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Abstract

There are several paths that lead to the Black-Scholes formula. This project dis-
cusses two of them.

Chapters 2 and 3 depart from the discrete Cox-Ross-Rubinstein model of prices
and reveal the Black-Scholes formula for European calls and puts.

Chapters 4 and 5 go one step further by considering since inception the continu-
ous modelling of prices, in which a new concept of integral must be defined in order
to formulate the Black-Scholes hypotheses from a stochastical point of view.

The project ends up debating the uses of derivatives and the appropriateness of
the Black-Scholes model in the real world. Moreover, the annex contains Numerical
Methods that implement the models covered in this project.
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1 Introduction

1.1 A scheme of what is included in this project and how
it is structured

My initial intention was to explain the mathematical results that conform the basis
of discrete and continuous derivatives valuation models. My goal was to establish an
analogy between the discrete theory rationale and the continuous theory rationale
so that one could be better understood thanks to the other, and viceversa.

Thus, in Chapters 2 and 3 not only the CRR model - the discrete modelling
of the evolution of the price of the underlying asset - is explained, but also the
computation of the prices of European calls and puts - the valuation of derivatives.

By contrast, the reader will notice that in Chapters 4 and 5 only the continu-
ous modelling of the evolution of the price of the underlying asset is discussed. I
considered that the rigorous definition of the stochastic integral was of paramount
importance in order to make a proper introduction of continuous modelling. Due to
the established limit of number of pages, I had to leave continuous valuation models
out of discussion. Because of the mentioned considerations, the stochastic integral
became the main topic of this project.

1.2 Derivatives: usefulness and benefits

A derivative is a financial instrument that derives its performance from the per-
formance of an underlying asset and that is created by means of a legal contract
between two parties: the buyer and the seller of the contract.

Derivatives resemble insurance in the sense that both allow for the transfer of
risk from the buyer to the seller of the contract, and/or viceversa. This transferred
risk from one party to the other is usually the value of the underlying asset of the
derivative, although it can also be some variable that is a function of the value of
the underlying asset. Common derivatives underlyings are equities, fixed-income se-
curities, currencies, and commodities, but may also be interest rates, credit, energy,
weather, and even other derivatives.

There are two general classes of derivatives:

1. Forward commitments
They force the two parties to transact in the future at a previously agreed-on
price. Forward contracts, futures contracts and swaps are the three types of forward
commitment.

2. Contingent claims

They provide the right but not the obligation to buy (call) or sell (put) the underly-
ing at a pre-determined price. The choice of buying or selling versus doing nothing



depends on a particular random outcome. The primary contingent claim is called
an option.

Derivatives allow market participants to practice more effective risk management.

Definition 1.1. Risk management is the dynamic and ongoing process by which an
organisation or an individual defines the level of risk it wishes to take, measures the
level of risk it is taking and adjusts the latter to equal the former!

In the pre-derivatives era, it was compulsory to engage in transactions in the
underlyings if one wanted to set his actual level of risk to the desired level of
risk. The problem was that such transactions typically had high transaction costs.
Thanks to derivatives, one can trade the risk without trading the underlying itself.

Moreover, the advent of derivatives brought several benefits:
1. Information discovery

One of the characteristics of derivatives is their relatively high degree of leverage,
which translates into less capital required to take a position in the derivatives mar-
ket. Hence, information can flow into the derivatives market before it gets into the
spot market.

Moreover, the price of an option, as will be shown in subsequent sections of
this project, reflects two characteristics of the option (exercise price and time to
expiration), three characteristics of the underlying (price, volatility and cash flows
it might pay) and one general macroeconomic factor (risk-free rate). The only
factor among those mentioned which is not easy to identify is volatility. Using the
Black-Scholes model and some easily programmable non-linear solver, volatility that
market participants are indeed using in their trade executions can be inferred. This
volatility, called implied volatility, measures the expected risk of the underlying.

2. Operational Advantages

A derivatives market has lower transaction costs than the transaction costs of the
underlyings. In addition, a derivatives market typically has greater liquidity than
the underlying spot markets and short positions (simultaneous borrowing and sell-
ing) are easy to be taken.

3. Market efficiency

Competition, the relatively free flow of information and ease of trading tend to bring
prices back in line with fundamental values. When prices deviate from fundamental
values, derivative markets offer less costly ways to exploit the mispricing, which
makes the financial markets function more effectively.

1Quoted from [8].



But how does a derivatives market work? How can the price of derivatives be
ascertained? This is the pricing issue. Furthermore, how does the selling party
cover itself from the potential losses that the contract entails? This is the hedging
issue.

Forwards and futures are in essence the same financial instrument; the difference
between the two only lies in how the contract is entered into by the parties: either
through a futures exchange or through an over-the-counter (OTC) market partici-
pant. Swaps can be thought of as strings of futures or forward contracts, meaning
that a swap can be decomposed into a series of forwards -if the swap contract is
entered into through an OTC market participant- or into a series of futures -if the
swap contract is entered into through a futures exchange-.

Likewise, a forward contract or a futures contract can be thought of as the
simultaneously buying of a call option and selling of a put option. Therefore, the
study of how futures, forwards and swaps can be priced and hedged is implicit in
the study of how call and put options can be priced and hedged and that, indeed,
is the focus of this project.



2 The Cox-Ross-Rubinstein model

This chapter is based on [14], the notes of the subject Modelitzacid taught in the
Mathematics degree of the University of Barcelona by Dr. Josep Vives i Santa-
Eulalia.

2.1 Definition of the model

Assume a market model with only two assets:

1. A riskless asset that evolves in a deterministic manner S°.

2. A risky asset S, that evolves stochastically.

Assume time is discrete and finite, i.e. T := {1,2,..., N} , N € N. Assume a
constant interest rate » > 0 so that:

SO ={S)=(1+r)teT}, s :=1

Assume the price of the risky asset can only go up or down at each step in time
at a rate u > 0 for up moves or at a rate d < r? for down moves so that:

S;e{(1+d)-Se1,(14+u)-S;_1},VteT, Sy € RT

St
Si—1?

Defining the random variable T; = we can define the market model

(Q, F,F,P), where:

0= {(1 + N, A+ ), (L d) - (L) (14 u)N}.

o F= {ft,t S T} with ./T';g = O'{S(),Tl,TQ, ...,TN}.
° ,F:.FN
e P is a probability measure over {2 such that:

P(Tl = £L‘1,T2 = Zo, ...,TN = JTN) > O,V(l’l, ...,CEN) e Q0.

2.2 Viability and completeness of the model

We will begin this chapter with some definitions and some well-known results.

Definition 2.1. A portfolio is a set of risky assets together with a riskless asset.

2d does not have to be negative in order to cause a down move. Any value of d under r provokes
a down move.



Definition 2.2. An investment strategy is a series of random vectors

O = {(&0, bp, -, 03) € RHTE € T\{0}}
where, for every i € {0,1,....d}, ¢!, is F,_1-measurable.

Definition 2.3. The value of a portfolio at the end of day n is

where S,, = (Sg, St S;f) and x refers to the dot product in R4
The discounted value of the portfolio is

Sh ~
m = ¢p X Sy,

and we refer to S, as the discounted price of the asset.

Definition 2.4. An autofinanced strategy is an investment strategy such that

¢n X Sn - ¢n+1 X Sn

Definition 2.5. We say that ¢ is an admissible investment strategy if
Va(¢) 2 0,Vn € T.

Definition 2.6. We say that an autofinanced and admissible investment strategy
¢ is an arbitrage opportunity if Vo(¢) = 0 and Vy(¢) > 0 with strictly positive
probability.

Definition 2.7. We say that a market is feasible if there exist no arbitrage oppor-
tunities in that market.

Definition 2.8. We say that a probability measure P* is equivalent to PP if
P(A) =P*(A),VAe F
We will refer to this relationship between P and P* as P ~* P*.

Theorem 2.9. The first fundamental theorem of asset pricing asserts that:

A finite market is feasible if and only if there exists a probability measure P* ~* P
such that the discounted prices of the risky assets S*, i =1, ...,d, are martingales.
Theorem 2.10. The second fundamental theorem of asset pricing asserts that:

A feasible market is complete if and only if there exists a unique risk-neutral
probability measure P*.

A proof of the first and second fundamental theorems of asset pricing can be
found in [14].



Proposition 2.11. The CRR model does not admit arbitrage opportunities if and
only if d < r < u.

Proof. We first prove that if the CRR model does not admit arbitrage opportunities
then d < r < u. We will demonstrate this result by assuming that d < r < u is
false and concluding that the CRR model does admit arbitrage opportunities.

“d<r<u)=(d=r)V(r=>u)
1. Cased > r

Assume we borrowed Sy and we bought the risky asset. Then, for every ¢t € T, the
value of our portfolio would be V; := S; — Sy - (1 +7)". In the worst scenario, i.e. in
the case that the price of the risky asset fell at each t € T, the value of our portfolio
would be Sy - (1+d)" — Sy - (1+7)". By hypothesis, d > r = 14+d > 141 =
(1+d)' >0+7r) =S -(1+d)" =Sy (1+7) =V, > 0. In particular, Vy > 0,
so there exist arbitrage opportunities in the CRR model.

2. Caser > u

Assume we short sold the risky asset, i.e. we borrowed the risky asset and sold it.
Because in the market model only exist two assets, the risky asset and the riskless
asset, we would invest the proceeds of this short selling in the riskless asset. The
value of our portfolio at each t € T would in this case be V; := Sy - (1 + r)t — 5. In
the worst scenario, the price of the risky asset would go up at each step t € T and we
would have to buy it in order to honor our borrowing contract by returning the risky
asset to the counterpart from whom we borrowed the risky asset. In this scenario,
the value of our portfolio would be Sy - (147)" — Sy - (14 u)". By hypothesis,
reu=1+r>14u= 14+r)"'>0+uw)' = S-(14+7r)=So-(14+u) =V, >0.
In particular, Vy > 0, so there exist arbitrage opportunities in the CRR model.

We now turn to prove that if d < r < u then arbitrage opportunities do not exist in
the CRR model. By hypothesis, r € (d,u). Let us define the following application:

P*:{1+d,1+u} —10,1]

r—d
l+d—s P (T=14+d)=1—p = —
u—d

Let T1,T5,...,Ty be itd random variables, i.e. independent and identically dis-
tributed random variables, with Bernouilli law, with parameter p*, over {1+d, 1+u}.

T, Ty, ....Ty = E*[T}|Fi-1] = E*[T] == (14+d) - P* (T} = 1+ d)

—d —
+(1+u)-IP’*(Tt:1+u):(1+d)-h+(1+u)-%:1+r,weﬂ‘
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1 S, 1
= 14+r = B [[}|F ], vt e T=1=E" [Tt- 1 ’th1:| =FE [ ! ‘«Ftll

+r St,1‘1+7’
_ St ~
.| S 14+7)7! . nY; .| S
=B | SR R | = B | 2| F |
t—1 (1 + 7’) ()T St,1

\V/t € T = E* |:;S~’t|ﬂ_1:| = gt—17 Vt € T

= S is a P*-martingale
Hence, P* satisfies the hypotheses of the first fundamental theorem of asset pricing.
Therefore, the CRR model does not admit arbitrage opportunities.
O

In the CRR model, viability implies completeness. We demonstrate this result
in the following proposition.

Proposition 2.12. Ifd < r < u and S is a P-martingale, then P = P*, P* denoting
the risk-neutral probability.

Proof. By hypothesis, S is a P-martingale. This implies by definition that
E [5',5]}},1} =S5,  VteT= E[T{|Fi-1] = 1+ 7 Vt € T, as we have already shown
in the proof of Proposition 2.11.

On the one hand,
E[L|Fa]=0+d)-P(T, =1+d|F1) + (L+u) - P(Ty = 1 4+ u|F1)
by definition of E'[ - |F;—1]. We already have ascertained that E [T3|F;—1] =1+ 7.

On the other hand, P (T} = 1 + d|F;—1)+P (1; = 1 + u|F;—1) = 1 because P( - |F;_1)
is a probability measure over {1+d, 1+u}. Therefore, we can consider the following
system of equations:

(14+d)-P(Ty=14+dF1)+ 1 +u) -P(Tr=14u|lFy)=1+r
P(T,=1+dF) +P(T=1+ulFiy) =1

The solution of that system of equations is P* (T3 = 1 + u|Fi—y) =: p* = Z:z and

P* (T = 1 +d|Fi—1) =: 1 — p* = =% independently of t € T, i.e. V£ € T. In order

to prove the desired result of this Proposition, the only remaining fact that needs

to be demonstrated is the independence of T; and Tj,j # i, Vi, 5 € T.

Let us remind the definition of conditional expectation: Given a set A € F such
that P(A) > 0 and a random variable X, E[X|A] := ZE-Ll From this definition

P(A)
stems the following result: because F [X|A] € R,

E[X|A]-P(A) = E[E[X]|A]- 1a] = E[X - 1],



which we use fixing X = ly7r,—14) and X = Lyp—144.
E[E V=110 A] - 1] = E [Lin=14a) - 1a] VA EF
E [E []]-{thl—f—u}’A} . ]lA} =F [H{thl—l—u} . ILA} ,\V/A e F

Particularly, this result holds for F = F;_1:

E[E [Linzitay|Fic1] - 1a] = E [Linziqay - 1a] VA € Fiy
EE 1130 Fior] - 1a] = E [1gm140y - 1a] VA € Fiy

Moreover, we have already proved that
E [ﬂ{Tt:1+u}|E—1} =P (Tt =1+ U|~7:t—1) =:p" and

E [Lircisap| Feor] =P (T, = 1+ d|Fpmy) = 1 = p7,

SO:

E[(1—p*)-14] = (1 —p*)- E[14] = E [Lg,—14ay - 1a] VA € Fry
E[p* . ﬂA] =p*- E[]lA] =F []l{Tt:1+u} . ﬂA} ,VA e Fi1

P P(A) = P{T, = 1+ u} N A), VA € F_,

We now proceed to prove by induction the independence of T; and T}, j # 1,
Vi, g € T:

{(1 —p*) - P(A) =P{T, =1+ d}NA),VA € F_,

1. Case N =2
On one hand, if {To =1+ u} and A € {{T1 =1+ u}, {71 = 1 +u}}, then:
2 .
* fA={T; =1
pr-(1—p"), fA={T) =1+d}
Hence, T} and 75 are independent.

On the other hand, if {5 =14 d} and A € {{T1 =1+ u}, {71 =1+ u}}, then:

P{T,=1+d}nA)=(1-p")- -PA) = {](91 -_(f*_) ;)*i)f /?f_izl{T_l l:lcﬁ u}

Hence, T} and 75 are independent.

2. We assume that 7; and 7} are independent , j # 7, Ve, 7 < N —1. We will show
that, under this hypothesis, T; and T} are independent , j # 7,Vi, 7 < N.

8



Observe that if T; and T} are independent , j # 7,Vi, 7 < N — 1 and

N-1
A= (T} € Fnaa
k=1

then

H ({7} Fr-1)

where
_ it {Ly = {Ti=1+u}

On one hand, if {Ty =1+ d} and A € Fy_1, then:

=2

P({Ty = 1+d) N A) = (1—p)-B(4) = (1 - ") - [] PBUTHIFer)

Hence, 14,75, ..., TN are independent.

On the other hand, if {Tv =1+ d} and A € Fy_;, then:

P({Tx = 1+u} N A) = () - P(4) = (5") - || PUTIHFi )

Hence, T1,T5, ..., Ty are independent.
= P = P*, P* being the risk-neutral probability. U

2.3 Valuation of European options according to the model

We have so far proved that it makes sense to consider financial derivatives in the
CRR along with its hedging strategy as long as d < r < u. We now turn to give
a closed formula for the price of a European call and a European put in the CRR
model.

At any time ¢ € T, the value of a European call with expiry date N and strike
price K, which we will denote C(t, S;), is its payoff profile G = (Sy — K)" at the
value of money at date ¢, i.e.:

0

C(t,S,) = S—g - E*[(Sy — K)'|R].
N
Hence: . ( )t
SY . (147 1
Ct,S)=-"2 """ p[(Sy - K)'|F]l=———
(8, 5) SO (147N [(Sw = K)717] (14 7)V



N + N—t
. +
(5 L) 1) =g s )

1=t+1 7=0

(6= =

Define j*(S;) as the minimum of up moves that makes the payoff profile be positive
at date NV having fixed S;. Then:

1 1 phl Nt N—t
C(t,St)=(1+r)N,t,j Y C Y S (1+d) (14 ) - ( . >

J=3*(St) J

() e £ () (297

J=3*(St)

'<r—d)j_5‘ — (1—|—d)Ntj‘(1+u)j'(N—t).(u—r>th
u—d t oy W)Y T Ly J u—d
r—d j_ K “— [N -t u—r\""" fr—a\’
u—d (1+r)V " 4 J u—d u—d

Observe that if

then:

K-P(Bin(N —t,p") > j* (S)
(14 )N
Once this closed formula has been proved for the price at every t € T of a European

Call, it is easy to derive a similar closed formula for the price of a European Put at
every t € T by making use of the Call-Put Parity:

C(t,S;) =S -P(Bin(N —t,p) = 5 (S)) —

1+)

Call-Put Parity: C(t,S;) — P(t,S;) = S —
ﬁ P (Bin (N —t,p*) > j* (S))

C(t,S,) =S, P (Bin (N —t,5) = j* (S))) -

K -P(Bin(N —t,p*) <j*(S;) — 1)
(1 +7“)th
=Sy -P(Bin (N —t,p) < j"(S) — 1)

P(t,S;) =

10



2.4 Building hedging portfolios for the selling of European
options according to the model

Finally, we give a recursive function that can be implemented as a numerical method
in a program with the objective of finding the hedge strategy at each step t € T.

Definition 2.13. An investment strategy is a series of random wvectors ¢; =
{(¢?2,0}) € R* t € T} such that ¢} is F;_1-measurable for every i =1, 2.

@Y denotes the quantity of riskless asset in our portfolio at step t, whereas ¢; denotes
the quantity of risky asset in our portfolio at step t.

Forcing the hedging portfolio to have the same value as the European call at
each step t € T:
o - (L+71)" + o1 - 5, = C(t, S,

we can find ¢? and ¢} by solving the following system:

O (147r)'+¢f-(14d) Sy =C(t,(L+d) - S_y)
O (147 +¢l-(1+u)- Sy = Ct, (14 u) - Si_y)

Clt,(1+u)-S-1) = Ct, (1+d)-54)
(U — d) . St,1
Due to the Autofinancing property of ¢,:

1
= ¢, =

Vie1(d) — ¢ - Sia
(1+ r)tfl

V(@) =) - (14+7)""" + ¢ - Sy = o) =

A program written in C++ that prices and builds the hedging strategy of dif-
ferent European derivatives can be found in 8.1.1.

11



3 From the Cox-Ross-Rubinstein model to the
Black-Scholes formula

3.1 Adapting a time-continuous price process to the Cox-
Ross-Rubinstein model

Let S = {S;,t € [0, T]} be the price process in continuous time of the risky asset.
Let » > 0 be the fixed interest rate. Fix N € N as well.

We discretise the continuous time interval [0,7] in N + 1 time-points ¢; := %,

for i = 0,1,..., N. Accordingly, the continuous price process S is also discretised
defining S; = S( ;) fori=0,1,...,N.

We assume that at every time step of length %, only two changes are possible for
a certain price: either increase or decrease in the same relative amount regulated
by a fixed parameter o. L.e:

1 T
1 + dN - _’_; - )
eVE
1+ ( T>
uy = —
N N
Therefore, we have got S = {S5; = S(¢),0 < i < N} modelled with a CRR

satisfying:

o

1+rL T T
dy = UN—lérN::rN<(1+7"N>-6W—1=3UN

Consider de independent and identically distributed random variables T2V, T},
.., TH with Bernouilli law on

—” T - VN
evN N

and with parameter

1— -
— N _ _rn—dy e VN .
py =P ({T; _HUN})_uN—dN_e«%_ ! Vi €{0,1,...,N}
e VN

1+r-L T o Y 1 =
T‘iNG - LN7 1"‘7"_ - evN ,ViE{O,l,...,N}é - T6 L,e\/ﬁ
s N 1+TN evN

= lo L e{— U}:>XN lo £ e{—a g}
“\1+:Z VN S\T+rZ VN VN

12
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Hence, X}, XV ..., X¥ is a series of independent and identically distributed random

variables with Bernouilli law on {_\/LN’ \/LN} with parameter

1- =
eVN
pN _eﬁ_ 1
vid
Observe that:
- S 1, TN TN
S, = So - TNﬁ—"nZS.%:S. e
Y R e LN e Ll | S e
=lo O =lo Sﬁi = log(S,) — lo (14—7"1)”
g (1+T%)n = log 0 4 (]_—l-’/’%) glon g N
=lo (S)—i—ilo L = log(S,) = lo (S)+iXN+n-lo (1+r£)
= 108\ o0 — g (1+T%) g(on) = 1080 g i g N )

Vn € {0,1,..., N}. Particularly, it holds for n = N, therefore:

N
T
log(Sx) = log(S) + 3 XN + N - log (1 T rﬁ> |

1=0

Our intention is to discover the law of log(Sy) when N — oco. Because S.~ XN is
the only random variable in the above equation, we begin ascertaining the behaviour
of its expectation and variance when N — oo.

3.2 Law of log Sy when N — oo

Lemma 3.1. E(X}') = - 2oy — 1), and Var (XN = %2 -4 -py - (1—pn),
vj e {0,1,.., N}

Proof. For every j € {0,1,...,N},

BOG) = vt (=) = = (o = 1)

For every j € {0,1,..., N},

Var [XM] = E[(X} = BN’ = B [(xN) =2 XY B(XY) + (B(X))]

J

(XM =2 XN T (2py — 1) + (L-(QpN—n)z

=F VN VN

13



(2pn — 1)>2

B [(x))] —2 = @y 1)- B[X) +<L.
( J) JN (2pn — 1) [ ]] JN
o\’ —\” o 2 o 2

=|—=) v+t (—) (1 =pn)—2- (— - (2pn — 1)) + (— - (2pN — 1))
<\/N) VN VN VN
0'2 0'2 02 02 2 0'2 2
:N'pN_N'pN‘i‘N_W'(QpN_l) =N [1—-(2py —1)7]
o? 9 o?
= < [1—(pn®—dpy+1)] = —=-4-py- (1 —pn)
N
Therefore:
N o N
E(X; ):\/—No(ZpN—l),andVar [Xj } :N-Zl'pN-(l—pN)
O
Lemma 3.2. N
) ZXZN] =o-VN-(2py—1)
i=0
and
N
Var(ZXf) =0 4-py-(1—pn)
5=0
Proof. Because of the linearity of the expectation,
N N
E ZXjV] =) BE(X))=N-E(X))
i=0 i=0
Similarly,
N N
Var ZX,.N] =Y Var(X)) = N-Var(X])),
i=0 i=0
O

because X, XN .. XV are independent.
0> 1> ) N>

1

Lemma 3.3. py N—) 3
— 00

1

€

.
|
_[3h

(&
e

=
S

Proof. By definition,
PN =

N—oo
T
e ™ around z = 0.

T eT—e

Due to the fact that both eﬁ, VN —— e, we are interested in studying the

Taylor expansion of py(x) :

14



The Taylor expansions of e*, e™, 1 — e ™ and e* — e™*

spectively,
2

1+:B+%+O($3),

72
1—2+=+0(z%,

around x = 0 are, re-

2
72
T + O(2*) and
2z + O(z?)
Therefore: )
() l—e™ a—%+0(2"
x‘ = =
PN er — e~ 2 2z + O(a3)
_o_ _ <LN)2 + O <L>3 o 102 1
(0) VN 2 N _N—§W+O<N\/N>
PN = PN = —
N o o \? o 1
0'2 0'2
o imA0() e-dmeold)
5 2+0@) | 0+0() w2
O
Proposition 3.4.
N
. N _ o2
]\}1_I>r(1)OVar<z;Xj ) =0

]:

Proof. As we have already proved in Lemma 3.1, Var <Z;.V:0 XJN) =02-4-py-

(1 — py). Applying Lemma 3.3:

Var (

Proposition 3.5.

N

> X

) =04-py-(1—py) —— 0% -4
0 N—o0
J_

— g2

lim F = —
2

N
N
i (L)
7=0
Proof. We have already proved in Lemma 3.2 that

N

>

1=0

E

15
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By definition of py,

E iz:;XiN] :U'\/N~(2p1v—1):a‘\/ﬁ-(2-]91\/(\;%)—1)

\)

:a.\/ﬁ-(z-pjv<\%)—1) =0 N'( 'U_Qif;(?)(%) _1>

L N_(QU—T 20+O(%)>_0\/_ f+0(%)

2U+O(ﬁ) 20—1—0(%)
—g? 1
VN - (Wm(ﬁ)) o +o(wﬁ) o
- 20+0( %) o 24+0 (%) Nooo 2
OJ
Corollary 3.6.
2
log(Sw) 5N (log So + 11T — %, a2>
Proof. Because Propositions 3.4 and 3.5 we can state that
N 2
. N o -
J, B (Z X ) e
7=0
and
N
. N 2
]&IL%OVW<ZXJ' ) =0
5=0
The Central Limit Theorem ensures that
N 2
(Z Xf) LN (—,02)
2
j=0
Therefore,
al T o?
log(Sy) = log(Sy) + ZZ:; X; + N -log (1 + T‘N> 5N (log So+rT — 5 02)
O
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3.3 The Black-Scholes formula

Consider the price PO(N) of a put option with expiry date T" and strike price K:

+
K N N
—  SpeXi=0X; ) ]
N
((1 +7ry)

Let us define Yy = Z;V:o X JN for a better reading. Recall that in the previous
section we proved that Yy - Y ~ N (’T"Z, 02>

PN =E

Definition 3.7.
¢:R—=R

K +
y—p(y) = (erT — Soey>

Observation: ¢ is continuous and ¢(y) < 2% Vy € R

Lemma 3.8.
lim PN = lim E[p (Yy)]
N—oo N—oo

Proof.
Y = Elp(Yw)]+ P - Efp (Yw)]

Notice that:

A~ Ble (vw)]| =

K i K +
(e se) | (5 s
K T K + K K
= E TN S[)@YN — ( i So@YN) < E N 7
(1+7r%) e 1+rL™ e

=K. |E

N—oc0o erT 6rT

%K.‘E{l - 1}

1 1
1+ T%N er’

N (PO(N) _E[yp (YN)]‘ — 0= lim PV = lim Ep(Y)]

N—o0 N—o0 N—o0

Proposition 3.9.
Elp(Yn)] —— Elp(Y)]

N—oo

17



Proof. Because limy_, PéN) = limy o E[¢ (Yy)], ¢ is bounded, ¢ is continuous
and Yy - Y ~ N (77‘72, 02>, under the hypotheses of Portmanteau Theorem we

have that
Elp(Yn)] m——= Elp (V)]

A proof of Portmanteau Theorem can be found in [2]. O

Corollary 3.10. The Black-Scholes formula for a Furopean put with expiry date
T and strike price K is:

K
Py := lim PV = 7 ®(de) = 5y @ (do)

N—oo

where ® denotes the cumulative distribution function of a standard normal distri-
bution, and dy and d_ are:

Proof. Thanks to Proposition 3.9, we know that

Py = lim P = 1im Efp(Yy)] = Efp (V)]

N—o0 N—o0

We focus on the computation of E [p (Y)]:

o0

Elp)= [

_ Y
erT S()e

w(y)-fy(y)dy:/oo (K )+ T GG )]

o0 —00

2\ 2
~ /K o ()
=/ ( = —Soey> . ce 27 dy

oo \ € V2mo?

Standardising variable Y, we come up with the change of variables u =

2
y+%5

<:>y:au—%2> and dy = odu. Notice that —c0 < y < 00 = —00 < u < 0.

Therefore:

18



In order to remove the ( - ) function from the integral, we discuss for which u € R

the inequality
K 2\
(£ semt) s

is satisfied:

K 2\ K o2 K o2
( — 5o’ T >0 —= —&F> Spe’" T T — > e
e e

So
log (£) ~log (¢'7) + 5 K\ T o
— >u <= —log|—|——+=>u
o o (So) o 2
Hence:
Hos(£)-7+3 / | 2 1 e
Elp (V)] :/ 0 (erT - Soe"“?) VA du

o0 27T
1 K T 1 K T
K pees(E)-Frs 1 e Hlog (&)~ +5 2 1 e
2 2 2
=—=" —— e 2 du— Soe 2. ——-e 2 du
e’ oo V2T oo V2T

Observe that the left hand side integral satisfies

%log K —?—5—9 Y %log K —?—&—g
/_Oo <SO) i \/% . eT2du :/_ (SO) ) ¢(u)du,

¢ being the distribution function of a standardised normal distribution. Therefore,

e}

o(u)du = D(d,),

/;log(;;)—f+;
— 0o

® being the density function of a standardised normal distribution and d, :=
%-log(sﬁo) —%—i—%.

On the other hand, in order to solve the right hand integral, we must realize that

2 2 2 2 (u—0)2
@Uu_% e 2 = 6_%—’—“0—_% %
Standardising variable u using the change of variables u = v + o, dv = du forces us

to adapt the upper limit of integration because

1 K rl o 1 K rl o
—o<u< —log| = | ——+-=>-0o<v<-log| =] —-——+=-—-0
o So o 2 o So o 2

19



Hence:

Bl = o) - [ L B(d.) — Syd(d)

erT

K
= Py:= ]&EnmPgN) = 7 @ (dy) = So- @ (d-)

Corollary 3.11. The Black-Scholes formula for the price of a European call with
expiry date T and strike price K 1s

K

erT ’

Co=Sy ®(—d ) —

®(—dy)

Proof. Because the Black-Scholes formula for a European put has to be consistent
with Call-Put Parity, we know that:

00:p0+50_e%:e{(T-q>(d+>_so-q>(d>+so—e[fT
K K
Gy () = 1) = S (B0 = 1) = S (1= B(d)) — o (1= b(d.)

Finally, thanks to the 1 — ®(z) = ®(—z), Vo € R, property of the cumulative
distribution function of a standardised normal distribution, we have:

K

erT )

C() = So (I)(—d,) -

O (—d,).
O

A program written in C++ that uses the Black-Scholes formula to compute the
implied volatility o of the market can be found in 8.1.2.
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4 Stochastic calculus

4.1 The Wiener process and the Brownian motion process
Let (2, F, Fi=0, P) be a filtered probability space, i.e.:

o Let t €[0,00).

e Let Q be the set of all possible continuous paths of the evolution of prices of
a particular risky asset.

o F={F,te€|0,00], F o-algebra of Q and F = F}.

e Let P be a probability measure over ().

The motivation of considering continuous-time models comes from the fact that, in
practice, the price changes in the market are so frequent that a discrete-time model
can barely follow the moves. On the other hand, the most widely used model is the
continuous-time Black-Scholes model, which leads to more explicit computations
than the discrete-time models.

We shall begin defining the Brownian motion process since it is the core concept of
the Black-Scholes model and appears in most financial asset models.

Definition 4.1. A Brownian motion process is a real-valued, continuous stochastic
process (Wt)t20, with independent and stationary increments. In other words:

W:0,00) x Q2 —=R
(t,w) — W(t,w)

1s a Brownian motion process if it satisfies:

e it is continuous: P a.s. the map s — W (s,w) is continuous.

e it has independent increments: if s < t, W(t,w) — W (s,w) is independent of
Fe= U(W(U,w),u < S).

e it has stationary increments: if s < t, then W(t,w) — W (s,w) and
W(t—s,w) —W(0,w) have the same probability law.

The previous definition contains properties of the behaviour of the evolution of
prices in the markets that a trader can observe in his screen at work. This definition
induces the distribution of the process W (t,w), but the result is difficult to prove
and the reader ought to consult the book by Gikhman and Skorokhod (1969) for a
proof of the following theorem.

Theorem 4.2. If W is a Brownian motion process, then W(t,w) — W (0,w) is a
normal random variable with mean rt and variance c*t, where r and o are constant
real numbers.
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This theorem establishes the grounds of another definition of the Brownian mo-
tion process, more friendly to handle in the technical details of the upcoming sec-
tions.

Definition 4.3.

W:[0,00) x Q2 >R
(t,w) — W(t,w)

s a Brownian motion process relative to F if and only if for every w € €):

a.s.

o W(0,w)="0 and W(t,w) is Fi-measurable.
o W(t,w)— W(s,w) is independent of Fs, s <t Vs,t € [0,00).

o W(t,w)—W(s,w)~ N(0,t—s), Vs, t € [0,00).

Moreover, the following definition of Wiener process is closely related to Defini-
tion 4.3..

Definition 4.4.

W:[0,00) x Q2 =R
(t,w) — W(t,w)

1s a Wiener process relative to F if and only if for every w € §:

W(0,w) 20 and W (t,w) is F,-measurable.

EW(t,w)|Fs] = W(s,w) Vs < t, s,t € [0,00). Le., W is a martingale with
respect to P.

E[(W(t,w))?] < oo ¥Vt € [0,00).

E[(W(t,w) - W(s,w))z] =t—s,Vs<t, s,tel0,00).

For every fivted w € Q, t — W(t,w) is continuous.

In fact, the following theorem states that we can use Definition 4.3. and Defini-
tion 4.4. interchangeably:

Theorem 4.5. W is a Wiener process relative to (F),, t € [0,00) if and only if W
is a Brownian motion process relative to (F),, t € [0,00).

Proof. The details of this proof can be found in a series of theorems, propositions
and remarks in [12]. O
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4.2 Properties of the Wiener process

In order to reach a better understanding of the concept of Wiener process, we will
show some of its properties. New concepts have to be introduced so that the Wiener
process’ properties can be better explained:

Definition 4.6. For any [a,b] C [0,00), (7,),, is a series of partitions of [a,b] such
that, for every n € N, m, = {to,t1, ..., tn} satisfies a =tg <t; < .. <t, =b and

II .= j:()fr_l_a_,an {thrl - t]} —>n—>oo 0.

In some parts of this chapter we will require every m, to be an equi-spaced partition,
i.e., if 1, = {to,t1,...,tn} then tj41 —t; = b_T“ Vi € {0,1,....,n — 1}. If such
assumption is needed, we will explicitly mention that m, are equi-spaced.

Definition 4.7. Consider, for any t € [0,00), a series of partitions (m,), of the
interval [0,t] and

n—1
Voo [(W (tk0)pen] 1= D W (t1,0) = Wt w)|
=0
If the limit lim,_ (‘/[O,t] [(W(tmw))kgn}) exists, we define it as the Variation of
process W along the interval [0,t] and we call it Variation,(W):
Variation (W) := rlliinm (Vo [(W (tr, ) cn))
Notice that Variation, (W), if it exists, is a stochastic process too. We will show

that a Wiener process has infinite variation.

Definition 4.8. Consider, for any t € [0,00), a series of partitions (m,), of the
interval [0,t] and

[y

n—

Vi (Wt @) pcn] =Y (W(tji1,w) — W(t,w))?

J

Il
o

If the limit lim,_ <V[(2),t] [(W(tk’w>)k<n}> exists, we define it as the Quadratic

Variation of process W along the interval [0,t] and we call it [W, W1,:

T 2
(W, W], = 11112%) (V[o,t} [(W(tlw w))k<n})
Lemma 4.9. Lett € [0,00) and let m, be a partition of the interval [0,t] for every
n € N. For everyn € N, if W is a Wiener process, then:

n—

E

=

1 (W (tj41,w) = W(tj,w))* — t] =0
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Proof. For every n € N,

i
L

(tjv1 —1t;)

<.
Il
o

is a telescoping sum. Therefore,

—_

n—

(tjz1 —tj) = tn — to,

Il
=)

J
T, is a partition of the interval [0, t] for every n € N, then 0 = ¢, and t,, = ¢ implying

1
(tjpr —tj) =t —to=t

n

=0
n—1 n—1
2
E Y (W(tj,w) = W(t,w)* =t = B | Y (W(tj,w) = W(t;,w)* = (t31 — 1))
7=0 7=0

and because the expectation is a linear function this is equal to:

|
—

n

=N E[(W(tjr,w) = W(t;,w)’] — E(tj1 —t;)

<.
Il
o

W Wiener process = E [(W(tj41,w) — W(tj,w))Q] =tjy1—t;,V5€{0,1,....,n—1}

Because t;;1,t; € R and are not random variables, E (t;411 —t;) = t;11 —t;. There-
fore:
n—1 n—1
E Y (W(tj,w) — W(tj,w)) _t] D Mt - (i1 —t5)] =0
7=0 7=0
U

Lemma 4.10. Let t € [0,00) and let 7, be a partition of the interval [0,t] for every
n € N. For everyn € N, if W is a Wiener process, then:

n—1 n—1 2
Z J+17 W<tj> w))Z —t (Z J+17 W(tjv w))Q - t>
Jj=0 J

Proof. This lemma is a direct implication of Lemma 4.9.
O

Lemma 4.11. Lett € [0,00) and let 7, be a partition of the interval [0,t] for every
n € N. For everyn € N, o«f W is a Wiener process then:

2_: (tjs1,w) = W(tj,w))* — t] = 2_: Var [(W(tjs,w) — W(t;,w))’]
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Proof.
W Wiener process = Brownian motion process = Vs, s’ t,t' € [0,00],s < t,

s <t,s#s and t £, W(t,w)—W(s,w) and W(t',w)—W(s',w) are independent
= Vs, t,t' €[0,00],s <t, s <t,s#s and t #t, (W(t,w) — W(s,w))* and
(W(t',w) — W(s',w))” are independent = Vs, s, 1, € [0,00],s <t,8 <t',s# s
and t #t', and Va,b € R, (W (t,w) — W(s,w))? —a and (W(t',w) — W(s',w))* —b
are independent = Vs, s t,t' € [0,00],5s <t,8 <t',s# s and t #t' Va,b e R :

Var [(W(t',w) —W(s,w)’ —a+ (Wt w)—W(s, w)’ - b]

= Var |[(W(t',w) = W(s,w))* = a] + Var [(W(#,w) - W(s',w))* - b]
Applying this result recursively:

-1

Z ti,w) — W(tj,w)” — (1 — tj)]

= i Var [(W(tj+1,u)) - W<tj7w>>2 - (tj‘H - tﬂ)}

Finally, because adding a constant does not change the variance:

n—1
Z J+17 W( ] ZV@T ]+17 ) W(t]ﬁw))z}
7=0
U
Proposition 4.12. For every t € [0, 00),
W Wiener process = [W, W], =t in the L* sense
Proof. Let m, be a partition of the interval [0, ¢] for every n € N.
n—1 2
[W, W], =t in the L? sense < F (Z (W (tj41,w) — W(tj,w))? — t) —0
n—oo
=0

Lemma 4.10




Lemma 4.11 i Var [(W(tj+1,w) — Wi(t;, w))z}

J=0

Therefore, if we define Y; := W (t;11,w) —W(t;,w) Vj =0,1,...,n—1 we know that:

n—1 2 N1
E (Z (W(tj+1,w)—W(tj,w))2_t> —0 = > Var(y; )mo
=0 =

Applying the definition of variance in Var(Yf), we know that:
Var(v?) = B|(v* = E (v?)"] = B [vi* =228 (V%) + (8 (v;%))]

2
= B3 - (8(7)
W Wiener process = Y; 1= W(tj11,w) — W(tj,w) ~ N(0,tj41 —t;) = E(Y;) =0
) =

= Var(Y;) = E(Y;®) = tj1 — t;
Therefore:
Var(Y)?) = E(Y;") = (tj1 — t;)°
Y~ N(0,ty51 — 1) = B(Y;") = 3(ty41 — 1)
= Var(Y;?) = 3(tj1 —t;)" = (tj1 — t,)" = 2(tj11 — t;)"
Hence

n—oo

n—1 2 n—1
E < (W(thrl, CLJ) — W(tj7w)>2 — t) n—>oo <~ Z 2 b1 — t —> 0
7=0

2tj —1))" <2 max |t~ }Z i1 —t;) = 21t —— 0.

7=0, ..., j=n n—00

Proposition 4.13. For every t € [0,00),

W Wiener process = Variation,(W) = oo

Proof. Consider a Wiener process W. For every ¢t € [0,00), let (m,), be a series
of partitions of [0,¢], n € N. Suppose Variation,(W) < oco. We will reach a
contradiction.



W Wiener process = for every w € €2, £ — W (t,w) is continuous on ¢ € [0, ] for
every t € [0, 0o].

t + W (t,w) is continuous on t € [0,] for every ¢t € [0, 00] and [0, is a bounded
interval = W (t,w) is uniformly continuous on [0, ]

= max {W(tj;1,w)—W(t;,w)} —0

7=0,...,n—1 1—0
n—1
(W (tj41,w) — W(tj,w))? is less than
7=0
n—1
max {W(tw) = Wit @)} Y0 W (@) = W(tw)]
----- =
n—1 n—1
sup (Z (W (tj41,w) — W(tj,w)|> <00 = Y |W(tja,w) — W(t,w)| < oo
™o\ j=0 =0

for every n € N. Together with the already proved fact that

max {W(tj41,w) — W(t;,w)} - 0

7=0,....n—1
we get:
n—1
=01 {W(tjr1,w) — W(tj,w)} ZO (W(tjs,0) = W(tj,w)| 70
j=
Therefore: .
2
- (W (tjs1,w) — W(tj,w)) ﬁ 0
j=

But we have already proved in Proposition 4.12 that

n—1

(W (tj1,w) — W(t;,w))” — t in the L? sense

ﬁ.
=0
= 3 some partition m,, such that

n—1

(W (tj11,w) = W(tj,w))* >
j=0 max;=o,..., nfl{t?+l—t§}—>0

Having reached a contradiction, we know that it cannot be true that Variation,(W)
< 0. Hence,

Variation (W) = oo
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Proposition 4.14. For every t € [0,00), almost all paths of W are not differen-
tiable at t.

Proof. Fix t € [0,00). Consider the set A defined as:
A:={w e Q:s— W(s,w) has derivative at t}

We will show that P(A) = 0.

Let us define A% for k € N:

W(t+eo)—W(to)
\/E

Observe that, W Wiener process = W (t+¢€,0)—W(t,0) ~ N(0,t+e—t) = N(0,¢).
Therefore, w ~ N(0,1). Hence, P(A*) = ®(ky/€) — ®(—ke), where ®
denotes the cumulative distribution function of a standardised normal distribution.

Recall that ®(—z) = 1 — ®(z) Vx € R, then:

1
Aﬁ::{weﬁzfores.t.O<6<—,n€N,—k\/E<
n

P(45) = 20(0kvE) — 1 = B(kyE) — (k) < 20 (=) 1

k 1

But it is P(A) that we want to compute:
o€ A= s W(s,o) has derivative at ¢

. Jlim W(t+eo)—W(to)

e—0 €

W(t+eo)—W(to)

€

<k

1
= fores.t. 0 <e< —,n €N, dk € R such that — k£ <
n

1
= for e s.t. 0 < e < —,n € N, 3k € R such that
n

Wi(t+e,o0)—W(t o)

—kv/e < <k
Ve NG Ve
= 3k € Nsuch that 0 € A = Ac | J ] Ak
k=1n=1
ACUUA’“:HP’ (UUA’“)—Z[]P(UAQ)
k=1n=1 k=1n=1 1 n=1
Observe that, for any k,n € N A¥ | C A because:
—k W(t+ew)—W(tw) k

€ Ak ——— < —kye< ’ — < ke < —
w n+1 n+1 \/E \/E \/E n+1
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A) gi [IP’ (GA’;) =0=P(A) =0
U

Theorem 4.15. If W is a Wiener process, W (t,w) and oWt =50 gre martin-
gales with respect to FV, the natural filtration of W .

Proof. We will deal first with W (¢,w). Let 0 < s < t. Because F}" is the natural
filtration of W, we know that W (s,w) is FV-measurable. Therefore,

E(W(t,w)]|FY) = W(s,w) = E(W(t,w) — W(s,w)|F)

W is a Wiener process = W is a Brownian motion process = W (t,w)—W(s,w) and
FY are independent. Therefore, E (W (t,w) — W (s,w)|FY) = E (W (t,w) — W(s,w))

W Brownian motion process = W(t,w) — W(s,w) ~ N(0,t — s)
= E(W(t,w) —W(s,w)) =0
E(W(t,w) — W(s,w)) =E (W(t,w)— W(s,w)|F)) =0
= E(W(t,w)|FY) =W(s,w)
Hence, W (t,w) is a martingale with respect to its natural filtration.
We turn to deal with e7 W) =301,

E [GJ-W(t,w)—%.g2-t|f~SVV} - B [GU.W(t,w)—%.a2.t+gW(s,w)—aW(s,w)|f'SVV}

— F [eU-W(t,w)foW(s,w)eoW(s,w)f%-UQ-t|fSVV:|

: 1.2 .
Because W (s,w) is F¥-measurable, e?V @) =377t ig glso FW_-measurable. There-
b S ) S

fore:

E [6U-W(t,w)—%'o2~t|‘/—_'sl/1/i| _ 60W(s,w)—%~02~t . E [€U~W(t,w)—aW(s,w)|FS‘/V}

W is a Wiener process = W is a Brownian motion process = W (t,w) — W(s,w)
and FYV are independent. Therefore:

GJW(s,w)—%vz-t . E [€U~W(t,w)—aW(s,w)|Fg/] _ 60W(s,w)—%-02~t . E [ea[W(uw)—W(s,w)]}
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W is a Wiener process = W is a Brownian motion process = W (t,w) — W(s,w)

~ N(0,t—s) =0 (W(t,w) —W(s,w)) ~ N0,0*(t — 5))
o (W(t,w) —W(s,w)) ~N(0,0°(t —s)) = F (e”(W(t’“’)_W(S’“))) = 27 (t79)
Finally:

E ea-W(t,w)—%-02~t’f;ﬂ/] _ oWsw)—3o?t | [ea[W(t,w)_W(s,w)}]

oW (s,w)—%-02-¢ %-02-(7575)

5 e W(s,w)fé-zf?-s

= € :ea

= o Wtw)=30%1 jg 4 martingale with respect to the natural filtration of W.

4.3 The stochastic integral

Let W = (Q, F, (F),, (W), P) be a Wiener process. In this subsection we want to
give meaning to

[ s,

where (X (s,w))g< < is a stochastic process enjoying certain properties.

4.3.1 Elementary processes

Let (m,), be a series of partitions of the time interval [0,7] such that for every
neNﬂ'n:{Ozto,tl,...,tn:T}, O=to<ti <...<t,=1T.

Let (X;),,, be a series of random variables such that for every n € N and
Vi =0,...,n — 1 the random variable

w i X;(w)

is J;,-measurable. This fact deserves a special highlight: once the time ¢; has
occurred, the value X;(w) is known and is a real value.

Definition 4.16. A stochastic process
X:[0,T| xQ2—=R
(t,w) = X(t,w)

is an elementary process if and only if

n—1

=0

where X; is a F,-measurable random variable for every i =0,...,n —1
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Notice that an elementary process is right-continuous.
Definition 4.17. Let X and X' be stochastic processes.
4 a.s
X~ X = / | X (s,w) — X'(s,w)|ds="0
0

k%

Proposition 4.18. ~** is an equivalence relation

Proof. For any X, Y and Z stochastic processes,
4 a.s
/ | X (s,w) — X(s,w)|ds =0=0= X~"X
0
If we assume that X~**Y, then:
as [T T
0 ':'/ | X (s,w) = Y(s,w)|ds = / Y (s,w) — X(s,w)|ds = Y~ X
0 0
If we assume that X~**Y and Y~**Z, then:

0< /0 | X (s,w) — Z(s,w)|ds = /0 | X (s,w) = Y(s,w) — Z(s,w) + Y (s,w)|ds

T T
< / X (s,w) = Y(s,w)|ds +/ Y (5,0) — Z(s,w)[ds20 + 0
0 0

T
N / X (s,0) — Z(s,0)[dPE20 = X7
0

Definition 4.19.

X([O T]) _ {X progressively measurable stochastic process : X=(Q,]:,(ft)t,(Xz)Ogth,P) }/
, =

. AUKE

The objective of the definition of X([0,77) is to avoid considering two equivalent
stochastic processes in the sense of ~** from now on. Even though an element of
X([0,T1) is a class of equivalence, we will not use any special notation to refer to it.
Le., we will refer to elements in X([0,7]) with the notation of a stochastic process
and we will just keep in mind that each element is "unique” in X([0,77]) in the sense
of ~**.

Because every right-continuous process is progressively measurable, we know that
X([0,T]) contains all elementary processes. A proof of such a result can be found
in [1].

Definition 4.20.
M ((0,T]) = {X € X([0,T]) such that E (/OT \X(s,w)|pds> < oo}
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Proposition 4.21. Let X be an elementary process, i.e.:

n—1

X(tw)=> Xi(w)l,,, ()

=0

Then:
X € M*([0,T]) < E(|X;]") < +o0, Vi€ {0,1,...,n—1}

In particular,

X € M*([0,T)) < X, is square-integrable Vi € {0,1,...,n — 1}

Proof.
X e MP([0,T]) — E (/OT ]X(s,w)|pds) <o
E (/OT \X(S,w)‘Pds) _E (/OT gxi(w)ﬂmm(s) pds)
> (Z X (fir — m) - B (X)) - (i — 1)
Therefore: o -
X e M7 ([0,T]) <= :EﬂXi(w)D (b1 — 1) < 400

<~ FE(|X;]’) < 400, Vi e {0,1,....n — 1}

Definition 4.22.

E?([0,T]) :={X € M?([0,T]) such that X is an elementary process}

4.3.2 Stochastic integral of an elementary process

Definition 4.23. Let X € E?([0,T]) be an elementary process and W be a Wiener
process. Then:

n—1

/0 X(t,w)dW(t,w) = > X(ti,w) - [W(tig1,w) = W(t;,w)]

=0

1s the stochastic integral of X with respect to W .

Notice that fOT X (t,w)dW (t,w) is itself a random variable, and not a stochastic
process.
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Lemma 4.24. Let X € E?([0,T]) and W a Wiener process. Then, for every
a,b € [0,T], a < b, consider the stochastic integral of X with respect to W in the
interval |a,b]. Then:

" E (/abX(t,w)dW(t,w)m) ~0

E ((/abX(t,w)dW(tw)flfa) =K (/b (X(tw))zdtlfa)

In particular,

E ((/abX(t,w)dW(t,w))2> _E (/b (X(t,w))2dt>

Proof. We will first deal with 1. Let X be an elementary process, i.e.

n—1
X(hw) =D Xi(w)hy,,,(®)

where each random variable X; is F;,-measurable.

By definition of stochastic integral of an elementary process:

E < / bX(t,w)dW(t,w)|fa>

= F (i X(ti,w) . [W(ti_;_l,W) — W(tz,w>] |fa>

1=0

o b
Atz g [Lxtewant.olz)

_y E[X(ti,w) - [W(tip1,w) — W (t;,w)] | F]

i

[y

Il
o

Due to one of the properties of conditional expectation, because
a<ti=F, CFVie{01,....,n—1}

= F[X(t;,w) - [W(tiz1,w) — W(t;,w)]|Fal
= E[E[X(t;,w) - [W(ti,w) — W(t;,w)] | F] | Fa]

Because X (t;,w) is F;,-measurable, we know that
E[X(ti,w) - [W(tis,w) = W(t, w)] [ F] = X (i, w) - E[W (ti1,w) — W(ti,w)|F,]
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Because W is a Wiener process, it is also a Brownian motion process and therefore

W(tiv1,w) — W(t;,w) is independent of F;,. Then:
EW (tip,w) = W(ti,w)|F] = E[W(tip,w) = W(t, w)]
Because W is a Wiener process, W (t;11,w) — W (t;,w) ~ N(0,t;41 — t;). Then:
EX(ti,w) - [W(tipr,w) = W(ti, w)] [F,] = E[W(tiq1, w) — W(ti,w)] =0

Hence:
E[X(t,w) - [W(tipr,w) — W(ti,w)] [Fo]

= EE[X(ti,w) - [W(tiyr,w) = W(t, w)] [F] [ Fa] = E0]Fa] =

E ( / bX(t,w)dW(t,w)U—"a)

= E(X(tl,W) : [W(ti+1,u}) - W tz,w 0=

=0

i
L

Il
=)

%

We turn to prove 2. By definition of stochastic integral of X with respect to W:

E ((/abx(t,w)dW(t,w))2|fa>
((jle ti,w) - [W(tiyr,w) — W(ti,w)]>2]_-a>

n—1 n—1
(ZX tww z+17 tww ZX tsz z+law) - W(ti?w)H‘Fa)
i=0 =0

=L (Z (X (s, w) W (tigr,w) = W(ts, ) (X (1, w0) [W(Ej41,0) = W(%M)])!fa>

4,7=0

and because E | - |F,] is linear:

n—1

= > E((X(ti,w) - [W(tin,w) = W(ti,0))(X(t,0) - W (tg41,w) = W(t, w)])| Fa)

t,j=0

We break the summation with index j in three summations in the following manner:

Z E((X (@) - Wt w) = W(t, )X (5, w) - [W (it w) = Wt w)])|Fa)

1,7=0

3
|
—
S
|
—

E((X (s, w) [W(tipr,w) = Wt ))(X (1, 0) [W(tj41,w0) = W, w)]) | Fa)

s
Il
=)
.
Il
=)
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+2E (X (1)) - W (tisr,w) = W (1, w)]*|Fa)

n—1 n—1

D> E(X(tw) Wt w) = Wt )] (X (1, w) [V (t11,0) = W (L, w)])|Fa)

i=0 j=i+1

Notice that a < t;,t; = F, C Fy, and F, C Fy,. Further: if ¢; <t; = F, C F,
and if t; < t; = F;, C Fy,. Therefore, in the summation

—_

1

E((X (s, w0) [Wtipr,w) = Wt )X, 0) [W(E11,0) = W(E,w)])|Fa)

%

S

Il
<)
Il
=)

=0 j

Fi. C Fi, holds. Analogously, in the summation

J 7

n—1

ST ST B (X (i) [ (ti1,0) — W (ke )]) (X (15,0) [ (1541, 0) — Wt )| )

i=0 j=i+1

Fi, C Fi,; holds. Hence:

If 1 < j and X, is Fi-measurable = X; is F;-measurable and X is F;-measurable.
Moreover, at time t; the values of X (t;,w), X(tj,w) ,W(tis1,w) and W (t;,w) are
already known, so:

E((X(t,w) - [W(tisr, w) = Wt 0))(X (5, w) - [W(tj41,w0) = W(tj, w)])|[Fa)
= E B ((X(t;,w) W (i1, w) = Wt w))(X (8, 0) [W(tj,w) = Wt w)])IF,) |1 Fd
= E [ X(t;,w) - X(tj,w) - [W(tiyr,w) — W(ts, w)|E (W (tjs1,w) — W(tj,w)|F,) [Fa)
W Wiener process = W is a Brownian motion process = W (t;11,w)—W (t;,w) and
Fi, are independent = E (W (tj41,w) — W(tj,w)|F,) = E (W (41, w) — W(tj,w))
W Brownian motion process = W (t;11,w) — W(t;,w) ~ N(0,t;41 —t;), so
E(W(tjt,w) —W(tj,w) =0
This is the reason why
E((X(t,w) - [W(tisr, w) = Wt o)) (X (t5,w) - [W(tj41,w0) = W(tj, w)])[Fa) = 0
Analogously, if j < i
E((X(t,w) - W (i, w) = Wk, @) )X (5, w) - W (T ,w) = Wt w)])|Fa) = 0
holds. Finally:

n—1

Y E((X(tw) - W (tin,w) = Wt ) (X (8, w) - [W(tj1,w) = Wty 0)]) | Fa)

i,j=0
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1

E (X, w) W (tirr,w) = W, 0))(X (1, 0) [W (it w) = Wt w)])|Fa)

)

i
L

+2E ((X(tuw))Q W (tig,w) — W(t,-,w)]QIJ-"a)

D0 D0 Bt w) Wt @) = Wt 0)) (X (15,0) W (510, 0) = W (t5,0)])| )

=0+ Z E (X (t,w)? - W (tisr,w) — W(ti,w))?|Fa) +0

= 2 E (X (ti,w))* - [W(tisr,w) — W(ts,w)*|F) = E (/ (X(t,w))Qdﬂfa)

by the definition of stochastic integral of an elementary process and the linearity of
conditional expectation.

U
Equip E? ([0, T]) with the inner product < -, - > defined as:
<> E*([0,T]) x E*([0,T]) = R
(X,Y) >< X,Y >= E (/bX(t,w) . Y(t,w)dt)
So that the norm

X1 2oy = V< X, X >, VX € E* ([0, T])
can be defined. Consequently, a distance in E? ([0,7]) can be defined too:
dp2(omy) (X, Y) = || X — YHE?([O,T])a VXY € E*([0,T])
Equip L? () with the inner product << -,- >> defined as:

<< >> LA x LA(Q) =R
(X,Y) << XY >>=FE(XY)

So that the norm

XN o) = V<< X, X >>, VX € L* ()

can be defined. Consequently, a distance in L? () can be defined too:

drzg) (X,Y) = [|X = Y120, VX, Y € L*(Q)
Recall that, if X € E?([0,T]), then [, X (t,w)dW (t,w) € L* ().

The previous Lemma is of paramount importance because it establishes an isometry
between the metric spaces (E? ([0,71),dpz(o1y)) and (L*(Q),dr2(q)). Indeed:
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Corollary 4.25. The map

/0 . dW(t, w): (E2 ([O, T]) :dEQ([O,T})) — (L2 (Q) ,sz(Q))
X — /TX(t, w)dW (t,w)

18 an isometry.

Proof.

TX(t,w)dW(t, w)

= F ((/OTX(t, w)dW(@w))Q)

— </ab (X(t,w))th) = [| X g2 (0.1
Ul

Later on we will show that this isometry can be extended to the whole M? ([0, T7).

4.3.3 Stochastic integral of a stochastic process

We need an approximation result that states that an MP-process can be suitably
approximated by elementary processes.

Let (m,), be a series of equi-spaced partitions of [0, T7.

Definition 4.26. Let f € MP([0,T]). We define:

n—1
an(t’w) = Z fZ(w) ’ :H‘[tz‘7ti+1)(t)
=0
where:
. 0,if1=0
POV o B fods = ke 12, S(s.)ds = 5 12, Flo.)ds, 1 70

n

Observe that f; is a Fi,-measurable random variable. ILe., once t; has occurred, we
do know the real value f;(w). Therefore, G, f(t,w) is Fi,-measurable too.

Lemma 4.27. If f € M? ([0,T)), then:

1.
T T
G.f(s,w)Pds < s,w)[Pds.
/O| f(s,0) </O|f( )

2. Guf € M7 ([0,T)).
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In particular, G, f € EP([0,T]).

Proof. Let f € M?([0,T]) and consider G, f(t,w) := 31 fi(w) - Lpp,.i,1) (1)

T nl ot
| Gusswras=3 [ Gt wras
0 j=0 /ti

n—1 /’tj+1
- t

J=0

n—l1 Lyl
Z fZ(w) ’ I]‘[ti:ti+1 dS - Z/ |fj |pd5
=0

For every j =0,1,....,n — 1, f;(w) does not depend on s. Therefore:

ti+1 n-l ti+1
Z/ e |pds=2|fj<w>|p/ ds—Zm (Los — 1)
=0 K

ti P
/ f(s,w)ds
ti—1

Because = — |z]” is a convex function, Jensen’s inequality applies and:

T 2n [h
|5 [ tsoas =L [ ireeras
i j=0 i—1

n=1 .t T
=3 [ s = [ Ifeeras

0 Yti—1

n—1

=0

T
[e=]
.

Hence:

T T
/ 1Gof(s,0)Pds < / F(s,w)Pds
0 0

i ([ 16ureres) <e ([ i)

rear ()= e ( [ Ifswris) < oo

=y (/OT |an(s,w)|pds) < +o00 = Gof € M?([0,T])

G, f satisfies the definition of elementary process, therefore G, f € E? ([0,T]).

Lemma 4.28.
T
f continuous on t = lim |G f(s,w) — f(s,w)|’ds =0

n—oo 0
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Proof. f continuous on ¢t and [0, T| compact = f is uniformly continuous on [0, T7].
Fix € > 0, f being uniformly continuous on [0, 7] means that 3n € N big enough
such that for s,5' € [0,T7], |s — s'| < 2 = |f(s) — f(s)] < e

Consider the function

([ 1rts.ras) ' 0.7) = 0.0

£ </Ot|f(s,w)|pds);

1
t P . . . . . .
< Jo 1f(s,w)P ds) is continuous because the integral is a continuous function
1

and f is continuous by hypothesis, moreover [0, 7] is compact = (fot |f (s, w)|pds> ’

is uniformly continuous on [0,7] = 3t; > 0 close enough to 0 so that

(/ " |f<s,w>|pds)’1’ <

t1
:>/ |f(s,w)|[Pds < €
0

For any i € {0,1,...,n — 1}, |[ti—1, ;) U[ti, tis1)| = 2L because , is an equi-spaced
partition for evey n € N.

Let w € [t;—1,t;) and s € [t;,t;41). Then:

2T J uniformly continuous on [0,77]

| (s,w) = flu,w)] < e(*)

lu —s| <
n

T _ o S K

Gnf(s,w) = fi(w)

by —ti t; —ti1
N ti—t;_
" tio1 + ]{;1_117 w
= ]\}im 2=t S lN N ), which is the average of f on [t;_1,;)
—00

N ti—ti—
- ti_1 + kz_zl’
#f(tz‘_l,u)) <: ]\}:E};O Ek—l f( 1N N (JJ) :an(87w) < f(t“a))

Guf (5.0) < f(ti,w) = Gof (s,0) — f(5,0) < f(tiw) — f(5,w)
= Gl (5,w) = f(5.0)| < |f(ti,w) — f(5,w)]
LG f(s.w) — fls,w)] < 1 (tiw) — f(s,w)] < e
= G f(s,0) — F(s,0) < | (tiyw) = fls, )P < &




Observe that if ¢ € [0,1) = G,f(t,w) == Sy filw) - Lpsn(t) = fo = 0.
Therefore:

t1

/0 G f(5,) — f(s,w)Pds = / Gl (s,0) — f(s,0)Pds

T

n / G (5,0) — f(5,)[Pds = / = f(s,w)Pds + / (Guf(5,w) — f(s,w)"ds

t1 0 t1

We have already shown that [,"|f(s,w)[’ds < € and |G, f(s,w) — f(s,w)[” < €.
Hence:

t T T
s,w)|Pds Gnf(s,w) — f(s,w)[fds < € ’ds = € - -1
| s+ [ 6w - feapis<e s [ (1+T—t)

t1

e—0

T
=>/ |Gnf(s,w) — f(s,w)|fds < - (1+T —0) — 0
0

Finally, because € — 0 <= n — oc:

/T|an(3,w) — f(s,w)|Pds —— 0
0

n—o0

U

This lemma can be proved to hold for a general stochastic process f € M? ([0,T7).
Such a result stems from the fact that continuous stochastic processes are dense in
MP ([0,77). A full prove is not provided in this text, but it can be found in [13].

Lemma 4.29.
VpeN,p>1,Va,b e R, |a| - [ + |b] - |a” < |af*" + [p]*!
Proof. Induction on p.

If p=1:
jal - [b" + (] - |a]" = 2]al - [b] < |a]""" + "

< 0< |a]” + [o" —2lal - [¥] = (Ja] - [ol)’

Let us make the following hypothesis of induction: assume |a| - |b]" + |b] - |a|"
< |a|”Jrl + \b|nJrl holds Vn < p — 1. We will prove:

jaf - [b” + 18] - [af” < Jaf”™" + o

Because the above inequality is symmetric, we can assume that |a| < |b| without
loss of generality.

LH.: [af - [ + [b] - [af”™" < laf” + [b]”
= la| - [o] - (Jal - [BI"™" + 18] - lal"™") < lal - [6] - (Jal” + [o]")
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= [al” - [B” + [0 - lal” < la] - [ + [b] - a]"*!
2 1 1 2
= lal* - [b]" = la| - (oI < [B] - |a™"" — [ - |af?

<
1 1
= la] - (|al|p]” — [p"**) < [o] (Ja”** = [b]|al”)
L= Ja) b — [BP* < [afPtt = [b]|af?

= la| - [o]” + 18] - lal” < [a]""" + [

Lemma 4.30.
VpeN,p>1,VYa,beR,|a—b" <2 '(al’ + |b")
Proof. Induction on p.
Ifp=1:
la —b)' < 21_1(|a|l + |b|1) = |a| + |b|, which is a triangle inequality

Let us make the following hypothesis of induction: assume |a — b|" < 2" !(|a|" + |b|")
holds Vn < p. We will prove:

la — b‘pH < 2p(|&|p+1 + ’b‘p—kl)
Consider |a — b[P™: |a — b’*" = |a — b| - |a — b’. By hypothesis of induction:
ja =0l -[a =0 <27 (la]" +[8]") - 277 (|a)” + [bI") =

=2 (ol P ol B + 0] - al”)
<ol (|a|1°+1 + b+ e + |b|p+1) because of Lemma 4.29

Therefore:
la — b|p+1 < 2p(|a|p+1 + |b\p+1)

Proposition 4.31.

X € M?([0,T]) = 3G, X), C EP([0,T]) such that:

lim E (/OT X (s, w) — GnX(s,w)|pds) =0

n—oo

Moreover, the elementary processes G, X can be chosen in such a way that
T
n / |G, X (s,w)|Pds
0
18 1NCreasing.
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Proof. Let X € M? ([0,T]). Consider (GnX), C EP ([0,T]).

Consider fOT | X (s,w) — GpX(s,w)|’ds and apply Lemma 4.30 on it:

T T
/ | X (s,w) — Gp X (s,w)[Pds < / 271 (1 X (s,w)]P + |G X (s,w)[F) ds
0 0

We already know that fOT |G X (s,w)|Pds < fOT | X (s,w)[’ds, therefore:

T T
21 </ | X (s,w)[Pds —l—/ |GnX(3,w)|pds>
0 0

<2%1<£Tux&wwws+[fLX@¢mﬂm)zszTux&wwws
XeﬂﬂqaﬂﬁﬁﬂE(AﬂX@wW$)<+w

$E<Aﬁxgwy4%xuwww)<+m

In Lemma 4.28 we have already shown that lim,, fOT |Gnf(s,w) — f(s,w)|’ds = 0.
Hence, the hypotheses of the Dominated Convergence Theorem are satisfied and we
can assert that

n—oo

hmE(AﬁX@M}4%X@wW%>:0

Realise that Gign f = Gan(Gan+1 f) since Gan+1 f has an implicit partition of [0, 7]
that is finer than that of Gan f’s. Therefore, the elementary process GG, X can be
chosen in such a way that

T
nr—>/ |G X (s,w)|"ds
0
is increasing. U

In Corollary 4.25 we saw that the stochastic integral of elementary processes is
an isometry. Now the previous lemma has showed that elementary processes are
dense in M? ([0,T7]), so that the isometry can be extended to the whole MP? ([0, T7),
thus defining the stochastic integral for every X € MP ([0, T7).

Definition 4.32. Let X € M?([0,T]) and (G,X), C E*([0,T]) approzimating X
in the sense of Proposition 4.31. We define:

T T
/ X(t,w)dW(t,w) := lim G X (t,w)dW (t,w) in the L* () sense
0

n—oo 0

That 1s, fOT G, X (t,w)dW (t,w) is defined as the random variable that satisfies

lim F

n—oo

<ATXU¢®mvmwy_ZfGMWﬁwmuq@MO%]:0
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Lemma 4.33. fOTX(t,w)dW(t,w) for an arbitrary process X € M?([0,T]) is well
defined.

Proof. Two results have to be proven in order to prove the lemma:

1. The existence of lim,, o fOT G, X (t,w)dW (t,w) in L*(Q).

2. If two elementary processes approximate X in the sense of Proposition 4.31,
then these two elementary processes approximate each other in the sense of
Proposition 4.31.

We will first deal with 1.

Let X € M?([0,7]) and let (G, X), C E*([0,77]) be such that

lim £ (/OT X (s, w) — GnX(s,w)|pds) ~0

n—oo

That is, G, X — X in M2 ([0, 7). Let us define I(G,X := [} G, X (t,w)dW (t,w).
We want to prove that the sequence (I(G, X)), converges in L? ().

G, X — X in M*([0,T]) = (G,X), is a Cauchy series in M? ([0, 7))
= N € N sucht that for n,m > N, dye2(o17) (G X, G X) ——— 0

n,m—00

durz(o,1)) (G X, G X) = [|Go X = G X || 20,1y

_ B ( /0 L (GX () — CLX(t w))th)

—E ((/OT G X (tw) — GmX(t,w)dW(t,w))2> =G X = G X | 120

Therefore:
dLQ(Q) (GnX, GmX) — 0

n,Mm—00

= (I(G,X)), is a Cauchy series in L* (2)
T
= 3 lim G X (t,w)dW (t,w) in L* ()
n—oo 0

We turn now to prove 2..

Let (X,),, (Yn), C E?([0,T]) such that

T
lim E (/ | X (s,w) — Xn(s,w)|pds) =0
and

n—oo

lim (/OT X (s, ) — Yn(s,w)|pds) ~0
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Then:

lim £ (/OT X (s,) — Xn(s,w)lpds) + lim B (/OT X (s,0) — Yn(s,w)|pds>

n—o0 n—oo

~lim B (/OT X (5,0) = Xon(s, )| + | X (s,0) Yn(s,w)|pds) — 0

n—oo

= lim £ </T 27 (| X (s,w) — Xo(s,w) [P + | X (s5,w0) — Y (s,w)[F) ds) =0

n—oo 0

By Lemma 4.30 we know that:

0 tim 8 ([ X050 = Xalos) = (X(s.0) = Yol )

n—oo

n—o0

= & ([ o)~ Xl i)

< lim £ (/OT 2771 (| X (5,w) = X (s, w)[” + [ X (5,w) = Y (s,w)[") dS) =0

n—o0

n—o0

T
= lim F (/ 1Y, (s,w) —Xn(s,w)]pds> =0
0

g

Lemma 4.34. Let X € M?([0,T]) and W a Wiener process. Then, for every
a,b € [0,T], a < b, consider the stochastic integral of X with respect to W in the
interval [a,b]. Then:

" E (/abX(t,w)dW(t,wﬂfa) 0

B ((/abX(t,w)dW(t,w)>2\]-“a> _E (/b (X(t,w))zdt]}"a)
E ((/abX(t,w)dW(t,w))2> _F (/b (X(t,w))zdt>

Proof. We will first deal with 1.

In particular,

Let X € M?([0,7T]) and (G,X), C E*([0,T]) approximating X in the sense of
Proposition 4.31. Because (G, X), C E?([0,77), we know from Lemma 4.24. that

E < / b GnX(t,w)dW@,w)m) ~0
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holds. Moreover, in Lemma 4.33. we have demonstrated the existence in L? (Q2) of

T b
lim G X (t,w)dW (t,w) =: / X(t,w)dW (t,w)
n—oo 0 a
Therefore: ,
E ( / G X (W)W (t, w)m) —0
b
= lim E ( / GnX(t,w)dW(t,w)m) — 0
n—oo a
Because E'[ - |F,] is continuous, we know that:

b b
lim £ < / GnX(t,w)dW(t,wN}"a) _E (lim / GnX(t,w)dW(t,w)U'a)
n—oo a n—o0 a
Hence: ,
E (/ X(t,w)dW(t,w)|]:a> =0

We now turn to focus on 2.

Let X € M?([0,7]) and (G,X),
Proposition 4.31. Because (G, X)

C E?([0,T]) approximating X in the sense of
. C E?(]0,77), we know from Lemma 4.24. that

B (( / b GuX (1) (1.0) ) m) —&( b (GoX (1),

= lim B ((/b GnX(t,w)dW(t,w)>2|]—"a) = lim £ (/b (G X (t, w))th]}"a)

Concentrate on the left hand side term of the last equality. Because E| - |F,] is
linear, we know that:

lim B (( / b GnX(t,w)dW(t,w))Ql}"a>
_E < lim ( / ’ GnX(t,w)dW(t,w))2|fa>

b , b
/ G X ()W (1, w) 2, / X (t, w)d IV (£, w)

2

n—oo

= (/ab GnX(t,w)dW(t,w)>2 L@, </abX(t,w)dW(taw))

2

n—oo

= lim B (( / b an<t,w>dw<t,w>)2m> I (( / bx<t,w>dw<t,w>)zrfa)
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Concentrate now on the right hand side of the equality. Thanks to Proposition 4.31.

we can assume that ,
(/ (GnX(t,w))th)

is an increasing sequence. Therefore, Beppo Levi’s Theorem

lim B ( / ’ (anu,w))?dt\fa) _ B ( / b (X(t,w))th]}"a>

n—oo

3 is applicable and

Hence, the statement of the Lemma follows. U

4.3.4 The stochastic integral as a stochastic process and its martingale
property

Let X € M?(]0,T]), then the restriction of X to [0,¢], ¢ < T, also belongs to
M?([0,1]) and we can consider its integral fg X (s,w)dW(s,w). Let the real-valued
process Ix be defined as:

Ix: [0,T] x Q= R

¢
(t,w) — Ix(t,w) = / X(s,w)dW (s,w)
0
Theorem 4.35. If X € M?([0,T)), then Ix is an F;-square integrable martingale.

Proof. 1t s < t, thanks to Lemma 4.34:
t
ElIx(tw) - Ix(s.0)|F) = E U X (uty ) dW ()| Fa | = 0

Because Ix(s,w) is Fs-measurable and together with the above equality we know
that
E [IX(t7w> - IX(S7W>|]:S] =E [IX(tuw)l]:s] - IX(‘S?w) =0
= E[Ix(t,w)|Fs] = Ix(s,w)

i

4.4 Stochastic differential equations, It6 processes and the
It6 formula

In this subsection we introduce the It6 formula, a key tool that makes computations
in stochastic calculus easier and which we will use in the following chapter when
dealing with the Black-Scholes model.

3A proof of Beppo Levi’s Theorem can be found in [1].
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Definition 4.36. Let W be a Wiener process. An R-valued stochastic process X is
an Ité process if it can be written as

X(t,w) = X(0,w) + /tK(s,w)ds + /tH(S,w)dW(s,w) ,Pas Vt<T,
where: 0 0
o X (0,w) is Fo-measurable.
o (K(t,w))ocper and (H(t,w))oer are Fi-adapted processes.
o fot |K (s,w)|ds < +o00 P a.s.
o [ (H(s,w))’ds < +oo P a.s.

Because in the previous sections we have given meaning to the integral

[ s a s,

the Ito process concept is well defined.

Definition 4.37. If X s an Ito process which can be written as
t t
X(t,w) = X(0,w) +/ K(s,w)ds +/ H(s,w)dW (s,w) , Pa.s. Vt<T,
0 0

we say that X admits the stochastic differential equation
dX (t,w) = K(t,w)dt + H(t,w)dW (t,w)
The equation dX (t,w) = K(t,w)dt + H(t,w)dW (t,w) lacks of mathematical
meaning because a Wiener process is almost nowhere differentiable. The equation

dX (t,w) = K(t,w)dt + H(t,w)dW (t,w) is just an abbreviation of the equation in
Definition 4.36.

Theorem 4.38. Let W be a Wiener process.
Let
ffRxR—-R
(t,z) = f(t,2)
be such that f € C? (R x R). Let f;, f. and f.. denote, respectively, de derivative

of f with respect to t, the derivative of f with respect to x and the second derivative
of f with respect to x. Then:

ft, W(t,w)) :f(O,W(O,w))+/U fs(s,W(s,w))ds—f—/O fu(s, W (s,w))dW (s,w)

1 t
+§/ Jaa(s, W(s,w))d[W, W],
0
where [W, W] is the variation of the Wiener process S as defined in Definition 4.8.

Proof. A proof of this Theorem and other more generalised 1t6 Formula Theorems
can be found in [1]. O
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5 The role of the Stochastic Integral in the Black-
Scholes model

The model suggested by Black and Scholes to describe the behaviour of prices is a
continuous-time model with:

1. A riskless asset SY whose evolution through time is encapsulated in the dif-
ferential equation dSY = rSPdt, where r € R* is an instantaneous interest
rate.

2. A risky asset S(t,w) that evolves according to the stochasctic differential
equation
dS(t,w) = pS(t,w)dt + odW (t,w)

where p,0 € R and W is a Wiener process.

The idea behind the equation dS(t,w) = uS(t,w)dt + odW (t,w) is that the price of
the risky asset moves randomly around some linear tendency, so that ¢ stands for
the volatility of the risky asset. Note that such an assumption could not be made
without a formal definition of the stochastic integral.

Observe that .
/ |S(s,w)|ds < +oo P a.s.
0

and .
/ (0S(s,w))’ds < 400 P a.s.
0

Therefore, it will make sense solving dS(t,w) = uS(t,w)dt + ocdW (t,w).

These assumptions lead to a concrete formula for the evolution of the price of
the risky asset.

Theorem 5.1. The process

S:RxQ—R

(,w) > S(t,w) = Speht=F W)
where Sy := S(0,w), solves the stochastic differential equation
dS(t,w) = puS(t,w)dt + odW (t,w)
Proof. Consider function f defined as

FRxR—R

o2
(t, ) = f(t,x) = Spe'™ ="
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f is infinitely differentiable with respect both variables z and t. Therefore, It
formula from Theorem 4.38 is applicable to f(t, W(t,w)) = S(t,w). We compute
first ft7 fm and fxz:

pltia) = (1~ 7))

Applying 1t6’s formula:

f(t, W(t,w)) :f(O,W(O,w))+/O fs(s,W(s,w))ds—l—/o fu(s, W (s,w))dW (s,w)

4_%/0 Jaa (8, W (s,w))d[W,W]..

In Proposition 4.12. we demonstrated that

[W,W] =t in the L?* sense

= S(t,w) = So + /Ot (u - O;) S(s,w)ds + /Ot 7S(s, w)dW (s, w)

1

t
+—/ 025 (s,w)ds
2 Jo

t o2 o2 t
= S(t,w) =Sy +/ (,u -3 + 3) S(s,w)ds + / o S(s,w)dW (s,w)
0 0

t t
= S(t,w) = So —i—/ wuS(s,w)ds +/ oS(s,w)dW (s,w)
0 0

o2
= S(t,w) = Spet =T HW D) golves dS(t,w) = pS(t,w)dt + odW (t,w)

A proof of the uniqueness of that solution can be found in [5].
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6 Theory put into practice

6.1 Do the theoretical models fit the real world?

In their own abstract world, the theoretical models produce a perfect hedge of
derivatives. But the theoretical world of derivatives models differs the real world in
many aspects. We discus some of these differences in this section.

1. Jumps

The stochastic integral that has been defined in this project is based on the Wiener
process as its building block. As it has already been pointed out, the Wiener process
is characterised by having continuous paths. Therefore, the stochastic integral is
only defined over continuous processes.

The real world price changes exhibit systematic discontinuous jumps though.
Thus, hedging errors in using the models presented in this project will stem from
this difference.

Jumps could be captured by the models if discontinuous paths were blended
into the Wiener process. Such a merged process exists; the Poisson process. It
is said that the Wiener process is fit for modelling "normal events” whereas the
Poisson process enables the possibility of modelling "rare events”. The interested
reader may find in [9] a further discussion on the topic.

2. Discrete Trading

In the theoretical models, the hedging portfolio is assumed to be adjusted contin-
uously. In the real world, hedging portfolios are rebalanced in a discrete fashion,
thus existing some hedge error due to this difference.

On the one hand, even if a very powerful computer executed the trades in un-
noticeable short time lapses, the adjusting of the hedging portfolio would still be
discrete. On the other hand, in the real world, adjusting the hedging portfolio
comes with transaction costs, therefore continuous adjusting becomes an unfeasible
practice.

In [10], the author carries out a study based on real life numbers concluding that
the discrete trading difference entails no practical problem for a big derivatives firm.
More concretely, the conclusion is that, on-average (i.e., taking into account all the
hedging strategies that the firm simultaneously enters into instead of focusing on
each individual hedging strategy), discrete rebalancing of the hedging portfolios
corrects the hedge error made by implicitly assuming continuous adjusting in the
models.

3. Transaction Costs

In the theoretical models there exist no transaction costs. But in the real world
there are indeed transaction costs, namely *:

4The four transaction costs and their explanation is quoted from [11].
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o Commissions: the fee that must be paid to a broker to execute an order.
o Market impact: the displacement of prices resulting from order arrival.

e Opportunity costs: the costs (which may be negative) of market price move-
ments due to forces other than the particular trade during the time elapsed
from the moment the decision to trade was made until the actual completion
of the trade.

o Miscellaneous other costs: this includes items such as transfer taxes and exe-
cution errors.

These transaction costs have not a negligible effect on the prices of derivatives.
Furthermore, they contribute to the uncertainty with respect to the ultimate outcome
of the hedging process, as sometimes the hedge will require relatively little adjustment
and therefore generate high transaction costs®.

One of the mentioned transaction costs, the taxes levied on trade executions,
brings back the philosophical discussion on whether the Tobin tax should be present
in hedging-related trade executions as they provoke more expensive derivatives
prices and, consequently, harm the efficiency of the derivatives market and, by
extension, society as a whole. Ultimately, the main problem is that it is difficult to
differenciate hedging versus speculative trade executions.

4. Volatility Misprediction

One of the inputs of the Black-Scholes model is volatility, which is an a prior:
unknown variable. Even though the value of volatility is uncertain, some value
must be put into the model in order to function. There are two possible measures
of volatility that can be put into the model:

e Historical volatility: computed by means of linear regression or other statis-
tical methodology that uses the past data of the underlying.

e Implied volatility: computed by means of non-linear solvers applied to the
Black-Scholes model that take into account the actual in-the-market quoted
prices of derivatives sharing the same underlying and contract details.

On the one hand, because past behaviour of the markets is not a good forecast of
future behaviour of the markets, historical volatility may not be a good input in
the model.

On the other hand, implied volatility inherits al the Black-Scholes model assump-
tions that might be wrong, thus conveying a potentially wrong insight of future
volatility.

Difficulties in ascertaining the volatility input of the model produce hedging
errors as well as further uncertainty on the outcome of the hedge.

>Quoted from [11].
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6.2 Alternative hedging strategies

A way of avoiding the hedging errors mentioned in the previous section is, simply,
not building the hedging strategy that the theoretical model proposes. In this
section we briefly mention some possible hedging strategies that a derivatives firm
may adopt.

6.2.1 Common sense hedging: back-to-back dealing

This approach is straight-forward: the derivatives firm has a client asking for a
concrete derivative and the derivatives firm, before entering into the contract with
the client, looks for another counterparty willing to enter into that exact contract
but at a better price. If the details of the two derivatives contracts are exactly the
same except for their prices, the hedge is perfect and no complex mathematics have
had to be used.

6.2.2 Common sense hedging: parity relationships

This approach shares the same basic principle of back-to-back dealing, in the sense
that the derivatives firm has a client asking for a concrete derivative and the deriva-
tive firm, before entering into the contract with the client, looks for other counter-
parties from whom will get a perfect hedge at a better price. The difference between
back-to-back dealing and this strategy lies in the fact that the derivatives firm looks
for other counterparties (in plural) each willing to enter into a part of the contract.

This possibility of breaking the original contract into parts stems from parity
relations: sometimes the payoff of a contract can be decomposed into the payofts
of two or more other contracts. The classical parity relation example is that of the
equivalence of the buying of a forward contract and a simultaneous buying of a call
option and selling of a put option.

Again, if the details of the different contracts involved match in all terms except
for the prices, the hedge is perfect and no complex mathematics have had to be
used.

6.2.3 Taylor series hedging

Let V be the price of an arbitrary option. Assume the price of that arbitrary option
is determined by two variables: one being I (the reference index of the option), and
the other being o (the implied volatility of the option).

Such a hypothetical option is therefore a function of these two variables, i.e.
V = f(I,0), for some f : R*> — R that we will consider, for simplicity, infinitely
derivable on both variables I and o.

Consider the Taylor series expansion of V' = f(I,0) around the actual (g, 09)
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at which the option is considered to be trading®:

af(I 102 f(1 103 f(1
AV = %(1 — I+ §%(1 — L)+ 6—{9(15 V- 1)+ .
af(I, 162f(1, 10°f(1,
+ 25 0= o)+ 50 o o+ gL o~

Because the objective of a hedging strategy is being able to deliver the value of
the option at the expiry date, then a good hedge is one that is able to keep track
of every change AV.

The above formula conveys that one can keep track of AV by possessing a basket
of other options dependent on the same variables I and . We explain this in detail:

Suppose that we take a position in a basket of options and that this basket as a
whole has a price dependant on I and o. Suppose that this dependency is captured
by function g : R* — R so that g(I, o) is the price of that basket of options. We
will again consider, for simplicity, that g is infinitely derivable on both variables I
and 0. Suppose the following equalities hold:

dg(I,0) Of(I,0) 0?q(1,0) B O?f(I,0) dg(I,0) B Pf(I,0)

or oI 912 912 0 913 93 T
d9(l,0) _0f(Io) Pgllo) Of,o) Pglla) #f(I,0)
do do ' 9oz 9o ' 9o  Jo3 7

Then the basket of options keeps track of AV as is, therefore, a good hedge
strategy.

The non-mathematical explanation of the rationale behind this hedging strategy
is the following: if we are able to find a set of options that have the same sensibility
to the changes in I and o, then we have found a good hedge.

In the previous two alternative strategies, a the derivatives firm looked for a new
counterparty who entered into a contract with the same exact details as the former
contract. This Taylor series strategy is easier to achieve as that contract must not
be the same, but just have the same sensibility to the changes in the variables [
and o.

Because of their importance, the sensitivities
0f(1,0) f(L,0) O*(I,0)
or ' o012 ' oI

are called delta, gamma and omega, respectively.

Likewise, the sensitivities
0f(I,0) &*f(I,0)
do 0Oo?

are called vega and omega, respectively.

6], is observable in the market and o is implicit in the quote of similar options.
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6.3 An example of target client of a derivatives firm
6.3.1 Dealing with the exposure to foreign exchange risk

Consider a business that periodically buys a commodity, processes it and then sells
a finished product to the market. The managers of the company know a priori
the N dates that the purchases of commodity will have to be made because the
company has closed contracts with several clients for this year. The company has
limited storing space for supplies, that is the reason why purchases have to be made
periodically.

In order to show how can foreign exchange risk arise, let us make three assump-
tions about this company: the price of the commodity it buys never changes, it
buys that commodity in the same currency as it sells its finished products and this
company finances its operations without the need of asking for loans nor any other
type of debt. Such a company faces several risks, namely”:

1. Non-financial risks:

(a) Legal risk: the risk of being sued over a transaction and the risk that the
terms of a contract will not be upheld by the legal system.

(b) Compliance risk: the risk derived from the matter of conforming to poli-
cies, laws, rules and requlations, as set by governments and authoritative
bodies.

(¢) Model risk: the risk of a valuation error from improperly using a model,
by using the wrong model or using the right one incorrectly.

(d) Operational risk: the risk that arises from the people and processes that
the company combines to produce the output of the organisation.

(e) Solvency risk: the risk that the entity does not survive or succeed because
it runs out of cash, even though it might otherwise be solvent.

2. Financial risks:

(a) Credit risk: the risk of loss if one of its clients fails to pay an amount
owed on an obligation.

(b) Liquidity risk: the risk that stems from the lack of marketability of an
tmvestment that cannot be bought or sold quickly enough to prevent or
minimise a loss.

Let us change one of the assumptions: assume that this company buys the
commodity in a foreign currency. Now this company faces a new financial risk:

Definition 6.1. Market risk is the risk derived from the uncertainties arising from
the movements in interest rates, stock prices, exchange rates and commodities®.

"Quoted from [7].
8Quoted from [7].
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In particular, if the foreign currency suddenly becomes expensive in terms of
the company’s local currency, the company’s costs rise. Of course, if that foreign
currency becomes cheap in terms of the company’s local currency, the company’s
costs decrease. This rising or decreasing of the costs and the management of that
company are completely unconnected. Still, a rise of costs can damage severely the
P&L of that company, so this problem must be tackled.

Derivatives offer an effective solution for this kind of business hazards. Many
derivatives would be fit for this company to avoid future foreign exchange uncer-
tainties. We mention two:

1. Buying a European call option on the foreign currency exchange rate with
expiry date one year from now and with NV exercise dates.

The company buys the right but not the obligation of being able to exercise a
predetermined foreign exchange rate. Therefore, the danger of the foreign exchange
to rise is limited to this predetermined rate.

2. Buying a European call option on the foreign currency exchange rate with a
knock-out barrier with expiry date one year from now and with N exercise
dates.

The company has the same advantages as in the previous case but together with
one benefit and a disadvantage. The benefit is that the price of buying this option
is cheaper. The disadvantage is that if the level of the knock-out barrier is reached,
this company looses the protection that the derivative offers.
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7 Conclusions

On one hand, we have began studying the Cox-Ross-Rubinstein model, the discrete
model that assumes that prices of risky assets either go a little bit up or a little bit
down at each step. Once a certain number of steps have occurred, the model assigns
a probability to each discrete possible price, therefore allowing an expectation to
be computed with which the fair (risk-neutral) price of a derivative can be found.

Moreover, we have seen that if we shorten infinitely the time lapse between each
step, the valuation of European calls and puts (assuming that prices of risky assets
move according to the CRR model) is given by the Black-Scholes formula.

On the other hand, the Wiener process serves as a good model for random
continuous evolutions of prices of risky assets, but, as we have demonstrated, its
drawback is that it is not differentiable. This characteristic of the Wiener process
unveils the need of a different concept of integral. The stochastic integral allows
the definition of some “derivative of the Wiener process” with which stochastic
differential equations can be considered.

Finally, we have shown that the stochastic differential equation in which the price
of a risky asset moves with some random volatility around some linear tendency
(the stochastic differential equation that stems from the assumptions of the Black-
Scholes model) has a unique solution which is the model of the continuous evolution
of the prices of risky assets.
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8 Annex

8.1 Numerical methods

In this section, we study three of the many programs that [6] contains.

8.1.1 Pricing and hedging European options using the CRR model

This program prices European options using the CRR model and builds their asso-
ciated theoretical hedging strategy.

The principal idea that the author of [6] highlights when dealing with option
numerical method tasks is that programs should be built in a way such that adding
new components does not force the programmer to rearrange all the already written
code.

In order to reach that objective, the author of [6] argues that the code should
be casted in the style of object-oriented programming. The classes defined in the
program should reflect relationships between real entities; the binomial model and
European options in this case. If that principle is followed, not only the program
gives the desired output but it can also be expanded with new options without
interfering with existing files. We will explain how this is done in comments to
different parts of the code.

Listing 1: Mainl1.cpp
#include ”"BinModel02.h”
#include " Options06.h”
#include ”"DoubDigitOpt.h”
#include ” Strangle.h”
#include ”Butterfly .h”
#include <iostream>
#include <cmath>
using namespace std;

int main()

{

BinModel Model;

if (Model. GetInputData() = 1) {
return 1;
}

Call Optionl;

Optionl . GetInputData ();

BinLattice<double> RiskyDeltaHedgeCall;
BinLattice<double> RisklessDeltaHedgeCall;
cout << ”European.call_option_price._=." <<
Optionl .PriceByCRR (Model, RiskyDeltaHedgeCall,
RisklessDeltaHedgeCall) << endl << endl;

cout << ”RiskyDeltaHedgeCall_tree:.” << endl;
RiskyDeltaHedgeCall. Display ();
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cout << ”RisklessDeltaHedgeCall_tree:.” << endl << endl;
RisklessDeltaHedgeCall. Display ();

Put Option2;

Option2. GetInputData ();

BinLattice<double> RiskyDeltaHedgePut;
BinLattice<double> RisklessDeltaHedgePut;
cout << ”European.put_option._price.=."7 <<
Option2.PriceByCRR (Model, RiskyDeltaHedgePut ,
RisklessDeltaHedgePut) << endl << endl;

cout << ”RiskyDeltaHedgePut_tree:.” << endl;
RiskyDeltaHedgePut . Display ();

cout << ”RisklessDeltaHedgePut._tree:.” << endl << endl;
RisklessDeltaHedgePut . Display ();

DoubDigitOpt Option3;

Option3 . GetInputData ();

BinLattice<double> RiskyDeltaHedgeDoubDigitOpt;
BinLattice<double> RisklessDeltaHedgeDoubDigitOpt ;
cout << ”European.double—digital_option.price.=." <<
Option3 .PriceByCRR (Model, RiskyDeltaHedgeDoubDigitOpt ,
RisklessDeltaHedgeDoubDigitOpt) << endl << endl;

cout << ”RiskyDeltaHedgeDoubDigitOpt_tree:.” << endl;
RiskyDeltaHedgeDoubDigitOpt . Display ();

cout << ”RisklessDeltaHedgeDoubDigitOpt._tree:.” << endl
<< endl;

RisklessDeltaHedgeDoubDigitOpt . Display ();

Strangle Optiond;

Optiond . GetInputData ();

BinLattice<double> RiskyDeltaHedgeStrangle;
BinLattice<double> RisklessDeltaHedgeStrangle;
cout << ”Strangle_option.price =." <<
Optiond . PriceByCRR (Model, RiskyDeltaHedgeStrangle ,
RisklessDeltaHedgeStrangle) << endl << endl;

cout << ”RiskyDeltaHedgeStrangle_tree:.” << endl;
RiskyDeltaHedgeStrangle . Display ();

cout << ”RisklessDeltaHedgeStrangle_tree:.” << endl
<< endl;

RisklessDeltaHedgeStrangle . Display ();

Butterfly Option5;

Option5 . GetInputData ();

BinLattice<double> RiskyDeltaHedgeButterfly;
BinLattice<double> RisklessDeltaHedgeButterfly;
cout << ”Butterfly coption_price . =." <<

Option5 . PriceByCRR (Model, RiskyDeltaHedgeButterfly ,
RisklessDeltaHedgeButterfly)

<< endl << endl;

cout << ”RiskyDeltaHedgeButterfly _tree:.” << endl;
RiskyDeltaHedgeButterfly . Display ();

cout << ”RisklessDeltaHedgeButterfly_.tree:.”

<< endl << endl;

RisklessDeltaHedgeButterfly . Display ();
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return 0;

e Comment on Listing 1:

The main() function simply creates Optionl, Option2, Option3, Option4 and Option5
and treats these objects by calling other functions of the program.

Listing 2: BinModel02.h

#ifndef BinModel02_h
#define BinModel02_h

class BinModel {

private:
double SO0;
double U;
double D;
double R;
public:

//computing risk—neutral probability
double RiskNeutProb ();

//computing the stock price at node n,i
double S(int n, int i);

//Inputting , displaying and checking model data
int GetInputData ();

double GetR ();
}s

#endif

e Comment on Listing 2:

In this header file a new class of type BinModel is created. The objective of defining
this class is leaving out anything related to options in the binomial model and
making it to only consist of a market account and a stock.

Members of the BinModel class can either be private or public. The private
members of the class BinModel are only accessible in main() and other parts of the
program via this class. In contrast, public members of the class BinModel will be
accessible outside the class.

Observe that there are no variables mentioned in the parentheses that follow the
name of the functions in the class. The reason why these lines can be compiled is
that every member function of the class has access to variables specified as members
of the class. Note also that in this case all functions are public members, but this
need not be the general rule.
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Listing 3: BinModel02.cpp

#include ”BinModel02.h”
#include <iostream >
#include <cmath>

using namespace std;

double BinModel:: RiskNeutProb () {
return (R - D) / (U - D);
}

double BinModel::S(int n, int i) {
return SO * pow(l 4+ U, i)xpow(l + D, n — i);
}

int BinModel:: GetInputData () {
//entering data
cout << ”Enter.S0:.";
cin >> S0;
cout << ”"Enter. U:."”;
cin >> U;
cout << ”"Enter.D:.”;
cin >> D;
cout << ”"Enter_R:.";
cin >> R;
cout << endl;

//making sure that 0<S0, —I<D<U, —I<R
if (SO <=0.0 || U<= -1.0 || D<= -1.0 ||] U<=D || R<=
-1.0) {
cout << ”Illegal._data_ranges” << endl;
cout << ”Terminating_program” << endl;
return 1;

}

//checking for arbitrage

if R>=U || R<=D) {
cout << ”Arbitrage_exists” << endl;
cout << ”"Terminating._program” << endl;
return 1;

}

cout << ”Input.data_checked” << endl;
cout << ”"There_is._no_arbitrage” << endl << endl;

return 0;

}

double BinModel:: GetR () {
return R;

}

e Comment on Listing 3:

Just like in Listing 2, the header of Listing 3, there are no declarations of parameters
passed to any member function whenever the parameters are members of the class.
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Listing 4: BinLattice02.h

#ifndef BinLattice02_h
#define BinLattice02_h

#include ”"pch.h”
#include <iostream>
#include <iomanip>
#include <vector>
using namespace std;

template<typename Type> class BinLattice {
private:

int N;

vector<vector<Type>> Lattice;

public:
void SetN(int N_) {
N = N_;
Lattice.resize (N+1);
for (int n = 0; n <= N;n++) {
Lattice [n]. resize (n+1);
}

}

void SetNode(int n, int i, Type x) {
Lattice[n][i] = x;
}

Type GetNode(int n, int
return Lattice [
}

void Display () {
cout << setiosflags (ios::fixed) << setprecision (3);
for (int n = 0; n <= N;n++) {
for (int i = 0; i <= n;i++) {
cout << setw (7) << GetNode(n,i);
cout << endl;

)

n][i];

}s
#endif

e Comment on Listing 4:

BinLattice is a class template with type parameter T'ype. Because a class template
can only be compiled after an object has been declared using the template with a
specific data type, there is no .cpp file corresponding to BinLattice02.h.

The BinLattice class consists of N+ 1 vectors whose components are vectors too.
This construction allows the program to build nodes. In these nodes, the strategy
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of how many shares and how much money in the account have to be kept at every
node will be stored.

Listing 5: Options06.h
#pragma once
#ifndef Options06_h
#define Options06_h
#include ”pch.h”

#include ”"BinModel02.h”
#include ” BinLattice02.h”

class EurOption {
private:
//steps to expiry
int N;

public:
void SetN(int N_.) { N = N_; }
virtual double Payoff(double z) = 0;
//pricing European option
double PriceByCRR(BinModel Model,
BinLattice<double>& x, BinLattice<double>& y);

b

//computing call payoff
double CallPayoff(double z, double K);

class Call : public EurOption {
private:
double K; //strike price

public:
void SetK(double K_) { K= K_; }
int GetInputData ();
double Payoff(double z);

};

class Put : public EurOption {
private:
double K; //strike price

public:
void SetK(double K_) { K= K_; }
int GetInputData ();
double Payoff(double z);

}s

#endif

e Comment on Listing 5:

In Listing 5, the FurOption class is defined, referring to the entity of European
Options. Again, private members of the class can only be used by the rest of the
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program via the EurOption class. In contrast, public members can be used without
problem in the rest of the program.

All European Options have N steps to expiry and a payoff function. In this
program, European Options are priced using the CRR model, and their hedging
strategy is built under this model too. x and y will contain this hedging strategy.

In Listing 5 there are two subclasses of FurOption declared too: Call and Put.
These two subclasses have their own strike price K and their specific Payof f()
function attached to their class.

The crucial code line in this Listing is virtual double Payof f(double z) = 0;.
Because every different European Option has a different payoff function, the class
EurOption is built in such a way that the program will be able to differenciate
between different payoff functions of options inside the class. This job is possi-
ble because of this virtual function. Being declared as a wvirtual function in the
EurOption class makes it possible for Payof f() to recognise, at run time, when an
object of a subclass is passed to it via a pointer to the parent class: the version of
Payof f() belonging to that subclass is then executed.

Listing 6: Options06.cpp
#include ” Options06.h”
#include ”"BinModel02.h”
#include ”BinLattice02.h”
#include <math.h>
#include <iostream>
#include <cmath>
#include <vector>
using namespace std;

double EurOption ::PriceByCRR (BinModel Model,
BinLattice<double>& x, BinLattice<double>& y) {
double q = Model. RiskNeutProb ();
vector<double> Price(N + 1, 0);
x.SetN (N);
y.SetN (N);
for (int i = 0; i <= N; i++4) {
Price[i] = Payoff(Model.S(N, i));
}

for (int n = N-1; n >= 0; n—) {
for (int i = 0; i <= n; i++) {
x.SetNode(n,i,(Price[i+1]—Price[i])/
(Model.S(n+1,i+1)—Model.S(n+1,i)));

y.SetNode(n, i, (1 / (pow(l 4+ Model.GetR(), 1)))=x
(Price[i] — x.GetNode(n, i)xModel.S(n+1, i)));
Price[i] = (q*Price[i + 1] + (1 — q)*Price[i]) /

(1 + Model.GetR ());

}
}
return Price [0];
}
int Call:: GetInputData () {

cout << ”"Enter_call_option_data:.” << endl;
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int N = 0;

cout << ”"Enter_steps._to_expiry .N:.";

cin >> N;

SetN(N);

cout << ”"Enter_strike_price K:.”;

cin >> K;

cout << endl;

if K<0 || N<O0) {
cout << "Wrong.data:._.neither.the_.strike_.price._nor’<<
”the_number_.of_steps_to_.expiry.can_be.negative” << endl;

return 1;
}
return 0;
}
double Call:: Payoff(double z) {
if (z > K) {
return z — K;
}
return 0.0;
}
int Put:: GetInputData () {
cout << ”Enter_put_option._data:.” << endl;
int N = 0;
cout << ”Enter_steps.to.expiry N:.”;
cin >> N;
SetN(N);
cout << ”"Enter_strike_price K:.”;
cin >> K;
cout << endl;
if (K<0 || N<o0) {
cout << "Wrong.data:_neither_the_strike_price’<<
"nor.the_number_of_steps_to_expiry_can_be_negative”
<< endl;
return 1;
}
return 0;
}
double Put::Payoff(double z) {
if (z <K) {
return K — z;
}
return 0.0;
}

e Comment on Listing 6:

This Listing contains the code that executes the CRR model price for an option.
Instead of using the closed formulas for calls and puts demonstrated in 2.3.,this
program uses an iterative process to compute prices such that can be used in a
FEurOption general subclass. As the program computes that price, the hedging
strategy is being computed too and is saved in vectors x and y.
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Furthermore, the payoffs of C'all and Put are coded in this Listing.

Listing 7: Strangle.h

#ifndef Strangle_h
#define Strangle_h
#include ”pch.h”
#include 7" Options06.h”
#include ”"BinModel02.h”

class Strangle : public EurOption {
private:
double K1; //parameter 1
double K2; //parameter 2

public:
int GetInputData ();
double Payoff(double z);
};
#endif

Listing 8: Strangle.cpp
#include ”BinModel02.h”
#include " Options06.h”
#include "DoubDigitOpt.h”
#include ” Strangle .h”
#include <iostream>
using namespace std;

int Strangle:: GetInputData () {

cout << ”"Enter_strangle_option_data;.” << endl;
int N;
cout << ”"Enter.steps.to_expiry N:.”;
cin >> N;
SetN(N);
cout << ”"Enter_parameter Kl:_._.__ 7
cin >> Ki1;
cout << "Enter_parameter K2:___.__ 7
cin >> K2;
cout << endl;
return 0;
}
double Strangle:: Payoff(double z) {
if (z<=K1) {
return Kl—-z;
}
if (K<z) {
return z—K2;
}
return 0;
}
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Listing 9: DoubDigitOpt.h
#ifndef DoubDigitOpt_h
#define DoubDigitOpt_h
#include ”pch.h”
#include 7" Options06.h”
#include ”"BinModel02.h”

class DoubDigitOpt : public EurOption {

private:
double K1; //parameter 1
double K2; //parameter 2
public:
int GetInputData ();
double Payoff(double z);
}s
Hendif

Listing 10: DoubDigitOpt.cpp
#include ”"BinModel02.h”
#include 7" Options06.h”
#include "DoubDigitOpt.h”
#include <iostream >
using namespace std;

int DoubDigitOpt :: GetInputData () {
cout << ”Enter.double—digital _option.data;.” << endl;
int N;
cout << ”"Enter_steps.to_.expiry N:.";
cin >> N;
SetN(N);

cin >> K2;
cout << endl;
return 0;

}

double DoubDigitOpt:: Payoff(double z) {
if (Kl<z && z<K2) {
return 1.0;
}

return 0;

Listing 11: Butterfly.h
#ifndef Butterfly_h
#define Butterfly_h
#include ”pch.h”
#include " Options06.h”
#include "BinModel02.h”
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class Butterfly : public EurOption {
private:
double K1; //parameter 1
double K2; //parameter 2

public:
int GetInputData ();
double Payoff(double z);
};
Hendif

Listing 12: Butterfly.cpp

#include ”BinModel02.h”
#include 7" Options06.h”
#include "DoubDigitOpt.h”
#include " Butterfly .h”
#include <iostream>
using namespace std;

int Butterfly :: GetInputData () {

cout << ”Enter_butterfly _option._data;.” << endl;
int N;

cout << ”Enter_steps.to.expiry N:.”;
cin >> N;

SetN(N);

cout << ”"Enter_parameter Kl:_._.__ 7
cin >> Ki1;

cout << " Enter_parameter K2:___.__ 7
cin >> K2;

cout << endl;

return 0;

}

double Butterfly :: Payoff(double z) {
if (Kl<z & z<=(K1+K2)/2) {
return z — Ki;

}

if (((KIHK2)/2)<z & z<=K2) {
return K2 — z;

}

return 0;

e Comment on Listings 7, 8, 9, 10, 11 and 12:

These Listings show how the program can be expanded in order to add different
European options to be priced and hedged using the CRR model. Because the
program is built in an object-oriented manner, all that is needed is a .h file that
specifies that a new subclass of FurOption is built together with a .cpp in which
the specific Payof f() function is coded.

67



8.1.2 Computing implied volatility using the Black-Scholes model

In this section we show a program that computes the implied volatility of a European
call. This can be done by assuming the Black-Scholes model holds, then looking at
the quoted prices of similar calls in the market and taking their price in the market
as an input to the Black-Scholes formula. I.e., instead of using the formula

K
Co=50-P(—d_)— T O (—dy)
with
p 1 ) K rT+a
T 08 So o 2
d_:=d,—o

to compute Cy, we use it to compute ¢. In order to do so, the use of non-linear
solvers is required: the Bisection Method and the Newton-Raphson method.

Listing 13: EurCall.h

#ifndef EurCall_h
#define EurCall_h

class EurCall {

public:
double T, K;
EurCall(double T_, double K.) { T=T_; K= K_; }
double d_plus(double SO0, double sigma, double r);
double d_minus(double SO, double sigma, double r);
double PriceByBSFormula(double SO, double sigma, double r);
double VegaByBSFormula(double SO, double sigma, double r);
&
#endif

e Comment on Listing 13:

This header file simply defines the FurCall class and its members.

Listing 14: EurCall.cpp
#include "EurCall.h”

#include <cmath>
#include “math.h”

double N(double x) {
double gamma = 0.2316419;
double al = 0.319381530;

double a2 = —0.356563782;
double a3 = 1.781477937;
double a4 = —1.821255978;

double a5 = 1.330274429;
double pi = 4.0xatan (1.0);
double k = 1.0 / (1.0 + gammaxx);
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if (x>=0.0) {
return 1.0 —((((ab*xk+ad)*k+ad)*k+a2)xk+al)xkx
exp(—xxx/2.0)/sqrt (1.0xpi);

}

else {

}

return 1.0— N(—x);

}

double EurCall::d_plus(double SO0, double sigma, double r) {
return (log (S0/K)+(r+0.5%pow(sigma, 2.0))*T)/
(sigmaxsqrt (T));

}

double EurCall::d_minus(double SO0, double sigma, double r) {
return d_plus (S0, sigma, r) — sigma * sqrt(T);

}

double EurCall:: PriceByBSFormula(double SO, double sigma,
double r) {
return SO x N(d_plus(S0,sigma,r)) — K % exp(—r«T)=x
N(d-minus (S0, sigma, r));

}

double EurCall:: VegaByBSFormula(double SO, double sigma,
double r) {
double pi = 4.0xatan(1.0);
return S0 * exp(—d_plus (S0, sigma, r)xd_plus(S0,
sigma, r)/2)xsqrt(T) / sqrt(2.0%pi);

}

e Comment on Listing 14:

This Listing contains the code of the public member functions defined in class
EurCall. The Black-Scholes formula for a Eurpean call demonstrated in 3.11.
is used. Notice that VegaByBSFormula is the derivative with respect to o of
the formula in 3.11.. Another remarkable fact of these lines of code is that the
accumulated normal distribution function @ is approximated by means of a rational
function and an exponential function so that ®(x) for any z € R can be executed
quickly.

Listing 15: Solver03.h

#ifndef Solver03_h
#define Solver03_h

template<typename Function>double SolveByBisect (Functionx Fct,
double Tgt, double LEnd, double REnd, double Acc) {
double left = LEnd, right = REnd, mid = (left + right) / 2;
double y_left = Fct—>Value(left) — Tgt,
y-mid = Fct—>Value(mid) — Tgt;

while (mid — left > Acc) {
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if ((y-left > 0 && y-mid > 0) || (y-left < 0
&& y_mid < 0)) {
left = mid;
y-left = y_mid;

}

else {

}
mid = (left + right) / 2;
y_mid = Fct—>Value(mid) — Tgt;

right = mid;

}

return mid;

}

template<typename Function> double SolveByNR(Function* Fct,
double Tgt, double Guess, double Acc) {
double x_prev = Guess;
double x_next = x_prev — (Fct—>Value(x_prev) — Tgt) /
Fct—Deriv (x_prev);

while (x_next — x_prev > Acc || x_prev — x_next > Acc) {
X_prev = x_next;
x_next = x_prev — (Fct—>Value(x_prev) — Tgt) /
Fct—Deriv(x_prev);

}

return x_next;

}
#endif

e Comment on Listing 15:

This Listing implements the Bisection method and the Newton-Raphson method.
The attentive reader will have noticed that these methods have been implemented
in the form of templates. Because each option has a different Black-Scholes formula
(at least those options that do have a Black-Scholes formula), therefore each dif-
ferent option has a different derivative with respect to o too. The fact that these
two functions are different for each option establishes the grounds for constructing
Bisection and Newton-Raphson lines of code that do not depend on those functions.
Thus, the use of templates solves that problem.

Further, the compiler can decide on how to compile the template functions by
looking at the first parameter passed to SolveByBisect() and SolveByNR. If
MyF1 s passed, it substitutes class F'1 for the parameter Function when compil-
ing the code. When MyF'2 is passed, then it substitutes F'2, and compiles another
version of the code. There will be two different versions of Solve ByBisect(), one to
work with class F'1 and one with class F2, as well as two versions of Solve ByN R()
in the compiled code. If more functions were involved, each with its own class, there
would be even more versions of SolveByBisect() and SolveByN R() in the compiled
code. This can result in long compile times and large .exe files. It may or may not
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be a price worth paying for gains in the speed of computation at run time’.

Listing 16: Mainl8.cpp
#include ” EurCall.h”
#include 7 Solver03.h”
#include <iostream>
using namespace std ;

class Intermediary: public EurCall{
private:

double SO, r;
public:

Intermediary (double SO_, double r_, double T_,

double K_) :EurCall(T_, K_) { SO = S0_; r = r_; }

double Value(double sigma){

return PriceByBSFormula (S0, sigma, r);
¥

double Deriv(double sigma) {
return VegaByBSFormula (S0, sigma, r);
¥

}s

int main ()
{
double SO = 100.0;
double r = 0.1;
double T = 1.0;
double K = 100.0;
Intermediary Call(SO0,r, T, K);

double Acc = 0.001;
double LEnd = 0.01, REnd = 1.0;
double Tgt = 12.56;
cout << ”"Implied.volatility _by_bisect:” <<
SolveByBisect(&Call, Tgt, LEnd, REnd, Acc)
<< endl;
double Guess = 0.23;
cout << ”"Implied.volatility .by_.Newton—Raphson:.”
<< SolveByNR(&Call, Tgt, Guess, Acc) << endl;

return 0;

e Comment on Listing 16:

The function main() simply declares the inputs of the Black-Scholes formula and
calls the other functions in the program with the objective of computing the implied
volatility.

A remark must be made in these lines of code: a class called Intermediary
is defined. Such class serves as an intermediary between the EurCall class and

9Quoted from [5].
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the solvers, translating Price ByBSFormula() and VegaByBSFormula() into the
Value() and Deriv() functions, which the solvers can understand'®.

8.1.3 Pricing path dependent options by means of the Black-Scholes
model and Monte Carlo simulation

In this section we show how Path Dependent Options are priced using the Black-
Scholes model. We will explain the procedure that makes it possible: Monte Carlo
Simulation.

Listing 17: BSModel01.h

#include <ctime>
#pragma once

#ifndef BSModelO1l_h
#define BSModel01_h

using namespace std;
#include <vector>

typedef vector<double> SamplePath;

class BSModel{

public:
double S0, r, sigma;
BSModel (double SO_, double r_, double sigma._) {
/xconstruction functionx/
SO0 = SO_;
r = r_;
sigma = sigma_;
srand ((unsigned int)time (NULL));
}
void GenerateSamplePath(double T, int m, SamplePath& S);
=
#endif

Listing 18: BSModelO1.cpp

#include "BSModel01.h”
#include <cmath>

const double pi = 4.0xatan (1.0);

double Gauss() {
double Ul = (rand()+1.0) / (RANDMAX + 1.0);
double U2 = (rand() + 1.0) / (RANDMAX + 1.0);

return sqrt(—2.0xlog(Ul))*cos (2.0*pixU2);

}

void BSModel:: GenerateSamplePath (double T, int m,

10Quoted from [5]
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SamplePath& S) {
double St = SO;
for (int k = 0; k < m;k++) {
S[k] = St * exp((r—sigmaxsigma=0.5):x

(T/m)+sigmaxsqrt (T/m)*Gauss ());
St = S[k];

e Comment on Listings 17 and 18:

Consider a money market account that continuously compounds interest rate r € R:
A(t) = €™
where t > 0 denotes time.

Consider a risky asset whose price evolves under the Black-Scholes hypotheses:

S(t, w) — SoertfétJraW(t,w)

where 0 € R stands for the volatility and W (t,w) is a Wiener process under a
measure of probability that is risk-neutral®!.

Because W (t,w) — W(s,w) ~ N(0,t — s) for any t > s, we can write

S o T
for t;, = % and k = 1,...,m and where 71, ..., Z,, are copies of Z ~ N(0,1).

Definition 8.1. Let Zl, e Zm be a sequence of independent samples of Z1, ..., Zm,
respectively.

An ordered sequence (gtl, e Stm) 1s called a sample path if
S’t — Soertl—étl-"g\/gzl
1

and ,
a A Pt —th—1)— % (t—th—1)+0\/Fe—Fh_12,
Stk:Stk,le(k k—1) Q(k k—1) E—lk—1 k,forsz,...,m

The following theorem allows to generate a random number with distribution
N(0,1):

Theorem 8.2. If Uy, Uy are independent random variables with uniform distribu-
tion on an interval [0, 1], then the random variable

Z = +/—2In (Uy)cos (2nUs)

has distribution N(0,1).

11 Al] the theory of discounted prices being martingales in the CRR model discussed in Chapter
2 works analogously for continuous price processes such as S(¢,w). The basic idea is that a risk-
neutral probability measure can be built in continuous time so that p in Chapter 5 satisfies u = r.
For further discussion on that topic the interested reader may refer to [3].
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Proof. A proof of this theorem can be found in [1]. O

The former theorem receives the name of Box-Muller method. Listing 18 uses
this theorem: builds random integers k; and ke with function rand(), resizes them
so that they lie in the interval [0, 1] and then the Box-Muller method is computed.
That method is repeated m-times in order to obtain Zl, o Zm, with which the
sequence S’tl, e Stm is computed

Listing 19: PathDepOption01.h

#ifndef PathDepOption01_h
#define PathDepOption01_h

#include "BSModel01.h”

class PathDepOption {

public:
double T;
int m;
double PriceByMC (BSModel Model, long N);
virtual double Payoff(SamplePath& S) = 0;
=
class ArthmAsianCall : public PathDepOption {
public:
double K;
ArthmAsianCall (double T_, double K_, int m_) {
T =T_;
K= K_;
m= m_;
}
double Payoff(SamplePath& S);
H
#endif

Listing 20: PathDepOption0O1.cpp

#include ”"PathDepOption01.h”
#include <cmath>

double PathDepOption :: PriceByMC (BSModel Model,

long N) {

double H = 0.0;

SamplePath S(m);

for (long i = 0; i < Nji4++) {
Model. GenerateSamplePath (T,m, S);
H = (ixH+Payoff(S)) / (i+1.0);

}

return exp(—Model. r«T)xH;

}

double ArthmAsianCall:: Payoff(SamplePath& S) {
double Ave = 0.0;
for (int k = 0; k < m;k++) {
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Ave = (kxAve+S[k]) / (k+1.0);

}

if (AveXK) {
return 0.0;

}

return Ave — K;

e Comment on Listings 19 and 20:

Definition 8.3. A path dependent option is a financial derivative with payoff H at
expiry date T such that:

h: R™ - R
(St17 ...,Stm) — h/(Stla "'7Stm) - H(T)

A typical example of path dependent option is the arithmetic Asian call, whose
payoff function is:

m +
1
h<St17---7Stm) - (E E Sm—K>
=1

This is the kind of option that Listing 19 treats as ArthAsianCall, a subclass of a
class PathDepOption.

Listing 21: Main19.cpp

#include ”PathDepOption01.h”
#include <iostream>
using namespace std;

int main ()

{
double SO = 100.0, r = 0.03, sigma = 0.2;
BSModel Model (SO, r, sigma);

double T = 1.0 / 12.0, K= 100.0;
int m = 30;

ArthmAsianCall Option (T, K, m);
long N = 30000;

cout << ”Asian.Call_Price..=." <<
Option.PriceByMC (Model, N) << endl;

return 0;

e Comment on Listing 21:

We say that
H(0) = e E (H(T))
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is the price of a path dependent option, where E stands for the expectancy under
the risk-neutral probability.

Let <S ;

t1r e

o §§m>, for i € N, be a sequence of independent sample paths. By the

law of large numbers:

E(h(S,, ... S ) _ngx})O—Zh( - )

Listing 21 gives a very large number for N, 30000 indeed, with which the price
of the Arithmetic Asian Call is computed.
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