point s.

Definition
A Green’s function® G(z, s) of a linear differential operator L(z) is any solution of

LG(z,s) = (x — s), (H.0.2)

where 0(+) is the Dirac delta function.

Motivation
If a function G(z, s) can be found for an operator L, then we multiply equation (H.0.2) by f(s)
and integrate with respect to s to obtain

/LG(w,s)f(s)ds = /5(1: —5)f(s) ds = f(x). (H.0.3)
By equation (H.0.]), the right hand side of equation (H.0.3)) is equal to Lu(z), so (H.0.3]) becomes
Lu(z) = /LG(x,s)f(s) ds. (H.0.4)

Because operator L(z) is linear and acts on the variable x only, we can take the operator L out
of the integration on the right hand side, and obtain

Lu(z) =L (/ G(z,s)f(s) ds> , (H.0.5)
which implies that the solution u(z) of differential equation (HLO.)) is given by

u(z) = /G(m,s)f(s) ds. (H.0.6)

! Also referred to as source functions, fundamental solutions, gaussians or propagators of the diffusion equation,
or simply diffusion kernels.
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Application
Our goal is to find a particular solution of the heat equation
1
Ur = 5 Uag, (H.0.7)

with initial condition u(z,0) = ¢(z) = max(z,0), and then to construct all the other solutions,
using property Fl in section [5.9] which says that an integral of solutions of the heat equation is
again a solution.

The particular solution we will look for is the one, denoted Q(z,7), that satisfies the special
initial condition
1 for x > 0,

0 for z < 0. (H.0.8)

Q.0 = {

This function for the initial condition is known as the Heaviside function. The reason for this
choice is that this initial condition does not change under dilation2.

First we will look for Q(z, 7) of the form

Q(z,7) = g(p) where p = \/% (H.0.9)

and ¢ is a function of one variable (to be determined).

Clearly, the initial condition (H.0.8) does not change at all under the dilation z — +/ax, t — at.
So we look for a @ that satisfies the heat equation (EL0.7) and initial condition (H.0.8) and has

the form (EL.0.9).

Using (H.0.9)), we can convert the heat equation (H.0.7)) into an ODE for g, by use of the chain
rule. This gives

1
0 = Qr— iQbev
1z 11,
= 27@9(19) 55,9 (P),
1
= (2pg’(p) + g”(p)) : (H.0.10)
such that the ODE becomes
9" (p) + 2pg'(p) = 0. (H.0.11)
The ODE (H.0.I) is solved using the integrating factor e/ 2 dp — ¢P* | such that we obtain
J(p) =cre™ (H.0.12)
and
x /21 )
Q(x,7) =g(p) = cl/ e P dp+cy, forT>0. (H.0.13)
0
Using initial condition (HL0O.8)), we can express the limits as follows.
(o)
If z>0, 1= liﬁ)lQ(JJ,T) = cl/ efPde—F cy = cl\é% + co. (H.0.14)
¢ 0
0
If z<0, 0= lgng(m,T) = —cl/ e_pzdp—l— = —cl\é% + co. (H.0.15)
—o0

2See appendix [G for the definition of a dilation transformation.
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This determines the coefficients

P— —
QO
N

(1

DO,

o

Therefore Q(x, 7) is the function

V2T
Q(z, 7)== + / e P’ dp, for T > 0. (H.0.16)

After checking, we find that solution (H.0.I6]) does indeed satisfy the heat equation (H.0.7),
initial condition (H.0.8) and has the form (E.0.9).

Now defind? 90 )
_ Yy —x2 /271 f H.0.1
G(z,T) o 72\/7%6 , for 7> 0. (H.0.17)
and -
u(z,7) = / G(x —y,7)o(y) dy, for 7 > 0. (H.0.18)

By property [ in section [5.9] the integral u(x, 7) of solution G(x,7) is a different solution of the
heat equation (H.O.7). We even claim that u(z,7) is the unique solution of (H.O.7)) satisfying
the initial condition u(z,0) = ¢(x).

Hence, after substituting (H.O.I7) and the initial condition ¢(z) = max(z,0) into equation
(H.0.18) we find that the solution is given by

u(z,7) = \/% (z=y)*/27 max(y,0) dy, for 7> 0.
= /2T Qu. f
e , for 7> 0.
\/27‘(‘7’/ Y 4

Now transform (z,y,7) into (z,z,7) by using
(H.0.19)

such that we can replace y by y =  — \/72. Assuming x and 7 to be constant with respect to
z, we have dz = —Tdy This gives

. 1 - = ey
U(JJ,T) - m (‘T \[ ) 2

z/f )
= \/ﬂ/ (x —/T2)e * /% d

_ /I/f 77;2/2 / 22/2 dz,
2T \/ 2

z//T x/T

. xT 722/2 ds — 7z2/2 d f

= — e e z, forT>0. (H.0.20)
v 2m / \/277

3Note that %—S is the Dirac delta function, because Q(z,0) is equal to the Heaviside function.
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The second part of u(x,7) we can compute by partial integration.

x/\/T x/\/T 2 /T
/ /fze_zg/Q dz :/ /\[e_ZQ/2 d <Z2) = [—622/2} /f.

—00 —00

So the solution (H.0.20) indeed becomes

% 1 /T
_ T —22/2 ds — 222
u(x, T) Nor /Oo e z o [ e ]_OO )

a/VF
= 7 /oo e ds e
— zN (\2) +/Tn <\2> . for 7> 0. (H.0.21)

Thus, using Green’s functions we find exactly the same solution as we already found in (5.9.10)).



Appendix 1

Hermitian adjoint

In mathematics, specifically in functional analysis, each linear operator on a Hilbert space has
a corresponding adjoint operator. The adjoint of an operator A is also sometimes called the
Hermitian adjoint (after Charles Hermite) of A and is denoted by A*.

One can show that there exists a unique continuous linear operator A* : H — H with the
following property:
<Az,y> = <uz,A'w> forallz,yec H. (1.0.1)

Here < -,- > denotes the inner product, which is defined as follows:

< fig > / " Fge) dt. (1.0.2)
Immediate properties:
o A =A.
e If A is invertible, so is A*. Then, (A*)~! = (A~1)*.
e (A+ B)* = A*+ B*.
o (MA)* = \*A*, where \* denotes the complex conjugate of the complex number .

o (AB)* = B*A*.

Application
Consider the operator
1., 0 0
= ("= —. 1.0.
Lo 2< 802+m80 ( 03)
We will compute its adjoint by using the definition of the inner product
© (1 4,07 9]
< Lou,v > = / (CQZ + mu> v dz. (1.0.4)
o 0o oo
After applying integration by parts twice, this gives
oo 1 .4,0% ov N
< Lou,v > = /_Oou <2§2&‘2 — m80> der = <u,Lyv>. (1.0.5)
Here,
1, 02 0
L= —mo— 1.0.6
0= 9% 552~ Mag ( )

is called the adjoint operator of Ly.
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Appendix J

Fredholm Alternative

Consider a differential equation

L(u) = f, (J.0.1)

where £ is an operator that operates on wu.

First we expand

u = Zan¢m (J.0.2)

where ¢,, are the eigenvectors of u and a,, are coefficients that are yet undetermined.

Because ¢,, are the eigenvectors of u, we have

E(‘bn) = —AnPn, (J03)

with A, are the corresponding eigenvalues.

Substitution into the differential equation yields

E(Z an¢n) = f, (J.O.4)

which gives

— ) andndn = f. (J.0.5)

Multiplication by a function ¢,,, which is orthogonal to ¢,, and integration over a domain D
results in

— AmAm /D P2 dV = /D fomdV. (J.0.6)

Now the Fredholm Alternative (named after the Swedish mathematician Ivar Fredholm)
states that the following 3 situations are possible:

e If )\, # 0 for all m, then the coefficients a,, are unique, and the solution can also be
determined uniquely.

In case there is a A, = 0, then:

o If [, f¢dV # 0, there is no solution.

o If | p fomdV = 0, then the coefficients ap, are not determined, and there are infinitely
many solutions.
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Appendix K

Dimensional analysis

Dimensional analysis is a conceptual tool often applied to understand physical situations
involving certain (physical) quantities. It is routinely used by mathematicians, statisticians,
physical scientists and engineers to check the plausibility of derived equations and computations.

The Buckingham II theorem is a key theorem in dimensional analysis. The theorem loosely
states that if we have a physically meaningful equation involving a certain number, n, of physical
variables, and these variables are expressible in terms of k independent fundamental physical
quantities, then the original expression is equivalent to an equation involving a set of p = n — k
dimensionless variables constructed from the original variables: it is a scheme for nondimen-
sionalization. This provides a method for computing sets of dimensionless parameters from the
given variables, even if the form of the equation is still unknown. However, the choice of dimen-
sionless parameters is not unique: Buckingham’s theorem only provides a way of generating sets
of dimensionless parameters, and will not choose the most ‘physically meaningful’.

Application
On page 11 of [7] Howison claims that the value of an option satisfies the following nonlinear
equation

ov

712282 v 2q2 [0V Liog aqs (OPV\" _
50t Sl VS (S )+ onetetst (S Lo o

If we define Lpg as the Black-Scholes differential operator, given by

o 1 5252 0? 0
EBS a + —o“S w + TS% T, (K02)
we can write (K.0.]) as
0’V 0*V
o252 )\2 2 2q4 -0 K0
LpsV + Ao=S <852> Bc=S 352 0 (K.0.3)
Let us express all dimensions in the problem in terms of the dimensions of K and ¢, as follows:
V] = I[K],
[S] = I[K],
o= [
o] = | % (K.0.4)
6] = 1,
A = 1

\
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we find that

o - [ o] o] -], oo
st (20)] = i ()] 11, K00)
[ N 32a281 (g?;) = _ K4 (;)3 = {ﬂ (K.0.7)

So the terms of (KX0.3]) have the following dimensions
K 1 K
— - —1. K.0.8

Dimensionally, this is incorrect, we cannot sum up terms that have different dimensions.

Suggestion
If we replace equation (K.0.J]) by

5+ 5852+ rSag VA0S 852 )\5 s 852 _o, (K.0.9)

the dimensions are correct. The S? indeed turns out to be a typographical error when it was
copied from page 24 of [§]. If we replace it by S3, we obtain equation (K.0.9), that is correct.



Appendix L

The Dirac Delta

The Dirac delta is a mathematical construct introduced by theoretical physicist Paul Dirac.
Informally, it is a generalized function representing an infinitely sharp peak bounding unit area:
a ‘function §(z) that has the value zero everywhere, except at x = 0 where its value is infinitely

large in such a way that its total integral is 1:

Vazo 0(x) =0 and / 0(z) de = 1.

In section we use the fact that

which will be proven in this section.

Proof:
Using the property Vo d(x) = 0, also

Vapoleld(ex) = 0.

From this, it follows that

/Z le|d(z) dz = /O; d(ex) d(ex) = /

Conclusion:
§(z) = e[d(ex),
and thus ()
T
Oex) = —=.
(ex) E

lelo(y) dy = 1.

(L.0.1)

(L.0.2)

(L.0.3)

(L.0.4)

(L.0.5)

(L.0.6)

In section B3] we will use this property without taking the absolute value of € in the denominator.

This is allowed, because we have ¢ > 0.

O

!The Dirac delta is not strictly a function. While for many purposes it can be manipulated as such, formally

it can be defined as a distribution that is also a measure.
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Appendix M

Near-identity transformation

Definition
Suppose that a solution x(t) can be approximated by y.(t) for t > 0. If for t > 0

ze(t) —ye(t) = O (™), 0<te" <C, (M.0.1)

with m, n, C' constants independent of e, we call y.(¢) an O (¢™) approximation of z.(¢) on the
timescale E%

Application
Consider the n-dimensional equation in the standard form

@ =ef(t,x) 4+ e%g(t,x) + 3 R(t, z,€), (M.0.2)
in which the vector fields f and g are T-periodic in t with averages f° and ¢°.

Next, define the vectorfield

u(t,z) = /0 (f(s,z) — f°(x)) ds — a(z), (M.0.3)

where f(s,x) — f%(x) has average zero, but this does not hold necessarily for the integral. The
function a(x) is chosen such that u°(z) (i.e., the average of u(t,x)) vanishes.

We now introduce the near-identity transformation
z(t) == w(t) + eu(t,w(t)). (M.0.4)

We call this “near identity” as z(t) — w(t) = O(e) for ¢ > 0 This will be used to simplify
equation (M.0.2). The near identity transformation is also called the averaging or normalising
transformation. Substituting this into the equation for z (M.0.2)), we obtain

ou ou
57

BT (t,w(t)) + aa—w(t, w(t))w(t)

= ef (t,w(t) + eu(t,w(t))) + g ((t,w(t) + eult,w(t))) + ... (M.0.5)

w(t) +

Using the definition of u!(¢, ), the left-hand side of equation (M.0.5) becomes

LHS = w(t) +eV - u(t,wt)i(t) +e (ft,w) — fO(w)),
= (I +eV-u(t,w(t)))w(t) +ef(t,w) —efO(w). (M.0.6)
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Here, I is the n x n identity matrix, and with V - f(¢,2) we denote the derivative with respect
to x only, this is an n X n matrix.

Because v is uniformly bounded, so is V-u (¢, w(t)), and we may invert the matrix (I + eV - u(t,w(t)))
to obtain
(I+eV-u(t,wt) " =1—eV-ult,w(t))+0(2), t>0. (M.0.7)

Expanding f and g, we obtain

F((tw(t) +eu(t,w(t) = flt,w)+eV- flt,wu(t,w)+..., (M.0.8a)
g ((t,w(t) +eu(t,w(t))) = gt,w)+eV-gt,wu(t,w)+..., (M.0.8b)

such that
W(t) =efO(w) + 2V - f(t, w)u(t,w) + 2g(t,w) + 2 P (w)V - u(t,w) + O (*).  (M.0.9)
Put fi(t,w) := V- f(t,w)u(t,w) — fO(w)V - u(t,w), with average f. This yields
w(t) = efO(w) + 2 f1(t, w) + g (t,w) + O (63) , (M.0.10)
such that after averaging we have
b(t) =ef'(v) + 2 f (v) +e%¢°(v) + O (%) . (M.0.11)
The average of w(t) is denoted as v(t), for notational convenience.

We can prove that
z(t) = v(t) + eu(t,v(t)) + O (?) (M.0.12)

on the timescale %
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