Universidade de Lisboa
Instituto Superior de Economia e Gestéao

LISBON
SCHOOL OF
ECONOMICS &
MANAGEMENT

UNIVERSIDADE DE LISBOA

Option Pricing in llliquid Markets with Jumps

José Manuel Teixeira dos Santos Cruz

Supervisors:
Daniel Sevcovic
Maria do Rosario Lourengo Grossinho

PHD thesis elaborated to obtain the degree of Doctor in Applied Mathematics in
Economics and Management by the University of Lisbon.

2020






Universidade de Lisboa
Instituto Superior de Economia e Gestéao

LISBON
SCHOOL OF
ECONOMICS &
MANAGEMENT

UNIVERSIDADE DE LISBOA

Option Pricing in llliquid Markets with Jumps

José Manuel Teixeira dos Santos Cruz

Supervisors:
Daniel Sevcovic
Maria do Rosario Lourengo Grossinho

PHD thesis elaborated to obtain the degree of Doctor in Applied Mathematics in Eco-
nomics and Management by the University of Lisbon

Presidente:

Doutor Nuno Joao de Oliveira Valério

Professor Catedratico e Presidente do Conselho Cientifico

Instituto Superior de Economia e Gestao da Universidade de Lisboa

Juri:

Vogais:

Doctor Daniel Sevéovic

Full Professor

Faculty of Mathematics, Physics and Informatics, Comenius University, Bratislava,
Slovakia

Doutora Maria Fernanda de Almeida Cipriano Salvador Marques
Professora Associada
Faculdade de Ciéncias e Tecnologia da Universidade NOVA de Lisboa

Doutor Manuel Leote Tavares Inglés Esquivel
Professor Associado
Faculdade de Ciéncias e Tecnologia da Universidade NOVA de Lisboa

Doutor Pedro Miguel Picado de Carvalho Serranho
Professor Auxiliar
Departamento de Ciéncias e Tecnologia da Universidade Aberta

Doutor Joao Miguel Espiguinha Guerra
Professor Auxiliar
Instituto Superior de Economia e Gestéo da Universidade de Lisboa

The research presented in this thesis was financially supported by the University of Lis-
bon.

2020






Acknowledgements

I express my deep gratitude to my supervisor Daniel for helping me write this thesis.
Without his valuable knowledge and insights this would not be possible at all. I hope
that we continue working together in the near future.

Also i thank to Professor Maria do Rosério Grossinho for all the trust put in me. She
always gave me the necessary support in completing this thesis.

I would like to thank my family specially to my parents for all the support they gave
me all these years. This thesis is mainly dedicated to you. If you were not around I would
not have been able to continue my studies.

Also to my brother and his girlfriend who gave me always the encouragement to finish
this thesis.

I thank to my girlfriend whose support and patience was undeniable in these last
months.



Contents

1 Introduction

2 Financial models using Lévy Processes

2.1 Background . . . . . ...
2.1.1 Lévy Processes: definitions . . . . . . . . .. ...
2.1.2  Exponential Lévy models . . . . . . . . ... ...

2.2 Examples of Lévy processes in finance . . . . . . . . . ... ... ... ..
2.2.1  Jump-Diffusion models . . . . . .. ..o
2.2.1.1 Merton’smodel . . . . ... ...

2.2.1.2 Kou’s double exponential model . . . . . . . . ... ...

2.2.2 Infinite activity pure jump models . . . . . . . . .. ...
2.2.2.1 Variance Gamma Process . . . . ... ... ... . ...

2.2.2.2 Normal Inverse Gaussian model . . . . . . . .. ... ..

2.2.2.3  Generalized Hyperbolic model . . . . . . . ... ... ..

2224 CGMY process . . . . . .. .

3 Integro-differential equations for option pricing

3.1 Definitions . . . . . . . ..
3.2 Feynman-Kac¢ formula for PIDEs . . . . .. .. ... ... ... .. ...
3.3 Option prices as classical solutions of PIDEs . . . . . .. ... ... ...
3.3.1 European Options . . . . . . .. .. ... ... ...
3.3.2 Barrier Options . . . . . . . . ...

3.4 Option Pricing using Fourier Transform methods . . . . . ... ... ..
3.5 Modelling the feedback effects with jump process . . . .. .. ... ...
3.6 Existence of solutions in Bessel potential spaces . . . . .. .. ... ...
3.6.1 Existence results for the linear PIDE . . . . . ... .. ... ...
3.6.1.1 The Black-Scholes PIDE model . . . . . ... ... ...

3.6.2 Existence results for nonlinear PIDE option pricing models . . . .

4 Numerical Methods
4.1 Finite Difference Methods . . . . . . . . . . . . ... .

4.1.1 Implicit-explicit numerical discretization scheme for the Classical
PIDE . . . . .

11

10
13
15
15
15
16
16
17
17
18
19



CONTENTS iii

4.1.2  Implicit-explicit numerical discretization scheme for the nonlinear

PIDE . . . . . 66

4.1.3 Numerical scheme for solving nonlinear PIDEs with finite activity
Lévy measures . . . . . . . ..o 67

4.1.4 Numerical scheme for solving nonlinear PIDEs with infinite activity
Lévy measures . . . . . . ... 68
4.1.5 Numerical results . . . . . ... ... 69
4.2 Galerkin Methods . . . . . . . . ... ... 72
4.2.1 Classical PIDE . . . .. ... ... 72
4.2.1.1 Radial Basis Function Interpolation Scheme . . . . . . . 72
4.2.1.2  Different choice of the Interpolant . . . . . . . . . .. .. 76
4.2.2  Application to Illiquid Options Market . . . . . . . ... ... .. 7
4.3 Study of the nonlinear PIDE when pissmall . . . . . . .. ... .. ... 79
4.4 Convergence Results . . . . . . . .. .. . Lo 82
4.4.1 Approximation by a finite activity process . . . .. ... .. .. 82
4.4.2  Consistency of the implict-explicit scheme . . . . . . . . . . . .. 86
4.4.3 Stability and Monotony . . . . . .. ..o L 91
4.4.4 Convergence of the Classical PIDE . . . . .. ... .. ... ... 92
5 Interest Rate Derivatives under the Martingale Approach 97
5.1 Introduction . . . . . . . ..o 97
5.2 Problem Formulation . . . . .. .. .. ... ... ... 97
5.2.1 Classical Approach . . . . . . .. ... . ... ... ... ... 98
5.2.2  Multiple-Curve Approach . . . . . .. .. ... .. ... ... .. 100
5.2.3 Modelling counterparty risk . . .. .. ... ..., 101
5.3 Affine Term Structure Models . . . . . . . . . . ... ... ... ..... 102
5.3.1 Non-Defaultable bonds . . . . . .. ... ... ... ... ..... 102
5.3.2 Defaultable bonds . . . . . . .. . ... oL 104
5.3.2.1 Convexity Adjustment without the shot-noise process . . 104
5.3.2.2 Convexity Adjustment with the shot-noise process . . . 111
6 Conclusion 116
A 118
A.1 Proof of Proposition 3.3.1. . . . . . . . .. ... ... ... 118
A.2 Proof of Proposition 3.3.2. . . . . . . ... ... 119

A.3 Proof of Proposition 3.3.5. . . . . . .. ... ... 124



Chapter 1

Introduction

We know that the Black-Scholes model is the most used in financial markets because
one of the main reasons for using it is the existence of an analytical formula to price
European options. However, evidence from the stock market suggests that this model
is not the most realistic one, since it assumes that the market is liquid, complete and
without transaction costs.

It is well known that the sample paths of a Brownian motion are continuous, but the
stock price of a typical company suffers sudden jumps on an intraday scale, making the
price trajectories discontinuous. In the classical Black-Scholes model the logarithm of the
price process has normal distribution. However the empirical distribution of stock returns
exhibits fat tails. Finally, when we calibrate the theoretical prices to the market prices,
we realize that the implied volatility is not constant as a function of strike neither as a
function of time to maturity, contradicting this way the prediction of the Black-Scholes
model. Several alternatives have been proposed in the literature for the generalization of
this model. The models with jumps can, at least in part, solve the problems inherent to
the Black-Scholes model. The jump models have also an important role in the options
market. While in the Black-Scholes model the market is complete, implying that every
payoff can be exactly replicated, in jump models there is no perfect hedge and this way
the options are not redundant.

We also relax the assumption of liquid market. Investors and risk managers have
realized that financial models based upon on the assumption that an investor can trade
large amounts of an asset without affecting its price is no longer true in markets that are
not liquid. Market Illiquidity has been studied in the literature in [49], [36], [70], [78],
[37], [73]. The first major contribution was done by Robert Jarrow, in 1994 who studied
the market manipulation strategies that may arise in illiquid markets. This paper also
studies option pricing theory, in discrete time, when there is a large trader. The pricing
argument used here was a condition to ensure that no market manipulation strategy is
used by the large trader and the large trader’s optimality conditions, thus replacing the
usual free-arbitrage argument.

Then, Frey in 1998 extended Jarrow’s analysis to the continuous time case. In this
paper is shown a result of existence and uniqueness of solution of a nonlinear partial
differential equation satisfied by the large trader’s hedging strategy. In the same year,
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Platten and Schweizer proposed an explanation for the smile and skewness for the implied
volatilities and show that hedging strategies followed by large traders can lead to option
price bias.

In 1998, Sircar and Papanicolaou present a model in which the derivative security
price is characterized by a nonlinear partial differential equation that becomes the Black-
Scholes equation when there is no feedback. When the programme traders are a small
fraction of the economy the nonlinear partial differential equation is analysed by peturba-
tion methods using numerical and analytical methods. This equation is derived using an
argument similar to the one used in the derivation of the classical Black-Scholes equation.
The findings are that this model also predict increased implied volatilities as in Platten
and Schweizer.

In 2000, Schonbucher and Willmott analyse also the feedback effects from the presence
of hedging strategies. Also a nonlinear partial differential equation is derived for an option
replication strategy and these effects are studied for the case of a Put option. The effects
are more pronounced in markets with low liquidity and can induce discontinuities in the
price process.

So this leads us to consider also a jump process into the models already used in the
literature.

Jump models have been studied for example in [60], [55], [14], [21], [31], [26], [65] and
[21] but none of these papers takes into account the market’s illiquidity. So it seems to be
a good approach to extend the models that study market’s illiquidity to the case where
a jump process is considered. This way not only it is assumed that trading strategies
affects the stock price but also the possibility to account for sudden jumps that might
occur when the market is under stress.

The objective of this thesis is to study under which conditions we can obtain the func-
tion that represents the option price as a solution of a certain partial integro-differential
equation. Moreover, we will discuss some examples where the price function is not regular
enough in order to be a classical solution of this partial integro-differential equation.

The prices of options such as European options and barrier options can be character-
ized in terms of solutions of a partial integro differential equation with some boundary
conditions depending on the type of option considered. Conversely, if we have a solution
of a certain partial integro-differential equation (PIDE) satisfying some conditions, then
it is possible to arrive at a stochastic representation of the Feynman-Kac kind, analogous
to the Black-Scholes case. The main difference between a model with jumps and the
Black-Scholes case is a non-local term that appears in the equation, because now the
price process possesses jumps, and the option price can be discontinuous. This non-local
term makes PIDEs less easy to solve than partial differential equations. However, one
of the numerical schemes used in the literature is presented to solve such equations. In
analytical terms, if the price is not a classical (smooth) solution of the PIDE, the notion
of viscosity solution can be used. In this thesis, we also analyze existence and unique-
ness of solutions to the partial integro-differential equation (PIDE) in the framework of
Bessel potential spaces. As a model we consider a model for pricing vanilla call and put
options on underlying assets following Lévy stochastic processes. Using the theory of
abstract semilinear parabolic equations we prove existence and uniqueness of solutions in



the Bessel potential space representing a fractional power space of the space of Lebesgue
p-integrable functions with respect to the second order Laplace differential operator. We
generalize known existence results for a wider class of Lévy measures including those
having strong singular kernel. We also prove existence and uniqueness of solutions to
the penalized PIDE representing approximation of the linear complementarity problem
arising in pricing American style of options.

In a fixed income market, practitioners usually use the price of standard (plain vanilla)
products corrected by an adjustment called the convexity adjustment. Convexity adjust-
ments are used by practitioners to value non standard products using information on
plain vanilla products.

In this thesis we explicitly compute the interbank convexity adjustment of FRAs
(Forward Rate Agreements), combining the classical affine term structure (ATS) frame-
work with a shot-noise process that is able to capture the counter-party risk of interbank
contracts.

In Section 2.1.1 we recall basic notions related to option pricing models with under-
lying assets following Lévy stochastic processes. In Section 2.1.2 we introduce the Lévy
exponential models for financial assets. In Section 2.2 we give some examples of financial
models and we introduce a notion of an admissible activity Lévy measure and we show
that this class of Lévy measures includes jump-diffusion finite activity measures present
in e.g. Merton’s or Kou’s double exponential models as well as infinite activity Lévy
measures appearing in e.g. Variance Gamma, Normal inverse Gaussian or the so-called
CGMY models. In Section 3.1 we present the definition of a price of an European op-
tion as a discounted expected value of the terminal payoff and a simple derivation of
the integro-differential equation whose solution is the discounted expected value of the
terminal payoff. Moreover, we present the partial integro-differential extension of the clas-
sical Black-Scholes equation for pricing vanilla options on underlyings following a Lévy
stochastic process. In Section 3.2 we present a result shown by Nualart and Schoutens
[65] that allows a probabilistic representation of solutions of PIDE’s through the use of a
Feynman-Kac¢ formula. Section 3.3 is dedicated to present in detail the relation between
the price of European options (Subsection 3.3.1) and barrier options (Subsection 3.3.2),
and the solutions of the associated integro-differential equations. Also, in Subsection
3.3.2 some continuity results are presented for barrier options. Section 3.4 shows how to
perform option pricing using Fourier techniques. Section 3.5 shows a model which allows
to model feedback effects in a Lévy Model. We show that under some conditions the
price representing a security’s price satisfies a certain partial integro-differential equation
(PIDE). Section 3.6 is devoted to the problem of existence and uniqueness of solution to
the governing linear PIDE in the framework of the Bessel potential spaces. We follow the
methodology of abstract semilinear parabolic equations developed by Henry in [46]. First,
we provide sufficient conditions guaranteeing existence and uniqueness of a solution to
the linear PIDE in Bessel potential spaces in 3.6.1. Next in 3.6.2 we deal with existence
and uniqueness of a solution to a nonlinear extension of PIDE representing the penalty
method for pricing American style of put options. Section 4.1 is dedicated to present nu-
merical schemes involving finite difference methods to solve PIDEs. In subsection 4.1.2
we present an implicit-explicit scheme to solve a non-linear PIDE. Then in subsection
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4.1.5 we give some numerical results when considering the Variance-Gamma process using
a Finite difference scheme. Section (4.2) presents a Radial Basis Interpolation scheme to
solve numerically a classical PIDE and then its extension to the nonlinear case.

Section 4.3 studies the nonlinear case when the influence of the large trader is consid-
ered to be small. Section 4.4 deals with the consistency, stability and monotony of the nu-
merical scheme developed in Section 4.1. Chapter 5 deals with the pricing of Interest rate
derivatives, in particular the pricing of the Forward Rate Agreement contract. Section
5.2 presents problem formulation, Section 5.3 presents the basic assumption concerning
the risk-free interest rate, the pricing of non-defaultable bonds in 5.3.1 and defaultable
bonds in 5.3.2. Here we compute the convexity adjustment for the case whithout jump
processes in 5.3.2.1 and then in 5.3.2.2 for the case of a shot-noise process.

In the appendix we present the proofs of Propositions 3.3.1, 3.3.2 and 3.3.5.



Chapter 2

Financial models using Lévy
Processes

2.1 Background

Over recent decades, the Black—Scholes model and its generalizations become widely used
in financial markets because of its simplicity and existence of the analytic formula for
pricing European style options. According to the classical theory developed by Black,
Scholes and Merton, the price V'(¢,.S) of an option in a stylized financial market at time
t € [0,7] and depending on the underlying asset price S can be computed as a solution
to the linear Black—Scholes parabolic equation:

2

%—‘:(t,S) + %0252%@, S) + rSZ—Z(t,S) —rV(t,S)=0,te€[0,T7),5>0. (2.1)
Here ¢ > 0 is the historical volatility of the underlying asset driven by the geometric
Brownian motion, r > 0 is the risk-free interest rate of zero-coupon bond. A solution is
subject to the terminal pay-off condition V/(T,5) = ®(S) at maturity t = 7.

The models used in the literature postulate an economy with two traded assets, a
risky asset, usually a stock with price at time ¢ denoted by S;, and also a riskless asset,
typically a bond with price at time ¢ denoted by B;. The bond is taken as a numeraire
and the bond market is assumed to be perfectly elastic since the bond market is more
liquid than the stock market. We consider the Black-Scholes model

dSt = CYSt dt + OSt dW(t),
dBt = TBt dt.

In the Black-Scholes model we allow for short sales and assume a frictionless market, i.e
there are no transaction costs and the market is liquid. We assume that the price trajec-
tories are continuous, the stock’s volatility is constant, r is deterministic and constant.
We also assume that the today’s observed prices contain all the information of the stock.
Finally, we assume that for every derivative there is a replicating portfolio.

bt
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Given these assumptions we construct a self-financing portfolio based on the price of
a derivative and its underlying, I and S,

AP, = h} S, + hi'll,. (2.2)
Since this portfolio is self-financing

P, = hf ds; + h? dIT;, (2.3)
or in terms of the relative weights u;’ he S

_ H_h{IHt
t = Ty oW = Ty

ds, dII
dF, :utht + uy! Htt

(2.4)
Given the assumptions and since P; depends on S, we will have II, = V (¢, S;).
Then applying Ito’s lemma to V € C*? we get
dV = ayVdt + oy V dW,,
where
Vi+aSVy + %0252‘/35
Qy = y
S Vs v
o
oy = ‘t/ 5 (2.5)
So far we have

t 0, 0

dP = uf%’t + T
dV = ayV dt + oV dW,.

Using the dynamics for S and II we can further simplify and obtain

AV =V (va+uay) dt +V (uo +uloy) dW,
dV = ayVdt + oV dW,.

In order to have a risk-free arbitrage portfolio we must make sure that the stochastic part
is zero and the drift term is equal to the risk-free short rate

uSa—i-uHaV:r,
S m.
u’o+u-oy =0,
ud 4+ ul =1,

Then in order for the system to have a unique solution we must have

oy — 0
_O’_

av_a(r—a):o.

(2.6)
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Then, plugging in (2.5) into (2.6) and after some algebra we obtain the classical Black-
Scholes PDE (2.1).

Evidence from stock markets observations indicates that this model is not the most
realistic one, since it assumes that the market is liquid, complete, frictionless and with-
out transaction costs. We also recall that the linear Black—Scholes equation provides a
solution corresponding to a perfectly replicated portfolio which need not be a desirable
property. Indeed forming now a self-financed portfolio P consisting of the stock and bond
S and B we obtain

dsS; dB;
dP, = P, [ v’ —= +u” ,
t t( t St t Bt
S
where u? = htvtst,uf = htBWBt, are the weights to be invested in the stock and bond

respectively. We have, after using Ito’s Lemma ([17]), the following

dP =P (usa + UBT) dt + PuSo dW,
dV = ayVdt + oV dW;,

where

?

1
ay Vi+aSVs+350252Vsg
aSiVy

= 78,

Then since we want to make sure that P =V we must have

S _ _ oSV
u’o = =75,
uP +u¥ =1,

which gives the relative weights

uwS = St‘}/57
ub =1 9s

Vo

In the last two decades some of these assumptions have been relaxed in order to
model, for instance, the presence of transaction costs (see e.g. Kwok [51] and Avellaneda
and Paras [9]), feedback and illiquid market effects due to large traders choosing given
stock-trading strategies (Schonbucher and Willmott [74], Frey and Patie [39], Frey and
Stremme [38]), risk from the unprotected portfolio (Jandacka and Sevcovic [48]). In all
aforementioned generalizations of the linear Black-Scholes equation (2.1) the constant
volatility o is replaced by a nonlinear function 6(S9%2V) depending on the second deriva-
tive 92V of the option price itself. In the class of generalized Black-Scholes equation with
such a nonlinear diffusion function, an important role is played by the nonlinear Black—
Scholes model derived by Frey and Stremme in [48] (see also [39],[36]). In this model the
asset dynamics takes into account the presence of feedback effects due to a large trader
choosing his/her stock-trading strategy (see also [74]). The diffusion coefficient is again
non-constant:

F(SO2V)? = 0% (1 — 0SBZV) 2, (2.7)
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where o, p > 0 are constants.

Now we relax the liquid market assumption. In this economy there are two types
of traders, the reference traders and the program traders. The program traders are
also referred to as portfolio insurers since they use dynamic hedging strategies to insure
against movements in stock’s price. They can be a single trader or a group of traders
who act together. It is assumed that their trades influence the equilibrium stock price.
The reference traders can be thought of as a representative trader of many small agents
and therefore it is assumed that they act as price takers. Usually it is assumed that
f)(t, Y}, S;) is the reference trader’s demand function which depends on the income process
or some other fundamental state variable that influences the reference trader’s demand.
The aggregate demand of the program traders is denoted by ¢(¢,S;) = £P(¢,S;), where
¢ is the number of identical written securities that the program traders are trying to
hedge and ®(t,S;) is the demand per security being hedged. We assume for simplicity
that £ is the same for every program trader. The general case where different securities
are considered can be seen for example in [78]. Assume the supply of the stock Sy is

% as the quantity demanded of the reference trader

constant and define D(t,y, s) =
per unit of supply. Then the total demand relative to the supply at time ¢ is given by
G(t,y,s) = D(t,y,s) + p®(t,s), where p = S% and p®(t, s) the proportion of the total
supply of the stock that is being traded by the programme traders . So, in order to get
market equilibrium we must have G(¢,y, s) = 1. Assume that G is monotonic on the last
two arguments and sufficiently smooth in s and y. Then we can invert G(t,y,s) = 1 to
obtain S; = ¥ (t,Y;) where ¢ is sufficiently smooth. For example, in [78] it is assumed

that Y; has the following dynamics

dY, = p(t, Y;) dt +n(t, ) dW..

Then the authors obtain a generalization of the Black-Scholes pricing partial differential
equation

2
ov. 1%V , o ov
2 T3 825&’ (1 YR St‘)) + Sﬂﬁ —rV =0,(5,t) €]0,00[x]0, T7,
V(S,T) = ¢(5),0 < S < . (2.8)

The derivation of this equation is done in the spirit of the original argument used in
the derivation of the original Black-Scholes equation. We suppose that the price of
a derivative security is a smooth function given by P, = V(¢,5;) and consider a self-
financing replicating strategy (ay, 8;) consisting of a bond and a risky asset:

dPt = O dSt + ﬂt dBt, (29)
where ay = ®(t,.5;). Then applying Ito’s Lemma to V' (¢,S;) we get

1 2
AV (t, S,) = (%—Z 10V e St)2) dt + g—g ds,. (2.10)
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So by comparing (2.9) with (2.10) we see that

8V 10%V
a 82 823 52 (t, St>2 = 6trBt7 (211)
V
Then since 8, = %;atst the equation turns out to be
oV 10*V _, 9 ov
Z -z = - — . 2.1
o + : 8253 v(t,S) =7 <V(t, St) 33 St) (2.13)

To obtain the adjusted volatility simply take into account the dynamics of the income
process and apply Ito’s lemma to ¢ (¢, Y})

oy 01, oy
dst_( S Y TS Y ) dt (e YO AW (20

Thus

o

D,(t,Y:, S
v(t,S;) = T](t,Y;)a—y = —n(t,Y;) y(t, Yy, St)

Ds(tvytvst) +pg?7

(2.15)

because G(t,y,s) = 1 and since a G —£ 0 we can differentiate with respect to y to obtain
oY

ay In this thesis we follow Frey’s approach which is to begin by proposing a dynamics for
the stock price instead of deriving it using the market equilibrium and assuming a certain
dynamic for the income process as done for example in [78]. This way Frey obtains the
same stock price dynamics as in [78] corresponding to a situation where the the demand
function is of logarithm type and does not depend on ¢ and when the income process

follows a Geometric Brownian motion, D(y, s) = In(£) where v = 7. In fact

1 1
D,(y,s) = “@, Dy(y,s) = —3 dY; = pY; dt + nY; dW4, (2.16)

1
7y oS

v(t,s) = —ny (2.17)

—% + pg—g 1-— psg—‘sb

The goal is to extend the dynamics used by Frey to a Lévy process. So this model can
be thought of as a deviation to the standard jump-diffusion model instead of the Geo-
metric Brownian Motion. The level of deviation to the jump-diffusion model is measured
by a parameter p which is the market liquidity parameter.

Another important direction in generalizing the original Black—Scholes equation arise
from the fact that the sample paths of a Brownian motion are continuous, but the realized
stock price of a typical company exhibits random jumps over the intraday scale, making
the price trajectories discontinuous. In the classical Black—Scholes model the underlying
asset price process is assumed to follow a geometric Brownian motion. However, the
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empirical distribution of stock returns exhibits fat tails. Several alternatives have been
proposed in the literature for the generalization of this model. The models with jumps
and diffusion can, at least in part, solve the problems inherent to the linear Black—
Scholes model and they have also an important role in the options market. While in the
Black—Scholes model the market is complete, implying that every pay-off can be perfectly
replicated, in jump—diffusion models there is no perfect hedge and this way the options
are not redundant. It turns out that the option price can be computed from the solution
V(t,S) of the following partial integro-differential (PIDE) Black—Scholes equation ([24]):

oV 1, 0%V oV
+/ V(t,S + H(z,8)) - V(t,5) — H(z, S)Z—g@, S(dz) =0,  (2.18)
R

where H(z,S) = S(e* — 1) and v is the so-called Lévy measure characterizing the under-
lying asset process with random jumps in time and space. Note that, if v = 0 then (2.18)
reduces to the classical linear Black—Scholes equation (2.1).

The novelty and main purpose of this thesis is to take into account both directions
of generalizations of the Black—Scholes equation. The assumption that an investor can
trade large amounts of the underlying asset without affecting its price is no longer true,
especially in illiquid markets. Therefore, we will derive, analyze, and perform numerical
computation of the model. We relax the assumption of liquid market following the Frey—
Stremme model under the assumption that the underlying asset price follows a Lévy
stochastic process with jumps. We will show that the corresponding PIDE nonlinear
equation has the form:

v 1 o’ , 0?V ov

ot 21 gS0e0 052 as Y

+/ V(t,S+ H(t zS))—V(tS)— H(t, -z, S)g—gy(dz) =0, (2.19)
R

where the function H(t, z,S) may depend e.g. on the large trader strategy function
¢ = ¢(t,S). This function may depend on the delta dsV of the price V, if o > 0.

2.1.1 Lévy Processes: definitions

Let us start with the definition of a Lévy process.

Definition 2.1.1 Consider a fized probability space (2, F,Q). A stochastic process X
such that Xo =0 s called a Lévy process if:

e X, has independent increments: for every ty < t; < .. < t,, the random variables
Xy, Xty — Xy Xiy — Xiyy oo, X4, — Xy, are independent.

1

e X, has stationary increments: the law of X, — X; does not depend on t;
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e X, is stochastically continuous ,i.e. for all a >0 and s > 0:

lim P[|X; — X,| > a] = 0.
t—s

If we drop the stationary increments condition we say that the process is an additive
process.

Definition 2.1.2 Consider a fized probability space (2, F,Q). A stochastic process X
such that Xo = 0 is called an additive process if:

o X, has independent increments: for every ty < t; < .. < t,, the random variables
Xy, Xty — Xy Xiy — Xiyy oo, X4, — Xy, are independent.

e X, is stochastically continuous ,i.e. for alla >0 and s > 0:

lim P[| X, — X,| > a] = 0.
t—s

We give now the definition of infinite divisible distributions

Definition 2.1.3 A given random variable X taking values in R™ with probability law
e 15 infinitely divisible if ¥ n € N there exists independent and identically distributed
random variables Xl(n), XQ(n), . Xﬁb”)such that

XLxMWp x4 xh

The next theorem is an important result which gives us the link between additive and

Lévy processes and infinitely divisible distributions. The proof can be found in theorems
8.1, 9.1 and 9.8 in [72].

Theorem 2.1.4 If X = {X;,t € [0,T]} is an additive process with increasing and pos-
itive measure p; on R\ {0} such that ps (B) — pi(B) as s — t for all measurable sets
B C{x:|z| > e}, for some e >0, and for all t € [0,T] satisfying

/R (1A 2?) pi(de) < oo. (2.20)

Then the distribution of the random variable X; is infinitely divisible for each t €
[0, T] and the characteristic function of Xy is given by the Lévy-Khintchine representation
formula

E [exp (izX;)] = exp (¢ (2)),

where the characteristic exponent is defined by

Ay

U (2) =iz — 722 + / (exp (izz) — 1 — izalyg<1y) pe (do),
R

and where A; is a nonnegative and increasing continuous function and v, is a continuous
function.
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We only consider a right continuous with limits to the left (cddlag) version of X; and will
denote AX; = X; — X;-, the jump of X at time ¢.
If we consider a Lévy process X; then the characteristic function has the following
Lévy-Khintchine representation ([72],[24],[6]):
) 02 22 400 )
E [¢"%] = ) b (2) = — 5 +ivz + / (e — 1 —izaly<) v (dz).

o0

where 0 > 0 and v € R and v is a positive Radon measure on R\ {0} verifying:

/1 2?v (dz) < oo. (2.21)

1
and

/ v (dx) < oco. (2.22)
|z|>1

The measure v is defined by:
V(A) = E[#{€[0,1]: AX, € A} = %E 4 {t € [0,T] : AX, € A}, A € B(R), (2.23)

and is called the Lévy measure of X. It gives the mean number, per unit of time, of
jumps whose amplitude belongs to A.

The Lévy-Ito decomposition gives a representation where X is interpreted as a com-
bination of a Brownian motion with drift and a infinite sum of independent compensated
Poisson processes with several jump sizes x (see [24])

t t _
Xy =yt +oW, + / / xJx (ds,dz) + / / zJx (ds,dz), (2.24)
0 Jiz[>1 0 Jlzl<1

where Jx is the Poisson random measure defined in the following way:

Jx ([0,¢] x A) = #{s € [0,1] : AX, € A}. (2.25)
The compensated Poisson measure is defined by:

Jx ([0,8] x A) = Jx ([0,] x A) — tv (A). (2.26)

A Lévy process is a strong Markov process, the associated semigroup is a convolution
semigroup and its infinitesimal generator L : f — Lf is an integro-differential operator
given by (see [6]):

Lo — i EU @+ X)) = /@)
t—;o ) t
=g [ e r@ - ] v, @29

(2.27)

which is well defined for f € C? (R) with compact support.
We now define the concept of structure-preserving equivalent measures in a given
market.
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Definition 2.1.5 If Q is equivalent to the original probability measure P and the Lévy
process X is a Q-Lévy process we say that a probability measure Q on (Q, F,F) is a
P-structure-preserving equivalent measure, in the market model M.

We now proceed by presenting a characterization result for structure preserving equiv-
alent measures. A proof for the following theorem can be found in [72, Theorem 33.1].

Theorem 2.1.6  Consider the Lévy process X = {Xy,t € [0,T]} with Lévy triplet
[v, 02, v(dx)] and with Lévy Ito decomposition under the probability measure P. Then
there is P-structure-preserving equivalent measure Q, such that X is a Q-Lévy process
with triplet [¥,6%, v(dx)] if and only if

(i) (dx) = h(z)v(dz) for some Borel function h: R — (0,00).
(it) ¥ =7+ co+ [y x1qz<1y(h(z) — Vv (dz) for some c € R.
(iii) & = 0.
(v) fo(1 = /h(2))*v(dr) < o0

Furthermore the density process {iTmf = Lt € [0, T} converges uniformly in t for
every bounded interval, P-a.s. and is given by

Ly = exp (th - %c% + /;/mx log h(z)N (ds,dz) — tL|>€(h(m) — 1)y(d$))(2.29)

for small € and with Ep[L,] = 1, for every t € [0,T].

2.1.2 Exponential Lévy models

Let {S;,t > 0} be a stochastic process representing the price of a financial asset under a
filtered probability space (2, F, {F;},P). The filtration {F;} represents the price history
up to time t. If the market is arbitrage-free, then there is a measure Q equivalent to P
under which the discounted prices of all traded financial assets are Q— martingales. This
result is known as the fundamental theorem of asset pricing (see [24]). The measure Q
is also known as the risk neutral measure. We consider here the exponential Lévy model
in which the risk-neutral dynamics of S, under Q is given by S, = e"**¢ where X, is a
Lévy process under Q with characteristic triplet (¢,~, ). Then the arbitrage-free market
hypothesis imposes that §t = S,e7™ = e*t is a martingale, which is equivalent to the
following conditions imposed on the triplet (o, 7, V)

o2 +00
/ v (dy) < oo,y = 5 / (e =1 —ylyy<1) v (dy). (2.30)
ly[>1

Then the infinitesimal generator (2.28) becomes
o?df o*O*f of

Lw) =G ot + Gt [rern-r@-@-ng]vian. @3
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The risk-neutral dynamics of S; under Q is given by

t t t _
Sy = So+ / rSy- du + / oS- dW, + / / (e® —1)S,-Jx (du,dx). (2.32)
0 0 o Jr

The price process S; is also a Markov process with state space (0,00) and infinitesimal
generator (see [24])

L% f(x) = lim Elf <x€Xh)] — /@) (2.33)
e T g;; [t - r@-a@ -0 v @a

A Lévy process Y; is called a Lévy type stochastic integral if

dY, =~y dt + o dW; + H(t,y)Jy(dt, dy) + K(t,y)Jy(dt, dy).

ly[<1 ly|>1
An important result that will be needed later is the Ito’s lemma which can be found in
(6]
Result 2.1.7 Let f € CY2([0,T] x R) and let Y; be Lévy type stochastic integral. Then

of of 10%f

AF(Yi) = Gy db G Y+ 5o dIYe, Y
+ f(t7Y15+K<t7y)) _f(tay;f)JY(dtv dy)
ly[>1
- Y He) ~ e - H y>§—§u< dy) dt. (2.5)

An example of a Lévy Process is the jump-diffusion model first introduced by Merton
in [60]. This model assumes the following dynamics for the stock’s price logarithm

dX; = <b—|—/ xv( dx)) dt + o dW, +/ xJy (dt, dz) +/ rJx(dt, dzx).
|lz<1 |z]<1 |z|>1

Then one obtains the dynamics for the stock price applying Ito’s lemma to S, = eXt

1
dsS; = S;- (b + 502) dt + oS- AW, + - / (e® — 1) Jx(dt, dx),
R
or in terms of jumps of S;

1 o
ds, = ;- (b+ 502) dt + oS- AW, + / yJs(dt, dy).
0
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2.2 Examples of Lévy processes in finance

The exponential Lévy models considered in the financial literature are of two types. The
first type of models are called jump-diffusion models where we represent the log-price as
a Lévy process with a non zero diffusion part (¢ > 0) and with a jump process with finite
activity (i.e ¥(R) < 00). The second type of models are called infinite activity pure jump
models in which case there is no diffusion part and only a jump process with infinite
activity (i.e ¥(R) = 00).

Definition 2.2.1 A Lévy measure v is called an admissible activity Lévy measure if

v(dz)

0<
- dz

< h(z) = C|2| <eD*Z1320 + eD*Z1Z<O) e (2.36)
for any z € R and the shape parameters a > 0, DT € R and pu > 0.

Remark 1 The conditions [pmin(z*,1)v(dz) < oo (see (2.22)) and [, €e*v(dz) <
oo (see (2.30)) are satisfied provided that v is an admissible Lévy measure with shape
parameters o < 3, and, either > 0,D* €R, or u=0 and D~ +1 <0< D*.

There is a wide class of exponential Lévy models proposed in the financial modelling
literature that differ from each other only in the choice of the Lévy measure. In this
section we present some examples of such models.

2.2.1 Jump-Diffusion models
A Lévy process of jump-diffusion type is of the following form:

N¢
Xe=qt+oW,+) Y,

=1

where ¢ > 0, N; is a Poisson process with intensity A that counts the jumps of X,
and Y;,2 = 1,2,3... are independent and identically distributed random variables with
distribution given by p. The Lévy measure v is given by Ay and the drift v is equal to

02

- /R (e —1—yly<1) v (dy).

2.2.1.1 Merton’s model

This model was introduced by Merton [60] and was the first jump-diffusion model pro-
posed in the financial literature. The random variables Y;,7 = 1,2, 3... are normally
distributed with mean m and variance 9. Its Lévy density is given by:

1 _Em?

v(z) = )\5\/%6 257 (2.37)
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Then it’s possible to obtain the probability density of X; as a series that converges rapidly
(see [24]):

_ (e—yt—jm)?
e 2(02t+j52)

I/2m (02t + j62)

Thus, we can express the price of an European call option as a weighted sum of Black-
Scholes prices:

pi(x) =) e () ; (2.38)

Jj=0

= At)7 52
CMerton<SO7 K, T, a, 7’) = €7TT Z 6/\t(j+!)eroCBS<SO€J%7 K, T7 0j, rj)? (239)

=0

where r; = r — /\(em+% —-1)+ ij, o; = \/o?+ j%Q and Cpg(S, K, T,0,r) is the well
known Black-Scholes formula.

For the Merton model the Lévy measure satisfies ¥(R) < oo. Moreover, v is the

admissible activity measure with the shape parameters u = 1/(26?) > 0, a = 0 and any
D*.

2.2.1.2 Kou’s double exponential model

Another popular and frequently used model is the so-called double exponential model
which was introduced by Kou in [50] and it also referred to as Kou’s model. In this
model the distribution of jumps have a density of the form:

v(dz) = A (eve—”ﬁm T(1- e)xe”1z<0) de, (2.40)

where A is the intensity of jumps, € is the probability of having a positive jump and
AT > 0 correspond to the level of decay of the distribution of positive and negative
jumps. This implies that the distribution of jumps is asymmetric and the tails of the
distribution of returns are semi-heavy. In Kou’s double exponential model for the Lévy
measure we again have v(R) < oo, and, v is an admissible activity Lévy measure with
the shape parameters p =0, =0, and D" =X~ > 0,D” = —\" < 0.

2.2.2 Infinite activity pure jump models

Examples of infinite activity Lévy processes are the Variance Gamma (see [55] ) and
Normal Inverse Gaussian (NIG) processes (see [14]). They are constructed by means
of subordination of a Brownian motion and a tempered a-stable process: the Variance
Gamma process corresponds to @ = 0 and the NIG process corresponds to o = 1/2.
These models are popular in the literature because the probability density function of
the subordinator is known in a closed form for those values of « (see [24]). The Variance
Gamma and NIG processes are special cases of the Generalized Hyperbolic model which
is a process of infinite variation without a Gaussian part. Other examples of these kind
of processes are the Meixner process and CGMY model which consist of more general
processes and more complicated Lévy measures.
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2.2.2.1 Variance Gamma Process

The Variance Gamma process is a pure discontinuous process of infinite activity and finite
variation (flz\<1 |z|v(dz) < oo) that is widely used in the financial modelling. Its Lévy
measure is given by

2

1 0 \/ 0 + 22

v(z) = —— APl with A= ~ and B= Y "
K || o? o?

where o and # are parameters related with the volatility and drift of the Brownian motion
with drift and  is the parameter related with the variance of the subordinator, in this
case the Gamma process (see [24]). The probability density is given by

(l]),

where K is the modified Bessel Function of second kind.
The characteristic function of X; + ~t is equal to :

pi(x) = C’eAx|x|%Ki_

1
2

2,2 —t/K
q)t (U) = eitu’yﬂ% (u) = eitu'y (1 + U fg r — Z&KUI) s

where 7 is determined by the martingale condition and ¢; (u) is the characteristic function
of X;. In fact, we must have

Ele T Sp|F) = e S, (2.41)
where
Sy = Sperttte (2.42)

is the risk-neutral process introduced in [55,56]. Therefore, v = %log(l — % — 0k).

For the Variance Gamma process we have v(R) = co. Moreover, v is an admissible
activity Lévy measure with shape parameters y =0, D" = A+B >0,D" = A—-B <0,
and a = 1. The condition D™ + 1 < 0 < D7 is satisfied provided that (20 + 0?) < 2.

2.2.2.2 Normal Inverse Gaussian model

The NIG process is a process of infinite activity and infinite variation without any Brow-
nian component. Its Lévy measure is given by (see [24])

v(z)= geAxKl (B |z])

||
/(92+U_2
B:T,

and

oY 0

- 210k 0%’
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where 0,0 and k have the same meaning as in the Variance Gamma process. The proba-

bility density is:
Ki(By/a? + £2)
pi(x) = Ce®

2 1202
xre 4+ —

Y

where K is the modified Bessel Function of second kind. The characteristic function is
given by
t_t u®o*k—2iubK
D, (u) = en Y IHuwrotn—2ubr (2.43)

2.2.2.3 Generalized Hyperbolic model

The Generalized Hyperbolic model is a process of infinite variation without gaussian part.
Its characteristic function is given by (see [24])

- KON (Bt )

F-Grwr  KGJE )

where ¢ is a scale parameter, p is the shift parameter and x has the same meaning that
in the Variance Gamma process. The parameters A\, a and § determine the shape of the
distribution. The density function

Pu(u) = e (2.44)

BB

pi(x) = C(V 0 + (x — p)?)

_%Ki_%((l/ 62 — (m _ M)Q)eﬂ(a:—u)’

where K is the modified Bessel function and

C = (V @2—ﬁ2)i
ZWQ%_%(ﬁKé(é\/a? —5?)

The Variance Gamma process is obtained for 4 = 0 and 6 = 0. The Normal Inverse
Gaussian process corresponds to A = —%. Here 6,0 and k have the same meaning as in
the Variance Gamma process and K is the modified Bessel function of the second kind
(see [24]).

For the Lévy measure of the NIG process we have v(R) = oo. Recall that the modified
Bessel function K of the second kind satisfies the following asymptotic behavior:

1 1 -1
K (x) :e_x\/gx_é(l+0(—)), as x — oo, Ki(x)~ 3 (%) as v — 0,
x

(see [1]). Thus v is an admissible activity Lévy measure with the shape parameters y = 0,
Dt=A+B>0,D"=A—B<0,a=2. The condition D™ +1 < 0 < D% is satisfied
provided that (260 + 0?) < 1.
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2.2.2.4 CGMY process

The so called CGMY distribution process introduced by Carr et al. in [20],[21] has four
parameters C, G, M and Y with the characteristic function given by

®; (u) = exp(D(=Y)Ct (M — i)Y — MY + (G +iu)’ —G")), and the Lévy mea-
sure given by

v(dz) = (Ce x| 1o + Ce M|z 1,00) du, (2.45)

where C,G, M > 0 and Y < 2. The parameter C' measures the overall level of activity.
The parameters G and M are the left and right tail decay parameters, respectively.
When G = M the distribution is symmetric. Low values of Y yield a finite activity
process. The process has infinite activity and finite variation when Y € (0,1). For
higher values of Y € [1,2) the process has infinite activity and infinite variation. v is
an admissible activity Lévy measure with the shape parameters 4 = 0, =1+ Y, and
Dt=G>0,D=-M<0.



Chapter 3

Integro-differential equations for
option pricing

3.1 Definitions

The value of a European option is defined as the discounted conditional expectation of
the terminal payoff H (Sr) under the risk neutral probability Q:

C(t,S) = [6 H (St) |]:t}
e ST) |St }
—e r(T t) [ (S@ (T—t)+ X7 t)]

because of the Markov property and the fact that X, is a Lévy process.
If H is in the domain of the infinitesimal generator L®, then if we differentiate C(t, S;)
with respect to t ,we obtain the following integro-differential equation :

oC
ot

where L® is defined by (2.34).
Defining 7 =T — t,x = ln(

(t,8) + L5C (t,8) — rC (t,5) = 0;C (T, S) = H (S), (3.1)

Sﬁ) h(2) = H (Soe®) and f (r,2) = &7C (T — t, Soe®)

we get
f(r,2)=E[H (Se™ )] =E [H (Soe™™™ )] =E[h(z 4+ r7 + X,)]. (3.2)

The associated infinitesimal generator is given by (2.31). Then, similarly to the previous
case, differentiating (3.2) with respect to 7 we obtain the integro-differential equation

of f

o . (rx) € (0,T) x R; (3.3)

=Lf+
f(0,2) =h(z),z €R. (3.4)

20
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Indeed, by the definition of the associated infinitesimal generator we get

Elf(r + X)) - f(r7)

Lfw) = llcl—m k
 lim E[h(x + 17 + Xiir)] — E[h(z + r7 + X))
k=0 k
_ lim Elh(z +7(1 4+ k) + Xpir)] — E[h(x + r7 4+ X;)]
k=0 k
 lim E[h(z + (T + k) + Xpir)] — E[h(z + 77 + Xpir)]
k—0 k
of .. Elh(z+r(t+k)+ Xesr)] — E[b(z 4+ r7 + Xpyr)]
= — —lim
or k—0 k
of . Eh(r+z+rm+ X)) —Eb(e+r7+Xz10)]  9f  Of
= — —limr : - = —Trs .
or  2=0 z or Ox

3.2 Feynman-Kac¢ formula for PIDEs

For t > 0, let F; denote the c—algebra generated by the random variables { X;,0 < s < ¢}
and

T
fﬁz{@JEMﬂwwW=Hélw%ﬂ<w}

M2 is the subspace of H? that contains predictable processes. Let HZ(I%) and MZ(1%)
denote the corresponding spaces of [?-valued processes equipped with the norm:

2 e j
wu=m£§:@%wm
=1

Finally set H% = HZ x MZ(1%).
Following Nualart and Schoutens [64], they define the power-jump processes for ev-

ery 1 = 1,2,3,...., {Xt(i),t > O} and the compensated power-jump processes or Teugel

martingales {Yt’ =X/ —E [Xt(i)] > O}, in the following way:

XV = x,

X0 =" (AX) i=2,34, ...,
0<s<t
YO = xO _ g [Xf”] >,
Then applying a orthonormalization procedure to the martingales Y we obtain a set of

pairwise strongly orthonormal martingales { H),¢ > 0} ,i = 1,2, ... such that each H®
is a linear combination of the Y j =1,2, .4 :

H(l) = CMY(l) + ...+ Ciyly(l),
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where
1y = [/ y v (dy)]
R

and
E[Xi]=a+ / zv(dx).

|lz[>1

The constants ¢; ; are the orthonormalization coefficients of the polynomials {1, x, 2%, 2°, ....}
with respect to the measure p(dr) = z?v(dx) + 020p(dx) and the polynomials we want
to find are of the form

2 i—2 i—1
qi,1<.’L‘) =G -+ Ci 2@ + C; 3T + ...+ Ciﬂ',l.’ﬂz -+ Ciﬂ'l’l , 1= 1, 2, 3....

Then, we just have to multiply by x to get the desired pairwise strongly orthonormal
martingales:

2 3 i—1 L
pl(x) = (1T + Ci2X —+ Ci 3T + ...+ Ci’l',lﬂfZ -+ CLZ'I"L, 1 = 1, 2, 3....

We now see that: . '
HY = p,(v®).

An important result in Nualart and Schoutens [64] is the predictable representation prop-
erty:

Theorem 3.2.1 Let F € L?(Q,Fp,P). Then F has a representation of the form.:
F=E[F]+)_ / oD AHD where ¢ (3.5)
j=1"0
are predictable processes such that
' (9)
E[/ > e dt] < o (3.6)

Consider the Backward Stochastic Differential Equation (BSDE):

—dY, = b(t,Y,-, Z) dt = Y ZdH" Yy =€, (3.7)
=0

where Ht(i) is the orthonormalized Teugel martingale of order i associated with the Lévy
process X, b : Q x [0,T] x R x MZ(I?) — R is a measurable function and uniformly
Lipschitz in the first two components and ¢ € L.

Consider the particular case of a BSDE:

aY, =Y 7 dH Yr = h(Xr), (3.8)

=0
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Let f(7,z) be the solution of the following PIDE:

of _ o5,

o~ Cor T [, {f(7,x+y)—f(ﬂf€)—yg} v(dy),

Ox
f(0,2) =h(x), (3.9)

where ¢ = r + v + f‘y|21 yv (dy) =a+ fly\zl yv (dy) .
Defining ¢ (t,x) = f (7, 2), where 7 =T — ¢ , we obtain from (3.9):

dg dg dg _
aﬁcaﬁﬂgﬁv“y) g(t,2) yax}wdy)—o,

g(T,x) =h(x) (3.10)

If g is sufficiently smooth, then by applying the It6 formula to g (¢, X;) we obtain the
following probabilistic representation for the case of a Lévy process given by X, = (r +
Yt + Jy = a+ Jy,where J; is a pure jump process. For a detailed proof of this proposition
see [65].

Proposition 3.2.1 Assume o =0 and 3\ > 0 such that
/ Nely (dx) < oo,
|z|>1

If g € CY? is a classical solution of (3.10) and % and g—ig are bounded by a polynomial

function of x, uniformly in t, then the unique adapted solution of (3.8) is given by

n:g(taXt)a

where

zi= [ o Xe +0) - 00X 3l X0 | v Gy
+g—i (t, X-) (/R Y (dy))l/z,

Z = /R [9 (t, Xe- +y) —g (6, Xe-) — yg—g (@Xt)] pi(y)v(dy),i=2
and g (t,x) =E[h (X7) | X; = 2].
The probabilistic representation
g(t,x) =E[h(Xr)|X: = 2] (3.12)

obtained in the previous proposition is a Feynman-Ka¢ formula for the solution of the
PIDE (3.10).
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Sketch of the proof. We can apply Ito’s formula for processes with jumps, presented
in Proposition 8.19 of [24], to g(s, Xs) from s =t to s =T"

g(T,XT):g(t,Xt)—l—/t %(S,Xs)dst/t %(S,XS)dXS
£ Y lols, X0 — g5, X ) — 2 (s, X, AKX, (3.13)

t<s<T

Making use of Lemma 5 in [64] and applying it to h(s,y) = g(s, Xs) — g(s, Xs- +y) —
%(s, Xs- )y we get,

L) 9
g(T, X7) = g(t, X;) + —g(s, X,-)ds +/ —g(s,Xs—) dX,
. Ot . Ox

+ ;[ A(Q(S,Xs) - g(‘gaXs* + y) - g_i(S’XS)y)pz(y)V(dy) dHS(z)

o o) =g X0 = s X dds. G

But X; = V" +4E[X1] = ([ y?v(dy) 2 H + ta + [, yv(dy)), so

) = g6, X0+ [ (506X )+ [ (ol X) = gl X 4 9) = G2 X ()

ox
0 9
(et / yo(dy)) 2 (s, X, )] ds + / 99 (s x,)( / () A

+ Zl/t (/R(Q(S,Xs) —g(s,Xs- +y) — g_i(S,Xs—)y)pi(y>y<dy>) ngi)-(3.15)

Then because ¢(t, z) solves (3.9) and taking expectations in (3.15), we get:
g(t,z) = E[h(Xr)|X; = 2]

]
The next example shows how to perform the orthonormalization procedure described
above and presents the Feynman-Ka¢ formula for a pure jump process.

Example 3.2.2 Consider the case where we have the sum of two compensated Poisson
processes, Xy = N} + N? where N} = N, — M\t and N? = Ny — Mot, with Lévy measure
v(dr) = (A + A2)d1(x) dx. Then performing a orthonormalization procedure we get

1 1 1

Vo= 1S = T @ (a2 0n + M@ A0 (a1 )

1 1
Y1 =2+ a0 = V1 =2 —(T,q)q =7 /Rx /—)\1+)\2( 1+ ) 1<x)\/>\1+)\2 !

:x—1:>w1:0:>q1:0.
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By recurrence we get that ¢; = 0,1 = 1,2,3,... . Then in terms of previous notation

pi(z) = o vemy and p;(z) = 0,i = 2,3, ..., which implies

1 i .
HY = —— X, and H"” = 0,i = 2,3, .... (3.16)
NED

Then, by Proposition (3.2.1)

T
Y, = h(Xr) —/ zWamgm,
t

S

where
2= [glt,x+1) — gl ) — 2/ M T da + /AT
=[g(t,z+ 1) — g(t,z)]/ M\ + Aa.
Then,
T 1

Vim k() = [l X+ 1) gl XV e dX,

Y, = b (Xp) — /t 0t X £ 1) — gt X, )] X,
Moreover,

g(t, x) = E[h (X7) |X; = x]. (3.17)

Notice that in Proposition 3.2.1, g is assumed to be smooth and its derivatives have
to be bounded by a polynomial function of x, uniformly in . However, these conditions
are rarely satisfied in applications.

Example 3.2.3 Consider an European call option with payoff function H(x) = (z —1)"
and strike price K = 1. We see that the first derivative of the payoff function has a

discontinuity at x = 1:
’ . 1 Zfﬂ: > 1,
H($>_{ 0 ifr<l.

Then, we see that the second derivative diverges at x = 1. So, when t tends to T and if
the option is at the money (S = K) the second derivative of the price function tends to
the second derivative of the payoff function that diverges when S = K. This means that
the gamma of the call option is not uniformly bounded in time.

3.3 Option prices as classical solutions of PIDEs

3.3.1 European Options

Consider an European option with maturity T and payoff H (Sr). Assume that the payoff
function is a Lipschitz function

|H (x) = H (y)| < cle—yl (3.18)
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Figure 3.1: As T tends to zero the gamma of the option
tends to infinity.

for some ¢ > 0. As we already know, the value of that option at time ¢ is :
C(t,8) =E[e ™ H (Sy)|S; = S] = e "R [H (SerTD¥r—1)] . (3.19)

We will assume that S, = eX* is a square integrable martingale
/ e*v (dy) < oo. (3.20)
|z|>1

Then the dynamics of :S”; is given by:

d ~ .
St =odW, + / (e® — 1) Jx (dt,dz), sup E [Stz] < 0. (3.21)
R

- t€[0,T)

The proofs of the following propositions are presented in [83] and are shown in greater
detail in the appendix. These propositions will be needed to prove the Proposition 3.3.3.

Proposition 3.3.1 Let the payoff function H satisfy the Lipschitz condition (3.18).
Then the forward value of an European option defined by (3.2), f(7,z) = E[H(Se®Tr7+%7)],
is continuous on [0,T] x R.

Proposition 3.3.2 Let h be a measurable function with polynomial growth at infinity:
dp >0, |h(z)] < C(1+2P). If

c>0 or 36€(0,2) such that hmlnf—/ z|” v (dz) (3.22)

and
Vn > 0,/ ly|"v(dy) < oo, (3.23)
ly[>1
Then, f(1,z) = E[h(x 4+ r7 + X;)] belongs to C=((0,T] x R).

The proof of this proposition, following the proof given in Voltchkova [26], is presented
here in greater detail.
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Proposition 3.3.3 Consider the exponential Lévy model S; = Sye™*t where the Léuvy
process X verifies (3.20) and (3.22). Then the value of a Furopean option with terminal

payoff H (St) (satisfying (3.18)) given by
C:[0,T] x (0,00) = R, (t,S) — C (t,5) =E [e """V H (S7)|S; = 5] (3.24)

is continuous on [0, T]x (0,00), C* on (0,T) x (0, 00) and satisfies the integro-differential
equation:

e, ac 5252 92C
S (6:8) + 1S5 (4,.9) + TS (6,5) = rC (£, 5) +
+ / [0(@5&)-0(@5)-5( —1) gg (t,9)| v (dy) = 0; (3.25)

on [0,T) x (0,00) with the terminal condition:

C(T,5) =

H (
Proof. By Proposition 3.3.1 we know that C' (¢, 5) = €'" f(, z) is continuous on [0, 7] xR
and by Proposition 3.3.2, C(t,S;) € C*((0,T) x (0, 00)).
It remains to prove that C (t,9) satisfies (3.25).
The risk neutral dynamics of S; under Q is given by

S) VS >0 (3.26)

dS, = S, dt + oS, dW, + / (" — 1)S,- Jx (dt, dz).
R
Applying the Ito formula to C, = e~"*C(t, S,), where S, = "X we get (see Propo-
sition 8.18 of [24]),
2

A0 50) = e (—rC( 5, ) dt + 0 1.5 ) e+ D52 20 (15, )

oC o o oC
+ gt 5-)dS, + /(C(tu Y+ Si-) — C(t, S-) —y=g(t, St*))JNS (dt, dy)).
08 R oS
Simplifying and plugging in the dynamics for S; we get:
dC, = e gg (t,Si-)oS;- AW, + e_rt/(C'(t, Si-e") — C(t, 5,-))Jx (dt, dz)
R
. oC o? o 0?C oC
+ e "(=rC(t, S-) + -7 (050) + e 'SE Aoz (150 ) + S5 (8,50)

oC
+ /(C(t, Si-€*) — C(t,S-) — Sp-(e* — 1)85 (t,5-))v(dex)) dt
R
= b(t)dt + dM,,
where
oC o? - 9*C oC
b(t) = —rC(t, S,-) +E(t, Si-) + e 35 ——(t,8-) + 1S, 75 —(t,5)

v [(etsee -, 1) 5 —1)‘3?@ S )l de).

T ~
M, = / ”gg(t S-Sy AW, + / / (t, Si-€*) — C(t, 5:-)) Jx (dt, dx) .
0
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It remains to prove that M; is a martingale, because by proposition 8.9 of [24] if 6,5
fo s) ds is a continuous martingale with finite variation paths then fo s)ds = X
a.s, Wthh 1mphes that b(t)=0 a.s.
In order for fot e " [L(C(t, Si-e) — COft, S,-))Jx (dt,dz) to be a martingale we have
to show that:

T
B[ / e / (Ct Sy-e") — C(t, S ))2w(dz) df] < oo
0 R
Then, by the Lipschitz condition
T T
B[ / et / (Ct Sy e") — C(t, S, ))2w(dz) df] < B / et / 282 (e — 1)2(dx) di].
0 R 0 R

Moreover,

cz/R(ex —1)*v(dx) = 02/|<1(e —1)%v(dz) + ¢ (" —1)*v(dx)

|z[>1

7{:’2/ |x|2 / (e —

|z|<1 |z[>1

:%2/ 220 +c2/ (¥ +1 - 26%)( da)
|z|<1 |z|>1

'152/ |z |2u( / (€2 + 1)v(dz),
|z|<1 |z[>1

IN

1)?v(dx)
1-—

IA

for some k sufficiently big.
Then,

E| /0 " /R 282 (¢ — 1) ( dx) dif

_E[/OT S22t (’/52 /x|<1\x|2y(dx>+’/52 /x|>1(62:’3+1)u(dx)) a1
— 2 (/x|<1\x|2u(dx)+/x|>l( e + 1) ) / S2 72 dt]

_ (/Rl/\|x|zu(dx)+/x|>l e%(dx))/o E[S2 ]e~2" dt < oo.

Then fo e " [L(C(t, S-e ) C(t,S,-))Jx (dt,dz) is a square integrable martingale.
It remains to prove that fo et ac < (t, Sy )08~ AW, is also a martingale, such that M,
is a martingale.

2

oC

5t

o?S2 dt]

LOO

T —2rt aC 2 T —2rt
B[ (G5 8-)08 )l <E[ [ e

T
< 0202/ e *ME[SZ]dt < oo,
0



3.3. OPTION PRICES AS CLASSICAL SOLUTIONS OF PIDES 29

because if C' is Lipschitz, then %(t, Si-)€L>®. m

The condition (3.22) holds for all jump-diffusion models with Brownian component
or for processes with Lévy densities with behavior near zero as v(z) ~ —%z with 5 > 0.
This condition is not satisfied for the Generalized Hyperbolic model or in particular for
the Variance Gamma model. Note also that when v = 0 then we obtain the well known
Black-Scholes PDE. The next example shows that if we do not impose any conditions on
a given Lévy triplet, then the function that represents the price of a binary option is not
smooth.

Example 3.3.1 Consider the Generalized Hyperbolic model and for simplicity assume
0 = 0. Then the density function becomes

pi(@) = Clo = pl="2 K|« _y (ale — )"0,

Notice that, when
1
20, Ky(2) ~ §I‘(v)(§)_“ =

1.t 1
— lm Ol — ez gl (2 = 2)eBla—m) —
lim Clz — u| ST —5)e 00
if and only if
t 1 t 1 t 1
——————— <0&2(--3)<0.
K2 |/<a 2| (/€ 2)
Then we conclude that p(t, ) is locally unbounded at v = p if t < 5.
t 1 t 1
If0<——=—|——==| <1, then p(t,x) € C° but not in C".
ko2 k2
t 1 t 1
]f0<——§—|——§|<10r1<2—<2,thenp(t,x)€00butnotinC’l.
K K
t 1 t 1 t
Ifl<———-—|-—=|<20r2<2- <3, then p(t,x) € C* but not in C*,
k2 k2 K
So by recurrence we conclude that
_ t 1t 1 t . .
ifp—1l<——=—|-==|<porp<2—<p+1, then p(t,z) € C’~" but not in C”.
Kk 2 K2 K

Soift € (p%, (p+1)%) then p(t, x) belongs to CP~'(R) but not in CP(R) and fort < %,
p(t,.) is locally unbounded.
Consider a binary option whose payoff function is given by h(x) = 1,>,. Its price is
given by
C(t,S) = e " T IE[H(S)|S; = S| = e " T IEh(z + (T — t) + Xr_y)]
= GiT(Tit)E[1I+T(T—t)+XT7tZlo] = eir(Tit)Q[a: + T(T - t) + XTft Z lO]

= e TNQ Xy >y — (T —t) — 2] = / p(t, z)dz,
d

where d = lo —r(T —t) —x. Then fort < g the binary option is continuous but is not
differentiable.
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Figure 3.2: The price of a binary option is not differentiable at the money, using the
Monte Carlo method, when p = 0 with kK = 2,r = 0,0 = 0.25,0 = —0.1. Blue: T'= 0.1,
red: T'= 0.5, yellow: T' = 1.

3.3.2 Barrier Options

We now present the result without proof, analogous to Proposition 3.3.3. It tells us that
the price function of a barrier option is smooth enough if and only if it satisfies a PIDE.
For a full detailed proof of this proposition, see [83].

Proposition 3.3.4 Consider S; = Spe™Xt where the Lévy process X wverifies (3.20).
Let 0, = inf {s > t|S; ¢ (L,U)} where 0 < L < U < oo and suppose that H > 0 and
AN >0: H(S) < N(1+S). Define

Cy(t,S) = e "TOE[H(Sy) 126, = 5], (3.27)

as the value of a knock-out option, where Cy(t,S) € C**([0,T) x (L,U)). Then it satisfies
the integro-differential equation:

% (t,5) + TS% (t,S) + #a;;b (t,S) —rCy (t,5) +
—i—/ {Cb (t,Se’) — Cy (t,S) — S (e — 1) % (t,9)| v (dy) = 0; (3.28)
on [0,T) x (L,U) with the conditions:
Cy(T,S)=H(S) vS e (L,U), (3.29)
Cy(t,S)=0VS ¢ (L,U). (3.30)

Conversely, every solution of (3.28) — (3.30) belonging to CY2([0,T) x (L,U)) has the
stochastic representation given by (3.27).



3.3. OPTION PRICES AS CLASSICAL SOLUTIONS OF PIDES 31

Before we study the continuity of barrier option prices we will need the definition of
first passage process: Let {Y;} be a Lévy process defined by Y; = rt + X;. Finally set
M, = supy<,<; Ys. Following the notation of Sato [72], we define

R, =inf{s>0|Ys; >z} ,R, =inf{s > 0| - Y, >z},

R, =inf{s > 0|Y, VY,  >z}.

We know that {R,,z > 0} is a process with non-decreasing paths, so we can define
R, (w) = lim._,0 R;_(w). As for the right continuity, since Y; is right-continuous, R, is
also right-continuous. Following the terminology of Voltchkova:

Definition 3.3.2 Consider a Lévy process Y; with triplet (o,~,v).

If 0 =0 and v(R) < oo, then Y; is of type A (Compound Poisson).

If o =0, ¥Y(R) = o0 and f‘x |z|v(dz) < oo, then Y; is of type B (finite varia-
tion,infinite activity).

If o >0 or f‘x |z|v(dx) = oo, then Y; is of type C (infinite variation) .

[<1

[<1

In order to prove the continuity of barrier option prices we need some properties of
the process {R,}.

The first lemma is an extension of the Lemma 3.5.3 presented in [83], in the sense
that also applies to Lévy processes of type A. The second and third lemmas are presented
in [83].

Lemma 3.3.3 If{Y;} is of type B or C or A with v # 0 then:
Ve > 0,Q[R,- = R,] = 1. (3.31)

Proof.
Introducing

le{weQ:Rx-<R$},QQ:{wEQ:R;:Rx}.

Define R, = inf{s > 0|Ys; > z}. By Lemma 49.6 of [72] we have that, for any = >
0,P[R, = Ry = R,] = 1, because Y; is non zero and is not Compound Poisson process,
which means that is of type B or C or A with v # 0. Then Q[€2] = 1. In order that,
Q[R,- = R;] = 1 we must have Q[2;] = 0, because we always have R,- < R,. So we
have to prove that Q[R,- < R,] = Q[R,- < R.] = Q[ N ] = 0.

By contradiction, suppose that dw € Q; N2y = w € Qy,w € Q5. Then,

Ju>0,R,- = u, (3.32)
Ju< t,t = R,. (3.33)
By definition of R,- = lim._,¢, R,_. and because R,- = u we get

V5>0,E|n>03|€’ <77:>u—5<Rm,6<u+(5.
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V6>0,V5>0,38 < u+5 : YS > T — €.
Now, choose €, = 6, = % — 0.Then,
1 1
ds,Vn s, <u+—Y, >x——.
n n

Because {s,} is bounded, there is a convergent subsequence s,, 1 sp with so < u < t.
This means that

1
Y, >r——=Y_ - >u,
n 0

and if s, | so with so < wu < t, then

1
Y,, >x—— =Y, >
n

Then, Y- VY,, > x. But this contradicts (3.33) because it implies that Vs < t,
Y;— VY, <x. Then QlﬂQQZQ) |

Lemma 3.3.4 If {Y;} is of type B with Ry = 0 a.s or of type C, then:
Vo >0,V > 0,Q[R, = 1] = 0. (3.34)
Lemma 3.3.5 If {Y;} is of type B or C, then Vx > 0,Vt >0 :
Q[R, <t < Ryt — 0, (3.35)

Q[Rs—e <t < R,] — 0, (3.36)
when € — 0.If we have also Ry = 0 a.s, then (3.35) is satisfied for x = 0,t > 0.

The next proposition shows that the up-and-out option is continuous. The sketched
proof of this proposition is shown in [83] and a more detailed version is shown in the
appendix.

Proposition 3.3.5 LetY; be of type B or C with Ry = 0 a.s. Suppose that H : (0,U) —
[0, 00) is Lipschitz:

VS1, 85 € (0,U),|H(S1) — H(S2)| < K|S — Sa, (3.37)
for some k > 0 and let u = log(s%). Then the function fy(r,z) defined by

r+Yr :
fo(r,z) = { E [HO(SOe ) Len, Zi ; Z: (3.38)

is continuous on (0,7] x R.

The following proposition gives the continuity result for the case of a down-and-out
option. The proof of this proposition, similar to the previous one, can be found in [83].
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Proposition 3.3.6 Let Y; be of type B or C with Ry- = 0 a.s. Suppose that H
(L,00) — [0,00) is Lipschitz:

VSl,SQ S (O, U),|H(Sl) —H(S2)| < ]C|51—SQ|, (339)
with L < Sy and let | = log(s%). Then the function fr(7,x) defined by

E [H (Soe™+"7) 1T<R;J ifo>1,

(3.40)
0 if x <,

fL(T,x):{

is continuous on (0,T] x R.

Finally the continuity result of a double-barrier option with payoff H (S7)1lrcinf{i>0,5.c(L,0)}5
where L < S < U, u = log(s%) and [ = log(s%) is presented here without proof and can
be found in [83].

Proposition 3.3.7 Let Y; be of type B or C with Ry- = 0 and Ry = 0 a.s. Suppose that
H : (L,00) — [0,00) is Lipschitz:

v51752 S (O, U),|H(Sl) —H(SQ)| < k‘Sl_SQL (341)
with k > 0.Then the function fp(r,x) defined by
z+Y- ;
o= § ELH S i o] e <@, (3.42)
0 if v & (l,u),
is continuous on (0,T] x R.

The results for the continuity of a up-and-out option and a down-and-out option are
proven here when the Lévy process is of type A.

Proposition 3.3.8 Suppose {Y,;} is a Lévy process of type A with v # 0, Ry = 0 a.s and
Q[R, =t =0,V > 0,t >0, (t,z) # (0,0). Suppose that H:(0,U) — (0,00) is Lipschitz.
Then for every T sufficiently small f,(7,z) defined by

E[H (Spe*t) 1, fr<u,
fu(ﬂx):{ [0( o) et Zizz

18 continuous.

Proof. Considering 7 > 0 and = = u, we have by definition,
|fu(T,u—€)— fu(T,u)| =F [H (Soe“*”YT) 1T<RJ < ME[l,cr]=MQIr < R].

Let {¢,} — 0 and Q, = {weQ:7 <R}, then {Q,} is a decreasing sequence:
Q1 Dy D .0, D.., because R, is an increasing process. Then

h_}m Qr <R, ]|=Q[M2,2,] =Q[r < Ry] =0,
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because Ry = 0 a.s.
For 7 > 0 and z < u:

|fu(T,z+€)— fu(m,2)| = |E [H (Soe“““YT) lr<r, , .| —E[H (SOGHYT) 1T<RU7J |
= ’E[H(SO€$+E+YT) — H(5’06$+Y7))1T<Ru7z76
+ H(Soem+YT)(]‘T<Ru—a:—e - 1T<Ru—m>”
< eSoe™ M E[e¥ |6 — 1| + MQ[Ry_ v <7 < Ry_,]

But, e — 1] — 0 as ¢ — 0 and
Q[Ru—z—e <7< Ru—x] — @[R(ufm)_ <7< Ru—m] < Q[R(uf:r)— 7é Ru—m] - 07 (343)
because of lemma (3.3.3). In a similar way:

\fu (T, —€) — fu(r,2)| = |E[H (Soe™™ ) 1rcp, .. ) — E[H (Soe") Lrcr, ]|
< eSSl —e |+ MQ[Ry_» <7 < Ry_syd — 0,

because |1 —e™¢| — 0 as e — 0, and
Q[Ry—2 <7< Ry s+l > Q[R,_, =7]=0. (3.44)

The continuity in time is proven in the same way as in the proof of Proposition 3.3.5 (see
the Appendix). Finally, using the triangular inequality we can prove continuity for all
(1,2) € [0,T] X (—o0,u). m

Proposition 3.3.9 Suppose {Y;} is a Lévy process of type A withy # 0, Ry =0 a.s and
Q[R, =t] =0,V > 0,t > 0,(t,z) # (0,0).Suppose that H:(L,o0) — (0, 00) is Lipschitz.
Then, for every T sufficiently small fi(T,z) defined by

fi(r,z) = { s [H (Soe™7) 1T<R;—z] x>,
0 if x <,

18 continuous.

Proof. Considering 7 > 0 and by definition of the price of a down-and-out option,

|fl (7-7 [+ 6) - fl (T7 l)| =k [H (SOGZ+€+YT) 17’<R€_]
<CR[(1+ 5T 1y ]
=CQ[r < R[] +CSye't“E [ 1 p-]-

Let {e,} — 0and Q, = {weQ:7<R_}, then {Q,} is a decreasing sequence: Q; D
Q9 D .., D ..., because R is an increasing process. Then,

lim Q[r <R, ] =0Q[M2,Q,]=Q[r<R;] =0

n—oo
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because R; =0 a.s. Then, Q[r < R7] — 0 as € — 0.

The quantity e*"1__p- is bounded by an integrable variable '™ that is, e'"1__,- < €'
and converges in probability to zero because, V § > 0,
Qe _p->0] <Q[r <R].
Then, by dominated convergence theorem,
3 YT — 1x YT —
lli%E[e 1 p-] —113(1) Qe L, p-dQ=0. (3.45)

Then, E [€71,_p-] — 0 as € — 0. This means that f; (7, ) is continuous in z = I. The
proof for all (7, x), follows the same steps of the proof of Proposition 3.5.9 in [83]. m

The following set of propositions show the discontinuity of up-and-out option and
down-and-out option when the Lévy process is of type A.

Proposition 3.3.10 Let {Y;} be a Lévy process of type A with Ry > 0 a.s. Suppose that
H:(0,U) — (0,00) is Lipschitz. Then for every T sufficiently small f,(T,x) defined by

T S e A

0 if x >,
18 discontinuous in r=u.

Proof. Considering 7 > 0, we have by definition
|fu (Tyu =€) = fu (T,u)] = E [H (Soe"™""7) 1,cp,] < ME[l,cg] = MQ[r < R].

Let {¢,} — 0and Q, = {weQ:7 <R}, then {Q,} is a decreasing sequence, i.e
Q1 D0 D..Q, D..., because R, is an increasing process. Then,

lim Q[r < R, | =Q[N2,Q,] =Q[r < Ro)] =Q[Y; <0] >0,

n—o0

because {Y;} is a pure jump Lévy process. For 7 =0

| fu (0,u—€) — [, (0,u)| = E [H (Soe"™ ) Locp.] < ME [lo<p] (3.46)
=MQ[0 < R] —- MQ[0 < Ry)=M >0, (3.47)

as € — 0, because Ry > 0 a.s. Then f, (7, ) is discontinuous at the barrier. m

Proposition 3.3.11 Let {Y;} be a Lévy process of type A and Ry > 0 almost surely.
Suppose that H:(L,o0) — (0,00) is Lipschitz. Then for every T sufficiently small fi(7,z)
defined by

fi(r,z) = { B [H (SoeerYT) 1T<R;l] if x > 1,
0 if x <1,

18 discontinuous in r=lI.
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Proof. Considering 7 > 0, we have by definition

\fi(r, 1+ €)= fi(r,0)] = E[H (Soe™™ ™) 1, _p-] SCE[(1+4 Soe* 7)1 __p-]
=CQr <R+ CSpe'™FE [e¥ 1T<R;} :

Let {6} = 0 and Q, = {w € Q:7 < R}, then {Q,} is a decreasing sequence ,that is
Q1 D0 D .0, D .., because R, is an increasing process. Then

lim Q[r < R-]| =Q[,Q,] =Q[r < Ry] >0,

n—oo

because by theorem 46.2 of Sato { R, } is a pure jump lévy process. The quantity e¥71_ <R-
is bounded by an integrable variable '™ that is, €71 _,- < e but doesn’t converge in
probability to zero because V § > 0,

Qe p- > 0] <Q[r <R_] >0.

Then, by dominated convergence theorem,

lim 7 (€71, -] =lim | €71, - dQ (3.48)
— / lime' 1, _p-dQ = / 0dQ > 0. (3.49)
Q e—0 Q

Then,

i(rl+ = iD= Q[r < B] +CSe B |71, | >0
as € — 0. Then f; (7, z) is discontinuous at the barrier. m
The next two examples show that if we do not impose any restriction on the Lévy

process, then the value of a knock-out option is discontinuous for ¢ = 0:

Example 3.3.6 Let us consider the following lévy process X; = N} — N? where N} and
N? are independent Poisson processes with jump intensities Ay and \s.

Assuming r = 0, we have Ay = e\ in order for S; = Spet to be a martingale. Con-
sider now a up and out option with payoff function H : (0,U) — (0,00) defined by Hyr =
Lr<o(sy), and 6 (S) = inf {t >0: SpeXt > U} is the first exit time if the process starts
from S. We will show that the initial option value C (0, S) = E [H (St) Llr<o(sy)|So = S| =
E [H (SeXT) 1T<9(s)] is mot continuous at S* = Ule.

|C (O, S* + 6) - C (0, S* — €)| = ‘E [10(5*75)§T<9(S*+e)} ‘ = Q [9 (S* — 6) S T <6 (S* + 6)] .

Consider the following event {N} = 1, N2 = 0} of non-zero probability. Then, if S; starts
from S* — ¢, then S = (S*—e€)e' = (Y —€)e' = U —ee' < U, which means that
T > 0(S* —¢€). On the other hand, if S; starts from S* + €, then Sy = (S* +¢)e™! =
(Y+e)et =U+eet > U, implying T < 0(S* +¢€). Because {N; =1,N7 =0} is a
possible realization of the trajectory of Xy, we have:
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{weQ: N =0,N2=1} C{weN:0(S*—¢)<T <0(S*+¢€)}. Then,

1C (0,5 +€)—C (0,5 =€) =QO(S*—€) ST < 0(S* +¢)]
>Q[Np=1,N;=0] =e ™TAhe ™ >0

Thus, C'(0,5) is discontinuous at S = S*.

Example 3.3.7 Let us consider the following Lévy process X; = N} — N2, where N}
and N}? are independent Poisson processes with jump intensities N1 and Xy. Assum-
ing r = 0, we have \y = e)\; in order for S, = Spe*t to be a martingale. Con-
sider now a knock-out option with a payoff function defined by Hr = lr.gs,), where
0(S) = inf {t >0 SpeXt < L} s the first exit time if the process starts from S. We
will show that the initial option value C' (0,5) = E [1T<9(50)|5'0 = S} =K [1T<9(5)} is not
continuous at S* = Le. Let0 < e < S*—L, sothat L = L—S5*+5* < S*—e < §* < S*+e.

|C (O, S* + 6) - C (0, S* — €)| = ‘E [19(5*7€)§T<9(S*+6)i| ‘ = Q [9 (S* — 6) S T <6 (S* + 6)] .

Consider the following event { N} = 0, N2 = 1} of non-zero probability. Then, if S; starts
from S* — €, then Sy = (S* —¢)e”! = (Le—¢)e ! = L —ee™ < L, which means that
T > 0(S* —¢€). On the other hand, if S; starts from S* + ¢, then Sp = (S* +¢)e™! =
(Le+e)e! = L+ee ! > L, implying T < 6 (S* +¢). Because {N} =0, N2 =1} is a
possible realization of the trajectory of X;, we have:

{weQ: N =0,N2=1} C{weN:0(S*—¢)<T <0(S*+¢€)}. Then,

|C(0,5"+¢€)—C(0,5"—¢)| =Q[0(S"—¢) <T < (S +¢)]
>Q [Ny =0,N;=1] = e M \ge TR
= €7T)\1(1+6)T)\2 > 0.

Thus, C(0,5) is discontinuous at S = S*.

3.4 Option Pricing using Fourier Transform methods

An European call option on some asset S; with a given maturity T" and exercise price K,
gives its holder the right but not the obligation to buy the asset at date T for a fixed price.
Since the holder of the option will only exercise if the actual price of the asset is higher
we know that the holder receives then the difference between the fixed amount paid K
and the amount received for selling immediately the asset , i.e (Sp — K )+. Similarly the
holder of a Put option receives (K — Sr)".

We can consider a more general contract, the European option, which gives the holder
the right but not the obligation to receive ®(Sy) at maturity 7. It is well known that
(see [24]) if ® is convex, @' is its left derivative and x the second derivative in the sense
of distributions, then

B(Sr) = B(0) + ¥'(0)Sr + / TSy — K)* R(dEK). (3.50)
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This result shows that we can express any European option’s payoff in terms of call option
payoffs and also shows that we can value more complex European options by knowing
call options payoffs. This is true for example for butterfly spreads and straddle options
which are linear combinations of a finite number of call or put options.

We already know that the price of an European call option can be represented as the
risk-neutral conditional expectation of a certain payoft:

V(t,S))= e "TIE [(Sr — K)*|F)]
_ (TR |:(Ste7‘(T—t)+XTft _ K)+ S, = S}
TR [(SeT‘T+XT _ K)+]
— R [(K6r7+w+XT _ K) *]

— KR [ (e 1) (3.51)

since a Lévy process has independent and stationary increments, due to the Markov
property and making the transformation w = ln(%).

Finally we can define the forward relative call option’s price in terms of log-moneyness
x and the time until maturity 7

u(T, x)= e”@ (3.52)
—E (e 1) (3.53)

where V(t,.S;) is given by (3.51). We will now see how to price an option using Fourier
transform methods in an exponential Lévy model. Remember the definition of Fourier
transform of a function f:

Ff(u)= /Rem‘f(x) dz. (3.54)

We can also define the inverse Fourier transform by

Flf(x) = L / e~ f (u) du. (3.55)
2 Jr
Note that for f € Ly(R), F'Ff = f. We will follow the method of Carr and Madan
because it is easier to implement than Lewis’s method but it has lower convergence. As
it was done in [25], we set Sy = 1, K = In(K). It is assumed that the stock price has
moments of order 1 + « for some a > 0

Ja >0 / 00y dy) < oo, (3.56)
ly|>1
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Now we would like to compute

V(0,S))=e""E [(e"TJFXT — ") 1 , (3.57)

and so we define it as a function of &
V(k)= e TR | (T - )] (3.58)
=e T /OOT et —efy(da). (3.59)

A natural idea seems to compute its Fourier Transform
FV(u)= / "V (k) dk. (3.60)
R

However, we see from (3.59) that V (k) tends to a constant and so (3.60) is not integrable.
So the idea is to define the time-value of the option

2(k)=e TR [(GTTH(T - e”“)q —(1- e”“_’”T)Jr (3.61)

and compute its Fourier transform

C((u) = Fz(u)= /Rem"z’(m) dk. (3.62)

So note that
2(k)=e TR [(e’"TJFXT — e”)+] - (1- e“_’nT)Jr (3.63)
T / (T4 — &) (Locyzrs — Locyr) p( da). (3.64)

Then, since now the integrand is integrable we can change the order of integration
and get

= / e"““erT/ (e’"T” — e“) (lo<rriz — lo<rr) p(x) dedr
R —00

— /p(x)/ et (erT” — e”) (Lu<rria — lo<rr) deda
R —00

rT+x
— /p(:c)/ e e (e — ") drdua.
R r
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Observe that

rI'+x rl'+z
/ emue—rT (eTT—l-z - 6“) dr= / emu—l—z . em—l—n—rT dk
r

T rT
|:emu+:c einu+n—rT:| rT+x
e T

w o w1 |,

surT (1 —_e ) 6iurT+x 6iurT+ixu+ac
; - + — .
iu+ 1 iu(ivu+1)  du(iu+1)

Now notice that since F [eXT} = 1, we have

eiurT+:v eiurT+ixu+ac
o= [ vto) - ) as
R

Cu(iu+ 1) wu(iut 1)

ezu'rT

iu(iu+ 1) /Rp(x)e (e ) d
eiurT (Ltin)
— e(l+iu) 40 — 1
(i + 1) (/Rp(x)e ¢ >
eiurT ( 2 )
_ r(—1 u d _ 1
(i + 1) (/Rp(x)e . )
eiu'rT ( )
. rilu—1 d _ 1
iu(iu + 1) (/Rp(:p)e o )

eiurT

= —— (Y(u—1i)—1 3.65
where W(u) is the characteristic function of Xj.
If u — 0 then we see that since when u = 0, ¥(u—1) = 1 by the martingale condition.

Also we see that by (3.56), ¥(u — i) is analytic then

lim [ p(x)e® ) dz = /p(x)@x de =1, (3.66)

u—0 R R

}}E}) Rp(x):me dz = ai, (3.67)

for some a € R.
We conclude that
surT T iurT U -1 iUT‘T\I// .
lim;(\ll(u_w_l):hm trre (W(u —1i) ).—l-@ (u—1) _
u—0 ZU(ZU + 1) u—0 —u 4
 lim arTe™™ (U(u — i) - 1) + e Tai e oo

Then we can find the option price by inverting the Fourier Transform ((u) :

(k) = - /R e~ () du. (3.68)

T or
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In order to compute numerically this integral we resort to the discrete inverse Fourier
transform which implies discretizing and truncating the integral in the following manner

1 [ A=
~ —iKU —mmk
2(m) o /A e (u) du kz ((z (3.69)
where z, = —%£ —|— kh,h = = is the discretization step and w, = 2

3.5 Modelling the feedback effects with jump process

This section is devoted to derivation of the novel option pricing model taking into account
feedback effects of a large trader on the underlying asset following a jump-diffusion Lévy
process. We show that the price of an option can be computed from a solution to a fully
nonlinear partial integro-differential equation (PIDE) (2.19). We also derive a formula
for the trading strategy function ¢ which minimizes the variance of the tracking error.
Let us suppose that a large trader uses a stock-holding strategy «; and S; is a cadlag
process (right continuous with limits to the left). Henceforth, we shall identify S; with
Si-. We assume S; has the following dynamics:

dSt = [I/St dt + O'St th + pSt dOét + / St(em — 1)JX( dt, dl’) (370)
R

It can be viewed as a perturbation of the classical jump-diffusion model. Indeed, if a
large trader does not trade then oy = 0 or the market liquidity parameter p is set to zero
then the stock price S; follows the classical jump-diffusion model.

In what follows, we will assume the following structural hypothesis:

Assumption 3.5.1 Assume the tmdz’ng strateqy oy = ¢(t,S;) and the parameter p > 0

satisfy pL < 1, where L = supg., \SBS]

Next we show an explicit formula for the dynamics of S; satisfying (3.70) under certain
regularity assumptions made on the stock-holding function ¢(¢, S).

Proposition 3.5.1 Suppose that the stock-holding strateqy oy = ¢(t,S;) satisfies As-
sumption 3.5.1 where ¢ € C12([0,T] x RT). If the process Sy, t > 0, satisfies the implicit
stochastic equation (3.70) then the process Sy satisfies the following SDE:

dSt = b(t,St)St dt + U(t, St)St th + / H(t7ﬂ7, St)JX(dt, dl’), (371)
R
where
1 dp 1 282¢))
b(t,S) = + —v(t, S)*S , 3.72
9 = TS (w0 (G + 5ot 5 (3.72)
u(t,S) = i (3.73)

1—pS%(t,9)
H(t,z,S) = S(e® — 1)+ pS[p(t, S + H(t,z,S)) — 6, 9)]. (3.74)
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Proof. We can rewrite the SDE (3.71) for S;, in the following way:

ds, = (b(t, S;)S; + H(t,x, St)u(dx)) dt + v(t, Sy)S; AW,

lz|<1

+ H(t,x,S;)Jx(dt, dz) + H(t,z,S,)Jx(dt, dz).

|z|>1 |z[<1

Since ¢(t, S) is assumed to be a smooth function then, by applying It6 formula (2.35) to
the process ¢(t, S;), we obtain

9% ¢ 99
9¢

+/R¢(t,5t +H(t,z,S)) — o(t, S) — H(t,:v,St)%(t, Sy)Jx (dt, dx).

Now, inserting the differential de; into (3.70), we obtain

ds, = ;LStdt+aStth—|—/St(e S ) (dt, da) + 9522 ds,

R oS
96 1 ,0%
¢

408, / St Sy + H(t 2, 5)) — b(t, S,) — H(t, 2, S) 22 (8, S) Jx (dt, da).
A a3

Rearranging terms in (3.76) we conclude

9

oS

+0-St th — pSt / H(t, Z, St)
R

06 1 5%
(t,5¢)) dSe = (S + PSt(E + §U(ta S)?S; Zas 952
¢

a5 (t:S0)x(dt, da) (3.77)

+ / Sy(e® — 1)+ pSi ((t, S, + H(t,x,S,)) — 6(t, 8,)) Jx(dt, d).

(1-pS, ))dt

Comparing terms in (3.71) and (3.77) we end up with expressions (3.72), (3.73), and the
implicit equation for the function H:

1 T
H(t.z,8) = — 257 (.5) (S(e” = 1)+ pS (6(t,S + H(t,z,5)) — ¢(t,5)))

B 1 ,59¢
11— pS2(t,8)"" 05

(t,S)H(t,z,S). (3.78)

Simplifying this expression for H we conclude (3.74), as claimed. m

The function H is given implicitly by equation (3.74). If we expand its solution H
in terms of a small parameter p, i.e. H(t,z,S) = H°(t,z,S) + pH'(t,2,5) + O(p?) as
p — 0, we conclude the following proposition:



3.5. MODELLING THE FEEDBACK EFFECTS WITH JUMP PROCESS

Proposition 3.5.2 Assume p is small. Then the first order approximation of the func-
tion H(t,z,S) reads as follows:

H(t,x,S) = S(e” — 1)+ pS (¢(t, Se”) — ¢(t,5)) + O(p*) asp—0. (3.79)

Proposition 3.5.3 Assume that the asset price process Sy = X" fulfills SDE (3.71)
where the Lévy measure v is such that fp: e**v (dz) < oo. Denote by V(t,S) the price
of a derivative security given by

|>1

V(t,S) =E[e T Do(S7)[Sy = 5] = e "TIE [@(Ser T+ ¥1-0)] | (3.80)

Assume that the pay-off function ® is a Lipschitz continuous function and the function
¢ has a bounded derivative. Then V (t,S) is a solution to the PIDE:

Vo1 LV OV
E‘i‘éU(f,S) S W—FTS% —Tv
+ / V(LS + H(t,x,S) - V(ES) — H(t,z, S)g—g(t, Sy(dz) = 0, (3.81)
R

where v(t,S) and H(t,z,S) are given by (3.73) and (3.74), respectively.

Proof. The asset price dynamics of S; under the () measure is given by
dS; = rS,dt + v(t, S;)S; dW; + / H(t,x, S;)Jx(dt, dz). (3.82)
R

If we apply It6’s lemma to V' (¢, Sy) we obtain d(V (¢, S;)e™") = a(t) dt + dM; where

ov 0*V ov

_ 1 2 2_ A
a(t) = 82& + QU(t, St> St 852 +7”St 85 TV
s [ VS Ht,50) = ViES) - H(t.w.5) 5o (6 S)w(ds),
R
th = 677’1‘/515"1)(t7 St)g_‘;: th + ert/ V(t, St + H(t, xZ, St)) — V(t, St)jX( dt, dl’)
R

Our goal is to show that M, is a martingale. Consequently, we have a = 0 a.s., and V is
a solution to (3.81) (see Proposition 8.9 of [24]). To prove the term fOT e [ V(L S+

H(t,z,S,)) — V(t,S)Js(dt, dy) is a martingale it is sufficient to show that

2

E /OTe—M ( /]R V(t,St+H(t,x,St))—V(t,St)u(da:)) dt| < 0. (3.83)

Since supg<;<r E [eXT —t} < 00 and the pay-off function ® is Lipschitz continuous, V (¢, S)
is Lipschitz continuous as well with some Lipschitz constant C' > 0. As the function
¢(t, S) has bounded derivatives we obtain

Slot,S+ H(t,x,8)) — o(t,9)| < 5’2—2' |H(t,z,S)| < LIH(t,z,95)|
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(see Assumption 3.5.1). Since H(t,x,5) = S(e” — 1) + pS(o(t, S + H(t,x,S5)) — ¢(t, S))
we obtain |H (t,z,S5)]? < S%(e® — 1)%/(1 — pL)%. As V is Lipschitz continuous with the

Lipschitz constant C' > 0 we have

E

/O " ( / V(t S+ H(t,2,5) — V(L S (dx))2 dt]

1—pL {/ / e S|P (e” — 1) (dx)dt]<oo

because sup,¢(o 7 E[S7] < 00. Here Cy = [, (e* — 1)*v(dx) < oo due to the assumptions
made on the measure v. It remains to prove that fo e " Sw(t, St) = (t,S) AW, is a
martingale. Since S ¢(t S) is assumed to be bounded we obtain

g
0<w(t,S)= < = () < 0.
(t.5) 1—pS%(t,8) ~ 1—pL '

Therefore E[fOT e (DL (L, Sp)v(t, S;) )2 dt] < C2C? fOT e ?"E[S?] dt < oo because S; is
a martingale. Hence M, is a martingale as well. As a consequence, a = 0 and so V is a
solution to PIDE (3.81), as claimed. m

Remark 2 If p =0 then H(t,z,S) = S(e” — 1) and equation (3.81) reduces to:

ov
S

ov o LV OV i i
ST 5w S%—TVjL/RV(t,Se)—V(t,S)—S(e — D (¢, S)v(da) =

(3.84)
which is the well-known classical PIDE. If there are no jumps (v = 0) and a trader follows
the delta hedging strategy, i.e. ¢(t,S) = 0sV (t,S), then equation (3.81) reduces to the
Frey—Stremme option pricing model:

ov

1 o? , 0%V ov
+ 5 55
ot " 2(1— oS%V)’ S

g+ rSog — TV =0 (3.85)

(cf. [36]). Finally, if p = 0 and v = 0 equation (3.81) reduces to the classical linear
Black—Scholes equation.

For simplicity, we assume the interest rate is zero, r = 0. Then the function V' (¢, 5)
is a solution to the PIDE:
oV 1 0*V
- + —
ot 2 052
+ /V(t,S+H(t,x,S)) - V(t,S)—H(t,x,5) ==
R

v(t, S)?S? ——
oV

53 (t,S)v(dx) =0. (3.86)

Let us define the tracking error of a trading strategy a; = &(t,5;) as follows: e :=

®(St) — Vo = V(T,S7) = Vo — [} audS,.
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By applying It6’s formula to V' (¢, S;) and using (3.86) we obtain

V(Ta ST) — Vo= V(T’ ST) - V(Ov SO) = /T dV(t, St)

Tov Tov 1 , 0%V
= . %dst ; §+ U(t St) St%dt
ov
+/ /V(t, S, + H(t,z,8,) — V(t,S,) — H(t,x St)%JX(dt da)
ov
0
ov
" / / v<t, S+ Hit,, 80) = V(t,8) — H(t,, sa%JX( dt, dz)
ov -
0

Using expression (3.82) for the dynamics of the asset price S; (with r = 0), the

tracking error e! can be expressed as follows:
r oV
694 = V(T ST) VE) —/ (e dSt / ( (t St> t) dSt
o \0S
ov -

/ /V (t,S;+ H(t,xz,S;)) —V(t,S;) — H(t,x St)%JX(dt dzx)

_ / olt, 50)S; (gg )th (3.87)

/ / (£, S0+ H(t2,8)) — VIt S) — anH (¢, 7, S0) T (dlt, dx).

Remark 3 For the delta hedging strategy oy = ¢(t,S;) = g—‘g(t, S;) the tracking error

function e can be expressed as follows:

T
M = / / VIt Set H(tr,80) ~ V(1 S0~ H(te, 8) D (1, 5) T dt, da)
0 R

Clearly, the tracking error for the delta hedging strateqy need not be zero for v # 0.
Next, we propose a criterion that can be used to find the optimal hedging strategy.
Proposition 3.5.4 The trading strategy oy = ¢(t,S;) of a large trader minimizing the

variance E [(6{‘/[)2} of the tracking error is given by the implicit equation:

ov
¢(t7 St) = Bp(tv St) [U(tvst) 515285

+ / (V(t, S+ H(t,z, ) — V(£ S))H(t,x, S) v(dx)],  (3.88)

(t, St>

where BP(t, St)

= 1/[v(t,5,)*S} + [z H(t,z,Sy)?v(dz)] and H(t,z,S) = S(e* — 1) +
pSlo(t, S+ H(t,z,S)

) = (£, ).
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Proof. Using expression (3.87) for the tracking error €/ and Itd’s isometry we obtain

/T (t,S;)S? (g‘g(t Sy) — at)Q dt]

+JEU/ (t, S0+ H(t,z,5)) — V(t,st)—atH(t,x,st))%(dx)dt].

E[(ef)’] = E

The minimizer «; of the above convex quadratic minimization problem satisfies the first
order necessary conditions d(E [¢2], ;) = 0, that is,

0 = —2F VOT (v(t,St) SQ(ZZ(t St) — )

—l—/ H(t, z, St)(V(t, Sy+ H(t,z,5))—V(t,S) —aH(t,x, St)>l/( d$)) Wy dt}

for any variation w;. Thus the tracking error minimizing strategy «; is given by (3.88).
|

Remark 4 The optimal trading strategy minimizing the variance of the tracking error
need not satisfy the structural Assumption 3.5.1. For instance, if v = 0 then the tracking
error minimizer is just the delta hedging strateqy ¢ = OsV'. In the case of a call or put
option its gamma, i.e. 3V (t,S) becomes infinite ast — T and S = K. Given a level
L > 0 we can however minimize the tracking error E[eé2] under the additional constraint
SUPg-q |95 d)(t S)| < L. That is we can solve the following convex constrained nonlinear
optimization problem

m¢in E[e7] st [SOs¢| <L
instead of the unconstrained minimization problem proposed in Proposition 3.5.4.

Remark 5 Notice that, if v =0 and p > 0, the trading strateqy oy reduces to the Black—
Scholes delta hedging strategy, i.e. oy = g—g(t, Sy). If v # 0 and p = 0, then the optimal
trading strategy becomes oy = ¢°(t, S;) where

018,50 = 105 (o752 55 (0.5 + [ 6" =) (V{85 ~ Vit S (),

where 3°(t,S;) = 1/[0°SE + [ S7(e” — 1)*v(dx)].

We conclude this section by the following proposition providing the first order approx-
imation of the tracking error minimizing trading strategy for the case when the parameter
p < 1 is small. In what follows, we derive the first order approximation of ¢*(t,S;) in
the form ¢ (¢, Sy) = ¢°(t, St) + po*(t, Si) + O(p?) as p — 0.

Clearly, the first order Taylor expansion for the volatility function v(¢,.S) has the

form:

’ 5
ZG_SWZU2+2p025—(t S)+0(p?), asp—0.

2
v(t, S) 53
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With regard to Proposition 3.5.2 (see (3.79)) we have H(t,z,S) = H°(t,z,S)+pH(t,z,S)+
O(p?), where

HO(t,2,5) = S(e* — 1), HY(t,z,8) = S[¢"(t, Se*) — ¢°(t, S)]. (3.89)

The function 8” can be expanded as follows: 3°(t,S) = 8°(t, S) 4+ pBM (¢, S) + O(p?),

Bt S) = 1/[0*S? + 52/(696 —1)%v(dz)], (3.90)

R

BYE,8) = —(B°t,S9))? {202538%)(75,5) +252/R(ex — 1)[¢"(t, Se*) — ¢°(t, S)|v(dx)

Using the first order expansions of the functions v?, 3# and H we obtain the following
results.

Proposition 3.5.5 For small values of the parameter p < 1, the tracking error variance
minimizing strateqy oy = ¢°(t,S;) is given by

¢p(t7 St) = ¢0(t7 St) + p¢(1)(t, St) + O(p2)7 as p — 0, (391)
where
oV O
005) = B8 208108 (0
ov
+ /R (V(t, Se®) =V (t,S) + %(t, Se®)H(t, x, S)) H(t,z,S)v( da:)}

+6W(t, S) {02322—‘5/6,5) + /R (V(t,Se") —V(t,S)) H(t, z, S)u(dx)}

and the functions H°, H', 3° and B are defined as in (3.89) and (3.90).

In this section we investigated a novel nonlinear option pricing model generalizing
the Frey—Stremme model under the assumption that the underlying asset price follows a
Lévy stochastic process. We derived the fully-nonlinear PIDE for pricing options under
influence of a large trader. We also proposed the hedging strategy minimizing the variance
of the tracking error.

3.6 Existence of solutions in Bessel potential spaces

Using the theory of abstract semilinear parabolic equations we prove existence and
uniqueness of solutions in the Bessel potential space. Our aim is to generalize known
existence results for a wide class of Lévy measures including those having strong singular
kernel. We also prove existence and uniqueness of solutions to the penalized PIDE repre-
senting approximation of the linear complementarity problem arising in pricing American
style of options under Lévy stochastic process. In the past years, existence results of PIDE
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has been studied in the literature. In [15] A. Bensoussan and J.-L. Lions (see Theorem
3.3 and Theorem 8.1) and also M. G. Garroni and J. L. Menaldi in [40] investigated the
existence and uniqueness of classical solutions for the case ¢ > 0. In [61] Mikulevicius
and Pragarauskas extended these results for the case o = 0. Furthermore, in [62],[63]
they investigated existence and uniqueness of classical solutions in Holder and Sobolev
spaces of the Cauchy problem to the partial-integro-differential equation of the order of
kernel singularity a € (0,2). Qualitative results using the notion of viscosity solutions
were provided by M. Crandall and P.-L. Lions in [27]. They were generalized to PIDE
by Awatif [11] and Soner [79] for the first order operators and by Alvarez and Tourin [5],
Barles et al. [12], and Pham [69] for the second order operators. In [57],[58] Mariani and
SenGupta proved existence of weak solutions of a generalized integro-differential equation
using the Schaefer fixed point theorem first for bounded domains and then for unbounded
domains. On other hand, in [77], Amster et al. proved the existence of solutions using
the method of upper and lower solutions in a general domain in the case of several as-
sets and for the regime-switching jump-diffusion model in [34]. In [8],[7] Arregui et al.
applied the theory of abstract parabolic equations in Banach spaces (cf. [46]) for the
proof of existence and uniqueness of solutions of a system of nonlinear PDEs for pricing
of XVA derivatives. In a recent paper, Cruz and Sevéovié [28] investigated a nonlinear
extension of the option pricing PIDE model (2.18) from numerical point of view. We
consider a model for pricing vanilla call and put options on underlying assets following
Lévy stochastic processes. Using the theory of abstract semilinear parabolic equations
we prove existence and uniqueness of solutions in the Bessel potential space representing
a fractional power space of the space of Lebesgue p-integrable functions with respect to
the second order Laplace differential operator. We generalize known existence results for
a wider class of Lévy measures including those having strong singular kernel with the
third order of singularity. We also prove existence and uniqueness of solutions to the
penalized PIDE representing approximation of the linear complementarity problem for a
PIDE arising in pricing American style of options.

The goal of this section is to prove main results regarding existence and uniqueness
of solution to the linear and nonlinear PIDE for pricing vanilla options on the underlying
asset following a Lévy stochastic process for a wide class of admissible activity Lévy
measures.

3.6.1 Existence results for the linear PIDE

In this section, we analyze solutions to the semilinear parabolic partial integro-differential
equation (PIDE):

@ — 0_2@4_ @+ ( )
or  20z2 Yo I\
—I-/ [U(T, r+z)—u(r,z) — (e — 1)%(7, x) | v(dz), (3.92)
R ox

u(0,x) = ug(x),



3.6. EXISTENCE OF SOLUTIONS IN BESSEL POTENTIAL SPACES 49

x € R,7 € (0,7), where g is Holder continuous in the 7 variable and it is Lipschitz
continuous in the w variable. Here v is a positive Radon measure on R such that
Jpmin(z%,1)r(dz) < oo. Our goal is to prove existence and uniqueness of a solution
to (3.92) in the framework of Bessel potential spaces. These functional spaces represent
a nested scale { X7}~ of Banach spaces such that

X'=D(A) = X" X7 X' =X,

for any 0 < 75 < 71 < 1 where A is a sectorial operator in the Banach space X with
a dense domain D(A) C X. For example, if A = —A is the Laplacian operator in R"
with the domain D(A) = W?P(R") C X = LP(R") then X" is embedded in the Sobolev-
Slobodecki space W2P(R™) consisting of all functions having 2v-fractional derivative
belonging to the Lebesgue space LP(R™) of p-integrable functions (cf. [46]). In this paper,
our goal is to prove existence and uniqueness of solutions to (3.92) for a general class of
the so-called admissible activity Lévy measures v satisfying suitable growth conditions
at £oo and the origin. We can rewrite the PIDE (3.92) in the abstract form as follows:

ou ou
E—l—Au—w%ij[u]%—g(T,u), reR,7€(0,7), (3.93)

u(0,2) = uo(x), z € R,
where the linear operators A and f are defined by:

o2 0%u
ou

flul(z) = / {u(:c +2) —u(x) — (e — 1)%(95) v(dz), (3.95)

R
and ¢ is a Holder continuous mapping in the 7 variable and it is Lipschitz continuous in the
u variable. In order to prove existence, continuation and uniqueness of a solution to the
problem (3.93) we follow the qualitative theory of semilinear abstract parabolic equations

developed by Henry in [46]. First, we recall the concept of an analytic semigroup of linear
operators and a sectorial operator in a Banach space.

Definition 3.6.1 [46/ A family of bounded linear operators {S(t),t > 0} in a Banach
space X is called an analytic semigroup if it satisfies the following conditions:

i) S(0)=1,5(t)S(s) = S(s)S(t) = S(t+s), forallt,s >0;
i) S(t)r — x when t — 0% for all v € X;
iii) t — S(t)x is a real analytic function on 0 <t < oo for each x € X.

The associated infinitesimal generator A is defined as follows: Ax = lim;_,g+ %(S(t)a: — )
and its domain D(A) C X consists of those x for which the limit exists in X .
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Definition 3.6.2 [{6] Let S, = {\ € C: ¢ <arg(A—a) < 2w — ¢} be a sector of com-
plex numbers. A close densely defined linear operator A : D(A) C X — X which is called
sectorial if there exists a constant M > 0 such that [[(A — N7 < M/|X — a| for all
AE Sa’(z, - C\O’(A)

It is well known that that if A is a sectorial operator then — A is an infinitesimal generator
of an analytic semigroup S(t) = {e™#,t > 0} (cf. [46]). If X is a Banach space then we
can define the scale of fractional power spaces {X7},>¢ in the following way:

X" =D(AY) = Range(A7)={ue X: Jpe X, u=A"p},

where, for any v > 0, the operator A™7 is defined by virtue of the Gamma function, i.e.
AT = ﬁfooo@*le*f‘g d¢. The norm is defined as ||ul|x» = ||[Aul|x = |l¢lx. Note
that X° = X, X! = D(A), and X! = D(A) — X" — X" — XY = X, for any
0<7m<m<L

In what follows, by G * ¢ we shall denote the convolution operator defined by (G x*
0)(@) = [ Gz —y)e(y) dy.

Lemma 3.6.3 [46, Section 1.6], [81, Chapter 5] The Laplace operator —A is sectorial in
the Banach space X = LP(R™) of Lebesgue p-integrable functions for anyp > 1 andn > 1.
Its domain D(A) is embedded into the Sobolev space W?P(R™). The fractional power space
X7,y >0, is the space of Bessel potentials: X7 = £ (R") := {Gay * 0, ¢ € LP(R")}
where

(4m) ™2 % iieymnyz - 2/(4
Go(x) = ——— ¢ +(2v=n)/2 o= (&+|=]|7/(48)) d¢
! I'(v) Jo
is the Bessel potential function. The norm of u = Gayx ¢ is given by ||ul|x+ = [|¢||». The

fractional power space X7 is continuously embedded into the fractional Sobolev-Slobodeckii
space W*'P(R™).

Lemma 3.6.4 Assume v is an admissible activity Lévy measure with shape parameters
a, D* and p where o < 3 and either p > 0,DF €¢ R, or p = 0,D~ +1 < 0 < D*.
Suppose that v > 1/2 and v > (o — 1)/2. Then, for the mapping f defined by (3.95),
there exists a constant C > 0 such that for any u satisfying O,u € X7™V/2 the following
estimate holds:

[l e < Cll0zull xr-1s2-

In particular, if u € X7 we have ||flu]l|r < C|lul|x+ and the mapping f is a bounded
linear operator from the fractional power space X7 into X = LP(R).

Proof. The mapping f can be split as follows: f[u] = f[u] + ©0,u where
- ou
flul(z) = / (u(a: +2) —u(z) — z—(x)) v(dz).
R 3:1:
and @ = [, (z —€* +1)v(dz). Since z —e* +1 = 0(z?) as z — 0, and

0 < v(dz) = h(z)dz < |2|~*h(z)dz, where h(z) = Coe *** <€D7Z1220 + 6D+21z<0> :
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we have @ € R provided that 0 < a < 3 and either ¢ > 0,D* € R, or = 0 and
D +1<0< D%,

First, we consider the case when v > 1/2. We shall prove boundedness of the second
linear operator f. If u is such that d,u € X7~/2 then there exists ¢ € X = L?(R) such
that O,u = A=®"D/2¢ = Gy, % p and

10zl xv-172 = [[llx = llellLe-
Hence, for any z,0 and z we have

ou

T804 02) = 22(0) = (Goyoaw 4 02 =) = Gy = ) w00

ox

Recall the following inequality for the convolution operator:

G+ pllr < NGllzallellzr,

where p,q,7 > 1and 1/p+1=1/qg+1/r (see [46, Section 1.6]). In the special case when
q = 1 we have |G * ¢||r < ||G||r1||¢]le. According to [81, Chapter 5.4, Proposition 7]
we know that the modulus of continuity of the Bessel kernel function Go,_; satisfies the
estimate:

1G2y-1( + h) = Goya ()l < Gl

for any h where C; > 0 is a constant. Therefore, for any 6, z € R we have
0 0
et - 2|

/ W

< Gy (- +82) = Gay Ol Il < 102170l

Xv—1/2°

dz = [ (Gay1 (- +02) = Goya (1) * lLs

The latter inequality formally holds true also for the case v = 1/2 because

J

The rest of the proof of boundedness of the mapping f holds for v > 1/2 as well as

ou ou, [P
o —(x+0z) — —(2)

5, (0| do < 2%|0ull, = 27]|00u]l o

v =1/2. Now, as u(x + z) — u(x) — = zfo Su(x + 0z) — 8%(x) df, we obtain
/\uw—i—z —u(x )—z—( )‘de—]z|P/’/ au:zc—l—@z)—?—()d@ dz
< |z|? 0z) Ou dd9<cp 29019 ullP

o [ |20 - 20| o < CHEEIO

Now, as 0 < v(dz) = h(z)dz < |z|"*h(z) dz = (|2 Ph(2)2) - (|2]°~*h(2)2) dz, using the
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Holder inequality with exponents p, ¢ such that 1/p + 1/¢ = 1 we obtain
2 i ou P
[Tl = u(@ +2) —u(z) — 25 (z)v(dz)| de
R |JR Z
ou P
< u(x+z) —u(x) — z—(x)| h(z)dz| dz
ox
Ou B0 \p/2
< u(z + 2) —u()—za—() z|” ph( Pedz
p/q
( | 2| By (z)e/? dz) dz
Ou, \[" —Bp], (,\P/2
= u(x + z) —u(zx) — za—(x) dz | |2|7"Ph(2)P* dz
x
p/q
( |02y d: )
<

. ~ p/q
RNl / A as ([ i a)
R

The integrals Cy = [, | 2| =BPh(2)P2 dz and C5 = Jz | 2|8~} (2)9/2 dz are finite pro-
vided that
1

and p > 0,D* € R, or u = 0 and D~ < 0 < D*. The later inequalities are satisfied if
there exists a parameter § such that

(27 = B)p > —1, (ﬁ—oz)q:(ﬁ—a)pi > -1

a—14+1/p<pB<2y+1/p.

Such a choice of 3 is possible because we have assumed v > (o —1)/2. Hence there exists
a constant C' > 0 such that || f[u]||zr < C||0su|| x--1/2 for any u satisfying d,u € X7~1/2,
as claimed. Due to the continuity of the embedding X7~/? <+ X we have ||f[u]|/z» =
| fTu] + @0pul| e < C|0pullxr-1/2 = C|lul|x+ for any u € X7 and f is a bounded linear
operator from X” into X = LP. &

Let us denote by C([0, 7], X7) the Banach space of all continuous functions from the
interval [0,7] to X7 with the maximum norm [|U(-)||lc(o1)x7) = Subrepr [1U(T)|x-
We recall the well known result on existence and uniqueness of a solution to abstract
parabolic equations in Banach spaces due to Henry [46].

Proposition 3.6.1 [}6, Chapter 3] Suppose that a densely defined closed linear operator
—A is a generator of an analytic semigroup {e‘At,t > 0} i a Banach space X, Uy € X7
where 0 < v < 1. Assume F : [0,T]x X7 — X and h : (0,T] — X are Holder continuous
mappings in the T variable, fOT |h(7)||x dz < 00, and F is a Lipschitz continuous mapping
in the U wvariable. Then, there exists a unique solution U € C([0,T], X") of the following
abstract semilinear evolution equation:

Z—Z + AU = F(r,U) 4+ h(r),  U(0) = Uj. (3.96)
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Moreover, 0.U(t) € X,U(t) € D(A) for any 7 € (0,T).

Remark 6 By a solution to (3.96) we mean a function U € C([0,T],X") satisfying
(3.96) in the integral (mild) sense, i.e.

U(r) = e Uy + /OT e_A(T_S)(F(s, U(s)) + h(s))ds for any T € [0,T].

Recall that the key idea of the proof of Proposition 3.6.1 is based on the Banach fixed
point argument combined with the decay estimate ||| x» = ||[ATe 4| x < Mt Ve~ of
the norm of the semigroup e~ for any t > 0.

As a direct consequence of Proposition 3.6.1 and Lemma 3.6.4 we deduce the following
result:

Theorem 3.6.5 Assume v is an admissible activity Lévy measure with the shape param-
eters a, D* and p where o < 3 and either 4 > 0,DF¥ € R, or p=0,D" +1 <0< DT,
Assume v > 1/2 and v > (o — 1)/2. Suppose that the function g(T,u) is Holder contin-
uous in the T variable and Lipschitz continuous in the u variable. Then for any ug € X”
and T > 0 there exists a unique solution u € C([0,T], X") to the PIDE (3.92).

3.6.1.1 The Black-Scholes PIDE model

In this section, our purpose is to investigate properties of solutions to a PIDE generalizing
the Black-Scholes model. An important definition concerning this generalization is the
definition of a Lévy measure of a given process X; . The measure v(A) of a Borel set
A C R defined in (2.23) gives, as we know, the mean number, per unit of time, of jumps
of X;,t > 0, whose amplitude belongs to the set A.

For the underlying asset price dynamics we will suppose that S;,¢ > 0,follows the
geometric Lévy proces, i.e. S; = eX* where X;,t > 0, is a Lévy process. Then it is well
known (cf. [24],[28]) that the price of a contingent claim in the presence of jumps is given
by a solution V'(t,.S) of the following partial integro-differential equation:

oV n o? OV ov
ot 2 052 oS
ov

+ /R [V(t,Sez)—V(t,S)—(ez—l)S%(t,S) v(dz) =0,  (3.97)

V(T,8) = ®(S), S>0,tel0,T).

Here ® is the pay-off diagram of a plain vanilla option. For example, ®(S) = (S — K)*
for a call option, or ®(S) = (K — S)" for a put option where K > 0 is the strike price.
Here and after we shall denote by at = max(a,0) and = = min(a,0) the positive and
negative parts of a real number a, respectively.

If we consider the following change of variables V (¢, S) = e ""u(r, ) where 7 =T — ¢,
z = In(£) then we obtain the following PIDE for the function u(r, z):

—rT7
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ou o? 0%y 1 5\ Ou
+/ [U(T,x+ Z) - U<T7.T> - (ez - 1) @(771‘) V<dz)7
R ox
u(0,z) = ®(Ke"), zeR,7€(0,7T).

Unfortunately, the initial condition u(0,z) = ®(Ke”) does not belong to the Banach
space X for both call and put option pay-off diagrams ®, i.e. ®(S) = (S — K)* and
®(S) = (K — S)*. The idea how to formulate existence and uniqueness of a solution to
the PIDE (3.98) is based on the idea of shifting the solution u by ugg where the function
ups(7,x) = " Vps(T — 7, Ke®) corresponds to transformation of the classical solution
Vps to the linear Black-Scholes equation without PIDE part, i.e.

8VBS 02 282VBS 8V35
or 2% asr T ps
Vps(T, S) = ®(S).

- 7a‘/BS = Oa

Recall that the solution Vg for a call or put option can be expressed explicitly:

VEd(t,S) = SN(dy) — Ke """ N(dy),

VE,S) = Ke"YN(—dy) — SN(—dy),
where ) J o2/
1 K +0/2)(T —t -
W(S/K) + T 1) [T

oV —t oo V2T

is the cumulative distribution function of the normal distribution (cf. [51]). Furthermore,
the transformed function upg is a solution to the linear parabolic PDE:

Oups 0% 0%upg 1 ,\ Ougps
or 2 0a2 T\ 27 ox ' (3.99)
ups(0,z) = ®(Ke®), 7€ (0,T),z€R,
where ®(Ke®) = K(e* — 1) for the call option and ®(Ke®) = K(1 — e*)* for the put
option.
In what follows, we shall provide important estimates for the function flugs].

dio =

Lemma 3.6.6 Suppose that v is an admissible activity Lévy measure v with the shape
parameters o, D* and p where o < 3 and either p > 0,D* € R, or p=0,D"+1<0 <
D*. Suppose that% <~v<1and O“T_l <y < ’% < 1. Then there exists a constant Cy > 0
depending on the parameters p,o,r,T, K only, and such that the function flugs(T,-)]
satisfies the following estimates:

||f[uBS(7', )]HLP < 007_—(27—1)(%—%)7 0<7<T,
1y 1
|flOrus(r, Nl < Cor 5%, 0<7<T,

pt1

| fluss(t1, )] — fluss(r2, )]llee < Colri — 7| 720, 0<m,m <T.



3.6. EXISTENCE OF SOLUTIONS IN BESSEL POTENTIAL SPACES 55

Proof. First, we consider the case of a call option, i.e. ups = u%d with ups(0,2) =
O(Ke*) = K(e* — 1) It is important to emphasize that f[e*] = 0. Hence

flups] = flups — Ke™*], and 0. flups| = f[0r(ups — Ke™™)].

In what follows, we shall denote by Cj any generic positive constant depending on the
parameters p, o, r, T, K only. With regard to Lemma 3.6.4 we shall estimate the X7~1/2
norm of the function v:

v(t,2) = 0y (ups(T,2) — Ke'™*) = Ke'™ ™ (N(di(r,2)) — 1), (3.100)
where dy(7,z) = (x + (r + 02/2)7) /(04/7). In the case of a put option we have
Ol (T, 1) = —Ke" " N(—dy(1,2)) = —Ke"™™(1 — N(dy(7, 7)) = v(r,2).

Hence the proof of the statement of lemma for the case of a put option is essentially the
same as the following argument for a call option.
Now, using integration by parts and substitution £ = d; (7, x), we obtain

lo(r, Il = KPe / e’ (1= N(dy))" do
00 0 z —d2/2
< KPeT / P (1 — N(dy)) dz = KPe"™ / et 1y,
oo oo P 21 ONT
00 o/TE—p(r+02/2)T ,—£2/2
erpTT/ ePIVTE P/ d¢ = leeP(P—l)TUQ/Q'

oo p \/277 p

Thus |[v(7,-)||r < p~ Y2 Ke®=DT9%/2 = G for any 0 < 7 < T.
Now, as 0,v = v + w where

—d?/2
1 — K6T7+x € 1/

o\/T o2t

w=Ke ™ N'(dy)
we obtain

)
ey /°° po € P2y PP dx

(o 2mT)P~1

T S 752 2 K
_ [(p;p/ 6paﬁ§—p(r+02/2)76 / |§|p dg (3101)

Hw<7—>'>d1(7—7')k”]i1) =
0o oV 2rT

(oV2mT )Pt J oo V2
p=t

< Chr= =

for k = 0,1,2. Applying (3.101) with & = 0 we obtain ||w(7,)|r < Cor2%%. As
a consequence, ||v(T, )|y < Cor2*%. Since the Bessel potential space £y is an
interpolation space between .2y = LP and .ZF = WP using the Gagliardo-Nirenberg
interpolation inequality

[Wllxa-1 = llvllgg, < Collvllgsllvllyyy,  where 2y =1=0-0+1-(1-0),
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(cf. [46, Section 1.6]) and applying Lemma 3.6.4 we obtain

1_ 1

1 fTuss(r, Mlle < Cllo(r, Mxo-1e < Cor @ VGE"%) 0<r<T,

as claimed.
In order to prove the remaining estimates, let us estimate the norm ||0;v (7, -)|| x~-1/2.
As 0.dy = —77322)(20) +77V2(r+0%/2)/(20) = —77'd, /2 +7"Y2(r +0%/2) /o we have

00 =rv+ Ke"™N'(d))0,d;, = rv + w(—7""%cd, /2 4+ r + 0 /2).
Using the estimate (3.101) with k£ = 0,1 we obtain
10,0(r, Ylw < Cor™ %, 0<7<T.

To estimate the WP norm of 9,v we recall that 0,v = v + w. Thus

rT+x N,/(dl) N/(dl)
000 = Dv+Bhw = Ov+rw + K™ (O—W@dl " 20ro

= dv+rw+w(—did,dy —7/2)
= 8Tv+rw+w(d%T‘1/2—7_1/2—7'_1/2d1(7“+02/2)/0),

as N"(dy) = —d1N'(dy). Using the estimate (3.101) with k£ = 0, 1,2 we obtain
|0-v(r, Ywre < Cor 2%, 0<7<T,
Again, using the Gagliardo-Nirenberg interpolation inequality
10-0]l 212 = 1050l 2z, , < ColldrollgollOrvllyyly,  where 2y =1=0-0+1-(1—90)
and applying Lemma 3.6.4 we obtain
10- Flups(r, Nze < Clo-v(r, Ylxomve < Cor 2%, 0<r<T,

as claimed in the second statement of lemma.
Finally,

| fluss(ry, )] — fluss(me Yl = | / "0, Fluss(r, Ndr|

o~y ptl
< < Colm — 7| (e 0<7,m<T,

/72 10- flups (T, )]l LodT

T1

and the function flupg(, )] is Hélder continuous with the Holder exponent —v+ %01 > 0.
The proof of lemma follows.

Combining the previous Lemmas 3.6.4, 3.6.6, sectoriality of the operator A = —9? in
X = LP(R) (see Lemma 3.6.3), and Proposition 3.6.5 we obtain the following existence
and uniqueness result for the linear PIDE (3.98), and, consequently, for the linear option
pricing model (3.97):



3.6. EXISTENCE OF SOLUTIONS IN BESSEL POTENTIAL SPACES 57

Theorem 3.6.7 Assume v is an admissible activity Lévy measure with the shape param-
eters o < 3 and either p > 0,D* € R, orpp =0 and D~ +1 <0 < D*. Let X7 = £} (R)
be the space of Bessel potentials where % <v<1and QT’l <7< %.

Then, for any T > 0, the linear PIDE (3.98) has the unique solution u such that the
difference U = u — upg satisfies U € C([0,T], X7). Moreover, U(r,-) € X' = £ZF(R) C
W2P(R) and 0,U(r,-) € X = LP(R) for any T € (0,T).

Proof. Since the Black-Scholes solution upg solves the linear PDE (3.99) the difference
U = u — upg of a solution u to (3.98) and upg satisfies the PIDE:

E = 7@ 7’—50— %_‘_f[U}_'—f[uBS]?

U(0,z) = 0, zeR,7e(0,T).

oU 020U ( 1 2) oU

This PIDE equation can be rewritten in the abstract form:

(??_U +AU = F(U)+ h(r), U(0)=0, (3.102)
-

where the linear operators A and f were defined in (3.94) and (3.95). The functions
F=FU)and h="h(r), F: X" = X, h:(0,7] — X are defined as follows:

ou

PU) = (r=a*/2)5

+ U], W) = fluss(r, )]
With regard to Lemma 3.6.4, F' is a bounded linear mapping, and, consequently Lipschitz
continuous from the space X” into X provided that v > 1/2 and v > (o — 1)/2.

Taking into account Lemma 3.6.6 we obtain

Ia(r) = h(r2)llas = [l flups(ri, )] = flups(ra, Ml < Colr — 7o 75,

for any 0 < 71,75 < T. Since 7 < % the mapping h : [0,7] — X = LP(R) is Holder
continuous. Moreover,

T T T 1 )
/ 1h(7) | o7 :/ | Flups (Y| wdr < 00/ (%) g7 < oo,
0 0

0

because (27 —1) (% — %p) < 1. The rest of the proof now follows from Theorem 3.6.5. {

The following corollary is a consequence of embedding of the Bessel potential space
into the space of Holder continuous functions.

Corollary 3.6.1 Suppose that an admissible activity Lévy measure v fulfills assumptions
of Theorem 3.6.7. Then, for any T > 0, linear PIDE (3.98) has the unique solution
u e C([0,T],CL.(R)), with the Holder exponent k > 0 satisfying o —1 —1/p < k < 1.

loc
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Proof. Recall continuity of the embedding
X" =2 (R) — Cf.(R),

where k = 2y — 1/p (cf. [46, Section 1.6]), i.e. v = k/2 4+ 1/(2p). Now, there exists
1/2 <~ < 1 such that O‘T_l <7y < %}1 if and only if « — 1 — 1/p < k < 1, as claimed.
Therefore U = u — ugg belongs to C([0,77], Cf:.(R)).

The solution ups = ups(7,x) is a real analytic function in the 7 and z variables
for any 7 > 0 and © € R. As ugg(0, ) represents the transformed call or put payoff
diagram we have ups = upg(0, z) is locally Lipschitz continuous in the x variable. Hence
ups € C([0,T],Cf.(R)). Therefore the solution u = U + upg to the linear PIDE (3.98)

loc
belongs to C([0,T],Cf.(R)), as claimed. O

loc

Remark 7 The conditions % <~v<1and O‘T_l << %?1 are fulfilled for a power p > 1
provided that either o € [0,2] and p > 1, or a € (2,3) and 1 <p < 1/(av — 2). It means
that if the Lévy measure v has a strong singularity of the order o € (2,3) at the origin
then we can find a solution in the framework of fractional power spaces of the Banach
space X = LP(R) where p is limited by the order a.

3.6.2 Existence results for nonlinear PIDE option pricing mod-
els

In this section we present an application of the general existence and uniqueness result
for the penalized version of the PIDE for solving the linear complementarity problem
arising in pricing American style of a put option on an underlying asset following Lévy
stochastic process.

In [15] Bensoussan and Lions proved results which allow to characterize price of a put
option in terms of a solution of a system of partial-integro differential inequalities (see
also [52]). In [86] and [85] Wang et al. investigated the penalty method for solving a
linear complementarity problem using a power penalty term for the case without jumps in
underlying asset dynamics. In [54] Lesman and Wang proposed a power penalty method
for solving the free boundary problem for pricing American options under transaction
costs. Penalty methods for American option pricing under stochastic volatility models
are studied in the paper [90] by Zvan, Forsyth and Vetzal. In [30] d’'Halluin, Forsyth, and
Labahn investigated a penalty method for American options on jump diffusion underlying
processes.

Recall that American style options can be exercised anytime before the maturity time
T. In the case of an American put option the state space {(¢,S5), t € [0,7],S > 0} can
be divided into the so-called early exercise region £ and continuation region C where the
put option should be exercised and hold, respectively. These regions are separated by the
early exercise boundary defined by a function ¢t — Sf(¢), such that 0 < S¢(t) < K, and

E={(t.S), te0,T],0 <8 <S;(t)}, C={(t58),te[0,T)], St <S}
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We refer the reader to [51], [80], [53], [89] for overview of qualitative properties of the
early exercise boundary for the case of pricing American style of put options for the
Black-Scholes PDE with no integral part.

In the continuation region C the put option price is strictly greater than the pay-off
diagram, i.e. V(t,5) > ®(S) = (K — S)* for S¢(t) < S. In the exercise region £ the put
option price is given by its pay-off diagram, i.e. V(¢,5) = ®(S) = (K — S)*. Moreover,
the put option price V(t,S) is a decreasing function in the S variable. Hence in the
exercise region where 0 < .S < Sy(t) < K, for the price V(¢,5) = K — S we obtain
ov 2 0%V ov

ov 9 vV ov
5 + 2S 8S2+r585 rV
oV

+/R [V(t,Sey) —V(t,5)—5S(e—-1) %(t S)| v(dy)

ov

—_— S prm—
BT +L°[V] =

= —rK +/ [V(t,Se¥) — (K —S) — S (e¥ — 1) (—=1)] v(dy)

—00

n /Ooo [V (£, 5e¥) — (I — 8) = § (¢ — 1) (~1)] w(ly)
= —rK+ /OOO [V(t,Se¥) — (K — S) + S (e — 1)] v(dy)
< K45 [ - )y

because S — V(t,5) is a decreasing function, and thus V (¢, Se¥) < V(t,5) = K — S for
y >0, and V(t,Se?) = K — Se¥ for y < 0.
Let us assume that the admissible activity Lévy measure v satisfies the inequality:

/0 T = 1) u(dy) <1 (3.103)

Then the price V(¢,S) of an American put option satisfies the inequality 0,V (¢,S) +
LAV](t,S) < 0for 0 < S < Sy(t) < K, i.e. for (t,5) € £ On the other hand, for
(t,S) € C the price V(t,.S) is obtained from the Black-Scholes PIDE equation 0,V (¢, S) +
L3[V](t,S) = 0.

In summary, we have shown the following result.

Theorem 3.6.8 Let V(t,5) be the price of an American style put on underlying asset S
following a geometric Lévy process with an admaissible activity Lévy measure v satisfying
the structural inequality (3.103). Then V is a solution to the linear complementarity
problem:

o,V (t,S)+ L°[V](t,S) <0, V(t,S) > ®(9), (3.104)
OV (t,8) + LEVI(t,9)) - (V(t,5) — B(S)) = 0, (3.105)

for anyt €0,7),S >0, and V(T,S) = ®(S) = (K - 5)".
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A standard method for solving the linear complementarity problem (3.104)—(3.105)
is based on construction of an approximate solution by means of the penalty method.
It consists in construction of a suitable nonnegative penalty function G.(¢, V') penalizing
negative values of the difference V (¢, 5)—®(S). For example, one can consider the penalty
function of the form:

Ge(t,V)(S) = e~ min(S/K, 1)(®(S) - V(t,5))",

where 0 < € < 1 is a small parameter. Clearly, G.(¢,V)(S) = 0 if and only if V(¢,5) >
®(S). Then the penalized problem for the approximate solution V' = V. to (3.104)—(3.105)
reads as follows:

OV + LV +G(t,V) =0, S>0,tec[0,T), (3.106)
V(T,S) = ®(9).
In terms of the transformed function u(r,x) = V(T — 7, Ke*) and the shifted

function U = u — upg the penalized PIDE problem (3.106) can be rewritten as follows:

O AU = FU) + hir) + g:(r. V), U(0) =0 (3.107)

The penalty term g. can be deduced from G,, i.e.
g-(1,U) = e te” (w(r,z) —U)", where w(r,z) = " ®(Ke®) — ups(r, x).
Recall that the linear operators A and f were defined in (3.94) and (3.95) and

ou
ox
Before proving existence and uniqueness of a solution to the penalized PIDE equation
(3.107) we need the following auxiliary lemma.

F(U)=(r—0%/2)o—+ flU],  h(r) = flups(,")].

Lemma 3.6.9 The penalty function g. : [0,T] x X — X is Lipschitz continuous in the
U wvariable and Hélder continuous in the T variable, i.e. there exists a constant Cy > 0
such that

p+1

19:(T,U1) — ge(7, Us)||x < e H|UL — Uallx, [|9-(T1,U) = g-(72,U)||x < e 'Colm — 7| 2
for any U, Uy, Uy € X and 7,71, 72 € [0,T].

Proof. Note the inequality |a™ — bT| < |a — 0| for all a,b € R. As e* < 1, we obtain

19e(T, U1) = ge(7, Do) l7p < €77 /Oo |(w(r,2) = Ur(2))" = (w(7,2) = Ua(2))*]" d&

—0o0

< = [0 - )P s = 10~ Ol

—0o0
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Moreover, it is easy to verify that the function e* w(7, z) belongs to X = L” and
w(r,z) =" ®(Ke") — KN(—dyo(1,2)) + Ke'" ™ N(—d;(7,1)).

Hence ¢.(7,0) € X = L” and g¢.(7,-) : X — X is well defined and Lipschitz continuous
mapping for any 7 € [0, T.
Recall that dy—dy = 0+/7, di+dy = 2(x+7r7)/0+/T, and, consequently, e"" ™ N'(—d;)—
N'(—dy) = 0. Since N(—d;) =1 — N(d;) we obtain
o

Orw = re"®(Ke®) +rKe' " N(—d,) —KN,(—dz)Q\/—
=

KR o
2 2ﬁ

where the auxiliary function v was defined as in (3.100). Therefore

= re""P(Ke®) —rv—

1/p
B _ B Ko 00 a €_pd§/2
le* Orwl|le < reT|le” ®(Ke®)| e +7|e” vl + (/ e’ dx

2T ~ (27 )p/2
1/p
T x KU OO e—p§2/2
S rKe ||€ 1x§0||LP —|—T||U||Lp + ﬁ (/oo Wdﬁdf

[N

1
S 007'21’ )

where Cy > 0 is a constant independent of 7 € (0,7]. Thus

lg:(71,U) = ge(r2, UL = €77 /Oo e |(w(ry, @) = U@)" = (w(rz, ) = Ul2))*]" do

—o0
oo
< 5_p/ e’ w(ry, 1) — w(r, x) P do
—0o0
= e Plle” (w(m,-) —w(r, )L
Hence

T2 B ol
19:(71,U) = ge(72, U)||1» < 51/ e dyw(r, )| oo dr < e Colm — 7| 20,

as claimed. The proof of lemma follows. &

Similarly as in the case of a linear PIDE, applying Lemmas 3.6.4, 3.6.6, 3.6.3, and
Proposition 3.6.5 we obtain the following existence and uniqueness result for the nonlinear
penalized PIDE (3.107).

Theorem 3.6.10 Assume v is an admissible activity Lévy measure with the shape pa-
rameters a < 3 and either i > 0,D* € R, or p = 0 and D~ +1 < 0 < D*. Let
X7 = ,,5,”21;(]1%) be the space of Bessel potentials where % <~v<1and "‘T_l <7< %}.
Suppose that the structural condition (3.103) is fulfilled for the measure v.

Then, for any € > 0 and T > 0, the nonlinear penalized PIDE (3.107) has the
unique solution U. € C([0,T),X"). Moreover, U.(1,-) € X! = L (R) — W?P(R) and
0,U.(7,) € LP(R) for any 7 € (0,T).
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In this section we analyzed existence and uniqueness of solutions to a partial integro-
differential equation (PIDE) in the Bessel potential space. As a model we considered a
model for pricing vanilla call and put options on underlying assets following a geometric
Lévy stochastic process. Using the theory of abstract semilinear parabolic equations we
proved existence and uniqueness of solutions in the Bessel potential space representing
a fractional power space of the space of Lebesgue p-integrable functions with respect to
the second order Laplace differential operator. We generalized known existence results
for a wider class of Lévy measures including those having strong singular kernel. We
also proved existence and uniqueness of solutions to the penalized PIDE representing
approximation of the linear complementarity problem arising in pricing American style
of options.



Chapter 4

Numerical Methods

The aim of this chapter is to propose numerical schemes for solving PIDEs . The methods
of discretization are based on Finite Difference methods and Galerkin methods.

4.1 Finite Difference Methods

4.1.1 Implicit-explicit numerical discretization scheme for the
Classical PIDE

Our aim is to solve numerically Lp;ppgVFIPE(t S;) =0 i.e

OV PIDE | g2\ PIDE oV PIDE
5 +3 525 S20%+ Sp-r—su— — 1V (4.1)

o
avPIDE

+/ VPIDE(t, St— + y) o VPIDE(tfj St—) —y—
® dS

v(dy) =0.

We make the following transformations: VFIPE(t S) = e ""u(r, x), where 7 = T —
t,x = ln(g—é) and get

_lp)ou, w(r,z +z) —u(r,z) — (¢ — 1) @V(dZ)-
or ' Ju Oz

= ——0 —|—

or  20%x

ou  10%u ,
2

In order to solve this equation numerically, the domain of integration of the integral
term needs to be truncated into a bounded interval and because the Variance Gamma pro-
cess is a jump process of infinite activity, the small jumps of the initial Lévy process need
to be approximated by a process of finite activity, namely the Brownian Motion. The Lévy
process obtained has a new characteristic triplet given by (v(€), \/02(€) + 02, v1|g>e),
where 0?(e) = [*_y*v(dy) and the drift is given by the associated martingale condition.
The scheme proposed in [83] is the explicit-implicit finite difference scheme. The idea is
to separate Lu into two parts, the differential part Du and the integral part Ju. The
operator then becomes in this case:

Lu(t,z) = Du(r,z) + Ju(T, z), (4.2)

63
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2 2 8 2 2 82
Dur,z) = — (—U () +o —r+ a) a—z (1,2) + U (6)2+ “ 8;;(7', x) — Au(r,x), (4.3)

Ju(r,x) = / u (1,2 +y) v (dy) Liy>e, (4.4)

B

o= [ @ = Du A= [ oty (45)

By

The localized problem becomes:

g—i —Lu=0, (1,2) € [0,T] x (—A, A) (4.6)
u(0,z) = h(x), v € (A, A), (4.7)
u(r,x) = g(r,x), v ¢ (—A,A). (4.8)

In [83], it is shown that the best choice for g(7,x) is h(x + r7). Let {u'} be the
numerical solution of the scheme proposed and define a uniform grid:

Qatre = {(Tn,l’i) T =nAt,n=0,1,.. . M,z;=—-A+ilAx, i€ Z At = %,A:C = %}
and choose K, K, such that [B, B,] C [(K; — 1/2)Ax, (K, + 1/2)Ax].
Then,
K, Ky
am b= (¥ =Dyl padm A= > vily s (4.9)
J=K, i=K
B, Ky
/ U (T, x; + y) v ( dy) 1\y|>e ~ Z yjui+j1|yj‘>€, (4.10)
Bi =K

(j+1/2)Ax
where v; ~ / v(dy) = 0.5Az(v((j — 1/2)Az) +v((j + 1/2)Ax)) (4.11)

(J—-1/2)Ax

—); = 3 4.12
(ax) Ui —Uj—1 if (O’ () T‘+d) Z 0 ( )

?: ~~
Az

du { me st (7D 4 @) <0,
2

In order to approximate %(T, x + y) we need the finite difference approximations

Quy o [ e - a) <0, (1.13)
oz’ Gl (29 @) >0

*u U1 — 2U; + Uiy

(8m2)i ~ L , (4.14)

ou ultt —u?
() it s
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Then replacing all these quantities in the problem (4.6)-(4.8) the algorithm becomes:

Initialization: (4.16)
u) = h(x;),i € {0,1..., N}, (4.17)
uf = g(0,,),i ¢ {0,1...,N}. (4.18)
For n=0,....M-1: (4.19)
= u’?
T (Dau™ ™) + (Jau™)s,i € {0,1..., N}, (4.20)
uf™ = g((n+ 1At x;),i ¢ {0,1..., N}, (4.21)
where
(DAun—I—l) _ 0'2(6) + 02 . u?—:rll U?+1 N 2( ) to uzz:_rll - 2un+1 + unJrl
2 Ax 2 (Az)
—dutt (4.22)
(Jau™) Z ViUl 1y se. (4.23)
=K
Remember that according to [83], the sum
Ky
(Jauw")i = Y vjull 1y s i =0,1,2.., N. (4.24)
=K

requires a lot of computational effort. More specifically it takes O(N?) operations, be-
cause in fact when we discretize the domain of the truncated integral we use the same
step Az. Let

x = (T1, T2, X3, ..., Tp) , (4.25)

then its discrete Fourier transform is

k—Zx e Gk 193 n. (4.26)

Also we can define the discrete inverse Fourier Transform

n

v = (@) =D (a)en U =1 2.3 o, (4.27)
k=1

If y = (y1,92, Y3, ..., Yn) is another vector then the discrete convolution of z and y is
given by

¢ =Y Tk J=123.n (4.28)
k=1



66 CHAPTER 4. NUMERICAL METHODS

The indices of y are taken modulo n, i.e Yo = Yn,Y-1 = Yn_1,-.-, Yo—n = Y2. We have the
following property which is the discrete analogue of the convolution theorem:

This enable us to have

¢ ={x)wW);", i=123.n (4.30)

We are going to use this property to compute (Jau™); in a faster way. In order to reduce
the number of operations to O(N In(N)), we can use the Fast Fourier Transform method
to ¢;. Let us build two vectors p,v of size N = N + K, — K;

p=(Vi,, ..., V;, 0, ..., 0) (4.31)

v = (UKTJrlu---auKT+N717uK”---7uKT) (432)

Then we can express (4.24) in terms of these two vectors.

4.1.2 TImplicit-explicit numerical discretization scheme for the
nonlinear PIDE

The aim of this section is to propose a full time-space discretization scheme for solving
the nonlinear PIDE (3.81). The method of discretization is based on a finite difference
approximation of all derivatives occurring in (3.81) and approximation of the integral
term by means of the trapezoidal integration rule on a truncated domain.

In order to solve (3.81) we transform it into a nonlinear parabolic PIDE defined on
the whole R. Indeed, using the following standard transformations V' (¢,5) = e ""u(r, ),
¢(t,S) = ¢(r,2) where 7 = T — ¢,z = In(£) we conclude that V (¢, 5) is a solution to
(3.81) if and only if the function u(r, x) solves the following nonlinear parabolic equation:

ou 1 o2 0*u n 1 o? ou
[ — T e — [
or 2(1—p%e)2 0% 2(1—p%e)2 ) Ox

(4.33)

+ /Ru(T,x +&(r,z,2)) —u(r,z) — H(T — 1, 2, Kex)%e_m%(r, z)v(dz),
uw(0,z) = h(z) = ®(Ke"), (r,z)€[0,T] xR, (4.34)
and
H(t,z,5)=95(e* — 1)+ pSlo(t, S + H(t,2,5)) — ¢(t,9)], (4.35)

E(1,z,x) =In(1 + %e‘“”H(T — 1,2, Kev)). (4.36)
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4.1.3 Numerical scheme for solving nonlinear PIDEs with finite
activity Lévy measures

We first consider the case when the Lévy measure v has finite activity, i.e. v(R) < oo.
Let us denote

)\:/V(dz), and w(r,x):/H(T—T,Z,Soez)ie_wu(dz).
R R So

We have A < 0o. Observe that (4.33) is equivalent to

ou 1 o? 0*u 1 o? ou

or 2 ¢ t 9 o oo —Au+ , T+ [ag) dz).

or  2(1—p%L)? 0% (T 2(1—p2y? “) or " /R““ r+&(7,2,2))v(dz)
(4.37)

We proceed to solve (4.37) by means of the semi-implicit finite difference scheme proposed
in [83]. The idea is to separate the right-hand side into two parts: the differential part
and the integral part.

Let u/ = u(tj, @), 7y = jAT,; = 2z = iAx for i = =N+ 1,--- N —1and j =
1,---, M. We approximate the differential part implicitly except of (7, x)

7 R o (092 i
<8u> B S A R —r+w! <0, o o

ol B I S i TS : =T
oz /, o 1f(é)2—r+w520, 1 — pDi]
o\ w4t

ox2). "~ (Ax)? ’

Ou\' Lw' —up (00N Wl W

or ), At oz ), Az v

As for the integral operator, first we have to truncate the integration domain to a bounded
interval By, B,|. We approximate this integral by choosing integers K; and K, such that
By, B,] C [(K; — 1/2)Ax, (K; + 1/2)Az]. Then

B K,
/ ’U/(Tj,xi + f(Tj, Zis LUZ)) V( dZ) =~ Z U(Tj, T; + E(Tja Zk,l’i))l/k, (438)

By k=K,

where v, = % (V(Zk+1/2) + V(Zk_1/2>) Ax. Analogously,

e K,
J o~ T ~
Wi N E H(T — 7y, 2z, Ke" )y, and A= E Vg,
k=K, k=K,

where (7, 2, x) is given as in (4.36).
Inserting the finite difference approximations of derivatives of u into (4.37) we obtain
i+1 1 j+1 j+1 j+1
u - 1( j>2uf+1 —2u;" +u _ )\ugﬂ (4.39)
(Az)?

= %
i+1 j+1 K,
1 J+ _ uj"‘r

+(r — =(0])? — wzj)ZHA—xl + Z u(Ty, i + &7, 2k, T3) )k,
k=K,

At 2
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provided that %(Jf 2 —r+ wﬁ < 0. Similarly, we can derive difference equation for the

case 1(07)2 — 7 +w! > 0. If we define coefficients 47,, and 3 as follows:

i AT (Uj>2_£ 7*_1<O'j)2—wj : (4.40)

i+ 2(Ax)2 " Az 20" ) '

Bl = 1+ATA—(B_+8), (4.41)
where (a)* = max(a,0), (a)” = min(a, 0), then the tridiagonal system of linear equations
for the solution w/ = (u’ y_ 4, -+ ,uly_;)", 7=0,---, M, reads as follows:

uw) = h(z), fori=-N+1,--- N-—1,

)

W™ = glrj,m), fori=—-N+1,--- —N/2 -1,
Ky
Bloulfy + Blul™ + BLully = W+ AT Y ulm @€ me))n,  (442)
k=K,

fori=—N/2+1,--- ,N/2—1,
W = g(rj1, 1), fori=N/2,--- N —1,

1

where
&(1y, 2, ;) = In(1 + Sy e ™™ H(T — 74, 21, Soe™)),

and ¢ is a function of points x; lying outside the localization interval. Following Proposi-
tion 4.3.1 in [83] , the recommended choice is g(7, x) = h(x+7r7) = ®(Spe’™"*). The term
u(7j, x; + &(7j, 2, ;) entering the sum in the right-hand side of (4.42) is approximated
by means of the first order Taylor series expansion:

Jj o]
i Wiy T W

U(Tj>xi+£(7—j72k7xi)) ~ U Tlé(ijzmxi)'
4.1.4 Numerical scheme for solving nonlinear PIDEs with infi-
nite activity Lévy measures
Next we consider the case when the Lévy measure has infinite activity, e.g. the Variance

Gamma process where its Lévy density explodes at zero and v(R) = co. Equation (4.33)
is equivalent to

ot 2(1—p2)20% 2(1—p2y? Ox

+ /R u(r,x +&(7,2,2)) — u(r, x)r(dz). (4.43)

Equation (4.43) differs from (4.37) as the term u(7,z) is contained in the integral part
because A = [, v(dz) = co. Proceeding similarly as for discretization of (4.37) we can
solve (4.43) numerically by means of the semi-implicit finite difference scheme. If the
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coefficients (7, are defined as in (4.40) and ! = 1 — (B/_ + B/,), then the solution vector
W= (u iy, ul_y)t, j=0,--+, M, is asolution to the following tridiagonal system
of linear equations:

u) = h(x), fori=-N+1,--- N-—1,

7

uf“ = 9(Tjt1,2i), fori=—-N+1,--- , =N/2 -1, (4.44)
Ky
Bl + Bl 4 Bl =l AT Y (st (2 0) — ) v
k=K,

fori=—N/24+1,--- ,N/2—1,
W™ = g1, 1), fori=N/2,--- N —1.

)

The term wu(7j, z; + &(75, 2k, x;)) — w(7j, z;) entering the sum in the right-hand side of
(4.44) is again approximated by means of the first order Taylor series expansion, i.e.
Uz+1 —

U(Tj,l’i +€(Tj,2k,l‘i)> — U(Tj,xi) ~ T&(Tjﬁzkaxi)'

4.1.5 Numerical results

In this section we present results of numerical experiments using the finite difference
scheme described in Section 4.1 for the case of an European put option, i.e. ®(S) =
(K — S)*. As for the Lévy process, we considered the Variance Gamma process with
parameters § = —0.33,0 = 0.12,k = 0.16, and other option pricing model parameters:
r = 0,K = 100,7 = 1. Numerical discretization parameters were chosen as follows:
Az = 0.01, At = 0.005. Since the Variance Gamma process has infinite activity, we
employ the numerical discretization scheme described in Section 4.1.2. In what follows,
we present various option prices computed by means of the finite-difference numerical
scheme described in Section 4.1.1 for Black—Scholes (p = 0) and Frey-Stremme model
(p > 0) and their jump-diffusion PIDE generalizations.

In Fig. 4.1 we show the comparison of European put option prices between the
classical PIDE and the linear Black—Scholes model, and comparison between the classical
PIDE and the Frey—Stremme PIDE model for the case when the large trader’s influence
is small, p = 0.001. In Fig. 4.2 we depict the dependence of the implied volatilities as
decreasing functions of the strike price K for the Frey-Stremme model and its PIDE
generalizations. We can observe that the implied volatilities for the Frey—Stremme PIDE
model are always higher when varying the strike price of the European Put option.

Numerical values of option prices for various models and parameter settings are sum-
marized in Tables 4.1 and 4.2. The numerical results confirm our expectation that as-
suming risk arising from sudden jumps in the underlying asset process yields a higher
option price when comparing to the Frey—Stremme model option price.

In Fig. 4.3 (left) we compare European put option prices V' (0,.S) computed by means
of the Black—Scholes and Frey-Stremme models depending on the parameter p measuring
influence of a large trader. We can observe that the price of the European put option
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Figure 4.1: Comparison of European put option prices between the classical PIDE and
the linear Black—Scholes model (left). Comparison between the classical PIDE and the
Frey—Stremme PIDE model (right).
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Figure 4.2: Comparison of implied volatilities between the Frey—Stremme model, classical
PIDE and Frey-Stremme PIDE generalization.
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Table 4.1: European put option prices V(0,.5) for the Black-Scholes and Frey—Stremme
models with p = 0.2 and their PIDE generalizations.

B-S F-S B-S PIDE F-S PIDE

S v=0,p=0 v=0,p#0 v#0,p=0 v#0,p#0
61.8783 | 38.1217 38.1258 38.2297 38.8234
67.032 | 32.9691 32.9763 33.4319 34.1889
72.6149 | 27.3972 27.4207 28.4887 29.4425
78.6628 | 21.4275 21.5118 23.5224 24.6911
85.2144 | 15.2547 15.4835 18.6979 20.0701
92.3116 | 9.42895 9.85754 14.2078 15.7321
100. 4.78444 5.32697 10.243 11.8282
108.329 | 1.88555 2.34727 6.95353 8.48304
117.351 | 0.550422 0.814477 4.41257 5.77178
127.125 | 0.114716 0.216426 2.60009 3.70615
137.713 | 0.016615 0.043112 1.41444 2.2351

Table 4.2: European put option prices V(0,.5) for the Frey—Stremme and Frey-Stremme
PIDE models for various values of p.

F-S F-S PIDE | F-S F-S PIDE | F-S F-S PIDE
S p=01 p=0.1 p=02 p=02 p=03 p=03
61.8783 | 38.1257  38.4958 38.1258  38.8234 38.1373  39.2259
67.032 | 32.9759  33.7763 32.9763  34.1889 33.019 34.6865
72.6149 | 27.4191  28.9293 27.4207  29.4425 27.5623  30.049
78.6628 | 21.5061  24.0698 21.5118  24.6911 21.8893  25.4118
85.2144 | 15.4688  19.3477 15.4835  20.0701 16.2645  20.896
92.3116 | 9.83127  14.9344 9.85754  15.7321 11.0916  16.6367
100. 5.29421  10.9999 5.32697  11.8282 6.8043 12.7672
108.329 | 2.31882  7.68096 2.34727  8.48304 3.68338  9.4005
117.351 | 0.797286 5.05246 0.814477 5.77178 1.72932  6.61053
127.125 | 0.209195 3.11214 0.216426 3.70615 0.693804 4.41995
137.713 | 0.040995 1.78547 0.043112 2.2351 0.234949 2.79821
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Figure 4.3: Comparison of European put option prices for the Black—Scholes and the
Frey—Stremme models (left) and Frey-Stremme PIDE model for various p.
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increases with respect to p, as expected. Furthermore, the price computed from the
Frey—Stremme PIDE model is larger than the one obtained from the linear Black—Scholes
equation. Moreover, the price computed from Frey—Stremme PIDE model is higher than
the one computed by means of the nonlinear Frey—Stremme model. This is due to the
fact that the jump part of the underlying asset process enhances risk, and, consequently
increases the option value. Fig. 4.3 (right) shows comparison of the option prices for the
Black—Scholes and Frey—Stremme PIDE model for various values of p.

4.2 Galerkin Methods

4.2.1 Classical PIDE

Galerkin methods consist of representing the solution u using a basis of functions (see for
example [24]):

u(r,z) =Y a;(1)ei(x). (4.45)

i>1

Then we approximate the solution by restricting to a finite number of functions:

uy (T, ) = Z a;(7)e; (). (4.46)

i>1

If the basis functions e;(z) have derivatives known in closed form then this repre-
sentation has the advantage of being able to estimate the Greeks of the options and to
compute values of the solution in points that are not necessarily on the uniform grid .

4.2.1.1 Radial Basis Function Interpolation Scheme

Originally proposed by Kansa (1990) in order to approximate partial derivatives using
Radial Basis Functions, this numerical scheme became more popular with Fausshauer
et al. (2004a,b), Larsson et al. (2008), Pettersson et al. (2008) and Hon and Mao
(1999) which have used this meshless technique to solve Black-Scholes equations to price
European and American options.

In order to begin the numerical scheme we must first obtain an approximation of the
payoff function using the RBF interpolant. So the idea is to choose the interpolant points
xj,7 =1,2,...N and approximate the solution u(7, ) using the RBF interpolant for any

fixed T:

N

u(r ) = Y pi(T)o(llz — a5l2)- (4.47)

j=1
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Then it follows that

N

8u(a7;—, x) - Z @p55_7>¢(|$ — o), (4.48)
j=1
N

8u(8; ) ~ ij(ﬂW’ (4.49)
j=1

o 7 N 2 .

1(;(;‘2 x) ~ ZP;’(T)%' (4.50)

1

J

As in [22] we are going to use the cubic spline, i.e ¢(|z — z;|) = |v — z;|>. Then

09(|v — x;]) e — x| if x—x;>0
oz S SBlr—xy)? i oz —x; <O, (4.51)
Po(|lz — ;)
So we start by choosing equally spaced points
vj=—A+jAz,j=0,1,2..N—1, (4.53)

where Ag = #leezzilin = Also we construct the following matrices ®, ®,, ®,,, which are
the matrices of the partial derivatives of the cubic spline and finally a matrix valued
function ®(y) which has generic element (¢(|z; +y — ;)i j=0.1..N-

In order to solve the usual PIDE we make the following transformations V/PE (¢, S;) =
e "Tu(r,x), where 1 =T — t, x = ln(g—é) and get

ou  o*du
or 2 0%z
Defining

+ (r _ %ﬁ) % + /Ru(f,x +2) —u(ra) - (¢ — 1) %V(dz).(élf)ll)

A:/Ry(dz), az/ﬂ{(ez—l)y(dz), (4.55)

we arrive at the following equation

2 92 2
ou_o*Pu (T_U——oz) @_M(T,mH/u(T,xH)y(dz). (4.56)
R

or 2 0% 2 Oz
Since u(7,x1) = K for x1 = —A and u(7,zy41) = 0 for xy4; = A, we must have
N+1
ij(7)|x1 —z,;)* = K, (4.57)
j=1
N+1

> pi()|eng — P = 0. (4.58)
j=1
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Then if we substitute @(7,z) by u(r,x) in (4.56) and demand that the PIDE be
satisfied in each interpolation point x;, we arrive at the following system of equations for

the vector p(7) = (p1(7), p2(7), .-, DN (T), PN+1(T))

(o >

( B,up(r)); + ( T a) (@.p(7)); — A (@p(7),
/ z)p ,v(dz),i=2,3,...N, (4.60)
(

)N 1 (4.61)

(% ot (r - "; - a> B, — D +/R(I>(z)u(d2’)> p(7),

a 2
p(r =D i —Quy, + | r— 7 _a O, — AP+ / O(2)v(dz) | p(r), (4.62)
87 2 2 R
where D = &1 = P71U"1P~! and P is an N x N matrix as it was shown in ([18])

|ZE1—I‘1| |ZL’1—I2| |ZL‘1—ZE3| |l‘1—£L‘N|
P | 2o — 1| e — x| |1y .— x3| ... |xa — Ty| (4.63)
ey — x| |y — 22| |en —x3] ... |y — 2],

and U is a near tri-diagonal matrix N x N matrix.

[ Az—(N-1DAz 42 0 ... 0 W=Dz ]
qz 20z &% 0 ... 0
0 & 2Nz & L. 0
U= , _ ' (4.64)
0 0 & 2Az &z
| e 0 0 42 Azr—(N-1)Ax |

and P~! is also known in explicit form

[ Az—(N—-1)Azx 1 0 0 1 ]
2(N—1)(Az)? 2Azx 2(N-1)Ax
1 S T 0
2Ax Az 2Ax
0 I S 0
Pfl _ 2Ax Az 2Ax (465)
0 1 1
2Ax Az 2Ax
1 0 0 1 Az—(N-1)Az
L 2(N-1)Az 2Ax 2(N71)(A:1?)i |
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J

Also
[ G(zy—x1) G —x3) ... Glzp—axn) |
B, G(ry—x1) G(xa—1x9) ... G(zg—2xp)
O(2)v(dz) =~ / d(2)v(dz) ~ | Glas—x1) Glas—ax2) ... Glz3—zN) ,
L G($N‘— [L’l) G(ZEN—JJQ) G([L’N—ZL‘N) ]

where

By Ky
/ u (7,2 — x4+ 2) v (d2) Lizse = Z VkUi—jpk Ly >e = G(Az(i — 7)), (4.66)

By k=K,
and as usual
(j+1/2)Az
v; & / v (dy) ~ 0.582(0((j — 1/2)Az) + v((j + 1/2)Az)).  (4.67)
(i—1/2)Ax

Then, discretising also on time we obtain the implicit scheme

N+1
> pir)an -z, = K, (4.68)
j=1

. _ . 2 2
p(T) —p(1) _ T du 4+ (r— T —a) D, — AP+ / O(2)(dz) ) p(rs1),
AT 2 2 R
j=1,..M, (4.69)
N+1
> piD)eng -z = 0. (4.70)
j=1
Or in matrix notation
®1p(1j11) = K, (4.71)
(I — ATO)p(Tj11) = p(15),5 =1, ..M, (4.72)
Pni1p(Ti1) = 0. (4.73)
where
o? o?
©=D (7<I>um + (r —5 = a) ¢, — A\ + / @(z)y(dz)) . (4.74)
R
Or in a more compact way
Bp(tj11) =p(15) +b,j =1,...M, (4.75)
where
e D, o
B = e (] - AT@)N—LN—&J N (476)

Dy
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and

b= . |. (4.77)

4.2.1.2 Different choice of the Interpolant

Since the matrix A is ill conditioned and the former interpolant is conditionally positive
definite of order 2, one alternative is to consider the following radial basis functions
interpolants

p) & Y pi(n)|r— 2+ ) () gi(), (4.78)
=1 k=1

where g1(x) =1, go(2) = 2.

Then as before we demand that at every point (7;, z;) the equation (4.56) is satisfied
and if we impose the additional set of constraints Zjvzl P;(T)gr(z;) =0,k = 1,2 we arrive
at an augmented system of equations.

If we define p*(7) = (p1(7), pa(7), ... px (7), 71(7), 72(7)).

2 (ﬁ;pj(f)m — P+ kz?;Wk(T)gk(:E)) = %288—; (i:;pj(T”I — il + gw(ﬂgk(m)>
(-F-a)2 (ij o+ if%(r)gk(m)

) (mex Pt Z mf)gk(w))

/Zp] ]x+z—x]\3+27k T)ge(x + 2)v(dz),x = x;,i = 1,2, .., N, (4.79)

ZPj(T)gk(%) =0,k=1,2. (4.80)
j=1
Then
(I)NXN g1 g2 a2 F* * * *
T 0 0 OQXN+2
92

where =71 — % — a, 0" = (P, 9(x)), Pt = (Pr; Onx2), DL, = (Py; Onst; Inxa), g(x) =
(91(x), g2(x)) and g1, g2 are N-dimensional column vectors.
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4.2.2 Application to Illiquid Options Market
As in [22] we are going to use the cubic spline. Then
0pi(lr —x4]) [ Bla—ay)? if x—a;>0
ox S SBlr—ay)? i oz —x; <O, (4.82)
P iz — 2)
% = 6|z — x| (4.83)
So we start by choosing equally spaced points
vj=—A+jAz,j=01,2..N—1, (4.84)

where Ay = EMaz—TMin
N .

Also we construct the following matrices ®, ®,, ®,,, which are the matrices of the
partial derivatives of the cubic spline and finally a matrix valued function ®(y) with

generic element (¢;(|z; +y — z4|))i =12, N-
The equation we need to solve is

ou 10%u o? N 1 o? ou
- = = r—-—-—— -
or 20%x1 — p% 21— pc‘?wé;,w) Ox

(4.85)

(dz).

1 0
+/ w(r,x +&(z,2)) —u(r,x) — H(t, z,Soe” (e* — 1))—e_x—u1/
R So 0x
Defining
Br 1 BT
o= H(t,z,50€") e "v(dz) 1z se, A —/ I/(dZ)1|Z‘>E,O'2(€) —/yQV(dy),
B, So B,

we arrive at the alternative format

du  10%u 0+ o*(¢) . _la*+0%() ) Ou
87_282x1_pw ) ox

2 1 _ pal/’(’ﬂx
—u(T, x) + / u(r,x 4+ &(z,z))v(dz).
R

ox

1 o2+02(e
i 0 0 ... 0
Y= 0 217PW 0 ... 0
0 0 0 a%+a%(e)

R

(4.86)

(4.87)

, (4.88)
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where
oV(ri, ;) (T, w1 + Ax) — (13, 2-1)
~ . 4.89
ox Ax ( )
Also
B 1 N
/ H(t, z, Soex)S—e’:’:l/(dz)1|z|>E ~ Z H (75, 24, S0e™ )v(2) 125 = T}, (4.90)
By 0 d=1
with
Ty Tip Tz ... Tin
T T?,l T TQ,:; e T2.,N (4.91)
ITny TN Tnz ... Tnn

If we substitute @(7,z) by u(r, ) in (4.56) and demand that the PIDE be satisfied in
each interpolation point z;, then we arrive at the following system of equations for the

vector p(7) = (p1(7), p2(7), .., pN(T))

p2P7) _ (Zd)m—i—(rl—Z—T) (I)x—)\<1>+/
87— R

WO b (St 01 -5 =10 20+ [ @0 (42)

() dz)) p(r),

Since we need to find the inverse of ® which may be ill conditioned, we factorize this
matrix as ® = PUP. This way we define D = ®~! = P71U~!P~! where Pisan N x N
matrix

|lv1 — 21| Jr1 —@o| |1 — 3| ... |z — 2N
p_ |£L‘2 — ZE1| |$2 — ZL‘2| |JZ1 .— ZL‘3| e |fL’2 — l’N| (493)
ey —x1| |y — x| |en—x3] ... |y — 2|

and U is a near tri-diagonal matrix N x N matrix

[ Az—(N-1DAz 4 0 ... 0 W-Daz ]
ar 20z £2 0 ... 0
0 & 20z 8 ... 0
U= . . . (4.94)
0 0 AN ar
| e 0 0 4 Az—(N-1)Az |




4.3. STUDY OF THE NONLINEAR PIDE WHEN p IS SMALL 79

and P~! is also known in explicit form

[ Az—(N-D)Az 1 0 0 1 T
2(N—1)(Az)? 2Ax T 2(N-1)A
1 -1 1L 0
2Ax lAm 2Alz 1
pl_ 0 %A A 3Ar 0 (4.95)
0 L -1 1
2Ax Ax 2Ax
1 0 0 1 Az—(N-1Az
| 2(V-D)Az 2Az  2(N-1)(Az)?
Also
[ Gy —x1) G(xy—z2) ... Gz —2xp) ]
B, G(za—x1) G(xa—1z2) ... G(zg—2pN)
/ O(2)v(dz) ~ / d(2)(dz)~ | Glas—a1) Glas—wx2) ... Glas—an) ||
R By : .
| Glay —21) Gloy —w2) ... Glany —zan) |
where

B, N
/ w (T, x; —x; +&(2,2) v (dz) 125 = Z W(AT, Ax(i — j) + b(kAZ, iAT)) 1., >

By

G(A (1—17)), (4.96)
where as usual

(1+1/2)Az
v~ /( v (dy) ~ 0582(u((j — 1/2)A2) + v((j + 1/2)Az)).  (4.97)

j—1/2)Ax

4.3 Study of the nonlinear PIDE when p is small

Now we assume p is small enough such that equation (3.81) can be thought of as a small
perturbation of the classical PIDE (3.84). We compute the first order correction to the
solution of the classical PIDE for a European option under the effects of feedback when
p is small. When p = 0 we obtain VFPF(¢ S,), which we denote as the solution of
the classical PIDE. Then, constructing a regular perturbation series, next proposition
gives us an approximation of H(¢,y, S;-) when the large trader is a small fraction of the
economy.

Proposition 4.3.1 Assume that p is small. Then

H(t,y, 5-) =y + pS- (0(t, S +y) — (¢, 5-)) (4.98)

Proof. If we write H(t,y,S;-) as a a function of p and making a first order Taylor
expansion, we get

9(p)  =9(0)+ pg'(0) + O(p*), (4.99)
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where
9(p) =y + pSi- ((t, S + g(p)) — o(t,5)) - (4.100)
Differentiating with respect to p yields
0
g'(p) = Si- (6(t, S+ g(p)) — ¢(t, S)) + pSi- %(t, S+9(p)d (p). (4.101)
Setting p = 0, we obtain
0
g'(0) = Sp- (o(t, S + g(0)) — (¢, 5)) + pS;- %(t, S+ 9(0))g'(0). (4.102)

Since ¢g(0) = y and since 1 — pS > 0 we get
9'(0) = Si- (o(t, S +y) — ¢(t,9)), (4.103)

which after inserting into Taylor’s formula entails the claim. m
Then, constructing a regular perturbation series

and defining
8V o? , 0°V ov
ppioe Y7 9 g2 O Y i 4.1
315 St 8S2 + T.St 35 TV ( 05)
ov
+ [ VS 4y = V(50 — () (4.106)
R 0S
we expand (3.81) for small p and obtain
0o 0*V
O() = LPPPV (1,5) + 0*SF S5 (1, 5,-)p 5 (1,5)
ov ov
"’/Pst oS- +y) — =5 (t,5-) ) (6(t, Si- +y) — (¢, Si-)) v, (4.107)
R 08 oS
since for
2
o
j(p) = v(t, 8-)* =
(1 - pStfg—fﬁ(t St*))Z
we have

. 0
i9) = 7 +20% (5 5200.5)) p-+ Ol
Consequently, using (4.104) and since LFIPPVy =0, Vi (¢, S;) satisfies

LPIPEV, (£ 5,) = LPIDE% (V(t.5) — Vo(t, S,) — O(?)).
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Then,using (4.107) and simplifying we get

o¢ 02V

PID
LPPEY (¢, 8,) = —0%SP —(t, Sy~ )852

t aS (t St)

where

- / 5 (gg@ S )~ (1S >)<<z><t,st-+y>—¢<t,st->>u<dy>.

Notice that we can write this as

= I+ 1, (4.108)

where
b= s (%@, S +u) = 21,5, )) (6(t, S + 1) — 6(t, Si-)) v{4.109)
h= [ s (et s - G305 (6.5 +1) - 66,50 (4.10)

First we need to solve LPIPEV (¢, S;) =0 i.e

s , 0V Vi
T+ S S sy -
_ Vo
+ ‘/E)(ta St* + y) - Vb(t 7St7) - yﬁy( dy) =0.
R
Then solve the following equation
0] 0V
PIDE
LPTPEVA(t,S,) = —o?S2 aS(t Sy~ )aS2 (t,S) — (4.111)
0] 9*V;
po* Sy as(t S, )352 (t,Sy) — (4.112)

Finally we obtain the solution when p is considered small
V(t,St) = Vo + pVi(t, St).

Now we want to solve (4.112) where I and I; are given by (4.109) and (4.110) respectively.
So making the usual set of transformations i.e 7 = T — ¢, § = In(x), uj(1,2) =
e’"Vi(t,S) for j = 0,1 and ¢(t,S) = (T, x), we get the equivalent problem

8u1

o Luy(1,2) = f(ug, u1)(x),

u(0,z) = (Spe”), x € R, (4.113)
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where
Lu(r, z) %2227;(7, z) + (7’ - %&) ?(7, z)
+/Ru(x +2) —u(x) — (¢ — 1) %(x)l/(dz), (4.114)
Fanu)(a) = 0?3 ) (G000 - 52(0))
—pﬂg—f(T, z) (8;;‘; (z) — %(@) . (4.115)
and

h= [ (Gtras2) = G200 (bt 2) - vra)v(@), (@110

8u1 aul
h= [ oGt - G0 ) (e + ) - vl r(ds). (@10

4.4 Convergence Results

This section is dedicated to analyze the convergence of the numerical scheme based on the
proposed finite difference method. First, we take into account the fact that we can have
an infinite activity process. Then, as usual, we prove consistency, stability and monotony
of the scheme. At last we obtain a convergence result for the linear PIDE.

4.4.1 Approximation by a finite activity process

Now consider the case when we have an infinite activity process such as the Variance
Gamma process described above. We can see that its Lévy density explodes at zero. For
that reason one replaces the small jumps of the process by a Brownian motion chosen so
that one gets a finite activity process. The Lévy process obtained has a new characteristic
triplet given by (v(€),/0%(€) + 0%, V1 jz>e), where o%(€) = [“_y?v(dy) and the drift is
given by the associated martingale condition.

We can write the dynamics of stock’s price logarithm in the following way

1 H(t Xi-
dX, = [ b(t, Spe™) — Zv*(t, Spe™+) +/ In(1 + (¢, ioe ))V(dac) dt
2 |z <1 506 =
H(t,z, SoeX+
+u(t, Spe =) AW, + / (1 + 22 sk )\ Iy (ds, dz)
ja]>1 Soe™t

H Xy -
+ / (1 + 20T 5 s, da). (4.118)
lz|<1 Spe e
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When p is considered small we have
¢
Xy =t +oW, + / / In(e® + p(p(t, Si-e*) — o(t, Si-)))Jx (ds, dx)
0 Jlz|>1
t ~
+/ / In(e® + p(p(t, Si-e*) — o(t, S1-)))Jx (ds, dx) (4.119)
0 Jlz|<1

where v = (b(t, Soe™ =) — 2v%(t, Soe-) + f|m|<1 In(e® 4+ p(o(t, Si-€”) — é(t, Si-)))v (dx)) .
But defining the following process we get a finite activity process

XE = ()t + 0() By + oW, + /0 /| e P60, 51-6%) = 95 x (05, =)

—l—/o /|z>5 In(e® + p(o(t, Sp-€*) — &(t, Si-)))JIx (ds,dz) (4.120)
where

€ :—m— o2 1 — (s, 2)1 nv(dz 4.121

19 S (5 M epeny(d2), (4121)

ole) = . v (dz), (4.122)

k(s,z) = In(e” + p(o(t, S-€7) — ¢(t, 5i-))), (4.123)

and if p = 0 then
t t -
X;=v(e)t+o(e)By + oW, + / / zJx (ds,dz) + / / zJx (ds,dz) (4.124)
0 Jz|>1 0 J|z|>e

v(€) and o(€) are chosen so that the X still remains a martingale and to keep the
total variance. B; and W, are independent Brownian motions. The characteristic triplet

is given by (’}/(6), Vo2(e) + o2, V1|m|>5). Then we just have to proceed as in (4.42) but

where o2 is replaced by o?(e) + 0 and v by v1;5.. We have seen that when we have

a process of infinite activity i.e. [, v(dz) = oo we can approximate the infinite activity
process by a finite activity process by replacing v and o2 appropriately. In this section
we study the error of this approximation.

Now let X§ be given by (4.120) and define

fe(r,x) = E[h(x +r7 4+ XI)], (4.125)
f(r,z) =E[h(z+rm+ X,)]. (4.126)

As we have seen f¢(7, ) satisfies

W = Lf(r,2), (0,T] xR, (4.127)

f(0,z) = h(z), VzreR (4.128)
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where
2 2y 2
Lf(r,z) = (1"_ :&)Qgg -3 <1"_ :&)2 —a %
N+ [ fateza)v(da), (4.129)
and o
ale) = |Z|>€H(t,z,Soe’”)Sioe_x, v (dz) (4.130)
Ae) = / (e, (4.131)

and o?(e) is given by (4.122).

Proposition 4.4.1 Let h be a Lipschitz function and let f and f€ be defined by (4.125)
and (4.126) respectively. Then

|f (@) = f(r,)|< (O + % + 02(6)) e+C (/MX e2zu(dz))1/2 (A(e))?

+OA(e) + Cole) ( /1 1 dz)) v (1.152)

Proof. Define W, =Y, — (v — v(e))7. Then

>|z|>e

|f(r,2) = f(r, 2)|= [E[h(z + Y7)] — E[h(z + Y]]

< [E[h(z + Z;)] — E[h(z + Y))]|

+E[A(x + Z- + (v = 7(€))7)] — E[h(z + Z;]]

Jreo o0l d2)
o?(€)

Jiajee 12170 (d2)
< Kc 0_2<€) +C’7_7(6)|T:

< Ke

+ [E[h(z + Z7 + (v = 7(€))7)] — E[h(z + Z-]

where the first term of the inequality follows from [24] Proposition 6.2 and the second
since h is Lipschitz. Recall that

02

¥ = —? — /Rez o zl{‘z|<1}y(dz).

Then as in Theorem 5.1 in [25], we have for the first term of this inequality

2
- / e —1—zv(dz) / D — & — (k(s, 2) — 2) 1)1 (d2)
2 e ol

< e_/ |z|31/(dz) + / efls2) _ ez (k(s,2) = 2)1;<1v(dz)
6 J)z<e |2|>e

7 —7(e)|< +
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As for the second term we have by definition of k(s, 2), given in, that (4.123)

< / |ek(s’z) —e*|v(d2)
|z|>€

+/ k(s, z) = 2|12j<1v(d2)
|z|>¢€
S Il + -[2a

‘/ 6k(s,z) —eF — <k<37 Z) — Z)]-|z\<ly(dz)
e

where

. /| A9 5ee) = 00,5l 4),

I = /||> | In(1 + pe*(p(t, Si-€*) — d(t, Si-))) 1 jzj<1v(dz).

As for I; we have

Ilg/ le* —1|v(dz)< K / e* + 1v(dz)
|2|>¢ |2|>e

([ man) ([ ) " () e0).

since p|@(t, Sy-€*) — b(t, S )| < p| - 55lle* — 1]
As for I, we have

| /\

I

IN

e *le* — 1jv(dz)
1>|z|>€ 1"‘£

< C'e_e/ |z|v(dz)
1>|z|>e

< Ce~ole) ( /1 - 1u(dz)> "

where the last inequality follows from Holder’s inequality. Then, combining these in-
equalities yields

6 Jee I2P0(d2) e .
ra) = e m)|< O +64mpwm@

+C (/Z|>€ eQZU(dZ))l/Q (A + CA(e) + Cole) (/1>|Z>€ 1V(dz))1/2

< Ce+ %6602(6) +C </|>6 eQZy(dz))l/z (A(e))?

+OA(e) + Cole) ( /1 1u(dz)) "

>|z|>e
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4.4.2 Consistency of the implict-explicit scheme

Consider the following PIDE operator H

ou 2 0% 1, ou
pu = 0O (r— L —a) o= [ ulro+ g(ea)v(d2) (4139

where as before we have

A= / v(dz),a = / H(t, z, Soem)ie’x v(dz), (4.134)
R R So
and
£(z,x) = In(e® + psiexH(t, Soe”, Spe” (e —1))), (4.135)
0
2 _ 2 o’
ve=vi(r, ) = : (4.136)

and also define for every i = 1,2,.., N and j = 1,2, .., M the discretized scheme operator

J+1 J N2 ,,J J J J J
Ry 72 7 2ul + u’ 1. . w,, —ul ~
k7hu ul k ul ((/UZ) i+1 (3 i—1 (T (U])2 ) i+1 ) )\u]>

2 h,2 QT h i
K,
—AT Z u(Teri +§<Zk7xi))yk]-\zk\>ea (4137)
=K,
where

1 1
v = v ((k = A2) 0.5) Laspse + 57 (K + A7) 0.5) Lpaaise
and
Uj . o + 02(6)
" (1—pDyl)”

The following proposition tells us that the finite difference scheme constructed above is
consistent

Proposition 4.4.2 Let Py, be defined as in (4.137) and H as in (4.133). Then we have
|Prpu(ryj, z;) — Hu(r,z)| = 0 as (h,k) — 0. (4.138)

Proof.
As we have seen before we can decompose operator H into two operators, the differ-
ential and integral operator as follows

Hu = Du+ Ju, (4.139)
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where
ou v? 0%u 1, ou
DU—E—(E@—F(r—EU —a)%—)\u), (4.140)
Lﬁ“:—/uﬁ@+g@@»md@. (4.141)
R

As before let uf = u(Tj,2;),7; = jk,x; = ih,h = Az, k = A7 and consider the discretized
scheme operator defined above (4.137), which is the sum of the differential and integral
operator i.e Py = Dy + Tk n, Where

Jj+1 J VAV J J J J
u T — (v wly — 2w +u;_ 1, U — U ;
_ i i 1+1 % i—1 7\2 41 i J
Dy.pu = k — ( +lr—=@W) —a) "> — A

2 h?

and
K
Tih = AT Z (75, T + & (2h, T4) )WL 2 e

k=K,

So, making the following Taylor Expansion around the point (7;, z;) we get

L
W —ul  Ou 10%

[ _ 7 ——k k'2
F " or Taaet T
J 2 2
wi g —u;  Ou  10%u 10°u , 3
e e 4 h4+———h h
~h ‘ 8:¢+28x2 +68:c3 +o(h"),
Uf+1 — 2u] +uj_, o d%u 2
2 =5 + o(h?)

Then with 3/ = r — $(v/)? — a we obtain

J+1 J VAV J J J J
w; = U vl )t ws, — 2u; + u_ 1, . Ur, 4 — W ,
Dk,hu S S (( z) i+1 i i—1 + <T o —(U?)Q — s R pYT

k 2 h? 20"

_Ou | 10%u o (W) (0% ) if(ou 10°u, 10, 5
+ !

ou 10% (v))? 0%u i (Ou  10%u 10%u ,
BRI Y L W e (%W@’”é%h)

+ ! 4 o(k?) — %QO(hQ) — Blo(h?).

Then
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_1(92 ; 1%, 10%,, NG 5

We see then that as the time and space step approaches zero the difference operator
approaches the differential operator as long as u € C*([0,T] x R)

As for the integral part we get

K, B,
S udom = [ ulra g an(d)
k=K, By
K, . Ky (k+Az)0.5
S I o / u(r, @ + (2, 2))v( d2)
k=K, k=K, (k—Ax)0.5
K, ' (k+A2)0.5
= Z <u§+kyk — u(r, x4+ &(2,2))v( dz)) ‘
k=K, (k—Ax)0.5
K, (k+Az)0.5
S (/ l, — u(T,x—i-é(z,x))V(dz))‘
k=K, (k—Azx)0.5
K, (k+Az)0.5
<> (/ |ul, ), — u(r,z+&(z, 7)) v(dz>> :
k=K, (k—Ax)0.5

But since in the numerical scheme we localize the problem in the interval (A;, A,) we
must define

w(T,x) = u(T, 2)lae(a,a,) + u(T, ©)loga, a,) = u(T, 2)Loe(a,a) + 9(7, ) Log(a, (45143)
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Then in fact we must have

| T (75, 23) — Ju(T, )|
K, (k+Az)0.5

= u(7j, x; 2k, i) —u(T, x z,x))v(dz
Z(/( (0 + €z ) — ulra + €z, @) >>‘

Ky (k+Ax)0.5

= Z (/( (U(Tj,l’z‘ +&(2k, ;) —u(r, . +£(2,2))) Loe(a,a,)

+(9(75, 25 + &2, 20)) — 9(7, 2 + (2, 2))) Lag(a,,4,)(d2)) |

(k+Az)0.5
< / Wiy, @i + € ) — w(r o + 2 a)v(d2)
(k—Az)0.5

(k+Az)0.5
< / Crk + Crhr(dz)
(

k—Az)0.5

(k+Ax)0.5
<Y Crk+Cih /( v(dz)

K’r
=Y (Cok* + Coh) v = (Cok" + Cyh) A,
k=K,

When (k*, h) — 0, by making the following Taylor expansion

ow
o
(&(zw, i) — £(z,2)) + o([|h, k[]) (4.144)

w(ty, x; +&(zk,2;) —w(r, v+ &(2,2))= dw

=5 (T—m)+
Low
ox

(x — ;)

we see that

0 0
(s + 6o ) = w(ryo + €I | G 67 = )+ 5o e — )

2% | (1 + ({7, i + ) — U(7, l’i))) ‘
Oz 1+ p(U(r,x + 2) — (1, 2))
< Ck"+ (Cp +C*)h, (4.145)
where
ow
k*:T_Tjah:I_xiac’r: sup —(T,$+£<Z,x)), (4146)
s€(75,7) or
0
Cy = sup gv , (4.147)
2€(@i+E (zsme)a-+€(2,)) | OT
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In 4.148
( T+ p((r, +2) — v(r,2) (4.148)
~ p(d}(Tja i + Zk) — w(Tv $) + w(Tax + Z) _ 1?(%3%’))
~ (4.149)
L+ p((r,x 4+ 2z) — (7, 2))
S p(¢(7-]a T; + Zk) - ¢(7—7 .ZU) + @Z)(T,LE + Z) - w(Tm%))
oY oY o oY
< o 7 i . _ _ ik —_ )| ZZ
<p(rj—1) aT'+p e (xi+zp—2x)+p(r;—T) aT‘er(erz ;) o
< pk*(ch+ ) +p|h| ek + p|h?| & =C, (4.150)
where
Fr=r—1,h =xi+5n—2,h=x+2z—12;,cl = sup 8—1/}(7,:75),63: sup a—w(T,QZZ'),
s€(Tj,7) or s€(74,7) or
o o
ci = sup —_— ,ci = sup — . 4.151
z€(x,zi+2k) Oz z€(xi,r+2) 0w ( )

But we can do this as long as w(7, z) does not contain discontinuity points in the interval
((k— Az)0.5,(k 4+ Az)0.5) and if A; or A, does not belong to this interval. In those
cases we can proceed similarly

(k+Az)0.5
/ w(Tj, @ + &(zk, 1)) —w(T, 4+ (2, 2))v(dz) (4.152)
(k—Az)0.5

(k+Az)0.5
< / (73, 2+ €z 72)) — wlr, @ + (2 2))] v( d2)
(k—Az)0.5

(k+Az)0.5
< / w(ry, 2+ €z )] + fw(r, @+ €(z, 7)) v( d2)
(k—Az)0.5
(k+Az)0.5
< Jw(ry, @i + €z )| v(dz)
(k—Az)0.5

(k+Az)0.5
n / sup w(r, 2 + £(z,2))| v(d2)
(k—A2)0.5 z€((k—Ax)0.5,(k+Az)0.5)

= <|w(rj, x; + & (2, 20))| + sup lw(r, z + &(z, :c))|> Uy,

z€((k—Ax)0.5,(k+Ax)0.5)
< C(7, x)vy.

So we see that if v has not a singularity at zero when Az — 0, then

(k+Ax)0.5 Ax
v = / (dz) = 28 (1 (k= A2) 0.5) + v ((k + Az) 0.5)) — 0. (4.153)
(k—Az)0.5 2
Then summing up these terms we get as (h, k) — 0
| T nu(7j, ) — Ju(r, 2)|< AN(Crk™ 4+ (Cp + C*) h) + C(7, A vk, + C(1, Aj)vk, — 0.
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4.4.3 Stability and Monotony

Definition 4.4.1 The scheme proposed in the previous section is stable if for every h
and g bounded it has a unique bounded solution independent of the time and space step
uniformly over [0,T] x R :

3C > 0,VAt, Az > 0,i € Z,j € {0,1,2.., M} : |[ul| < C.

Definition 4.4.2 The scheme proposed is monotone if for every v’ and v’ are two solu-
tions of the scheme with initial conditions h and h* and conditions on the borders g and
g* respectively and if

h>h*g>g"

we have
Vi>1,u >,

Next proposition shows that the scheme proposed is stable and monotone.

Proposition 4.4.3 The scheme (4.42) is stable and monotone.

Proof.
If we define
<1 o? ) < 1 o? )
o = — - - = -,
(Az)? \2 (1 — pDW 2(1 - pDyy)
1 o? 1 1 o?
AT ?) e (s )
e <M> ( 1= DU )

we can write scheme (4.42) i.e

ur}—i—l —um

ZA—ti = (DAun+1)i + (JAUTL)I

for i € {0,1..., N}, in the following way

K,
—az At 4+ (14 o At ul™ — apAtu ! = uf + At Z u(Tj, T 4 §(2k, ) )i L o e
k=K,

This set of equations defines a tridiagonal system of equations which has diagonal
strictly dominant, which ensures the uniqueness of the system. To see this notice that
a1 = ag + ag + A, which implies

(1 -+ CklAt) =1+ (Oéz —+ 063) At -+ AAL > (052 + Oég) At.
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We can show by recurrence, that if C'= max{||g||, ||h||} < oo then for any n > 0 we
have ||u"|| < C.

Let it hold for n. We have some j € {0,1,2,..., N — 1} such that [[u"™|| = [u}*]
and Vi # j |[uf ™| < |u?+1|.

Then

[l oo = ui = i T (1 + (01 — a2 — a3 — A) At)

< agAt|u"+1| + (1 + o At) |Un+1| — aAt|ujf] - AAt|U?+1|

J+1
< | = At + (1 4+ ar At) ul ™t — ap At | — AL
K,
= |ul + At > (7, @i+ §(2h 20) Wil 5| — AALup |
k=K

< (14 M) [Ju"] oo — AL < C.

Now to prove monotony consider two solutions v and v™ with respectively border con-
ditions

h(z) > h*(z),Vz € (A, A,), g(1,2) > g*(1,2),¥(1,2) € [0,T] x (A, A,)°.

For n = 0 we have by construction u° > v°. Let u™ > v™ for n > 0. Since for any 7 ¢
{1,2, ., N}, 9(Tos1, Tny1) = 9" (Tas1, Tny1) we have fori € {1,2,.., N} and y} = u} — v}

1nf gt =yt =y (14 (0 — a0 — a3 — ) At)

> ongty”+1 + (1 + a1 At) y) o Aty;‘jfll /\Aty;”“l

K,
=y + At Z Y(1j, @i + E (2, 22) )ik Lz e — ALY
k=K,
Ky
>y + Ay} Y viljgse — AT
=K,

=y} 4+ Atyf X — Mty > 0.

Then we conclude that yj' = u — v > 0. =

)

4.4.4 Convergence of the Classical PIDE

Using the same notation as in [83] we rewrite our scheme in the following way
B(At,Az,n+ 1,4,ul", 4) = —asAtul™! + (1 + ag A)ul T — apAtulf]
—u; — At Z viug Ly i>e — At Z Vig(Tns Tigj) Ly, |>e (4.154)

0<i+j<N—1 0<it+j<N—1

where

~ n+1 n+1 n
u = (ui+1 yUj_q 5 U )



4.4. CONVERGENCE RESULTS 93

We have the following monotony property assuming

u?jll = vffll, u" <"
B(At, Ax,n +1,i,u?™ @) > B(At, Ax,n + 14,0 9) (4.155)

We have using the consistency of the scheme the following property: for any ¢ €
Coo([0, T]x (A, A)) and (7, x) € [0, T|x (A, A.) when (At, z) — (0,0), (711, 2;) = (7, 2)
1 0
—B(At, Az, n 4 1,4, ul @) — —¢(T, x) — Lo(T, 7) (4.156)
At or

Fori=1,.., N — 1 and s a constant function on the grid we have

B(At,Ax,n+1,i,u"™ + 5,4+ s) = B(At, Ax,n + 1,3, u?™ @)

)

= > il (4.157)

0<i+j<N-1

We define also a constant intepolation over the grid

uAbAD) (7 1) = Ui, T € [Tn, Tay1), T € [wj—%axj-i-%)' (4.158)
and also
= i inf (8680 (¢ 4.159
u(r,z) = Jm o nf u (t,y) (4.159)
u(r,x) = lim su uAbA) (¢, 4.160
()= Jm s uhy) (4.160)
We will need the following two lemmas

Lemma 4.4.3 The function u is upper semi-continuous i.e

lim supu(t,y) < u(r,x) (4.161)

(ty)—(7,z)
Proof. We have to show that for Ye > 0, 3 (¢t,y) € V(r,x) such that V(t,y) €
V(r,x),u(t,y) <u(t,x) +e. We have by definition

u(t,y) = i (At,Az) 4.162
u(t,y) <At,ir5ao(7«,ws)i%,y)u (r,w) ( )

Then over any neighbourhood of (¢, yx) we can find (Atg, Axg, 7, wr) — (0,0, 7, 2)

1
U(te, yp) < uBA) () + z (4.163)
Then
I (Aéx,Ar) < i (Bé42) 4.164
Jim sup (re, wy) < A (r,w) (4.164)
which implies
u(t,y) < lim sup  uBHAD (r w) + e =T(t, x) + € (4.165)

- (ALAZ)=0 (ryw)—=(1,x)

This way u € USC and the proof is complete. m
We also need the following lemma presented in [83]
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Lemma 4.4.4 There are sequences (Atg, Axy) — 0 and ny, iy such that when k — oo

(T, Tif,) = (7, 2) (4.166)

ulBAT) (1 3y ) — (t, 7) (4-167)

and for every k

(AtkHAxk) ) — . e (Atk’Axk) — ; 168

(Tn,a:]-)rnea[g,(T]xQ {u (Tn’ xj) ¢(Tn’ x]>} (u Qb) (Tnm x%k) (4 )

We have then the following theorem of convergence of the finite difference scheme
which makes use of the concept of viscosity solutions.

Theorem 4.4.5 Let h(x),g(7,x) be Lipschitz bounded functions such that g(0,A,) =
h(A.),g(0, A)) = h(A;). Suppose that the localized problem verifies the comparison prin-
ciple for semi-continuous viscosity solutions. If v has a singularity we impose a restriction
on the choice of test functions ¢ = g apart from (A;, Ar). Then the solution w3427 (1, x)
of the scheme converges uniformly over any compact of [0,T] x R to the unique viscosity
solution of the localized problem.

Proof. We have to show that w is a subsolution and u is a supersolution since by
construction u < u and by comparison principle for viscosity solutions u < u.

Note that @ is uniformly bounded, since by the proposition of stability and monotony
for every At > 0, Az > 0V(r, ) € [0, T]xR,we have [u4449) (7, 1)| < max {||h]|oo; ||9]]o0 }
which implies 7 < C. Also by lemma 4.4.3 we know that w € USC', then w € USC' N
Cy([0,7] x R). So it remains to check the conditions in the definition of a viscosity
subsolution. If x ¢ [A;, A,] then w(7, x) = g(7, x) since then by construction Je > 0 such
that for At < e, Az <€, |(Tn, 2; — (7,2)) | < € we have u(A429) (1, z;) = g(7,,2;) and by
the definition of upper limit.

Let us choose a sequence as in lemma 4.4.4 and define p, = u(A%A%) (7, 7, ) —
ATy Ti )y O = O(Tn, 73), (w1 = uBtA20) (7, 2, ). By construction
U(Atk,Axk)(anxik) _ ¢ch + o, (4.169)
uBAT) (1w ) S O+ prn =0,1,2,., M, j = K, . K, (4.170)
pr — 0. (4.171)
Then using (4.155), (4.157), (4.169) and (4.169) we have
1
0= —B(Atk, Al’k, Nk, ik, U(Atk’A‘rk)(Tnk , l‘ik), ﬂAk)
Aty
1
= A_th(Atk;Amkank;ik,(b?: + pr, UF)
1 -
2 EB(Atlw A.Z'k, ng, ika ¢1:: + Pk ¢Ak + pk’)
k
1 O¢

= _B(Atk,Aﬂik,nk7ik,¢Zk7¢Ak) - Z PrViliy e = (E - L¢) (7, 2)

Aty L
0<ip+j<N—1
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because the scheme is consistent and the sum term is uniformly bounded since

Y syl S M (n ) — 60 <A (K + (6]l o« ianan)

0<ip+j<N-1

Then for uw < ¢ over [0,7] x R\ (7, 2) we have proven

0
(—¢ — Lgb) (r,2) <0 (4.172)
or

Now for the case 7 = 0 we consider a sequence (7, , z;, ) — (7, ) such that (7, ,2;,) €
[0,T] x [A;, A,], in which case we obtain the same conclusion as before, i.e

(% - qu) (r,2) <0 (4.173)

If 3k* - k > k*, 7, = 0,25, € (A1, Ay), then we have (u®*)* = h(z;,) and passing to
the limit we obtain u(r, x) = h(z).

If 3k - k > k* 25, = A Uz, = Ay, then we have (u®*)!* = g(7,,,2;,) which implies
u(t,z) = g(0,z) = h(z).

Ifr#0Nz;, =AUz, = A, then we have (% — Lo) (1,2) <0 or u(r,z) = g(7, x).

This way we have proven

min { (% - L¢) (r,2),7(r,z) — h(x)} <0,7=0Nx €[4 4], (4.174)
min { (% — qu) (1,2),u(r,x) — g(t, x)} <0,7#0Nz =AUz =A,. (4.175)

Then we have shown that u(7,z) is a viscosity sub-solution and proceeding in the same
way we can prove that u(7,x) is a viscosity super-solution.

It remains to show that the convergence is uniform over every compact interval [0, T'] x
R. In order to show it we use Dini’s theorem which states that if we have v, : X — R
2, € USC and for any z € X v,(x) — 0 and decreasing in n, then v, — 0 uniformly
over any compact on R.

Therefore if we let X = [0,7] x R and if we define

Up(T, ) = sup uBEAD) (1 p), (4.176)

ll(at,az)||< L
|(rw) = (r,2)lI< 3

we see that both u(7, z) and v, (7, z) are decreasing and is upper semi-continuous. So we

can use Dini’s theorem to conclude that v, (7, z) = 0, (7, z) — u(1, ) — 0 uniformly over

every compact of X, which then leads to

lim
(At,Az)—0
(rw)—(7,z)

At’A‘”)(r, w) = u(r, x), (4.177)

uniformly over every compact of [0,7] x R. m
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Corollary 4.4.1 For every 7 > 0,z € R and for the case of an European option and if
h(x) is discontinuous except for a finite number of points, then the solution of the scheme
converges to the solution of

Proof. Let h,h € C* (R) such that h < h < h. Also define
up(1, ) = E%[h(z + Y;)], up (7, 2) = E%[h(z + V)] (4.178)

and the solutions of the scheme proposed using initial conditions h, h respectively by
ugAt’Ax)(t,y),u(ﬁAt’Ax) (t,y). We have by monotony that u(ft’mc)(t,y) < uBEAT () <

u(ﬁAt’Ax) (t,y). The consequence is that u(A*2)(t,y) — u*(7,x) because u(ft’m:) (t,y) =
up (7, ) and w0 (,y) = (T 2),

Let us then prove that u*(7,z) = u(7,z). For that consider ay, as, ..., a,, the disconti-
nuity points of h and suppose the jumps are bounded by a constant C'. Then for a given
e > 0, we have

h(r,2) — h(t,2)| < e,Vo ¢ UL, (a; — €, a; +€), (4.179)
h(T,z) — h(t,2)| < C,Vo € U, (a; — €,a; +¢€). (4.180)

Then

Jun (7, @) = uz(r, )| = |E® (b(z + Y;)) = B¢ (h(z +Y7)) |

= |EQ ((h(m + YT) — h($ + YT)> (1x+YTeu?:1(ai—s,ai+e) + 1x+YT§éu?:1(ai—E,ai+e))) ‘
<eQ(x+Y,eUl,(a;—€,a;+€)+ KQ(x+ Y, ¢ UL, (a; — €,a; +€))
<e+KQ(z+Y, €U, (a; —€,a;,+¢€)).

Now if we define A, = {z + Y, € U, (a; — €,a; + €)}, then

ligé@ (A) =Q(NA) =Q(z+ Y, € {a1,as,..,a,}) =0, (4.181)

because Y; has an absolutely continuous distribution and o > 0.
The consequence is that |up, (T, ) —uz(7, )| < € and since up (7, ) < u(1,z) < Uz (T, )
and uy (7, ) < u*(7,z) < uy (7, ), we can conclude that u*(7,z) = u(r,z). =



Chapter 5

Interest Rate Derivatives under the
Martingale Approach

Convexity adjustment is used by practitioners to value non standard products by using
plain vanilla products. The real world interbank market is not populated completely
by riskless banks. However, market operators assumed that the risk in the interbank
lending market was negligible when dealing with interest rate sensitive products to build
zero-coupon bonds curves. After August 2007, the Libor rate L(t,7) was no longer
considered a good approximation to the truly default-free interest rate. Therefore we
define a convexity adjustment to value a contract called the Forward Rate Agreement.
First, we consider only an affine term structure (ATS) and then we combine an ATS with
a shot-noise process.

5.1 Introduction

To value nonstandard products in a fixed income market, practitioners usually use the
price of standard (plain vanilla) products corrected by an adjustment called the convex-
ity adjustment. This adjustment is made to plain vanilla products whose price can be
computed in closed form or obtained in the market, to correct the deviation introduced
in prices due to the complex nature of non-standard products. Another way to see this
is to think of convexity adjustment as a consequence of measure change since pricing
non-standard products is equivalent to compute prices under the wrong measure.

5.2 Problem Formulation

Let 7 denote the no arbitrage price, at time t, of a derivative paying ® at time 7". Then
T
mu(®) = Bf [o(T)e 7] = p(a, T)E] [o(T)], (5.1)

where p(t, T) represents the price of a zero coupon bond, at time ¢, with maturity 7. Eg[]
and E!'[.] denotes the conditional expectation, given the information available at time t

97
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under the risk neutral measure and the T-forward measure respectively. We denote By,
the price process of a risk-free asset, at time .

We are interested in computing the expected value of our payoff ®(7") under the
T-forward measure, i.e EI'[®(T)], where the numeraire is p(¢,T). However, we have
situations in which our payoff is not a martingale under the T-forward measure. If the
payoff @, is a martingale under some QU martingale measure then ®, = E?U [®7] and the
convexity adjustment can be defined as

El (&) = EY [®7] + CCY (). (5.2)

We study only the convexity adjustment for the Forward Rate Agreement contract which
is defined in the following way

Definition 5.2.1 The Forward Rate Agreement contract is a contract entered at time
t, between two entities where the buyer of the contract at time T, obtains the amount
O(r(T)). At time T the buyer pays the amount Fra, which is determined at time t. The
forward price for a T-claim contracted at time t is defined as the value Fra, which gives
the contract the value of zero at time t.

We consider that the payoff is known and is computed in the following way: the
interests due to the difference between the par FRA rate and the Libor rate, L(S,T),
accrued over the period [S,T], discounted between times S and T using the Libor rate.
Notice that since the FRA is sold at par we have

By Fra,(S,T) — L(S,T
0 :]E;Q _t Ta’t( Y ) ( ? ) . (53)
Bs 1+ (T'—S)L(S,T)
Thus, the price of a forward rate agreement is given by
E? [& L(S,T) ]
Fra,(S,T) = Bs 1+(T—S)L(S,T) (5.4)

QB 1 '
E; [B_; 1+(T—S)L(S,T)]

5.2.1 Classical Approach

Before August 2007, market operators thought in terms of one single term structure of
riskless interest rates in the sense that credit and liquidity risk were considered negligible.
Then

1

pt.T) =17 R(t, T)owr (5:5)

where p(t,T') is the zero-coupon bond price, R(t,T') is the deposit interest rate and a; 7
is the year fraction between ¢ and T'. The real world interbank market is not populated
completely by riskless banks. However, market operators assumed that the risk in the
interbank lending market was negligible when dealing with interest rate sensitive products
to build zero-coupon bonds curves. This was justified by the perceived low level of risk for
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the large majority of banks and by the fact that most interest rate derivatives products
were indexed by Libor rates. !

Thus the Libor rate L(t,T) was considered a good approximation to the truly default-
free interest rate R(¢,T") in the sense that one could treat L(t,T') as the riskless rate. This
way, under the single curve assumption, the price of a zero coupon bond at time S is
given by

1
VST = I T =9 LE.T) (5.6)

Notice that we are assuming that Libor rate is a good approximation for the interbank
deposit rate. Also we assume that the differences of deposit quotes due to credit lines or
volume can be neglected.

This assumption was widely used before the crisis but nowadays is no longer a market
practice.

Result 5.2.2 Under the single curve assumption the price of a forward rate agreement
contract 1s given by

Frat(S, T) = EZ [L<S> T)] ) (5 7)
where L(S,T) is given as the solution of (5.6).

Proof.
By the definition of a forward rate agreement price (5.4) and (5.6) we have

By
E? [H%ﬂ] E? [Bt l—p(S,T):|

(T—-S)L(S,T) Bs T-S
AR S S T B v b
B 2t
o |:1+(TS§L(S,T):| ¢ [Bsp( ’ )}

Notice that by risk neutral valuation and Bayes theorem we have

B [ B B
EQ [B—;pw, T)} — E? B—;E% [B—jﬂ
= EP —EQ B Bs
i Bgs Br

Then finally using the following change of measure

dQT_ p(57 T) Bt
dQ B BS p(ta T) ’

'Libor is an average rate of the rates at which banks believe they can obtain unsecured funding.
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we have once again using the definition of (5.6)

t |Bs T-S B: p(S,T)
F(8,T) = —— T = =B [L(S,T)].

T [ B, 1-p(S,T) p(t.T) Bs ]

]
We see that in the single-curve assumption the price of a forward rate agreement
contract is equal to Fy(S,T), i.e the forward rate, which is defined by

s - (3.

5.2.2 Multiple-Curve Approach

After August 2007, the liquidity crisis increased the difference between deposit rates and
overnight interest rates (OIS) for the same maturity. This led to a larger difference
between forward rates, implied by two deposits, and the quoted F'RA rate or the forward
rates implied by OIS quotes. Then, what the market usually does is to segment market
rates with respect to their application period, thus constructing different zero-coupon
bonds for each possible rate length considered.

Then, in the multiple-curve framework the forward rate agreement price is given in
the following result.

Result 5.2.3 Under the multiple-curve framework the price of a forward rate agreement
s given by

Frat(S, T) = Ft(S> T)<1 + ,yFra)’

where

Fra __ COUtT (FS(S7 T)?QS(S7 T))
N Fi(S, T)Q(S,T) '

and

F(S,T) =E; [L(S,T)]

_ w7 1 &
Qu(S,T) = E; 1+ (T —S)L(S,T)Bs |

To justify the current divergence between market rates that have the same rate length,
practitioners usually deal with those differences by segmenting market rates, labeling
them according to their maturity. Instead of constructing different zero-coupon curves,
one for each possible rate length considered, we try to model the counterparty risk.
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5.2.3 Modelling counterparty risk

The first consequence of the credit crunch is that we can no longer assume that bank
counterparties are riskless. Thus several credit models have been proposed in the liter-
ature to take into account the difference between the forward rate and the FRA rate,
which are based on assuming that the generic counterparty is subject to default risk.
Then the price of a defaultable bond at time t is

p(t,T) =E2 |e=f r@ds _jr > t} — E2 [6— e+ ds|

where 7 is the default time of the bond issuer.
Then since the Libor rate is the reference lending rate, we can define it in terms of
the risky bond p(t,T) as

Lt T) = Tl_t (p(;T) - 1) | (5.9)

Lemma 5.2.4 The price of a forward rate agreement taking into account counterparty
risk is given by

Fra,(S,T) = ET [L(S,T)] (5.10)
where the expectation is taken under the (@T measure, whose numeraire is p(t,T).

Proof. By the definition of a forward rate agreement price (5.4) and (5.9), we have

B
Q BitL(SvT) =
E; [m B £

Fra,(S,T) = I = T .
Ef {ﬂ( : } B [B_SP(S’T)}

(5.11)

S
T—8)L(S.T)

Notice that by risk neutral valuation and Bayes theorem we have

B B B
E2 { ! -(S,T)] = E2 | =LEY [—S1T>T\r > t”

Bs' | Bs Br
[ B; Bg
= E? -Eg |:B—SB—TlT>T‘T > t:|:|

[ o[B
=E? |EZ [—tlT>T|T>t

Br
=p(t,T).

Then finally using the following change of measure

dQT_ﬁ(SaT) Bt
dQ  Bs p(t,T)
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the price of a forward rate agreement contract is given by

Ef (24D _Bs B 1—17(S7T)} . .
By p(ST)Bs T-S T
Fra,(S,T =E —1
= o0, T) s e )

=E/ [L(S,T)],

where we have used once again (5.9). =
This motivates us to consider the following definition.

Definition 5.2.5 The Forward Rate Agreement convezity adjustment is defined as
ET [L(S,T)] = ET [L(S,T)] + CCT(t, S, T). (5.12)

Note that if p(t, T') = p(t, T) then the convexity adjustment is zero, i.e CCT(¢t, S, T) = 0.

5.3 Affine Term Structure Models

5.3.1 Non-Defaultable bonds

We assume that the risk-free interest rate r is linear on given factors described by a R™
valued process (Z;)i>o.

Assumption 5.3.1 Assume a R™ valued process (Z;)i>o whose dynamics are given by
AdZ, = a(t, Z,) dt + o(t, Z,) AW, (5.13)

where Wy is a n-dimensional standard Brownian motion, o : R. X R™ — R™ and o :
R, x R™ — R™*"™ such that

a(t, )—d(t)+E(>7 (5.14)
o(t,2)oT (t,z) = ko(t +Zk )z, (5.15)

with smooth functions d : R, — R™ F : Ry, — R™™ Ly : Ry — R™™" k : Ry —
R™™ ¢ =1,2...,m map Ry to R™*"™. Also, the risk-free short rate (rt)tZO s given by

r(t,Z,) = 9" (t)Z, + f(1), (5.16)
where g : Ry — R™ and f: Ry — R are smooth functions.

In this setup the risk-free bond price is given in the following result and can be found
in [41].
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Result 5.3.2 Let Assumption 5.3.1 holds. Then the price of a non-defaultable zero
coupon bond is given by

plt, T) = ACTI+BI D2t (5.17)

where A and B are deterministic functions of (t,T) that solve the ODE system,

21+ d"(t)B + 3B ko(t)B = f(t),
{ /Z(TjT):O (5.18)
{ %_?(;%TS)(SJF%B K(t)B = g(t) (5.19)

where

B 0 --- 0 /ﬁ(t)

E_ O B --. 0 K B kz(t)
- A (t) = : 7 (5.20)

00 ... B K (t)

and E,d,ky are the same as in (5.14)-(5.15), while f and g are as in (5.16). A and B are
evaluated at (t,T).

Proof. Let G(t,Z;) = Ele — 1 d" () VZs+f(s)ds] — eA(t D+BET)Z:,
If we apply Ito’s formula to Y; = G(t, Z;)e™ 9" ()Z:s+1(5)ds e get,

d_(G’(t7 Zt) fo 5)Zs+f(s)ds ) f s)Zs+f(s)ds (aG (gT(t)Zt + f(t)) G(t, Zt)> dt

ot
G 102 G
G o [y 97 (9)Za+f(s5)ds 37 ~Jo 9T () ZsHf(s)ds ¢ 372
+ 95 dZ + - 59.2°¢ (dZ)
Plugging in the dynamics of Z given by (5.13), we obtain
i)zt feas (OG
4(;) = e BTz (S5 (g 0z +f(t)) Cz) (G2
oG 1
+ ga(t, Zy) + 3t (O—T(t, Z)———o(t, Z;) ) dt
oG _
+ 56—% 24 ds (4 7,) AW

Since G(t, Z;)e —Jo 9" ZsH()ds g 5 martingale by construction, we have

G~ @+ 1) 6002+ Goa.2) + gir (o720 G5 0(0.2) ) =0

G(T, Z7) = 1. (5.22)
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A(t,T)+B7T (¢,T)

Due to Assumption 5.3.1 and assuming G(t, Z;) = e %t we compute

oG 0A 0B

a5 = g 620 + 5 ZG(t Z), (5.23)
85 BY(t,T)G(t, Z1), (5.24)
0°G ,

o5z = BUT)B (TGt Z), (5.25)

to plug in (5.22) and using the definition of o and o given by (5.14) and (5.15) respectively,
we obtain

%—’fG(t, Zy) + aa—sz(t, Zy) = (g" ()2 + f(t)) G(t, Z,) + B"(t, T)G(t, Z¢) (d(t) + E(t)z)
—|—%tr (B(t, T)BT(1,T) <k:0(t) >) G(t. 7)) = 0. (5.26)
After some reshuffling we get
e (6" 2+ J(0)) + B4, T) (d(t) + E(1)2) (5.27)
+ %t'r’ (BT(t,T)ko(t)B(t,T)) + %BTK(t)Fz =0. (5.28)

Since G(T, Zr) = 1 we must have A(T,T) = 0 and B(T,T) = 0 and because this has
to hold for every z, we end up with the desired system of equations as stated.
|

5.3.2 Defaultable bonds

5.3.2.1 Convexity Adjustment without the shot-noise process

Next we assume that the default intensity is also linear on given factors.

Assumption 5.3.3 Assume Z; is a R™ valued process. The intensity process \; is given
by

At) = gx () Z + fa(t). (5.29)

Note that there is no loss of generality in assuming the same factors Z; as in the risk-free
process.
Next we want to be able to compute

ﬁ(ta T) = E? e ftT r(s)+A(s) ds:| .

Next proposition gives us the price of a defaultable zero coupon bond.
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Proposition 5.3.1 Let Assumption 5.3.83 hold. Then the price of a defaultable zero
coupon bond is given by

p(t, T) — eA(t,T)+BT(t,T)Zt’ (5 30)

where A(t,T) and B(t,T) are deterministic functions of (t, T') that solve the ODE system,

94 L qT(1)B(t,T) + LB (1, T)ko(t) B(t, T) = f(t) + fa(t)
{ fuT’T) ~0, (5.31)
{ % + ET(t)B(t,T) + %ETK(t)B = g(t) + ga(t) (5.92)
B(T,T) =0,

where E,d ko are the same as in (5.14)-(5.15). B,K are as in (5.20) while g, fx are given
n (5.29).

Proposition 5.3.2 Suppose Assumption 5.3.3 holds . Then the Convezity adjustment of
Definition 5.2.5 is obtained in closed-form and is given by

y 1 p(t S t
CCF (t, S) T) — - Sﬁét T; (eF(t,S,T)JrG(t,S,T)Z o 1) ’ (53)5))

where F' and G solve the deterministic system of ODE
9% + (BT(t,5) — B(t,T)T) ko(t) (B(t,T) — B(t,T))

t (t
+G(t,S,T) (t) Gho(t)B(t,T) + 5Gko(t)G" + G(t, S, T)ko(t)(B(t,T) — B(t,S)) = 0,
(T S, T) =

+(I®(BT(t S)—BT(t,T))) K(t) (B(t,T) — B(t,T)) + GE(t) + GK () B(t,T)
' LGE()GT + GK(t)(B(t, )—B(t,S»:O,
G(T,S,T)_
where
G 0 - 0
~ 0 G - 0
G = oo (5.34)
0 0 e

and I denotes the identity matriz and E,d,ky are the same as in (5.14)-(5.15), while B
is the solution of the ODE system (5.31)-(5.32), F' and G are evaluated at (t,S,T). Also
K(t) is given as in (5.20).

Proof. By definition, we have

EI[L(S,T)] = - ! SEZ L)(Sl,T) —1} & 14+ (T - S)EL[L(S,T)] = EF Egg;”
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If we define M (¢, S,T) = El [’?(s’s)} = 2b5) (F(LSTIHCLST)Z we know that M (¢, S, T)

p(S,T) p(t,T)
is a Q7- martingale.
By Girsanov theorem with kernel given by v(t,T) = BT (t,T)o(t,T) we have

AWe =T, T)dt + dW2", (5.35)
which gives the dynamics of Z;, under QT
dZ; = (alt, Z;) + o(t, Z)o" (t,T)) dt + o(t, Z) AW, (5.36)
Now applying Ito’s formula to (5.30) we have under QT
A 0B  _ _
dp(t, T) = <8a—t + %—tz + BT (d(t) + E(t)z) + BT o(t, Z,)v" (t,T)
1= _ _
+§BTUUTB) p(t, T)dt +p(t, T)B o dW],
by plugging in the dynamics for Z; and taking into account (5.14) and (5.15).
Since A and B solve (5.31)-(5.32) we have

dp(t,T) = ((g" (t) + gx (1) z + fa(t) + f(1) + BT a(t, Z,)o" (¢, 7)) p(t, T) dt
+p(t, T)BT o dW/[.

Now using the fact that the intensity process is given by (5.29) and short rate is given
by (5.16), we end up with the dynamics for the defaultable zero coupon bond under the
forward measure

dp(t,T) = (re+ X\ + BT (¢, T)o(t, Z)v" (t,T)) p(t, T) dt + p(t, T) B (t, T)o (¢, T) AW}

Now similarly for the zero-coupon bond with maturity S, performing Girsanov theorem
with the same kernel v(t,T) = BT (t,T)o(t,T), we get

Ap(t, 8) = (e + M+ BT (1, S)o(t, Z™ (1, T)) p(t, T) dt + p(t, )BT (1, S)o(t, S) AW
Define o(t, T) = BT (t, T)o(t, Z;). Applying Ito formula to Y, = 25

p(t,T

dY; = Y,o(t, S, T) dt + Y; (v(t, S) — v(t, T)) AW/},

we get

~

where

o(t,8,T) = (v(t, S) — o(t,T)) (v (¢, T) — 0" (¢,T)) .
Applying Ito formula to M(t, S, T) = B2 FOSTIFCESTIZ we get

p(t,T)

OM oM, ) ) i

dM = —=dt + ——= (Yoo(t,S,T)dt + Y, (o(t,S) — o(t,T)) dW}")
Y
oM
+ 5 (ot Z) + ot Z)o(t, T)T) dt + o(t, Z,) AW])
1 *°M 92M ) )
2 2 550700 VT gy (016 2)) (1 (01, 5) =@ 1)) di. - (5.37)
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Since M(t,S,T) is a QT-martingale then
oM N oM
ot 3

2 Z 821821 920z, F 2 5y 7(1:20) (71(t.5) = o7(t. 7)) = 0.

Z]—

Y,o(t,S,T) + %—M (a(t, Z) + o(t, Z)o(t, T)")

Noticing that

<8F oG ) oM _ JFtST)I+GtST)Z:

N ’
82
T — GG M
82 =G5, T)M 8zzazj = GG M,
82
t, 8, T)eFBST+CEST)IZ:
020y =G5, T)e

we end up with

(%—f + %—fz) +o(t,S,T) + %Go—aTGT +G(t,5,T) (alt, Z) + o(t, Z)o(t, T)")

+G(t,9,T) (o(t, Zy)) (0" (t,5) — 0" (¢, T)) = 0.

Taking into account the affine dynamics of Z, former PDE has the following form

(%f n %f ) +0(t,S,T) + G(t,S,T) <d(t) + E(t)z + (ko(t) + i ki(t)zi) B(t, T))

=1

+ %G (kO(t) + Z kz(t)zz) GT + G(tv Sv T) <k0<t> + Z kz(t)zz> (B(t’ T) - B(t> S)) =

where now o(t, S, T') is given by

o(t,S,T) = (B(t,S) — B(t,T)) (ko(t) +Zki(t)zi> (B™(t,T) — B"(t,T)).

Separating variables yields the following system of equations

L+ (BT(t,S) — BY(t,T)) ko(t) (B(t,T) — B(t,T)) + $Gko(t)G”

+G(t, 8, T)d(t) + G(t, S, T)ko(t) B(t,T) + G(t, S, T)ko(t)(B(t,T) — B(t, 5)) =
F(T,S,T)=0

& + (B"(t,8) — B"(t,T)) (X~ ki(t)=) (B(t, T) — B(t,T))

+G(t, 5, T)E(t) + G(t,5,T) Zm ki(t)zB(t,T)

+1G YT ki(t)5GT + G, S, T) > ki(t)z(B(t,T) — B(t,5)) =0,
G(T,S,T) = 0.
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If we define G by (5.34) then we get the claimed PDE’s. Moreover, since

p(t, S)
1+ (T = S)EL [L(S,T)] = LeF(t,S,T)JrG(t,S,T)Zt’
( JE; [L(S,T)] 2T

we can solve for EI [L(S,T)] we get

L (PS5 :
Ef [L(S,T)] = T—3 (ﬁgt T; F S T)+G(t,8T)Z: 1) .

Since

r 1 (p(t,5)
Fra,(S,T) =E!' [L(S,T)] = L(t,5,T) = -1
rat(a ) t[(7 )] (7 ’ ) T—S(p(t,T) )

we use the definition 5.2.5 and obtain the claimed Convexity adjustment.

[ ]

Notice that when p(t,T) = p(t,T) then A(t,T) = A(t,T), B(t,T) = B(t,T), meaning
that G = 0 which implies F' = 0. This way CC*"%(¢,S,T) = 0.

Now we present an example when the short rate and the intensity default follow the
Vasicek model.

Example 5.3.4

dry = (a — bry) dt + o dWY, (5.38)
dX\; = (ay — by dt + oy dW. (5.39)
In this case m=2 and
1 0
2| 5 Ja=] |0 = | § Jaw =] 2] (5.40)
—b 0 2 0

with f(t) = fa(t) = 0,K = 0. Then the solution of the system of ODE’s (5.18) — (5.19)
becomes

Bi(t,T) = % (7T —1), (5.42)
By(t,T) = % (eT=D — 1), (5.43)
2 2 2
A(t,T) = (B,(t,T) + T — t) (% = ‘Z—2> — i%B?(tT) + (Bao(t,T) + T 1) (Z—i - Z—g)
103 =
_ZKBZ (t,T). (5-44)

Then the convexity adjustment is given by

y 1L, S t
OCF (t, 57 T) _ = Spgt T; (eF(t,S,T)-i-G(t,S,T)Z . 1) : (545)
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ConvexityAdjustment

0.08 -

0.06 -
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— Tyears

o e s s w0 12
Figure 5.1: The Convexity Adjustment under the Vasicek Model with a = 0.3,a) =

04,0 = 0.05,by = 0.1,00 = 0.05,7 = 0.05,\ = 0.2 when 7" = S + 0.5. Blue:
0=0.15,Brown: 0=0.1,Red: 0=0.05.

where F' and G solve the deterministic system of ODE

( &+ (B1T(t, S)— By (¢, T>) o (Bu(t,T) = Bi(t, T))
+ (B (1,8) = B/ (1.1)) 03 (Bolt, T) = Bo(t, 7)) + Gira + Gaay + Gro® By (1, T)

—|—G20'§B_2(t, T) + %glngl + %GQO’?\G_’Q B
+G102(Bl(t,T) — Bl(t, S)) + GQUi(BQ(t, T) — Bg(t, S)) = O,

| F(T,5,T)=0
% pGy =0,
%2 h,Gy =0,
G(T,S,T) = 0.

But this way G7 = Gy = 0, which implies that F s given by the solution of the
following equation satisfying F(T,5,T) =0

O (B1.9) ~ B (1)) 0* (Bu(t,T) ~ Bu(t, 1) (5.46)

+ <B2T(t, S) — B, (¢, T)) 02 (By(t,T) — By(t, T)) = 0.

In figure 5.1 we can observe the Convezity Adjustment when a = 0.3,ay = 0.4,b =
0.05,by = 0.1,0 = 0.15,0) = 0.05,7 = 0.05, A = 0.2 for several maturities.

Now we present an example when the short rate follows the CIR model and the
intensity default follows the Vasicek model.

Example 5.3.5

dry = (a — bry) dt 4+ o/re AW, (5.47)
dX\; = (ay — b)) dt + oy dW. (5.48)
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In this case m=2 and

z=| % Jat=] 5 |0 = | | a=] 2] (5.49)
E(t)z{_ob _%A},koz[g :d,h:“; 8}. (5.50)

with f(t) = fi(t) = 0. Then the solution of the system of ODE’s (5.18) — (5.19) becomes

_ 2 —72(T=t) _ o=m(T—t)
By(t,T) = W( ° ‘ ) (5.51)

0‘2 716_’72(T_t) — ’726_71(T_t)
_ 1
By(t,T) = o (eI 1), (5.52)
A
B a e~ 12(T=1) _ o=mn(T—1) _ ay o3
A, T) = ——1 By(t, ) +T —1t) (= — =%
t.7) a2og< N =P )+(2(’ )t )<bA bi)
1o} -,
1% e, (5.55)
4 by
where
b+ Vb% + 202 b—Vb%+ 202
mE— s T (5.54)
Then the convexity adjustment is given by
CCFm(t, S, T) — 1 p(t7 S) (eF(t,S,T)-i-G(t,S,T)Zt _ 1) ’ (5 55)

where F' and G solve the deterministic system of ODE

%+ (B (1.8) - B (1,1)) o3 (Balt, T) = Ba(1,T)) )

< +G1a + GQCL)\ + GlO'/Q\BQ(t, T) + %GQO’?\GQ + GQJE\(BQ(ta T) - BQ<t7 S)) = 07
F(T,S,T) =0,

%+ (BlT(t, S)— By (t, T)) o? (Bi(t,T) — Bi(t,T))

—bGl + G10'231<t,T) + %G%O'Q + G1 (Bl(t, T) - Bl(t, S)) 0'2 = O,

952 — byGo =0,

G(T,S,T) = 0.

\

In figure (5.2) we can observe the Convexity Adjustment when a = 0.3,ay = 0.4,b =
0.05,by = 0.1,0 = 0.15, 0, = 0.05,r = 0.05, A = 0.2 for several maturities under the CIR
model.
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ConvexityAdjustment
0.020 -

0.015
0.010 -

0.005

Figure 5.2: The Convexity Adjustment under the CIR model with a = 0.3,a), = 0.4,b =
0.05,by, = 0.1,0y = 0.05,7 = 0.05,A = 0.2 when T" = S + 0.5. Blue: 0=0.15,Red:
0=0.1,Brown: ¢=0.05.

5.3.2.2 Convexity Adjustment with the shot-noise process

Now we model the default intensity combining an affine term with a shot noise process.
We consider a reduced-form type of model that still keeps some tractability of classical
ATS setting and is able to model portfolio credit risk. With the shot-noise process we can
incorporate realistic features such as clustering of defaults within firms and correlation
of defaults across firms.

Assumption 5.3.6 Assume Z; is a R™ valued process. The intensity process ji; is given
by

e =gy () Z + fr(t) + Y Yih(t — 7), (5.56)
T <t
where Ty, Ty, .... are the jumping times of a Poisson process N with intensity v. Y;, i =

1,2,.. are i.i.d, independent of W and N. g¢gi(t) : R, — R™, f\(t) : Ry — R and
h:R. — R are smooth functions. The default time 7 is a doubly stochastic random time
with intensity (fu)i>o-

Proposition 5.3.3 Let Assumption 5.3.6 hold. Then the price of a defaultable zero
coupon bond is given by

Y

ﬁ(t, T) _ 6A(t,T)+BT(t,T)ZtE9 [6_ ftT Zﬂ‘is Yih(s—75)ds (557)

where A(t,T) and B(t,T) are deterministic functions of (t,T) that solve the ODE system
(5.31)-(5.32)
and where

EQ [6— S S < Yib(s—7) ds] = o Tae Vil b du g (T—)(D(T—1)-1)

1 T—t
D(T —t) = / E2 [e*on( )Sh@)du] de. (5.58)
0
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Proof.
Observe that after change of variables u = s — 7, t < s <T=t—-7,<u<T -7,
we have

. T—7;
o T Yibls—Ti)ds _ = Fac Vi), h(w)du
)

which gives us
E? - I Eﬂgs}’ih(s—fi)ds} _ E? [6— S S < Vbl =T+ e 10) Yih(s—ﬂ-)ds]
— ¢ Tas Yib(s-7) dspQ [e— I Trews m(s—ﬂ-)ds]
= o S Vi hw) dugQ [e— D DR n-h(s—fi)ds} _
The second term can be computed in the following way

]E? [6_ ftT Zfie(tvS)Yih(S_ﬂ)ds] — EQ [6_ ftT D st 1T‘iSsYih(5—7:i)d8]

5% k ~
ST (V(Tk_' )" go [,-Sh 12 Yih(sfﬁ)ds]

e
Il

0

—(T-1) (V—(Tl; £)* RO [~ vi o T ) du}

NE

e

B
Il

0

€ )

e t))kEQ o= S, Y fiT 0T ) du]
k! I

hE

B
Il
o

sinceu=5—7,7<s<T=0<u<T—7 and because the distribution of jump
times conditional on the number of jumps follows the distribution of order statistics of
uniform ¢.7.d random variables denoted by 7;,7 = 1,2, .. over the interval.

EQ |e~ i-“:mféT*“l*””h(u)ds] = (E@ [e‘YféT‘”“‘"”h(uW}>k

_ </1EQ |:€_ny(T7t)5h(u)du} dg)k
0

= D(T —t)F,
since § =1—1;,0<u<(T—1t)(1—n)=0<u<(T—1t)§. Therefore
ES [e— JF Eretes) m(s—ﬂ-)ds] _ (T=)(D(T—=1)-1) (5.59)

Then

EiﬁQ [6_ I Zﬂésmh(s_ﬁ)ds] =e Zfiétnfi}? h(w) du U (T-1)(D(T-1)-1)

Finally by risk neutral valuation we have

p(t,T) = E? [e‘ ir r(S)-&-)\(s)—«—Zﬂ_SsYih(s—ﬂ-)ds]

)

_ E? [6_ JT r(s)+A(s) ds] E@tQ [e_ T Zﬂ_gsyih(s—ﬁ)ds}
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and since we already computed the first term in Proposition (5.3.2) given by (5.30), we
get (5.57). m

As proven in [43] the shot noise process is Markovian if and only if is of the form
h(t) = ae™®. We will consider only the special case when a = 1 and b = 0.

Proposition 5.3.4 Suppose Assumption 5.3.6 holds for the case when there is a shot
noise Process. Then the Convezity adjustment of Definition 5.2.5 is obtained in closed-
form and is given by

1 (t S)
Fra T (t,8,7)+G(t,S,T) ZH—fO Jo K(s,y)N(ds,dy) _ ]
COr (L 8.T) = 500 <e ) (5.60)
where F' and G solve the deterministic system of ODE
9= + (B (¢, S) BY(t,T)) ko(t) (B(t,T) — B(t,T)) + G"d(t) + G"ko(t) B(t, T)
ac(t S) — % (t.T) + 3GTko(t)G + GTho(t)(B(t, T) — B(t, 5))
+ J eK(sw) — 1V(dy) =0

(T S,T)=0,
+ (I ® (BY(t,9) — B'(t,T))) K(t) (B(t,T) — B(t,T)) + G"E(t) + G"K(t)B
+ GTK()G—I—GTK( ( ) B(t,S)) =0,
G(t, S, T)=0,
where F' and G should be evaluated at (t,S,T), I is the identity matriz and é S deﬁned mn
the same way as in (5.34). Also K (t) is given as in (5.20). Also K(u,y) = — f yh(s —
’73) ds.
Proof. By definition we have
1 1 (S, S)
S,T) = ——E/ — 1| © 1+ (S—T)E/ [L(S,T)] =E] | =] .
B71L(S. )] = 5B | g — 1] & 1+ (5~ DB [£(5,7) t[ﬁ(m
If we define M(¢,S,T) = E] [gg;ﬂ g % eFLST)+G ST Zet [y f K(s9)N(ds,dy) wwe know

that M(t,S,T) is a Q- martingale.

p(t, T) — eﬁ(t,T)—i-BT(t,T)Zt—ftT Zfitl Yih(s—7;) ds-l—é(t,T) (561)

or changing variables in the jump term we have
ﬁ(t, T) (t T)+BT (t, 1) Zi+C(t,T)+ [ [ K(s,y)N(ds dy) (5.62)
where K (u,y) f ~Y;h(s — 7)) ds and O(t,T) = v(T — t)(D(T —t) — 1).

In order to get the dynamlcs of p(t,T) under the T-measure we apply Ito’s lemma to
p(t,T) and obtain

dp(t, T) = a(t, T)p(t, T) dt + p(t, T) BT o dW2 + p(t, T) / K(s) _ 1 N(ds, dy),
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where
oA 0B 9C .
(t T) 8t + ot Zt + E + B Oé(t, Zt)
1 _
+ 3 BT(t, 20T (0 Z) B T) + [ 00— 1u(dy)
R

Similar to the proof of Proposition (5.3.2), by Girsanov theorem and remembering
that A and B solve the ODE system (5.31)-(5.32) as well as the affine setup for the short
rate and default intensity, we get

dp(t, T) = (rt + N+ o(t, T (t,T) + %(t,T} +/R | V(dy)> p(t, T)dt

+p(t, T)B o AW + 5(t, T)/ K(s) _ 1 N(ds, dy).
R
We can also deduce the dynamics of a zero-coupon bond with maturity S
— — T aé K(s —
dp(t,S) = (re+ M+ 0(t, S)v (t,T)—I—E(t,S)%— v —1v(dy) | p(t,S)dt
R

+p(t, S)BY(t, S)o AW + p(t, S)/ K(sv) _ 1N (ds, dy).

after some calculations

Applying Ito’s formula to Y; = gg f,)

1

av, = p(t, §) d—— + dp(t, S)+d{(t 9), (tlTJ

1
p(t,T)  p(t,T)
-, ((fz‘;(t,S) —o(t,T)) (v"(t, T) = 0" (t,T)) + %f (t,S) — %(tj (t, T)) dt
+Y; (B"(t,8)0 — B (t,T)o) dW/,
where 0(t,T) = BT (t,T)o(t, Z;).

The dynamics of the following process X; = e’
QT is given by

.8, T)+G(t,S,1)T Zi+ [} [ K(s,y)N(ds,dy) under

dX, = ax(t, )X, dt + G(t, S, T) o (t, T) X, AW + X, / eKev) _ 1N (ds, dy),
R

where ax(t,T) is given by

ax(t,T) = %—f + %—Gz +G(t, S, T) (dt) + E(t)2) + G(t,S,T) o(t, T)v" (¢, T)

1 ~
+ EG ToolG + / KV _ 1u(dy).
R
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Applying Ito’s formula to M; = Y, X,

th = Y;dXt +Xtd}/t + d[Y;,Xt]

ap(t, T) M, dt + 2Mt/ Ky _ 1N (ds, dy)
R
+ (MG(t,5,T) o (t,T) + M, (v(t,5) —v(t, T)) + MG(t, S, T) o(t, T)X;) AW/,

where ay,(t,T) is given by

oF 0G
ay(t,T) = o tact G (d(t) + E(t)z) + GTo(t, T)v" (¢, T)

- %G ool G + /Ref“svy) —1v(dy) + (0(t,9) —o(t, 1)) (v (t,T) — 0" (¢, T))
+ 5 -2

oy t,T)+G"o(t,T) (v(t,5) —o(t,T)).

Since M, is a T— martingale we must have ay,(¢,7) = 0.
By separation of variables, we get

( 5+ (B(t, 5) -~ BY(t,T)) ko(t) (B(t,T) — B(t,T)) + G"d(t) + GTko(t) B(t, T)
60(15 S) 9C(t,T) + GTk ()G + G ko(t (B( T) — B(t,S))

peton —1u(dy) =

L F(T, S,T)

'%HB’T(LS) BT(t,T)) 327 ki(t)z (B( 1)) +GTE(t)
TG k(0B T) + 16T YT )40

G S k()% (B(LT) — B(t. 5)) = 0,

G(t,S.T) =0,

\

Defining G as in (5.34) we get (5.61).
Similarly, as seen in the case whithout the shot-noise process, since

1+ (T — S)E!'[L(S,T)] = M(t,S,T),

we can solve for EI [L(S,T)]. Also, since

Fra,(8,T) = Ef [L(S.T)] = L(t,5,T) = i S (iﬁiii N 1) ’

we can use the definition 5.2.5 and obtain the claimed Convexity adjustment. m
In this framework the price of a forward rate agreement taking into account counter-
party credit risk is now given by

Fra,(S,T) = L(t,S,T) + CCFr(t, S, T), (5.63)

where L(t, S,T) = 75 (p(t’s) - 1) is the Libor rate and CCT(¢, S, T) is given by (5.60).

p(t,T)



Chapter 6

Conclusion

In this project thesis we try to model feedback effects using Lévy Processes, therefore
relaxing Black-Scholes’s model assumptions of market liquidity and completeness. The
contribution would be to study option pricing in illiquid markets with jumps and the
associated hedging strategy. The basic idea of this thesis is to extend the models already
used in the literature and extend them using Lévy Processes. We arrive at a partial
integro-differential equation which is nonlinear and where the solution, if it exists, should
be the function representing the derivative’s security price. The objective is to study the
existence and uniqueness of solution of that partial integro-differential equation and then
develop numerical schemes to solve it and study its consistency, stability and convergence.
Also we would like to study the equation when the influence of the large trader is small,
in order to compare it to the already well established classical PIDE.

In this dissertation we showed that if the payoff function and the Lévy process satisfy
some conditions, then we can obtain the option price as a solution of a certain partial
integro-differential equation. Also, if a solution of a certain PIDE is smooth enough
and if the Lévy process satisfies a exponential moment condition, then we can apply the
Feynman-Ka¢ formula for option pricing in a Lévy market. In Chapter 3 we present this
formula for the case of a pure jump process. Two of the possible methods that can be
used to compute the option price numerically are the Fast Fourier technique and the
finite difference method. In this dissertation we present the latter in the form proposed
by Cont and Voltchkova [25].

We could see that the price function of a binary option was not smooth when we used
the Generalized Hyperbolic process. So we can not apply the results of Chapter 3. In this
dissertation we present also a proof for the continuity of an up-and-out and down-and-out
options when the Lévy process is of type A, besides the cases of type B and C presented
in [83] and [26].

We saw different approaches to solve numerically a PIDE. One approach is through
the well known Finite difference implicit-explicit scheme. The other one uses Galerkin
methods through a variational formulation of the PIDE in study, for the finite and infinite
activity cases.

In this thesis we studied an extension of the Black-Scholes model in which the perfect
liquid market assumption is relaxed. Also we take into account the jumps that might
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occur in the stock’s price. So we provide an option pricing formula in an illiquid market
context in which the stock price follows a jump-diffusion model. Also we provide the
associated investor’s strategy. Existence result is proven for a certain integro-differential
equation. A Numerical method based on a finite difference scheme is presented and some
numerical results are given as well as consistency and monotony results for the scheme.

We analyzed existence and uniqueness of solutions to a partial integro-differential
equation (PIDE) in the Bessel potential space. As a model we considered a model for
pricing vanilla call and put options on underlying assets following Lévy stochastic process.
Using the theory of abstract semilinear parabolic equations we proved existence and
uniqueness of solutions in the Bessel potential space representing a fraction power space
of the space of Lebesgue p-integrable functions with respect to the second order Laplace
differential operator. We generalized known existence results for a wide class of Lévy
measures including those having strong singular kernel. We also proved existence and
uniqueness of solutions to the penalized PIDE representing approximation of the linear
complementarity problem arising in pricing American style of options.

In this thesis pricing of Interest rate derivatives is given through Convexity adjust-
ments that are used by practitioners to value non standard products using information
on plain vanilla products.

More concretely, we computed the interbank convexity adjustment of FRAs (Forward
Rate Agreements), combining the classical affine term structure (ATS) framework with
shot-noise process thus being able to capture the counter-party risk of interbank contracts.

As future research it would be interesting to study alternative numerical methods for
PIDESs such as the Analytic method of lines, finite element methods because they allow to
compute the price of American options, unlike the finite difference methods. One of the
reasons to use numerical methods for partial integro-differential equations is that they
are computationally efficient in the case of single-asset options. However, in the case of
three or more assets these methods become inefficient and the most used method to price
American or barrier options is the Monte Carlo method. So it seems that additional study
to overcome these difficulties is needed when we consider three or more assets. Moreover,
extend the results of existence and uniqueness in the framework of Bessel potential spaces.
It seems useful to extend the results presented here to consider the case of transaction
costs. The potential theory could also be an interesting topic for future research because
it explores the deep connection between partial integro-differential operators and Markov
processes with jumps. Another issue that could be interesting to study in the future is
the hedging in incomplete markets. An interesting topic is to measure the effects of the
small perturbation in terms of Black-Scholes implied volatility, i.e the adjusted volatility
parameter that should be used in the Black-Scholes formula to best approximate, for
example in the least squares sense, the price of the option which has to be adjusted due
to the presence of feedback effects. This way we could see if the results support the
observed increased volatility phenomenon.



Appendix A

A.1 Proof of Proposition 3.3.1.

Proof. First, we need to prove the continuity with respect to x.

|f (2 + Az) — f(7,2)| = [E[H(Soe™ A+ TH4) — H(Spe™ ™ 7)]|
S E[C|Soea:+Aw+rT+X7—) _ Soez—l—rT—i-X,— H — CE[Soex-‘rT’T-f—XT |€Aaz o 1|]

= cSpe" R[] — 1| = ¢Spe” T |eA — 1,

because E[e*7] = 1 since X7 is a martingale.
Then,
lim f(r,z 4+ Az) — f(r,2) < lim ¢Spe” e — 1| = 0,
Az—0 Az—0

which means that f (7, ) is continuous in z.
Second, we need to prove the continuity in 7.

1f(T + AT, 2) — f(7,2)| = [B[H(Spes A+ Xrrar) _ H(Spemtrm+X)|
< E[C|Soex+r(T+A)+XT+A) . Soeac+7‘T+XT H

= ¢Spe” TR [eX |R|erATH XA .
But

E|erdr+Xar _ | = Eleram¥ar — 1] if era7+¥ar —1 > (),
E

{ [1 - erATJrXAT] if erATJrXAT —1<0
erAT 1 if erATHXAr 1 5 ()
1—e™ if eramt¥ar _ 1 <
E[l _ erAT+XAT] if1— erAT—I-XA.,. >0
_ rAT )
—¢ H?{ 0 if 1— erdrXar <

— erAT -1 4 Q]E[(l o €TA7'+XA7—)+]'

rAT

Then, because "™ — 1 — 0 when A7 — 0, we only have to prove that:

E[(1 — er2™F¥an)H] 0, when AT — 0.

118
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Let Cyp(R) = {h : h is continuous and vanishing at infinity}. The Feller property tells
us that, for any h € Cy(R) we have:

P:h(0) = E[h(rT + X,)] = h(0) as 7 — 0.

But, in this case h(z) = (1 —e*)* does not belong to Cy(R). Then we try to approximate
h with the function g(z) such that:

g(xz) = h(z), if e > —1,9(z) =0, if £ < -2,0 < g(z) < h(x),
h

and g(x) is continuously interpolated between -2 and -1, that is g(x) = h(—1)x + 2h(—1)
for —2 < x < —1. This way g € Co(R).

E[(1 — 27" ¥ar)*] = |P.h(0)| = |P;h(0) — Prg(0) + Prg(0)| < |P-h(0) — P,g(0)| + |P,g(0)]
= [E[(h(rAT + Xar) — 9(rAT + Xar)) Learsxa, <—1]| + [Prg(0)]
< E[larixa,<-1] + [Prg(0)] = QrAT + Xa, < —1] + [P-g(0)]
< Q[Xar < 1]+ [Prg(0)],

because g = h when rA7 + XA, > —1 and h(z) < 1, g(x) > 0 by construction.
Since |Prg(0)| — ¢g(0) = 0 as AT — 0, we only have to prove that: Q[Xa, < —1] =0
as At — 0.
Defining M = supy<,<.(—X;) we have Q[Xa, < —1] = Q[(=Xa,) =2 1] < Q[M >
1].
Consider 7, | 0 and define 2,, = {w €Q: M- (w) > 1}. This way, the sequence €2,
is decreasing. Therefore,

o

lim Q[Q,] = lim Q[M,, >1] =Q[( ] {w e Q: M, (w) > 1}]

n—oo n—oo

= Q[M; (w) = 1] =0,

n=1

since My = — X, and Xy = 0 a.s . Then QM- > 1] — 0 since 7, is arbitrary. Therefore
@[XAT < —1] — 0.
In order to show continuity for any (7,z) € [0, 7] xR, we use the triangular inequality:

|f(r+ AT,z + Ax) — f(r,2)| < |f(t+ Ar, 2+ Az) — f(r+ A1, 2)| + | f(T + AT, 2) — f(7,2)]
< CSOG$+T(T+AT)|6AZU i 1| + CSOG:C—HTEHGTAT—FXAT i 1|] = 0.

Then f(,z) is continuous on [0,7] x R. =

A.2 Proof of Proposition 3.3.2.

First step: We prove that the density function of r7 + X, p.(z) € C*.

The condition .

liminfe™” [ |z*v(dz) >0
e—0

—€
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implies that
Elcl>0/ |af]21/( dz) > c1€”,

for small e. Following the notation on [83], let p.(z), be the density function of the Lévy
process 7 + X, with characteristic function:

,lvz)r’r-l—XT (Z) = €T¢T+X1 (Z)a

with 2.2 +oo

Grix, (2) = —022 + vz + /OO (e — 1 —izaly<1) v(dz).
Then,
e x (2)] = 67(—”2;2 vzt [T (€ -1zl g < )v(do))

er(i('szrfj;: (sin(zx)fle‘z‘gl)y(d:p))ef#Jrfj;f (cos(zz)—1)v(dz)) S efj_;f (cos(zz)—1)v(dz)) '

Notice that 1 — cos(u) = 1 — cos(% + %) = 1 — (cos?(%) — sin*(¥)) = 2sin*(%) > 2(%)? for
|7rl| < 1. Then,

oo x —2(Z2)2u(dx
[rrax, (2)] < T (ot sy 2N

—7%222 flz\<|7rj z2v(dx)) —Kz2 flzl<ﬁ 2%v(dx)
=z —=e =1z

But [©_|z[*v(dx) > ¢1€”, so by choosing e = &, we get —f‘x|<l 2?v(dr) < —C(ﬁ)ﬁ.
ST
Then,

L)B _ €_c|z‘27[3

[Vrrax, (2)] < e KH = ¢ " with ¢ = KCn? and a =2 — 6.

Also,
/|¢TT+XT(Z>|ZTL dz S/e_dzaz” dz < o0, (A1)
R R

and by inversion formula of the Fourier transform,

1

pr(x) = Gy

/ e iy x. (2) dz.
R

Then, the right hand-side is n times differentiable with respect to x and differentiation is
possible under the integral sign because of (A.1). In fact,

8”])7(:&) . 1 . \n  —izx _ 1 n_(3nm—zz)i
S = o /R(—zz) e hrix. (2)dz = 27T/R|Z| e Urrix, (2) dz

1
< % /]R ’Z|n¢rT+XT(2> dz < oo.
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Then, by proposition 28.1 of [72], the process r7 + X, has density function p,(z) of class
Cuo.
Second step: Let us prove that f(7,x) = E[h(z +r7 4+ X,)] € C>((0,T) x R).
Defining,p, (x) = p.(—z), we have

f(r,x) =Elh(x +r7+ X,)] = h(z) x p-(z) = /Rh(x — 2)pr(2)dz
= /Rh(x — 2)p-(—2)dz = /Rh(a: + w)p, (w) dw,

by making the substitution w = —z.
So we have to show that h(x) % p,(x) belongs to C*° and for that to happen,
has to decrease sufficiently fast at the infinity so that

rfra) . OFa) . (y)
W—h@)*w—éh(“” FET

O"pr(x)
o™

makes sense.

We have
¢;+X1(2) = -0’2+ iy + /Riy(eiyz - 1\y|§1)l/(dy)7
b (2) = —0* + / (i) u( dy),
68 (2) = / (iy) e u(dy), vk > 3.
R
Therefore,
|61 x, (2)] = ’—0’22 +iv + / iy(e'* — 1|y|S1)V(dy>‘ < o?lz| + ]| + /iy(eiyz — 1y<)v(dy)
R R

< o’lz| + |yl +/ |iy(e™ = Liy<1)| v(dy) < o®[z] + | +/ [ylle™*|v(dy)
R R

=l hi+ [l ==l [t [ i) <o
R y|>1

ly|<1

because of (3.23).

6, (2)] = ‘—02 + [wper <dy>} <o+ | [rer (dy>\
<o’y / (i) || dy) = 0* + / jy20(dy) < oo

also by (3.23) and (2.21).

6y, (2)] = ’/ iy)rey dy‘ /! iy)t e v(dy) = /!yl %[ ( dy)

- / lylFu( dy) = / yF(dy) + / ylFu(dy) < o0,V > 3.
R ly|<1 ly|>1
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Then ¢, x,(2) € C* which implies that 1, x, (2) = e™r+x:1 () € O,
Next, we conclude that

16105 (2)] < [0l + I + / yln(dy)| < Ar(1+ |2,
16! ()] < [0 + / ylPv(dy)] < Ag,
R
6% () < / lFu(dy)| < Ay, vk > 3,
R

and also that

8¢7"T+ X z / T z l{ > > B —|— clz|*
| 9 ( )l T|¢T+X1(z>|e " Xl( ) <— (]‘ + | |)77Z}7’7'+X7( ) <— (1 |Z|>6 | ‘ )
82 rr+ X, (% %” X brt
’ 77/} 3227( )| T r+X1( )67¢r+ 1( ) T (¢T+X1(’Z>>26T " Xl(Z)

< TARe™ 0 ) L r2 A (1 4 2] 2T @)
< 7Age k" + 1AL (1 + |2])% —cl#|®
< K (14 |2)e "
So, by recurrence, we get
|a%”+xf(z) < K1+ |2|f < K(1+ |2[F)e =" vk > 0
g | S KA )Yrx, (2) < K(L+ |27)e™0, VE 2 0.
Also,
[ J
dk 12T a ~ dk 12T 00 . TRT T
T [ e g de| = | @~ [ (26 ) d)
dk : 12X 1+k —clz|®
— w(—zz)/ﬂge Pr(x)dz| < K|z re "
[ J

dF i 0%
e / ppzbr(v)de

| @ [ o) (o) da)
0

= %([e”””8 Pr(@)]% + [(—i2)e™ pr(2)] %,

. Gz~ dk . 12T
- [ = | fr 002 [ @
R < R
< K|z|**Fe=" vk > 0,

because by proposition 28.1 of [72] the partial derivatives of p. of orders 0,..,n tend
to zero as |z| — oo. Once again by recurrence,
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d* e O _ o
_/Relzx_p‘l'(x)dx _ w(_iz)n/Rewx ( )d:B <K|Z’n+k CIz\

dzk

i

forall n,k >0 .

Then,

dF O" 2
> izx ~ < n+k —clz|*
Vk,n_O,/R(—dzk/Re —&Cnpf(x)dx) dz_/R(K]z\ ) dz < oo,

which means that 2 [ ¢?** 2" 5 (z)dz € L*(R). But this implies that

/ (Waann @))2 dz < oo

or that |x|k8 O p.(r) € L*(R), and this in turn implies that:

" pT 1 jg1, 0" Dr ()
(1 dz| < 1 +1\Z LT
/I +|$|)x|_C/Rl+‘x’(+|x| ) S dx

<o([ () o) (feme) 7By )"

0"pr(x)
k41
(1 4 [y T2

e

L2 L2
Then,
o f B J"pr(w)| / 0"pr(2)
S (r,2)| = ‘h(as) * S| = Rh(az—z) oy dz

9"pr(2) J9"p-(2)
< — z|P) | ——= < p p
_C/R(l—l—|x z|P) e dz C(1+|$|)/R(1+|z|) oy dz
0"pr(x)
< 1 P K 1 ety Z A7) = D(1 Py,
ct+ei || a2 o)

Then %(T, x) is continuous and finite, which means that f is regular with respect to
x. To prove the regularity in time we notice that:

5222 foo
() = |- 5 bine [ -1 = isalantan)| < €L+ 1P

2 .

and verify by recurrence that

dk 12T am ~
i L d"””‘ B

dk om ,

R zzx’vT d
dk

’d kl:¢7"+X1

( )]m€T¢T+X1(Z) < C|Z|2m+ke—c|z|o“
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Then, L [, ¢ 25 (z)dz € L*(R) , which implies that 222 (1 + [z]*) € L'(R).

dz

Therefore,
Q(T""f) = [h(z) * AP /h($—z)a Pr(2) 4. SC/(1+|x—z|P) 0lz)
orm orm R grm ; 5o
SC(1+|$|p)/(1+|Z|p) 0" (2)| 4.
R orm
0"p-(x)
< C(1 K 1 k+1
< C(1+[zf) H1+!x\ , (1 + [o") — 2 )
= D1+ [z]"),

which means that %(7, x) is continuous and finite.

In the same way we conclude that:

dk ) ontm _ dk . s
5 | e ) de| = | e (e [ ) da

R
< C|Z|2m+n+ke—c\z|°‘.
an—l—mf B an—f—mﬁ"r(x) B 8n+m1")’T(Z)
dangrm )| = M) g | = /Rh(x_z> oo
8n+mﬁ7_<2)
< 1 _ Py
—C/R( tlo—2p)| 22D g
an+mﬁ7_<z)
< 1 p 1 )2 T I S
<+ lap) [ (+1aP) | Grpn | 4
an—&-m]")’ (l’)
< 1 VK 1 E+1NZ  PT\")
<o+l || o+ Zaa|
— D(1 + |z]?).

Then f(r,2) € C*((0,T],R).

A.3 Proof of Proposition 3.3.5.

Proof. Define M = supge ) H(S). We can do this because H is bounded due to the
fact that it is Lipschitz. We will prove first the continuity in x and 7 and finally prove
the continuity using the triangular inequality.

First step: Prove continuity in x for all 7 > 0 and x < u. Choosing § € (0,u — x) we



A.3. PROOF OF PROPOSITION 3.3.5. 125

get:
\fo(m,x+6) — fu(r,2)| = [E[H(Soe" ") cp,  , — H(Soe™ )1, <p, ]|
< E[|H(Soe" " V,cp, s — H(Soe™ ™)1, cp, ]
= E[|(H(Soe" ™) — H(Soe" ™" N lrcr, .,

+ H(Soe" ) (Lrcry o s — Lrcra)l]
< E[k|(Soe" T = Soe" ) 1rcr, , )+ ME[lg,_, ;<ren, .
< ke E[SpeX ]|e® — 1| + MQ[Ry—v—5 < T < Ry_4]
< kSpe™ e — 1|+ MQ[Ry v 5 < T < Ryl

because by the martingale condition E[e*7] = E[e*°] = 1.
Then,

lim | fy (7, 2 4+ 6) — fu((r,2))| < lim kSpe™|e® — 1| + MQ[Ry_o—5 < T < Ry_s] =0,
d—0 d—0

because | — 1| = 0 and Q[R,_»_5 < T < Ry_,] — 0 when § — 0 by Lemma 3.3.5.
Similarly we prove for z < u :

lim | f (7,2 — 8) — fu((r,2))| < limkSee™ |e™ — 1| + MQ[Ry_» < T < Ry_41s] = 0,
6—0 6—0

also by Lemma 3.3.5 and by the martingale condition.
As for x = u the right continuity of fi(7, x) is proven easily so:

|fU(7->u - 6) - fU((Tv U))| - |E[H(Sﬂeu_6+YT)1T<R5H S MQ[T < R&]
Considering §,, — 0 we have:
Q[r < Rs] = Q[N {w € Q|Rs, > 7} = Q[r < Ry] =0,

because Ry = 0 a.s. Therefore, we proved the continuity of fi(7,z) for all z € R.
Second step: Let us prove continuity in time. For x < uw and 0 < s <t :

|fu(t,z) = fu(s, )| = [E[H(Soe™ ) licp,_, — H(Soe" ") Lscr, |
< E[|H(Soe™™) = H(Soe™ ™) Li<r, , + [H(Soe™ )
< kSpe™ T E[le¥ = — 1|] + MQ[s < Ry, < t].
lim | fis (¢, ) = fu(s, )| < lim kSoe™ T E[le¥~ — 1|] + MQ[s < R,—, < t] =0,

lo<r, , <1

because we know that, by the proof of the Proposition 3.3.1, E[|e*~* — 1|] — 0 when
t — s and considering a decreasing set 0, = {w € Q|s < R,_,(w) < tp}, t,, — s

lim Qs < Ry (w) < t,] = QML 2] = Q[0] = 0.

n—o0

Third step: Use the triangular inequality. Let (7,z) € [0, T]x (—o0, u) and (AT, Az) €
R2

|fu(t+ Atz + Ax) — fu(r, )| < |fu(t + Ar,x + Az) — fu (1,2 + Ax)|
+ | fu(r,z 4+ Az) — fy(r, )|
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e First term.

Defining y = ¢ + Ax and t = 7 + A7 with A7 > 0, we obtain:
[fu(t,y) = fu(r,y)] = [E[H(Soe" ) licr,_, — H(Soe" ") 1rcp, ]

= |E[(H (Soe?""") — H(SoeV ™)) Licr,_,

+ H(Soe" ™) (Licry, — Lrern )|
< EHH( €y+%) - H(SoeerYT)‘lKRu—y + ’H(Soey+YT)|1T<Ru—y<t]
< kEHSOeerYt — 506y+YT|1t<Ru7y] + MQ[T < Ry—y < 1]
< kSoeVE[le” — ¥ [] + MQ[r < Ry <] but ¥, — ¥; £ Y,
< kSpe!E[le’ " — 1]] + MQ[T < Ry < 1]
= kSoeYE[e”"|E[|e¥2" — 1|] + MQ|r < Ry < 1]
= kSpe? TR [|e"2 — 1|] + MQ[r < Ry, < 1.

Similarly for the case AT < 0, we get:

|fU(t7y) - fU(Tvy)| =

So for Ax € R,
’fU(tay) _fU(Tay)|

|fu(T,y) = fu(t,y)]
= |[E[H(Soe?™ )1, cp, , — H(Soe? ") 1cp, ]|
= [E[(H (Soe"""") — H(Soe" ™) 1<, ,
+ H(Soey+n)(1T<Ru—y - 1t<Ru_y)]|
< E[|H(Soe"™) — H(Soe? ™) 1ycn, , + [H(Soe" ) [ Licr, <]
< KE[|Soe?™" — Spe? (1 cp, ] + MQ[t < Ry—y < 7]
< kSoeVE[|e"™ — €[] + MQ[t < Ry_, < 7] but ,Y; £ Yion, — Ya,
< kSpeVElle™ e Y2 — 1|] + MQ[t < R,y < 7]
= kSpe’E[e""|E[|e"2" — 1|] + MQ[t < R,y < 7]
= kSpe? AR [|e¥ A7 — 1)) + MQ[t < Ry, < 7).

< kSoey(erTlAwo + "1 ar<o)Efle"37 = 1[] + M(Q[7 < Ru—y < t]lar>o
+Q[t < Ry—y < ]1AT<0)

= kSoe? T (1ar>0 + € 1AT<O)]E[|6Y|A*| — 1]+ M(Q[t < Ru—y < 7]lar<o
+Q[r < Ruy < t]1ar0)

<kS e“”EHeYIAT‘ — 1]+ MQJt < Ry—y < 7)lar<o
+ Q[ < Ry—y < t]1ar>0)

= kSpeV T E||e¥Iar — 1|] + M(Q[AT < Ry_yy — 7 < 0]1ar<o
+ Q[0 < Ry—y — 7 < A7]1Ar>0)]

= kSoe?TTE[|e¥1a7 — 1|] + M(Q[-AT < Ry, — T < 0]
+ Q0 < Ry—y — 7 < AT 1ar>0

< kSpeVTTE[| M8t — 1] + MQ[| Ry — 7| < AT].
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We would like to apply Lemma 3.3.5, but we can’t, because we still have a bound
that depends on A7 and Ax. However, note that Vg, Va, —€e < Ax <€, Ry, <
Ru—z—A:p S Ru—m+e-

Then,

Jm QR I SATS | Hm (@R s~ 7] S A7)+ QR a7 < A7
FQ[Ry e <7 < Rusyd)
= @[Rufxfe = T] + Q[Rufwﬂ = T]
+ QRu-z-c <7 < Ry oyl
=Q[Ry-—v-c <7< Ryusyd]

after Lemma 3.3.4.

e Second term

|fu(m,y) = fu(r,2)] = |E[H(Soe" ™ ) rcp,, — H(Soe" ™ ) rcr,_.]|
< kSpe™ e — 1|+ M(Q[Ry_y < T < Ry_z]1az50
+ Q[Rufx S T < Rufy]le<U>

As already demonstrated, this expression tends to zero when Ax — 0.
Then,

li A Azx) — < i M < T <R,
(AT,IA%ﬁo’fU(TJ“ 1,2+ Az) — fu(r,z)| < (Ar,lAr?)—m( Q[Ru-z—c <7< Ryye]

+ RSt 1
+ M(Q[Ru—y < 7 < Ry_z|laz>0
+ Q[Ry—z < 7 < Ry_y|laz<0))

— MQIR, . <7< Ruyed)

So it remains to prove that when € — 0, which implies Az — 0, that
QRy—z—e <7 < Ry_pyel = 0.
But once again taking ¢, — 0 and if
Ap={w€QRy v, ST < Ry vye,}s

then
li_m QRu—z—e, T < Rypie,] = QML An] = QR = 7] =0,

after Lemma 3.3.4.
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Fourth Step: Let us show the continuity in x = u.

|fu(T + A, u+ Ax) — fu(T,u)| = [fu(T + AT, u + Az)1az<0|
= |E[H(Soe" ™"+ )1y arer au laz<o]

< MQ[T + AT < R_pag|lazco = MQ[T + AT < Rjaq).-
But, for all £ > 0 such that |[A7| <&, implies:
{weQr+ AT <Ry} C{w e Qr — & < Raqg ),
which in turn implies:
QT+ AT < Rjag] Q1 — & < Rjag] — 0,

when Az — 0, because it only depends on Az. =
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