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Abstract

In asset pricing, explicit models are being constructed for the flow of market information.
Financial markets are making use of such models as a basis for asset pricing. With increased
globalization of financial markets, investors and traders are becoming more interested in
multi-asset products. Options that consist of a portfolio of assets are of interest to investors
because they provide diversification across a number of market segments and assets. They
are also cheaper in comparison to a portfolio that consists of similar single asset options.
With these developments, financial markets are faced with the challenge of determining
suitable prices for these multi-asset options.

This study looks at the valuation of such options incorporating information using a stochas-
tic volatility model. An approximate price for multi-asset options is derived using the
notion of comonotonicity and Wishart processes under the information-based asset pricing
framework. The results show that the information flow rate parameter plays a significant
role in the prices obtained in the model based on Brody, Hughson and Macrina’s asset
pricing framework. The prices obtained using the model give a relatively close fit to the

prices observed in the market.
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1. Introduction

1.1. Background of the study

With the globalization of financial markets, modern financial markets are facing an increas-
ing level of complexity due to the rise in financial innovations that are designed to cater
to the new market trends, (Khraisha and Arthur, 2018). Increased integration of financial
markets has led to financial instruments which depend on more than one underlying asset
becoming common. One such innovation relates to multi-asset options which, unlike stan-
dard options with one underlying asset, are based on several underlying asset. There has
been an increase in the number of multi-asset options trading in financial markets. These
options depend on the underlying assets’ volatility and correlations. This means that, due
to the underlying assets’ correlation, there is increased multiple risk exposure to banks and
other financial institutions.

The 2007-2009 financial crisis threatened the global financial markets with complete col-
lapse as banks reduced the loans issued to businesses and other entities, (Thakor, 2015).
It is regarded as the most severe period of financial difficulty since the Great Depression
that occurred in the 1930s. The recession was partially a result of the financial institutions’
co-movement illustrated on some of the financial markets’ vulnerabilities. It was also due
to increased innovations in financial products that led to increased multiple risks in the
industry. This led to researchers in the field of mathematical finance to identify pricing
models which are able to capture multiple sources of risk.

This study proposes to evaluate multi-asset European options which are a type of derivative
instrument. In particular, the pricing of options that are dependent on several underlying
assets incorporating information is examined. Options are a type of financial derivative, the
value of which is based on the expectation of a change in the price of an underlying asset.
It is a contract between a buyer and a seller in which the holder is entitled to trade in an
underlying asset but is not obligated to do so at a pre-agreed price within a specified period
of time. European call options offer the option holder the right to purchase the particular
underlying asset, and the option can only be exercised at maturity.

In a multi-asset environment the balance between flexibility and tractability is very sensitive.
The model should have enough flexibility to capture the features that are observable in actual
option prices. In the case of several underlying assets, this may be a challenge since both
the behavior of the individual assets and the joint behavior of the assets need to be taken
into account. The need for mathematical structures to compute the option prices and the
ability to calibrate the model to market prices is vital.

The multi-asset Black-Scholes model is one instance of a model used in pricing options

whose underlying assets depend on one another (Bos and Ware, 2000). The model equations



are solved by making a substitution of the time-varying parameters with their constant
averages. Another extension of the Black-Scholes model is the multi-dimensional Black-
Scholes model where n assets are modelled using multi-dimensional geometric Brownian
motion dynamics resulting in an approximate option price, (Carmona and Durrleman, 2006).
The multi-dimensional Black-Scholes model assumes that options pay linear combinations
of asset prices at maturity.

While the multi-asset Black-Scholes model pricing problem in a standard gaussian world
may be already complex, the computation procedure is compounded by the significant
evidence of variations from normality. Following the stock market crash in October 1987,
variation in volatility has shown substantial deviations from normality, (Bernhardt and

Eckblad, 2013). The downside of models used for pricing based on an inaccurate assumption
of log-normality is the possibility of getting biased prices.
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Figure 1: Volatility surface

Figure [I] illustrates the Black-Scholes model volatility surface. The main characteristic of
the volatility surface is that options with a lower strike price tend to have a higher im-
plied volatility. The volatility smile emerges from the fact that there are different implied
volatilities for options with different strikes and maturities, (Wu and Elliott, 2017). The
Black-Scholes assumption of constant volatility is invalidated by the volatility smile. How-
ever, it is inherently difficult to estimate stochastic volatility from historical data on asset
returns because such states cannot be explicitly measured. Stochastic volatility models are

often used to explain the dispersiveness of asset prices with respect to an underlying random



process, (Ait-Sahalia et al., 2020).

The multi-asset Heston model is an example of a stochastic volatility model that can capture
multiple sources of risk, (Dimitroff et al., 2011; Gouriéroux and Sufana, 2010; Recchioni
and Scoccia, 2014). It is an improvement on the multi-asset Black-Scholes model since it
makes the stochastic volatility assumption. Furthermore, the model assumes that correlation
exists between the underlying price of assets and volatility. The multi-asset Heston model
is thus able to identify various characteristics of financial information which the multi-asset
Black-Scholes model cannot. A multi-asset Heston model can be such that the single assets
are affine Heston models, (Dimitroff et al., 2011).

However, since the assumptions about the variance process and the asset price process
indicate an ad hoc nature, the reliability of the multi-asset Heston model is questionable.
In addition, the model’s variance process follows a Cox-Ingersoll-Ross process, (Cox et
al., 1985). The multi-dimensional Black-Scholes model also shows an ad hoc nature by
assuming that the asset prices follow an Ito process which is adapted to a filtration generated
by multi-dimensional Brownian motions. This implies that the Brownian filtration in the
models is seen to contain all relevant information and none that is irrelevant.

The Brownian filtration is pre-specified in the multi-asset extensions of the Black-Scholes
model and the Heston model. In some aspects, this seems unsatisfactory because the
Brownian filtration is generally considered to be cumulative information, learned over time
evolution. In addition, the filtration does not take into account the nature of the information,
and why this type of randomness provides useful information rather than noise is not clear.
The arrival of any information relating to an expected cash flow from a particular asset is
likely to have a substantial effect on the pricing decisions of the market traders. Due to
this occurence, this study looks at the information-based asset pricing framework which is
based on Brody et al.’s asset pricing approach where the information available in the market
is taken into account, (Brody et al., 2008; Macrina, 2006).

In financial markets, the most important factor in deciding the changes in the price of
derivatives is the disclosure of financial information. Derivative prices change in reaction
to the introduction of new of information (whether real, partially true, false, or bogus)
in the financial market, and they change again when the information is modified. The
information-based asset pricing framework shows that asset price movements are in part
due to the information on what the investor expects about the future cash flows associated
with the asset and other information about the real value of the particular asset.

The information-based asset pricing framework will be studied based on the BS-BHM
model proposed by Brody et al. and the BS-BHM updated model proposed by Mutijah
et al., (Brody et al., 2008; Mutijah et al., 2012). The BS-BHM model is based on the



framework develop by Brody, Hughson and Macrina from a Black-Scholes perspective. A
different result for the asset price process dynamics was later obtained by Mutijah et al. in
their work which led to the authors coming up with the BS-BHM updated model.

The models adopt an incomplete information approach and the market information process is
specified. An assumption is made that the market information process generates the market
filtration from which the asset price dynamics are derived explicitly, (Brody et al., 2011).
The information flow rate parameter is assumed to be constant. The models are inspired by
the idea that, given the information circulating in the market, asset prices are determined
by future cash flow expectations. The information-based asset pricing framework further
assumes that market traders can only obtain partial noisy information about the associated
cash flow.

The underlying asset price dynamics and volatility stochastic differential equations are not
pre-specified in the information-based framework. In addition, the volatility process is seen
to be stochastic, (Brody et al., 2008). Rather than imposing on the dynamics of volatility and
the correlation model on the assets, the two are deduced from basic assumptions involving
the related returns. The presence of an asset pricing kernel and the presence of an arbitrage-
free market enable the use of a risk neutral probability measure, Q, (Macrina and Parbhoo,
2010). This allows for risk-neutral pricing in the single asset case.

The aim of this study is to introduce and study a multi-asset extension of the information-
based asset pricing framework from a Black-Scholes perspective. The notion of comono-
tonicity is used to obtain an approximate price for the multi-asset extension. Deelstra et
al. and Dhaene et al., used the notion of comonotonicity on a basket option to obtain the
price based on the Black-Scholes model, (Deelstra et al., 2004; Dhaene et al., 2020). With
a suitable choice of parameter values, it is possible to derive the Black-Scholes model from
the information-based framework. It is for this reason that the study finds an approach used
for the Black-Scholes basket option to be suitable for pricing the multi-asset information-
based framework. A lower bound and upper bound for the price is obtained using the notion
of comonotonicity, this has been shown to be a useful tool in option pricing, (Chen et al.,
2008).

In addition to using the theory of comonotonicity, this study examines a Wishart process-
based multi-asset model that assumes stochastic volatility between the underlying assets, as
well as between their volatilities. Gourieroux and Sufana introduced the Wishart process into
finance using a model where the process is used to describe the dynamics of the covariance
matrix with the assumption that the asset price noises are independent, (Gouriéroux and
Sufana, 2010). The study aims to develop multi-asset models which are tractable and in the

one-dimensional case reduce to the corresponding single asset model.



A variance-in-mean effect is included in the asset price equation in the multi-asset model and
the variance matrix is assumed to obey a Wishart process that is a multivariate extension of
the CIR model. The CIR model is based on Wishart processes introduced by Bru which are
able to capture the stochastic volatility and stochastic correlation between the underlying
asset prices, (Bru, 1991). In the model, scalar variances are extended into covariance
matrices as opposed to vectors of log-variances. The scale parameter underlying the
conditional expectation of the asset covariance matrix in the Wishart distribution allows
both correlations and variances to change with time stochastically.

Wishart processes have emerged as an efficient tool for modelling stochastic covariance
structures. However, since they involve matrix processes, their numerical simulation may
be difficult. Due to the flexibility of the models with a Wishart process in their system
of dynamic equations, it makes it possible to have a better fit of the market data. The
process allows the modelling of the dynamics of the volatilities and the evolution of co-
volatilities. Risks in financial market are usually represented and measured by volatility
and covalitility matrices. By modelling the dynamics of these matrices, Wishart processes
can be used to analyse multivariate financial risk which makes them suitable to be used in
risk management.

The asset price process and the volatility process which follows a Wishart process obtained
in the multi-asset information-based framework are discretized to make the model suitable
for numerical simulation. Various authors including Gauthier and Possamai have discretized
multivariate stochastic volatility models, in particular the multifactor Heston model to obtain
a simpler form that allows for numerical simulation, (Gauthier and Possamai, 2009). A
multifactor Heston model consists of a single risky asset and several volatility processes
which are assumed to be stochastic.

This study also looks at the estimation of parameters and measures parameter sensitivity
using Greeks. Greeks are a series of risk measures that indicate the sensitivity of an option
to time-value decay, variations in volatility, and price movements of its underlying security.
They measure the sensitivity of derivative prices to variations in the parameters. This study
looks at the following greeks: delta, gamma, vega, rho and theta.

The estimation of stochastic volatility from historical data on asset returns is inherently
difficult because such states cannot be explicitly measured. In this study, a non linear
filtering technique is used for the estimation of volatility in the multi-asset stochastic
volatility models. In particular, the extended Kalman filter and particle filter also known as
the sequential monte carlo approach are used. The state space model is first derived and for
a specific discrete approximation of the model, a sequential method based on particle filters

may be used estimate volatility.



1.2. Statement of the problem

The information-based asset pricing framework observes the emergence of information,
and its role as a driver of price dynamics is examined. The framework suggests a different
approach aimed at improving the downside of the Black-Scholes and Heston models. In these
two models, the Brownian filtration is considered to contain all the relevant information,
and no irrelevant information. The unsatisfactory side of this approach is that it illustrates
that the prices move as if they were spontaneous. However, in reality, a trend is expected in
asset price processes.

The behaviors of investors is what forms the prices of assets when trading occurs. This
study extends the information-based asset pricing model to the multi-asset case. This is
because investors are becoming interested in investing in more than one asset due to the
integration of financial markets. In addition, the options market is a constantly changing
market which can allow investors to hedge and minimize the risk exposure of current
positions. The traders and the hedgers would have to fully comprehend the option’s Greeks
to do so. Greeks indicate the sensitivity of the price of the option to a specific risk source.

This study derives the Greeks under the information-based model.



1.3. Objectives of the study
1.3.1. General Objective

The main objective of this work is to develop an appropriate model to be used in pricing
derivatives incorporating the aspect of information in a multi-asset framework. The price
of the derivative is constructed with a correlation between the underlying assets’ price

processes and the variance processes.

1.3.2. Specific Objectives

Specifically, the study aims;

i) To derive a suitable model for option pricing in a multi-asset framework.

In the derivatives market, it is observed that the implied volatility of options is not constant.
This is because the volatility of an option at any moment is itself a stochastic quantity. An
appropriate stochastic volatility model is obtained in the multi-asset framework.

ii) To model the dynamics of an option pricing model where the variance process
depends on time and information in a multi-asset framework.

Asset prices change as time progresses. Asset price dynamics contain enough detail to
specify the probability distributions of future prices. Previous studies have modelled the
volatility without considering information. By adding information, this study improves on
model accuracy in a multi-asset framework.

iii) To price the derivative whose asset dynamics’ volatility parameter depends on time
and information in a multi-asset framework.

Here, a Black-Scholes type formula for the price that is used to compute the value of a
derivative in the multi-asset framework putting emphasis on analytic tractability is deduced.
iv) To find the best estimates for the model parameters.

A sensitivity analysis is performed to test the effect that a variation in the value of parameters
has on the model. The sensitivity of the model in the multi-asset framework is investigated
in regards to the information flow-rate parameter which is not known. This is necessary in
determining the region in the space of the parameter for which an incorrect value of the
flow-rate parameter yields significant errors in pricing of multi-asset European call options.
v) To compare the volatility obtained in an asset where information is incorporated
and that where information is fixed in a multi-asset framework.

A comparison is done between the volatility in the pricing formula obtained under the
multi-asset Heston model and multi-asset information-based asset pricing framework. By

doing so, the study is able to determine the impact that information has on the asset price.



1.4. Significance of the study

Due to the globalization of financial markets, trading in several assets is becoming popular.
This study obtains the price of a multi-asset option by incorporating the information available
in the market. This improves on the existing asset pricing models as an investor is able to
obtain the price of a multi-asset European option incorporating information.

Volatility has become a popular area of financial research, through the use of stochastic
volatility models, the valuation actuary is able to obtain a closer match to the asset prices
that are observed in the market. The risk control actuary is also able to identify the risk
areas which may have been overlooked. By extending these models to the multi-asset case,
better risk management practices will be adopted by financial institutions.

Options may also be used to hedge out risk in the financial markets. Speculators and hedgers
often find it more attractive to trade in options rather than the underlying assets due to the
reduced loss associated with options. As illustrated in the 2007-2008 recession, incorrect
pricing of assets may result in a financial crisis which may eventually harm the overall
economy. For a given initial deposit, options offer potentially higher returns since they can

be traded on a higher leverage level compared to stocks.



2. Literature Review

The use of mathematics in financial modeling is attributed to Louis Bachelier dissertation
that was based on speculation in markets in Paris, (Davis and Etheridge, 2006). However,
studies on the behavior of assets over time found the equation proposed by Bachelier to be
unsatisfactory as it allowed asset prices to be negative yet they were always observed to be
positive.

Samuelson introduced the use of geometric Brownian motion in stock prices, (Samuelson,
1965). Samuelson used two parameters whose values were not known to denote the interest
rate and the expected return. He discounted the expected value of the distribution taking
into account all the possible values on maturity if the holder chooses to exercise it. This
was later shown to be an inaccurate approach and an improvement was made by taking the
option price to be a function of the asset price, (Samuelson et al., 1969). The resulting
option pricing formula was shown to be dependent on the utility function curve that is
assumed for a normal investor.

There was a major development in the field of financial economics in 1973 through Black
and Scholes who derived a formula for option pricing, (Black and Scholes, 1973). Their
work showed that if options are correctly priced, then arbitrage opportunities would not
exist, that is, investors would not be guaranteed to make a profit by taking short or long
positions in the underlying stocks and their options. The Black-Scholes model uses this as
its basis in its option pricing framework.

Linders obtains an approximate price for a basket option using the theory of comonotonicity
in a multivariate Black-Scholes model, (Linders, 2013). The basket option consists of
underlying asset prices which have a lognormal distribution and are dependent on each
other. An assumption is made of a structure of comonotonic dependence between the
underlying asset prices. If they are all increasing or decreasing functions of the same
random source, random variables are said to be commonotonic.

By making use of a synthetic share price, Linders obtains the basket option curve where
the upper and lower bound obtained based on the notion of comonotonicity are combined
to obtain an approximate price. It is shown that the first two moments of the option curve
coincide with those of an actual basket option and a distribution can also be derived for
this synthetic share price. He demonstrated that the dependence structure between the
underlying assets plays a role in the price for a basket option.

The multivariate option pricing approach is regarded as a benchmark pricing approach for
other extensions in the Black-Scholes model. The basket option is decomposed into a linear
mix of one dimensional option prices for particular strike prices, (Chen et al., 2008). This

results in a tractable model that is used to determine the upper and lower bounds for the
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basket option price. The two bounds are then combined using an appropriately chosen
weighting factor to give an approximate multivariate Black-Scholes model price.

The crucial assumption underlying the Black-Scholes model is that volatility is constant,
(Black and Scholes, 1973). The second assumption is that the markets are efficient, which
implies that people cannot consistently predict the market direction. In addition, it is
assumed the underlying asset does not pay dividends on the option. In reality, a majority of
companies pay their shareholders dividends. The original Black-Scholes model was later
improved to include dividends, (Merton, 1973).

An assumption is also made regarding the interest rates; they are assumed to be constant
and their value known; the risk-free rate is used to represent this rate. The model also
assumed log-normally distributed asset prices which follow a geometric Brownian motion
and European type of options which are only exercised on the expiry date. No transaction
costs are incurred during the purchase of options and liquidity are also assumed.

In the real world, several of the assumptions that underlie the Black-Scholes model are
violated to some extent, (Zuzana, 2018). Empirical studies illustrate that the constant
volatility assumption made is not realistic (Blattberg and Gonedes, 1974; Scott, 1987).
Hobson and Rogers introduced a class of models with non-constant volatility, (Hobson and
Rogers, 1998). They propose the concept of stochastic volatility by expressing the volatility
using exponentially-weighted moments of the historical log price. The paper does not
introduce a new source of randomness as is done in other approaches, (Heston, 1993; Scott,
1987) . This means that the market remains complete in the proposed model.

Ball and Torous illustrate that the correlation amongst financial quantities vary with time
and are not stable, (Ball and Torous, 2000). In addition, Loretan and English show the
presence of a connection between volatility and correlation, correlations amongst financial
assets are seen to be high in periods of high volatility in the market, (Loretan and English,
2000). However, the price of options based on a number of assets are normally determined
with the assumption of constant instantaneous correlations between assets.

The multi-asset Heston model assumes that volatility is stochastic which makes it an im-
provement to the multi-asset Black-Scholes model, (Gouriéroux and Sufana, 2010). Itis an
extension of the Heston model which is used in option pricing and is today among the most
commonly utilized stochastic volatility models in the financial market, (Heston, 1993). The
model depicts an alternative closed-form solution for determining option prices that aims
at overcoming the weaknesses in the Black-Scholes model.

The Heston model allows for volatility to be stochastic which means that the volatility
parameter has a stochastic process of its own. The Hull and White model is an example

of a stochastic volatility model that was derived before the Heston model (Hull and White,
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1987). In their original work, Hull and White analyzed their model and its predictions for
option value using numerical methods to approximate the stochastic differential equation.
The authors found that the prices obtained from the Black-Scholes model are often higher
than the empirical price and the extent of this overpricing increases with an increase in time
to maturity.

The assumptions underlying the Heston model include the following; the volatility of the
underlying asset is itself a random variable, there are two Brownian motions: one for the
underlying asset, and one for the variance; stochastic volatility models are thus two-factor
models, the two processes are assumed to be correlated, the stochastic volatility is also
assumed to be mean reverting, a frictionless market with no taxes or transaction costs is
also assumed.

The extended Heston model demonstrates that highly reliable results for the price of Eu-
ropean options can be obtained by the introduction of stochastic correlations, (Teng et al.,
2018). This implies that stochastic correlations greatly improve the performance of the
Heston model. The stochastic correlations are driven by stochastic differential equations.
Monte Carlo simulation is used to simulate the price of the European call options.

Based on empirical evidence, Das et al., found that stochastic volatility models perform
better than other models that can be used to model the volatility smile such as models that
introduce jumps into the asset process, (Das et al., 1999). Despite stochastic volatility
models outperforming the models that introduce jumps in the asset process, they noted that
none of these models constituted an adequate explanation for volatility smiles.

In the models by Backus et al., it is shown that non-normality is allowed for by the
introduction of kurtosis and skewness directly in the price of the option (David et al.,
1997). It is shown that skewness can also be introduced in stochastic volatility models
by allowing for correlation between the driving processes of the asset price stochastic
differential equation and the volatility stochastic differential equation. A different approach
of obtaining skewness by the introduction of jumps into the process that drives the underlying
asset price is also illustrated by the authors.

The Heston model is extended to the multi-asset case by making use of Wishart processes.
Wishart processes were first studied by Bru as an extension of square Bessel processes,
Bru (1991). Bru realized that Wishart processes have a Wishart distribution which is a
multivariate extension of the y? distribution. A y? distribution is derived from a sum
of squares of independent standard normal random variables. The Wishart distribution
plays a key role in the analysis of estimated covariance matrices. However, their numerical
simulation can be difficult, because they make use of matrix processes.

Gourieroux assumes that the volatility matrix follows a Wishart autoregressive process in
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the pricing of derivatives with multivariate stochastic volatility, (Gourieroux, 2006). The
specification of the volatility matrix under this process is an extension of the CIR dynamic
in the multivariate framework which ensures that the matrix is always positive, (Cox et al.,
1985). Stochastic covariance structures can be efficiently modelled using Wishart processes.
The Wishart process can be obtained from the CIR process by extending it to the multivariate
case. Gourieroux shows that Wishart processes are ideal for modeling multivariate risk
which arises in multi-asset options due to the dependence structure betwen the underlying
assets. The author extends the CIR stochastic volatility model to the multi-asset case by
considering a risk-free interest rate and two risky assets. A risk premium is introduced in
the return equation and the stochastic volatility matrix process uses Wishart dynamics in
the model.

The information-based asset pricing framework by Brody et al. is an improvement on the
Black-Scholes model and Heston model which tend to be ad hoc, (Brody et al., 2008). The
framework shows that fluctuations in asset prices are partially due to information on what
the investor believes about the asset-related potential cash flows and other information on
the actual value of the asset in question. This means that, as opposed to being an input into
the transactions, the asset price should be an output of the decisions that affect the future
transactions.

An incomplete information approach is adopted in the information-based asset pricing
framework, this is contrary to the complete market assumption made by the Black-Scholes
model, (Macrina, 2006). In a complete market, the information in the Brownian filtration
is seen to be made up of only useful information and nothing that is not useful. The
weakness of this approach is price movements happen as if they are random, which is
contradictory to the fact that price changes have more structure. The market filtration in
the information-based framework is assumed to be generated by the market information
process. The dynamics for the asset price are then derived from the market filtration.

To make the multi-asset information-based model suitable for numerical simulation, it is
discretized using an approach applied to the multifactor Heston model by Gauthier and Pos-
samai and Kloeden and Platen, (Gauthier and Possamai, 2009; Kloeden and Platen, 1999).
The Euler and Ornstein-Uhlenbeck are reviewed by the authors and a new discretization ap-
proach which is based in the Heston’s Quadratic Exponential scheme is proposed, (Gauthier
and Possamai, 2009). Empirical studies show that the proposed discretization approach is
efficient in discretizing Wishart processes. A multifactor Heston model is made up of one
risky asset and more than one variance process, (Da Fonseca et al., 2008).

Chen et al., price European call options and study Greek letters of options under a fuzzy

environment by assuming that the asset return is a Gaussian fuzzy number, (Chen et al.,
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2019). The sensitivity of call options to a parameter in the Heston model can be obtained by
first-order and second-order derivatives of the in-the-money probabilities, (Rouah, 2013). A
new Greek, omega is proposed to describe the influence of the skewness parameter on a new
European call option price under a skew Brownian motion, (Zhu & He, 2017). Simulation
can be effectively used as a valuable tool to estimate the options price derivatives, that is
the Greeks under the Heston model where volatility is assumed to be stochastic, (Shafi et
al., 2018).

Javaheri et al. define filtering as an iterative method that allows the estimation of the
parameters of a model when the latter depends on a large amount of observable and
unobservable data, (Javaheri et al., 2003). They present various filtering techniques which
are used to obtain estimates for the stochastic volatility parameters from the underlying
asset prices. In their study, an algorithm is constructed which includes a transition equation
connecting two consecutive non-observable states and a measurement equation which relates
this hidden state to the data observed. Empirical results based on the S&P500 time-series
from 1996 to 2001 showed that the particle filter outperforms the other filters and that the
extended Kalman filter becomes unreliable when the model becomes highly nonlinear.
Wang et al. use the consistent extended Kalman filter in the Heston model to estimate volatil-
ity by first discretizing the stochastic differential equations to make numerical simulation
easier, (Wang et al., 2018). The extended Kalman filter linearizes the nonlinear equations
in the model by making use of jacobian matrices, (Ewald et al., 2018). To compensate for
the linearization error, the consistent extended Kalman filter is introduced so as to increase
the accuracy of the estimation process.

Lietal. use particle filtering to estimate volatility in a stochastic volatility model in a discrete
time framework (Li et al., 2015). Karamé uses several particle filters and a Hamilton filter
to estimate unobserved state variables from stochastic volatility models, (Karamé, 2018).
The particle filter is used to determine an estimate for the unobserved volatility and the
hamilton filter reduces variation in the monte carlo estimates obtained. This study extends

these approaches to the information-based asset pricing framework.
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3. Multi-asset option pricing

3.1. Modelling volatility in a multi-asset framework

In the derivatives market, it is observed that the volatility of option prices changes with time
implying that the volatility of an option at any moment is itself stochastic. This invalidates
the assumption of the Black-Scholes model that volatility is constant. An appropriate
stochastic volatility model in this case the Heston model is examined. This work also shows
that the Black-Scholes model can be obtained from the Heston model. The study first looks
at the single asset model and then extends to the multi-asset case. The stochastic variance

process in the multi-asset Heston model is assumed to follow a Wishart process.

3.1.1. Asset pricing model with constant volatility
The Black-Scholes model is used to price options where volatility is assumed to be constant.
The geometric Brownian motion shows the evolvement of the price of assets over time. It
has the following SDE:

dS; = uSidt + oS, dW; (3.1.1)

where;
t denotes the current time,
W; denotes a Weiner process or Brownian motion,
S; represents the current asset price,
u is the drift term,
o denotes the asset price volatility.
Under Q, the Black-Scholes model can be rewritten by substituting 4 with r in equation
B.I11las follows:
dS; =rS;dt + oS;dW, (3.1.2)

The European call price is as follows:
Chsmprice = Si@(d1) — Ke " T d(dy) (3.1.3)

where:

(3.1.4)
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and

do =
2 oNT —t
=dy—oVNT -t (3.1.5)

K is the strike price,
T is period to expiry,
r 1s the risk-free rate of interest,

and

®(x) =P[Z <x], Z~ N[0,1]

Considering the multi-asset case with n assets, the asset price dynamics under Q are given
as:
dS;(t) = rS;(t)dt + 0yS;(t)dW; (1)

fori=1,2...,n.

There’s correlation between dW; and dW; for i # j as follows:
E[dW,(l)dWJ(l)] = pijdl

where the correlation coefficient is p;;.

The price of the /" asset is obtained as follows:
Si(1) = 8;(0)e T2 )HoidWi() (3.1.6)

From equation[3.1.6] it follows that:

S;(T)

1
8 5:(0)

1
~ N((r - 501.2)1 O'I-QT) (3.1.7)
Using the result in equation 3.1.7} the option price C;[K, T] is given by:
Ci[K.T] = Si(0)®(d;.1) — Ke " ®(d; ) (3.1.8)

where
ln(%) + (r + %O'I.Q)T
O','\/T
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and

ln(%) + (r - %crf)T
oNT
=d;1 —oNT (3.1.10)

dio=

To obtain the price of the multi-asset Black-Scholes model with n underlying assets, the
study proceeds as follows:
Let:

n

NOESIG 3.1.11)
i=1
where c; are constant nonnegative weights and S;(¢) denotes the i underlying asset.
An approximate value for the option price is obtained by combining the upper bound option
price and the lower bound option price.

The upper bound option price is obtained as follows:
C°[K] = e_rTEQ [max{Sc -K, 0}]
where:
S = c1Fg (U) + ... + ¢, F5 (U) (3.1.12)

and U ~ U]0, 1].

2
g;

Zn: ciS;(0)exp [(r - 7)T + O'i\/TN_l(U)]

i=1

Using the result from [3.1.7

SC

2
g
Fs_il(p) =S,~(O)exp[(r—7’)T+0'i\/fN_l(p)] (3.1.13)
The upper bound price is given as:
C[K] = ) ciGiIK;“]
i=1
n
= Z c,-(Si(O)CI)(dl.‘;l) - Kf"e"TQD(dEQ)) (3.1.14)

i=1
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where )

K = Si(0)exp l(r - %)T +aNT¢™! (Fse (K)) (3.1.15)

The value of Fgc(K) is obtained from:

n
D k=K
i=1

) + (r + %O'iQ)T
oNT

and

S;(0)
ln( K

[C—
di,l -

The lower bound price is as follows:

C'[K] = e7"TEg[max{S' - K, 0}

where: .
$'= > eBISiIA]
i=1
and .
Si
A= /1,' In
— Si(0)
with A; > 0 being given as:
/11' = CiSi(O)erT

st = Z ciSi(0)exp [(r - 7’r,~2)T +riociNTN™L(U)

i=1
The lower bound price is thus given as:
n

C'[K] = Z cie_rTE[max(Vi - Ki*l,O)]
i=1

with:
2

g
Vi =S;(0)exp [(r - jr?)T +riocNTN™H(U)
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It follows that:

n

C'IK] = )" ci(Si(0)@(d! ) - K'e T (! ,)) (3.1.16)
i=1
where )
a:
Kl.*l = S5;(0)exp (r - jr?)T+ riO'l-\/TN_l(Fsz(K)) (3.1.17)
with s
1 4P
ri= L=l (3.1.18)
OA
and
O-A_JZA’ZO-’?-'_Z Z ﬂi/lijjO'iO'j (3.1.19)
i=1 i=1,j<1

The value of Fg (K) is obtained from:

and

ln(S}é(,))) + (r + %O'ier?)T
I’iO'i\/T
d,=d, - rioNT

Lo
di,l -

A linear combination of the upper and lower bounds given by equation [3.1.14]and equation

[3.1.16respectively gives an approximate price as follows:

C[K] = ¢eTEq [max{§ -K, 0}]
=zC'[K]+ (1 -2)C°[K]  forall K > 0. (3.1.20)

where 0 < z < 1.

The cumulative distribution function F5 of S is given as:

Fg(x) = zFg(x) + (1 = z) Fse (x), for all x € R.
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and

. = Blu(S)1 ~Efu(S)]
E[u(S)] - E[u(sh]

This implies that E[u(S)] = E[u(S)].

where
u(x) = (x - E[M(S)])2

3.1.2. Asset pricing model with stochastic volatility
The Heston model is a popular stochastic volatility model where an assumption is made
that the underlying asset price has a stochastic variance, V;, that follows a CIR process. The

model is represented by the following dynamic system of equations:

dS; = rSidt +\V,S,dW? (3.1.21)
dV, = k(6 — V,)dt + [V, dW? (3.1.22)

(dW3dW?) = pdt

where 7, 6, k are constants and p denotes the correlation coefficient.

The mean reversion of the variance process which is evident in the market is allowed for by
the term (6 — v). The asset price is dependent on a drift and a variance, which is similar
to the Black-Scholes model.

The Heston model’s European call option price is as follows:

Cheston = Spe” 120 P — Ke (20 p, (3.1.23)

where P; (j = 1, 2) are the risk-adjusted probabilities of x; = In( Sf: ).

Pj:—+— l¢ ¢

1 1 /°° Ree‘f¢’"K1‘j(¢;xk,vk) p
T 0 )

for j=1,2.

The characteristic functions f;(¢;xk, Vi) in the probabilities are given by:

£ (s xa, Vi) = SPINK+A;($.A)+B; ($,Ak) Vi
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where

bj—pogi+d;[ 1—edith
B, (¢ ak) = LT G 12 ]
o 1 —gjedf(Ak)
‘ a ‘ 1 — di(Ak)
Aj(d), Ak) = r¢l(Ak) + p (bj —podi+ dJ) N 21”(1 _ gjedj(Ak))]

_bj-podi+d;
gj_bj—pO'(ﬁi—dj

d; = \/(p0'¢i —b)? - 02(2u; $i — $?)

andi=V-1,Ak =T —k,u1 = 3, up = —3,a = &0, by = k — po, by = « and ¢ is called
the integration variable or node.

The Black-Scholes model can be obtained from the Heston model by making use of the
assumption of constant volatility. That is if V; = o2, then equationreduces to:

dS, = rS,dt + o S;dW? (3.1.24)

Equation [3.1.24]is the same equation for the Black-Scholes asset pricing model as given in

equation with dW5 = dw,.
The Heston model can be extended to the multi-asset framework by making use of Wishart

processes. Let @ > 0, A be a one-dimensional Brownian motion and xp > 0.
dZ; = 24/Z,dA, + adt,  Xo = x0 (3.1.25)

A strong solution of equation [3.1.25]is called a square Bessel process with parameter a.
For the general Wishart process, let B}}V be a matrix of standard Brownian motions in R,

Q, M, Q € R™" the Wishart stochastic differential equation is given by:
dX, = [QQT + MX, + X,M"|dt +\/X;dB)' Q + Q" (dB}")T\/X, (3.1.26)

0 denotes a matrix whose value determines the degree of variation in the state variable X,

M determines the speed at which the variable returns to it’s mean value, and
QQ" =070 (3.1.27)

where B, f > n—1, is an integer denoting the degrees of freedom determining the magnitude
of the drift of QT Q from zero.

Let S, be a vector of asset prices while 3, denotes the volatility matrix of n assets. Under
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the multi-asset model, the SDEs are given by:

dlogS; = [u+ (Tr(D1%y), ..., Tr(D,%,)) " |dt + =2 aw;} (3.1.28)
ds, = (QQT + MZ, + £, M) dt + 5dWTQ + QT (dW?7) 5} 2 (3.1.29)

where W is an n-dimensional vector and W/ is an (n, n) matrix, the elements in both are
independent standard Brownian motions. The volatility matrix, X;, dynamics correspond
to the continuous time Wishart autoregressive process. A volatility-in-mean effect is added
to capture the tendency for the volatility and the asset prices moving together.

The Laplace transform of equation [3.1.29]is what is needed to solve the pricing equation
for the European call option.

Considering the one-dimensional case, that is the case where n = 1, the equations [3.1.2§|

and 3.1.29 become:

dlog$, = (u+602)dt + o dW?, (3.1.30)
d(o?) = (W? + 2ma?)dt + 2qo,dWS (3.1.31)

where o2 denotes the risk premium.

By setting V, = 02, w = Vké, m = —5and g = 1, the variance process in equationis
reduced to the Heston variance process represented by the dynamic equation[3.1.22]

To make the dynamic system represented in equation[3.1.28land[3.1.29|suitable for numerical

simulation, discretization is performed.

Ito’s lemma is used to to discretize the asset dynamic equation as follows:

d1n(e HS,) s d1n(e~HS,) gs 4 L %In(e™S,)  — .2

dn(e™S,) = — 1 5 (dSy)
ot 95, 2 oS,
Rearranging equation [3.1.28}
dS, = S [+ (Tr(D1%y), ... Tr(D,%,)) " |dt + S,2} 2 aw; (3.1.32)
-2 -2
(dS:) = (Sy) Zydt
dln(e™HS,) dln(e™™S,) 1 d2In(e HS,) 1
—_— = —U, _— = =, —— =5
ot 35, S a5 s’
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_ 1 — 1 —
din(e*'S,) = ~pdt +-dS; - —(d5,)°
t

25,
—uro N\ 1 (< T 1/2 s 1 =2
din(e™™S8,) = —udt + < Se|r+ (Tr(D1%y), ..., Tr(D,%y)) | |dt + 2, 7dW}) — —5 (S, Zidt)
t 28,
—uta T 12 s 2edl
din(e™™S;) = —udt + (u+ (Tr(D1%y), ..., Tr(D,%,))  |dt + Z,'7dW; - 5
_ )
din(e™S,) = (Tr(D1%), ... Tr(D,%)) dt + =1/2dw? - St
- s
d[In(e™ )] = (Tr(D1%:), ..., Tr(D, %)) Tdt + =2 aw? - St (3.1.33)

Integrating equation [3.1.33| over the interval [z, + A¢] results in:

t+At _ t+At t+At 1/2 t+At Y,
/ d[In(e™™S,)] = / (Tr(D1Zy), ..., Tr(D,Z)) " ds + / sV2aws - / 7ds
t t t t

t+At
/ d[In(e™8,)] = In(e 2§ 1 pp) — In(e7™S))
t

The predictor corrector scheme proposes to first handle the time integral in a centered

manner, that is:

At

t+At
/ (Tr(D1Zy), ... Tr(D,Z)) Tds = — | (Tr(D1Z4a1)s oo TH(DnZiear)) |
1t

+(Tr(D1%), . Tr(D,Z)"

+A
/ SV2aws ~ VAWE,G
t

where G denotes a matrix of independent standard gaussian random variables.

t+At
At
/ Xeds ~ 7(2t+At + Zz)
t
Thus, the following scheme is obtained:

e Hr+AY St+ar
log [—

At
o—HIS ] 9 ((TF(D12,+A,) Tr(DnZt+At))T+(Tr(D12t)a oo T”(Dnzt))T
t

+VAIEG - 2 zHA, +3,) (3.1.34)
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Despite that the continuous-time process of the discounted price may be a martingale, the
scheme given by equation[3.1.34]isn’t. This implies that the discretized scheme for the asset
price may not always be free of arbitrage.

The martingale correction modifies equation [3.1.34]to be such that:
Ele_#AIEHAllEt] = Et

It follows that:

e (Hm)gmm

At
— :|:| = exp[_((Tr(Dlzt+Al)7 ceey Tr(DnZl+At))T
e_/“”S[ 2

exp llogl
+(Tr(D13), ...,Tr<DnEt>)T)

A
+ \/A_t\/ZG - Zt (ZZ+AI + Zl‘)

[6’ THHAD S, ] _ [e s AlEHAt]

e_l‘ltgl El

—uA= - At
e MA[SHA: =S exl?[?((T”(DlzmAt)’ ooy Tr(DnZHAt))T

+ (Tr(D1%), ...,Tr(DnZ,))T) + VAWE,G - %(ZHN +3)

E |:€_#Al§l+At |§l:| = E [E

€ _rAl§t+Az |§t’ Vt+At:| ]

- At At
=S exP( - ZZI)E exP(_Z(ZHAz)) X Ey

exp [\/A_t\/ZG
At T
+ 7((TV(D1ZI+N), s Tr(DpZiiar))
+ (Tr(Dlzt), e Tr(D”Z,))T)|Z,+A,]
- At At
=S exp( - Zzt)E[exP(_Z(EHAz))X
B |exp (VAIVELG) Zen |
At T
E, [exP(g((T’”(DIEHAz), oo Tr(DrLZHAt))

+ (Tr(D1%y), ...,Tr(DnZt))T)|Zz+Az]
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E; [exp(\/A_t\/ZG) Py

ALY, )

= exp( 5

B, [ex}7(A2 ((T’”(Dlzzmt) T”(Dnztmz))T + (T”(Dlzz), s Tr(Dnzl))T)|Zt+At]

= exP(A2 ((T’”(Dlzz+Az) Tr(DnZHAt))T + (Tr(Dlzt)a o Tr(DnZt))T)

A= = At At
]E[e #A[SHAtlst] = P( - Zzt (Tr(Dth) Tr(DnZ,))T)

A AtY,
Elexp| — — (Zesar) + 5

4

( ( Tr(D12t+At)’ seey Tr(Dn2t+At))T
+ (Tr(D1%)), ...,Tr(DnZ,))T)lEt]
=3, exp(%z, + %(Tr(Dth), Tr(Dnz,))T)

E

exp( - %(me) + (%((TV(D@HN), Tr(Dn2z+Ar))T)|2t]

Let

At

M= Elexp( - %(z,w) + (_

5 ((T"(DIZHAz), s Tr(DnZz+At))T)|Et]

If the scheme in equation [3.1.34]is modified as follows:

lo e H (HAZ)EHAz
§ 4

At At
— ] =—-log M - —(Tr(DlZ,), ...,Tr(DnZt)T) - —2
e HL S, 2

+ %((Tr(DlzﬁAt), o TF(DyZeaan)) " + (Tr(D1Zy), ...y Tr(DnZ,))T)

VAVEG - (S +3) (3.135)

then the martingale condition would be satisfied.
To discretize the variance process, integrating equation [3.1.29} over the interval [z, + At]
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yields:

t+A? t+A? 1+A1
/ ds, = / (QQT + M, +5,MT)ds + / 2wy o
t t !

t+At
+ QT (dw?)T=l/?

t

(3.1.36)

An approximation to equation [3.1.36] is done using a slightly modified Euler scheme as
follows:

t+At t+At t+At t+At t+At
/ ds, = / QQ T ds + MXds + / > M ds + / =V2aweQ
t t t t t

t+At

+ QT (dw?) =2

t+At
/ dZg =~ Zppn — 24
t

t+At
/ QQTds ~ At QQT
'

t+At

MX.ds ~ AtM,;

t
t+At
/ SMTds ~ AtM T,
t

t+At

VEAWT Q ~ VAWZ,GQ

t
t+At

QT (dWI)TVZ, ~ QTGTVAE,

t

Siear = B+ AL QQT + AIME, + AMTE, + VAV GO + QTG VAL,

Thus:
Seear = 5 + (QQT + M3, + MTZ,)At + VAIWE,GO + QTGTVAWE,  (3.1.37)

Equation [3.1.37]is referred to as a discretized Wishart process and can be used to simulate
2 for any fixed step size At > 0. This process can become negative definite since the
square root is no longer well defined. A solution to this problem is to make use of the full

truncation scheme which involves taking the positive value of the variance denoted by X7,
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that is 7 = max (0, %;). Thus:

Snr = 2 + (QQT + ()M + MT(z,)+)Az +(Z)tGOVAL

(3.1.38)
+QTGTVAHW(Z)*
Equation [3.1.38|can be written as:
Trenr = + (ﬁQQT +(Z)°M + MT(W)At +V(Z)*"GoVAr 5139
+QTGTVAH(Z)*
The price of an option written on log S; and %, can be obtained as follows:
ClogE,,Z, (1.¢, h) =e " Mexp [{T log S; + Tr(A(h)Z,) + c(h)]
where:
A(h) = (AL(h) + A3(h)) " (AL(h) + A2(h))
with
Al(h) A;(h)) o ( M+Q7plT ~207Q )
Aj(h) A3(h) 3T =2 GDi) (M7 +£p70)
and
c(h) = —gTr[ZOg(goA;(h) +AZ(h) + kM + he(pT Q) | + hr(LTT - 1)

A(0) = ¢, b(0) = ¢ and c(0)=0.
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3.2. Dynamics of an option pricing model where the variance process depends on time and

information in a multi-asset framework

Here, the asset price process dynamics and the variance process dynamics for the information-

based framework are looked at and the derivation is extended to the multi-asset case.

3.2.1. Information-based asset pricing framework model dynamics

The information-based model is modelled under the probability space (Q, 7, Q). F; denotes
the market filtration.

An assumption is made on the presence of an existing kernel for pricing which is assumed
to be adapted to ¥; and that the market is free of arbitrage opportunities. Arbitrage
opportunities exploit the price difference between two markets to make a profit. These
assumptions allow for the use of a risk neutral measure.

A return, X7, that is expected to happen at time T is considered. The value of X7 will only

be known at maturity and at current time, ¢, it’s value is given as follows:
S = PrE[X7|F] (3.2.1)

where P, denotes the discount factor.

Equation |3.2.1|1s the discounted conditional expectation of X7 under Q. An assumption is
made that a given quantity of partial information that relates to the value of the return is
available at an earlier period of time.

The asset price is determined by the expectation of discounted returns involved, subject to
the information available. By making use of a Brownian bridge, it is possible to create
explicit formulas, and semi-analytical terms for derivative prices.

To ensure that the market information process reveals the value of the return at maturity, it

is taken to be a function of the return, that is:

& = f(XT)

Prior to maturity, &; contains only partial information relating to the return.

The market information process denoted by{&; }o</<7 is given by:

& =yt Xr + Bir (3.2.2)

where X7 ~ N[0, 1].
The information process given in equation [3.2.2] has two terms; the first term, yz X7 is the

market signal which contains the true market information, and the second term, ;7 denotes
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the market noise.
{B:r}o<t<r 1s a Q Brownian bridge over the interval [O, T] with Bor = 0 and Brr = 0. It
follows that:

E[Bir] =0
and -
Var[Ba] = 4 - L

A Brownian bridge is used to represent market noise because at the beginning, all the market
information is used in asset pricing but as time goes by, new information is revealed and this
is accounted for by increasing the variance of the bridge for the first half of its trajectory.
When the return value is revealed at maturity, the variance value is equal to 0. The
information flow rate parameter, y denotes the speed with which the true value of X7 is
revealed. If it is low, then it imples that the value of X7 is hidden until almost at maturity
while if the value of vy is high, then, the value of the return is revealed quickly.

An assumption is made that X7 and the Brownian bridge are independent. It follows that:
t
Bir =W, — TWT

Thus:

t(T —1)
)

Bir ~ N (0,
The information about the real value of X7 will increase steadily, as this happens, the
masking factors will also initially increase in value but will in the long run vanish as the
maturity date nears.
Bt 1s not adapted to the market filtration process. Thus, 8,7 can be seen as representing
speculation, rumour, overreaction or any other misrepresentation that may occur relating to
financial transactions.

The dynamics of the asset price process satisfies the following SDE;
dS[ = r,S;dl + FtTdW[

In this study, an assumption will be made that r, which denotes the interest rate at time ¢ is

a constant implying that r, = r. Thus;

dS; =rS;dt + I'irdW, (3.2.3)
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where: -
FtT =P T T)’

Vi (3.2.4)

and V; denotes the conditional variance of X7.
Let:

Xir = E[XT/fz]

= /0 ) x7(x)dx

where 7;(x) denotes the conditional probability density for the random variable X7 such
that:

d
m(x) = aQ[XT < x/&]

vT
T—-1t

where Z" denotes a Brownian motion.

dn;(x) = (x — X,7) 7 (x)dZ]

Since V; is the conditional variance, its value depends on the market information process at

time £, that is:

v, = E[(Xr/& - E[Xr/&])?]
=E[(Xr/&)*] - (B[Xr/&])°

= / 2 (x)dx — X2 (3.2.5)
0

The process {W,; }o</<r 1S given as:

t
1
Wi=& - / T—()’TXsT —&s)ds (3.2.6)
0 )
Differentiating both sides of equation [3.2.6] with respect to ¢ gives:
1
dw, = d&, — ﬁ('yTXtT - &)dt (3.2.7)

By rearranging equation the SDE for the market information process is as follows:

1
dé = (yTXtT - g,)dt +dW, (3.2.8)
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The SDE for X,r is given as:

T 1
dXir = 4 thﬁ(ft —yTXyr)dt + dé;

T-1t
Rearranging equation [3.2.9|1leads to:

T
dX,r = T)’

Thus:

dX,r = T

V; is a function of m;(x) and X;7. Applying Ito’s lemma to equation gives:

Vi

vV, 102V,

Vz[dé:t - 7%I(VTXtT - fz)df]

vT

tthWt

2
dv, = d —dX — dXx,
t o7 (x) ﬂt(X)-i_aXtT tT+26Xt2T( tT)
om() o T Xa T T X
T
(dXir)* = (7= VW)

2
T

dv, = (/medx)dﬂ,(X) + (=2X;7)dXor + %(—2) (dXtT)2
0

T -1
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/ xzdx)( bl
0 T-
T yT

=75 i x%lx) ((x - X;T)ﬂ,(x)dW,) - QXZT(T -

( XtT)ﬂ'l(x)dW,) + ( 2X,T)(

yT
T -t

T o0 (o)
= y_(/ xgﬂ,(x)dx - XtT/ x%r;(x)dx)th) — 2XtT(
T -t 0 0

T 0 e
= y—(/ .xgﬂ't(.X)dx_XtT/ x27Tt(X)dX)th)
T-1\Jo 0
00 2
YT yT
_ 2XtT(T i (./0 x27rt(x)dx - thT)th) — (ﬁ) Vthl‘
T 0 oo
= (7—(/ x37r,(x)dx - X,T/ x27rt(x)dx)dW,)
T—t\Jo 0
) 2
T T
— Q(Ty_ tX,T -/O xzﬂt(x)dx + QXE’T)th) - (Ty——t) Vl?dl

T ([* ”
= (L(/ Xy (x)dx — XtT/ x°m(x)dx
T-1t\Jo 0

o0 2
T
- 2X;T/ xzﬂ,(x)dx + 2XI3T)th) — (%)
0 _

VZde

T * ®
_ (7_( / X37,(x)dx — 3X,r / x2m,(x)dx + ZXS’T)dW,) —
0 0

T -1t

Let

= B[ (xr ~B[x,])"

o)

==—— oOx?dx) ((xﬂ, (x)dW,; — X;rr; (x)th)) — 2X,T(TyT
; _

V,th) —( 2)( )Vth

T
Ty—) VZde

T 2
Vidw,| - (L~ v2ar
T

T 2
thWt) - (Ty—) V2dt

( bl ) VZide
T_

=/ x3r,(x)dx — 3X,T/ x27rt(x)dx+2X[3T
0 0

Thus

2
yT yT
T_ thth) - (ﬁ) Vt2dl

The deterministic nonnegative process {g; }o<:<r is defined by:

v

t

1
g =Yi+t — )’st

T —t
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If y is a constant, then:

vT
= - 3.2.10
8t T —; ( )
The dynamics for V; are therefore given as:
dV; = —g?V2dt + gk, dW, (3.2.11)

3.2.2. Multi-asset information-based asset pricing framework model dynamics

Proposition 3.1. The joint dynamics of S; and 3, under the multi-asset model are given
by:

dS; = [rS; + (Tr(D1Zy), ... Tr(D, %)) " |dt + PirgiZ,dW? (3.2.12)
dz; = (QQT + M, + M) dt + VEAWIQ + QT (dW7) TV, (3.2.13)

where WS is an n-dimensional vector and W is an (n,n) matrix. The elements in both
are independent unidimensional standard Brownian motions. r is a constant n-dimensional
vector denoting the risk-free rate of interest, D;, i = 1,...,n,Q, M, Q are (n,n) matrices
with Q invertible. P,r and g; are both n-dimensional vectors.

Proof. Using Ito’s lemma, it is shown that the variance process for the information-based
asset pricing framework takes a similar form to the square Bessel process which is the one
dimensional Wishart process.

Substituting for the value of I';7 given by equation and g; given by equation (3.2.10

the asset price dynamics given by equation [3.2.3]can be rewritten as:
dS[ = rStdt + PtTg[‘/ldWl (3214)

The dynamics for the variance process are as given in equation [3.2.11]

Let SB; denote the coeflicient of skewness at time ¢ such that:

Kt
B =
Vt3/2
Substituting for k, in equation [3.2.11] gives:
dV, = —g2V2dt + g,B, V2 aw, (3.2.15)

Using Ito’s lemma, let X; = V,‘l, the following result is obtained:

X, X, 1 92 9
dX, = —Ldr + —LdV, + ———(aV,
T ot av, ! 28\/,2( /)
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GX, 8X, -9 82Xl -3
— =0, — ==V, =2V
ot v, ! !

(av.)* = Brvivids

dX, = =V 2(=v2V2dt + g, BVI2dW,) + V73 (dV;)?
=~V 2(=g2V2dr) + (=V2) (g8 VAW, + V3 (B2 g2V dr)
= gzzdt - ﬁzgtvl_l/Qth +ﬁt2g,2dt

= 2(1+BDdt — Big, v, aw,

= g2(1+ B)dr — g/ X, dW,

Thus, the variance process for the single asset case can be given as:

dX; = gt2(1 +,312)dt - ﬁ;g;@dWr (3.2.16)

where X! denotes the inverse of the variance process.

The dynamics of the volatility matrix %; in equation represents a continuous-time
process of stochastic matrices which correspond to the continuous time WAR.

A volatility-in-mean effect is introduced in the drift to account for the risk premium and to
capture the tendency for the volatility and the stock prices moving together by introducing
interactions between covolatilities and expected returns. The drift in equation [3.2.12]is an

affine function of factor volatilities and co-volatilities:
E((dSiy) = [rSi; + Tr(D;X)]dt, i=1,..,n, (3.2.17)

E; is the expectation conditional on the information available at time t.
Considering the one-dimensional case, that is the case where n = 1, the equations [3.2.12]

and become:

dS, = (rS; +6V,)dt + Pirg,V;dW, (3.2.18)
and
d(Vy) = (W? + 2mV,)dt + 2q/V,dW, (3.2.19)
respectively.

The variance process can be seen to be a CIR process and the model is reduced to the

one-dimensional information-based model.
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Considering the two-dimensional case, the Wishart process in equation [3.2.13]is given as:

dZ,Zd(EtM 2112
VSNV
Qi1 Q| [Q1 Qa1 (M1 Mo (= =12
=[ Qo1 Qo) \Qi2 Qo * My My )(212 222)
(Ztll e (Mn Moy ]dt+ (2}1 2}2)2 (dW;H dW,w) (Qu le) s (Qn Q21)
52 22 \Miz Moy 512522 \dwi aw?) Qa1 02 012 02

1
dwll aw?l) [zl z12)?
dw;? aw| g2z

1
2
LetO}—Z%—(EtH 232) —(‘Tfn ‘Tfu)
. _

12 22 12 22
%0 X oy~ 0%

O_tll 12+0-t120-122 (o 12)2+( 122)2
1

=P\ (aw)t aw ) (0n O

2 2] \aw?t aw?] 0z Q2

ot a2\ [awit aw(?) [0 Q1o
ol o) \aw?' aw?) \Qxn Q2
O'tllthHQu + 0-t12th21Q11 + O_lllth12Q21 + 0l12dW,22Q21

12 11 22 21 12 12 22 22
oy th Q11+0-t th Q11+O't th Q12+O't th Q21

oM dWH Q19 + 7 2dWH 019 + L dW 2009 + 7 2dWH2 009
O'l12dW,11Q12 + 0't22dW[21Q12 + O'tIQth12Q22 + O'IQQdWEQQQQ)

(Q11 le) (dw}l dW?l) (z}l 2}2)%
Q12 Q) \dw!? aw??|\z12 x22
_(Qu Q21) ( dwH dWﬂ) ( ol 0'112)
Q12 Q) \aw}* aw?| \o}? o
oMt AW 011 + ot dW[? Qo1 + 0 2dWH 011 + 0 2dW7? Qo
O'tlldWHQ 12 +O't11dW12Q22 +O't12dW21Q12 +O'[12dW22Q 99

2dW11Q11 + 0'12dW12Q21 + 0'22dW21Q11 + O't22dW22Q21
(o QthHQlQ + Ut12dW}2Q22 + 0't22th21Q12 + O'IQQth22Q22)

112 1242 11512 12,22
. . . O- + 0' 0— +O- O.
this implies that o-f =3 = ( (077)"+ (07 7) t Ui t Ut )
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dz' = (QF) + QF, + 2M 11 Z1)dt + 20 (AW Q11 + dW[?Qa1) + 2072 (AW} Q11 + AW Q1)

d31? = (Q11Q91 + Q19Q00 + 2M15519)dt + o (AW Q1g + AW 204s) + 0 2(dW2 Q1 + dW?2 01
+dW 011 +dW[2091) + 072 (AWE Q11 + AW Q1)

dY? = (Q2, + Q3 + 2M20 ¥ 09)dt + 202 (AW} Q12 + dW 2 029) + 2072 (dW?' Q12 + dW??029)

Proposition 3.2. The infinitesimal generator associated with the Wishart process in equa-

tion|3.2.15|is given by:

Ly =Tr[(BQTQ + M +EM")D +25DQ" QD] (3.2.20)
where 5
D =\ =
( oxY ) 1<i,j<n

Proof. The following equations are used to generate the infinitesimal generator of the

process:
d <zt 3zl s, = gzt (az=th
= 4(o)2Q3 dt + 4(0?)? Q% dt + 4(a )2 Q3 dt + 4o )2 Q5 dt
= 42111[Q%1 + le]

d <2325 =31 [02 + 03] +21%[011012 + Q2102 + Z2[0%, + 03]

d< 222, 222 > = 4Q%2 [0’212 + 0'222] + 4Q32 [0’212 + 0'222](12‘

= 437°[01, + 03, ]dr1
d <=M 22 > = (2211(011012 + 02102) +25%(07, + 03,))d!t
d <2 3% >, = 451%(011012 + Q21020)dt

d <212, 5% > = 2220}, + 0%) + T*2(011012 + 021022)dt
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The trace of the matrix 2X,DQT QD is as follows:

Tr[22,DQTOD] = 2Tr[Z,DOTOD]

82
= 22,121+ 03) 3y
2

+ 2(2}1@%2 +039) + 222011012 + 02102) + 27 (07, + 03)) (0312)?

202 a2y 0
+22,7(Q1p + QQQ)W

82

+ 4(231(Q11Q12 +021022) + Z2(07; + Q%l)) oxIiy12

12 02
+4%,7(Q11012 + Q21Q22)W

2
+ 4(2;12(Q%2 +03,) +257(01 012 + Q21Q22))—(9212222
and
~ - - 1 11 11 o
Ly =Tr[(QQT + MZ+EM")D] + S| <ZE > (9x11)2
0> 9’

+2<xl2 325 + <32 322 +4 <3l 3125

0
' (9x12)2 ' (9x22)2 o311y 12

92 92
11 22 12 22
+2 <X, X% >, Iyl +4 < XX >, —6212222)

In order to discretize the asset price process, for every ¢ € Ry, Ar > 0, equation [3.2.12]is

integrated over the interval [z, 7 + Af]:

t+Ar t+Ar t+At
/ ds, =/ [rS. + (Tr(DlZu),...,Tr(DnZu))T]du+/ PurguZudW,
t t t

t+Ar t+At t+At
:/ rSudu+/ [(Tr(DlZu),...,Tr(DnZu))T]du+/ PurguS.dW,
t t 1t
(3.2.21)

To make equation[3.2.21]suitable for numerical simulation, a slightly modified Euler scheme

t+Ar _ _
/ dSy = Stne — St
t

is used as follows:
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t+Ar _
/ rS,du ~ rA;S;
t

t+At
/ [(Tr(D1%.), ... Tr(Dy2))  |du =~ A (Tr(D1%), ..., Tr(DyE)) ]
t
t+At
/ PurguZudW, ~ PirgtNAG
t
Thus:
Seanr = Sy + rALS, + At[(Tr(D1%)), ..., Tr(DnZy)) | + Pirgi 2 VAIG (3.2.22)

Equation [3.2.22] can be used to simulate S for any fixed step size Az > 0. This process can
become negative definite since the square root is no longer well defined. A solution to this
problem is to make use of the full truncation scheme which involves taking the positive

value of the variance such that:
Sisar = Sy + rALS, + AtS, [(Tr(D1ZF), ... Tr(D,E)) " | + PrgZiVAIG  (3.2.23)

For the variance process, the discretization process is done by using the same approach used

in the Heston model resulting in the discretized Wishart process given in equation [3.1.38]
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3.3. Asset pricing in an information-based framework

The study starts with a valuation formula for an option written on one underlying asset and
extends to the case of an option written on n underlying assets. The two approaches for the
information-based asset pricing framework; that is the BS-BHM model and the BS-BHM
updated model are looked at.

Risk-neutral pricing is used where the model has one underlying asset. The notion of
comonotonicity is used for the case of n underlying assets by obtaining a lower bound and
an upper bound for the price by assuming a comonotonic dependence structure between the
underlying assets. The approach is based on the assumption that an increase in the value of

one of the variables results in an increase in the value of all the variables.

3.3.1. Notion of comonotonicity in a multi-asset information-based framework
Let:

n

D= ) eiSiy (3.3.1)

i=1
where ¢; denotes the weightand (S, ..., S,;) are assumed to be comonotonic, which implies
that an increase in the price of one asset results in all the other asset prices increasing at the
same time.

Let X denote the variance-covariance matrix such that:

211 212  2in
5 _ Z?,l Z?,z . Z?,n
Zn,l z:n,2 Tt Z:n,n

The upper bound price is obtained as follows:

C“[K] = Eq[max{D" - K, 0}

where: .
D" = Z ciFg! (U) (3.3.2)
i=1
U~ UJ[0,1].
The lower bound price is given by:
C'[K] = Eq|max{D' - K,0}] (3.3.3)
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where:

and

with ¢; > 0 being given as:
i = ciSipe”

(3.34)

(3.3.5)

(3.3.6)

The upper and lower bound are combined using a linear association to obtain the price of

the multi-asset derivative as follows:

C[K] =zC'[K]+ (1 -2)C"[K]  forall K > 0.

Z represents an interpolation weight given as:

__ V(D1 -v(D)]
V(D"] - V(DD)]

3.3.2. Pricing multi-asset options under the BS-BHM model

(3.3.7)

(3.3.8)

Proposition 3.3. The price of a European call option under the BS-BHM model is given as

follows:
1
Coim = S0e#*3°®(d)) — KD(~dy)

where: s

log (52) +

d1 = —g ( K) 4 +0
o)

and

do=d| -6

Proof. Under the BS-BHM model, the value for S; is given as:

1 1 wWT yTvNT
S, =8 t— =T + = +
10 AP (r 2" 2y2r+1  t(yir+ 1)&)

where T = 75—: and v is a constant.

Introducing logs in equation [3.3.9|1leads to:

log (St) = (rt - 1v2T+ L_vVT yoNT §,)

— - +
So 2 2y2r+1  t(y21+1)
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Equation [3.3.10| follows the lognormal distribution given as:

2
1Og(§)NN[r,_%V2T+1 VT ( yrNT ) (y2t2+@)] 3.3.11)

So 2y21+ 17 \t(y2r + 1) T
Let: v
1 5 1 vVT
=rt—=vT+=
prmOY 2y2r+1
and

2
B ytvNT t(T-1)
= (t(72T+ 1)) (yQt2 T )

This implies that:
S
log (S—’) ~ N[go, 52] (3.3.12)
0
S; ~ N[Soe"", 502e2""+52 (662 - 1)]

Let Cpum denote the value of the derivative at the current time .
Conm = Eg[max{S, - K, 0}] (3.3.13)

Equation [3.3.9|can be re-written as follows:

1 1 wWT 77’\/\/7
S, = log So+rt — =v*T + = + 3.3.14
O e 2y2r+1 t(y27'+1)§t ( )

Define a = log Sg + ¢.
Substituting for the value of @ in equation gives:

S, = e¥*9% (3.3.15)

Let K = ¢**9%, making z to be the subject leads to:

_logK -«

==

_logK —log Sp — ¢

- S

_w (3.3.16)
)

4

40



Substituting for the values of S; and K in equation [3.3.13] gives:

EQ [max{eaﬂSZ _ ea+6z’ O}]

= " Eg|max{e®?™? - 1,0}]

= e‘”&/ max{e®V7 = 1,0} f (y)dy

:e¢,0+5z[/ eé(y—z)f(y)dy_/ f(y)dy]

:e‘”&[e‘& / e f(y)dy - / f(y)dy] (3.3.17)

Chhm

i © 1
Cphm = €7 e_5Z/ Vo / —e ~3) dy]
L Z

i R | 2 1 1.2
— ea+6z e—6z+%62/ e 2(y d) dy / — e 2Y dy]
| z V27T 4 V27T

= ¢TI P (6 - ) — (D(_Z)]

_ ea+%52q)(5 _ Z) _ ea/+6z(1)(_z) (3.3.18)
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1 1
a+ 552 =1log So + ¢ + 552 (3.3.19)

log (f—o) -
)

~ 52+1og(s—lg) +o

0

_log (Sfo) +o N

- S

=d; (3.3.20)

log (%) -

0—2=0-—

0

a+oz=logSo+¢p+0

(%)

=logK (3.3.21)

2 (3.3.22)

Substituting for equations [3.3.19] [3.3.20] [3.3.21] and [3.3.22] in equation [3.3.1§| gives:

Conm = elOgSO+¢+%62¢(d1) _ elOgK(I)(—dQ)

= Spe 20 ®(dy) — KD(—dy) (3.3.23)

Equation[3.3.23|represents the valuation formula for the derivative price under the BS-BHM

model. This formula is similar to that obtained in the Black-Scholes model.

Proposition 3.4. The price of a multi-asset European call option under the BS-BHM model
is given as follows:
C[K] = zC'[K] + (1 - 2)C"[K]

where:

C'[K] = ) ci[Sipe? 20 @ (dy) - KL D(dly)]

and

N

2162
C'[K]= > ci[Sige?*2% cb(d,{l) —Kl?d)(dfa)]
i=1

Proof. Considering the multi-asset information-based asset pricing framework under the
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BS-BHM model, let

1 1 vAT TV NT
Sis=Sio exp(rt— SV2T 4 T yitvNT & ) (3.3.24)

2! 2)/ T+1 t(yl.zr+1) o

pi,j denote the correlation coefficient such that:

)’iTVi‘/T VjTVi‘/T
i,j = Corr 5 it Jot+s
t(yft+1) t(y T+1)
where s > 0.
yitvNT y;TvNT
% j = Cov s 2 é:/,t+s
t(yst+1) t(yjr +1)

and

1 1 T —
Fgllr(U) = Si,O exp(rt__VQT Vl\/_ levl\/_ y t ) ( )

277" "2y T+1+t(y T+1) — N (U)) (3.3.25)

The upper bound price is given as follows:

C'[K] = ) ci[Sipe? 20 @ (dy) - KL D(dly)] (3.3.26)
i=1

Using the result from equation [3.3.11] gives:

1 1 vNT yitvNT t(T - )
K" =S, pexp|rt — =v>T + : FALAL 224 — 2 Fpu(K
; R EN Qy T+1 t(y?Tt+1) Vi T N7 (Foe(K))
(3.3.27)
Let 7
15 1 v, T
=rt——v;T + 3.3.28
Pi 5 5 7 Tt 1 ( )
and
TViNT t(T—t
5, = (VT v =0 (3.3.29)
t(y2t+1) ! T
Substituting equation [3.3.28] and [3.3.29]into [3.3.27] gives:
K!' = Sipexp|oi + (5,-N_1(FDu (K))] (3.3.30)
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Fpu«(K) is determined using the relation:

n

Z iK' =K (3.3.31)
i=1

and
log (K” ) + @;

u .
d;| = ‘ + 6,
l

wo_ oqu s
di,Z_di,l 6’

The variance of D" is as follows:

1= 3 Sreessaseonsss e

i=1 j=1

The price C![K] can be expressed as:

n

C'[K] = ) ci[Sie? 2 0 (d! ) - Kl®(d],)] (3.3.32)
i=1
where
1 1 iNT ivitviNT (T —t
Kl.l = S;pexp [rt - —vl?T QV;/_ yoytviVT ? l.2t2 +— ( ) (FDI(K))
2 2yl.yl.~r+1 t(y}yir+1) T
(3.3.33)
Let VF
1 2 1y,~v,~ T
s=rt—zy;viT + 3.3.34
pir =1t = 5] 2y2r+1 (5339
and
ViTviNT (T -t
S = (M) ()/2t2 + X )) (3.3.35)
t(y T+1) T
Substituting equation [3.3.34] and [3.3.35]into equation [3.3.33] gives:
Kl.l = Sl-’oe_xp (101'* + 51'*N_1 (FDI(K))] (3336)
with > 5
r%: lp pl, j i
yi= 2 (3.3.37)

oy
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and
n n

oy =) Ui6]+2 Z Vil jpij6id; (3.3.38)

i=1 l:1,j<f
Fpi(K) is determined using the relation:

n
> ekl =K (3.3.39)
i=1

and

Si
lOg(K—’gO) + @ir
f-—

I _ g <
di,2 - di,l 0j-
The variance for D is as follows:

n o n
V[Dl] = Z Z c,-C_/S,-,on,oe(2‘/’+5i*5j*) [651'*51'* — 1]
i=1 j=1

3.3.3. Pricing multi-asset options under the BS-BHM updated model

Proposition 3.5. The price of a European call option under the BS-BHM updated model is
given as follows:

2
Cupdatea = S®(dy) — Ke™ ) d(dy)

where:
log(%o) +A
di=——+8B
B
and
dr»=d; - B

Proof. Under the BS-BHM updated model, the value for S; is as follows:

1 vt 9 ’}/TV\/T
S;=S t— = T+ 3.3.40
rE S0P (r 2y2r + 1 t(y?r+1) ¢ ( )
The lognormal distribution for g—(‘) is given by:
2
S 1 vy yTvNT 99 HT—1)

log| —| ~N|rt — = T,| ——— 1+ 3341
Og(so) [r 22r+1 \tgze+n) 7 T (3341
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Let:
2

1
A=rt———L " 2T
2y2r+1
and
— _ymNT ¥212 4 Hr-v
t(y2r +1) T
S; 9
log{—| ~N|A,B (3.3.42)
So
Sy ~ N[SoeA, SozeZA (eB2 - 1)]
Thus:

S, = SpettB? (3.3.43)

where Z ~ N[0, 1].

Equation[3.3.41|a density function given as follows:

s\ 1 1[log(5t) — A2
G- segelsl==—]) e

Let Cypdarea denote the derivative price under the BS-BHM updated model with one

underlying asset. It follows that:
Cupdatea = Eg[max{S; — K, 0}| (3.3.45)
An assumption is made that there’s a default-free deterministic interest rate.
Cuptres = [ max(s, = .01 (s)ds,
= [(m{S, - K, 0} f(s,)ds;

Using the result from equation [3.3.43] it follows that;

S[ _
,_ log(%) A
B
For the lower bound, when S; = K;;
K
S log(s—o) - A
B



Cupdated = ﬁ)g(SK) A(SOeA+BZ K)f(Z)dZ
B
:/M(SK) Soe™*P” f(z)dz - /wg( k)4 Kf(2)dz
B B
:/og(gg) Soe P2 (2)de = K fug(£)-a £(2)dz
B B
Z2
f(z) = ——=e"7
\/_
o0 1 22 o 1 22
_ A BZ_ oS K -5
Cupdated = Soe /ng(SZ)) A \/ﬁe dz /og(%)_A me dz
= Spet [ L o L 74
= Oe Iog(sl;%)—Ae \/ﬂ Z Iog(;;v))fA \/ﬁe Z
pz-L B _BF
2 2 2
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A [° B2_p? 1 « I _2
Cupdated = SOe log(SLO)—A e? 2 _dZ - K lng(L)—A ——e 2 dZ
B

\or 20 2
e aeB2 [T _em? 1 * 2
= Spe"" 2 /h)g(%)Ae 2 —@dz K Iug(f,%)% —2ﬂg T dz
log(%) -A log(f—o) - A
= Spett 2 P[N(B, 1) > ] - KP[N(O, 1) >
B B
K K
, log(%) -A log(%) -A
=SoeA+2(1—d>( —B)—K(1—q>( )
B B
K K
— 2 — —
o+ oln-——| ol —5—)
S S
o ne Zq) log(fo)+A Ao log(fo)+A
= 2 —_
oo ——p) el —5—]
log(%) +A log(%‘)) +A
—SOCD( +B) —Ke™ A+T)c1>( = )
Thus:
— A+ﬁ)
Cupdated = S(D(dl) - Ke (A+3 (I)(dQ) (3.3.46)
where
log(sfo) + A
dl = +B
B
and
do=dy - B

Proposition 3.6. The price of a multi-asset European call option under the BS-BHM up-
dated model is given as follows:

where:

B2
C'[K] = ) ci(Si®d(di1) = Ki'e™ M) d(dy 2)
i=1
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and
n

l — (. RN < _(Ai"'ﬁ) )
C [K] - Z Cl(Sl(D(dl,l) Kie 2 q)(dl,Q))
i=1

Proof. Let

1 .27' . AT
Sis = Sio exp(rt—— YT g, VT g,-,t) (3.3.47)

e
2y2r+1 " t(ytr+1)

The correlation between the i’ asset and ;' asset is given by:

yirviﬁ 7jTVi‘/T ]
J.t+s

.j =Corr it
Pig [I(yl.zT +1) o t(ij.T +1)

s > 0 and p; ; is assumed to be constant for all time periods.

)/,'TV,'\/T )’jTVi‘/T
2,1 =Cov 3 fi,t s b} 'fj,t+s
t(yit+1) l(‘)/jT +1)
and
_ 1 ¥t yitvNT t(T—1). _
FL(U) =S, gexplrt — =——— 217+ 211 22— NYU 3.3.48
L) = 10 p( ST e ) 634

The upper bound price C*[K] can be expressed as:

n B2
C'[K] = ) ci(Si®(diy) - Ki'e™ 4+ ) ®(d; ) (3.3.49)
i=1

with

dip =di1 — B;

Using the result from equation [3.3.11}

1 .27' iTV; T tH(T —t
K!' = Siexp rt—§ /i V?T+(M)\/(Y?ﬁJf%)(b_l(FD“(K))]

7127' +1 t(yi2T+1)
(3.3.50)
Let )
1 yT
Ai=rt—2 27 (3351)
2yit+1



and

B; = (M)\/(y?t2 G t)) (3.3.52)

t(yi2t+1) T
Fpu(K) is determined using the relation in equation [3.3.31

The variance of D" is as follows:

n n
V[D”] = Z Z CiCjSi,OSj’Oe(QAiA-i+BiB-f) [eBiBj _ 1]
i=1 j=1

The price C'[K] can be expressed as:

n B2
C'IK] =) ci(Si0(din) - Ke™ 4 )d(d; ) (3.3.53)
i=1
with
2
log(%) +rt - %y;/irilvt?yiT
diq = VB +y;B;, (3.3.54)
1~
d,',g = d,"l - y,'B,' (3.3.55)
where
1 ¥t yivitviNT t(T-1)\  _
K! =5, t— Iy T+ | ——— 224 —— ¢ N (Fpu(K
! exp\r Zyi27+ 1vly " (t()/,-2‘1'+ 1) Vit T ¢ (Fpi(K))

(3.3.56)

with y; as given in equation |3.3.37|and (772 given in equation (3.3.38

Fpi(K) is determined using the relation in equation [3.3.39

3.3.4. Information-based framework model dynamics as a special case of the Black-Scholes
model

The Black-Scholes asset pricing model can be recovered from the information-based frame-

work model dynamics.

The asset price process {S;} << can be obtained by rearranging equationas follows:

ds
S—t =rdt + odW,;

t

d log S; =rdt +odW,
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Using Ito’s lemma, let b = log S;:

ob ob 16%b

2
db = ——dt + —dS; + = —(S
a1 55,45+ 255215
ob_, b _1 b1
a0 4SS 882 s?

(dS;)? = o2dS?di

1 1 9
d log §; = —dS; — —=(dS
0g J¢ S, t SQ( l‘)

t

1 1
d log S, = =S, (rdt + cdW,) — —-252dt
08 5t = g Silrdi+ odWe) - 50,

t

= (rdt + cdW;) - %0’2dt

=(r- %a’z)dt +odW,

Integrating both sides of equation from 0 to ¢ gives:

t t 1 t
/ dlog S, = / (r - —02)dr + / odW,
0 0 2 0

1
log S; —log So = (r - 50'2)dt + oW,

1
log (:—;) = (r - 50'2)dt + oW,

1
S =38 exp[(r — 50'2)t + O'W[]

(3.3.57)

(3.3.58)

Considering the case where y2T = 1, the asset pricing model in equation 3.3.40|reduces to:

1
S: =39S0 exp[(r - §v2)t +v&;

(3.3.59)

Equation [3.3.59) takes a similar form to the Black-Scholes asset pricing model given in

equation [3.3.58| with o = v and W, = &,.
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4. Parameter estimation and non-linear filtering

4.1. Estimation of model parameters

Parameters in the models discussed in the previous sections will be estimated using MLE,

pseudo-MLE and the method of moments.

4.1.1. Maximum likelihood estimation

The method of MLE can be used to estimate parameters in the Black-Scholes model and

the information-based asset pricing framework.

Let:
oo ()
i Slk—l

For discrete time points #;, k = 1,2, ..., equation [3.3.58| can be written as:

1
St =St exp[(r - 50'2)At + O'AW]

where At =ty —ty—y and AW =W, — W, _,.
Taking the logs of equation {.1.2}

1
log S, —log s, |, = (r - 50'2)At + AW
The mean and variance of equation [4.1.3]are as follows:
[ 2
log $;, —logS;, , ~N||r - 50‘ At, o°At

The parameter to be estimated in the BSM is 0.

Given that there are N observations, the log likelihood function is given by:

N
L(o) = ) log fir(x)
k=1

where

[logx;, — (r — %0'2)At]2

1
Jo(x )=—exp(—
T ox;, N2rAt 202At

4.1.1)

4.1.2)

(4.1.3)

(4.1.4)

4.1.5)

(4.1.6)

Using the method of MLE, the derivative of equation {.1.5] is taken with respect to the

unknown parameters and equating the result to zero.
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The mean can be estimated using:
. I
mean = |r — 50 At “4.1.7)

The estimate for the parameter o is obtained from the mean as follows:

=X (4.1.8)

Equation is equated to equation {4.1.8|and a solution is found for o
In the information-based asset pricing framework, the parameters to be estimated are y and
v. Two models will be considered: the BS-BHM model and the BS-BHM updated model.
In the BS-BHM model, the MLE is done as follows:
For discrete time points, equation [3.3.9can be written as:

1 wWT )/Tv\/T

1
S;, =S At — —vT + = +
e = Oty EXP\T 2" 2y2t+1  At(y%r+1) i

Taking the logs of equation {. 1.1}

1 1 wWT ’)/TV\/T
logS;, =logS, .+ rAt — =v>T + = + 4.1.9
O8O =108 S0 T T 2" 2y2r+1 At(727+1)§tk ( )
where
AtT
T =
T — At

Equation has the following distribution:

2

1 1 T T
log (x;,) ~N| rAt - —V2T + = T , yToNT
2 2y2r + 17\ At(y27r + 1)
At(T — At
(yQAtQ + ¥) (4.1.10)
T
Let v
/ 1 1 T
A= rAt— VT4 = @.1.11)
2 2921t +1
and )
B? = A )/2At2+¥ (4.1.12)
At(y21 +1) T
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This implies that:
log (x1,) ~ N[A', 3’2] (4.1.13)

From equation4.1.13} x;, has the following distribution:

1 1[logx, — A’ 2
Syvlx :—exp(——[—, (4.1.14)
VV( Tk) B/Xk\/ﬁ 9 B
The log likelihood function is given by:
N
L(y.v) = ) 10g fru ) (4.1.15)
k=1

The derivative of equation .1.15] is taken with respect to the unknown parameters and
equating the result to zero.

The mean can be estimated using:
mean’ = A’ (4.1.16)

and the variance can be estimated as:

A/

variance' = B 4.1.17)

The estimates for the parameters are obtained from the mean’ and variance’.

~

mean’ =X (4.1.18)

and

N ~ "2
- X (ogxy, —mean')
variance = Z

N

(4.1.19)
k=1

Equation is equated to equation 4.1.18| and similarly, equation {4.1.17/|1s equated to
equation [d.1.19]to obtain estimates for y and v.

In the BS-BHM updated model, the parameters to be estimated are y and v. Using the
method of MLE, the estimation of the parameters is done as follows:
For discrete time points in equation [3.3.40| gives:

1 Yt 9 ytoNT

S, =S At — = 4
ke = St EXP\T 2yt + 1 At(y2r +1)

&, (4.1.20)
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Equation [4.1.20|leads to:

1 9?2 T
log (x;,) ~N|rAt — = yr o2 , yroNT
2y2r +1 At(y21 +1)
At (T — At
T
Let
1 2
A =rAr - —LVQT
2y27+1
and

2
B2 _ )/TV\/T 72At2 N At(T — Ar)
At(y?T +1) T

This implies that:
log (xz,) ~ N[A*, B*2]

The log likelihood function is given by:

L(ya V) = Z lOg fy,v (-xlk)
k=1

|

2

(4.1.21)

(4.1.22)

(4.1.23)

(4.1.24)

(4.1.25)

The derivative of equation 4.1.25] is taken with respect to the unknown parameters and

equating the result to zero.

The mean can be estimated using:
mean* = A*
and the variance can be estimated as:

o~ , A2
variance* = B*

(4.1.26)

(4.1.27)

The estimates for the parameters y and v are obtained from the mean* and variance*.
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and

. N (log x;, — mean*)?
variance* = Z N (4.1.29)
k=1

Equation [4.1.26]is equated to equation 4.1.28| and similarly, equation is equated to
equation .1.29]to obtain estimates for y and v.

4.1.2. Pseudo-maximum likelihood estimation

This technique is used to estimate parameters in the Heston model, an assumption is made
that the volatility parameter, V; has been extracted. The unknown parameters to be estimated
are k, 6, n and p.

The Heston model is specified by the SDEs given by equation [3.1.21] and equation [3.1.22]
An approximation is made to equation over the interval [0, 7] such that:

AV, = k(0 = V,)dt + q\V_pdWT (4.1.30)

An assumption is made that V; remains constant in a small time interval [ — At,t), where
At represents the sampling step.
From equation |4.1.30}, it follows that:

t t
Vi-Viw=« [ (0-Vds+nyVia / awe (4.131)
t—At t—At
The discretized model corresponding to[4.1.31]is given as:
Vi=e MV, _p+0[1— e +e fort=1,2,..,T

where E[g;] =0, E[&;&5] =0 for s # t and

t
Elg]] = / e~ A2y (1 — Ar)dr
t—At
I o5 _ _
= 5772K M1 = e MV

and

1
Var|[e] = §U2K_1(1 — e A, A,
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The pseudo log-likelihood function of &, is given as follows:

n

1 ]- — —K. —K
log L(k,0,1) = — Z [§log{Var(8,)} + §Var Ye) Vi = e MVi_ — 0(1 — e7¥A))?
k=1

By differentiating the log-likelihood with respect to the parameters «, 6 and 7, the following

result is obtained:

1 A A A A 2k 3
k=—rlog(p),  0=pp and pi= L2
t 1 — BQ
1
where
) -1 -1 -1
ﬁ1 _ n ket Ve g Vi —n =1 ViV,

n~2 ¥y Ve 2o Vk_—ll -1
- nL Y ViV - B
(1- ﬁl)”l_1 Z:l Vk__ll

Bz=n"" Z{Vk — Vi1 - B2(1 = B0)* IV,
k=1

Once the parameters «, n7 and 6 have been estimated, the estimation of p can be done. By
applying Ito’s lemma, equation [3.1.2 1 can be written as:

1
dlnS; = (r=Vi)di + WV, dw?
To remove correlation between equation|3.1.21|and equation [3.1.22] let:
AW = pdW? + 1 — p2dW? (4.1.32)

where W and W2 are uncorrelated Brownian motions.
This leads to:

dlnS, = (r - %V,)dt + VWVi(pdW? + /1 = p2dwP)

1
=(r - 5v,)dt +\V,pdW7 +JViAJ1 — p2dW5 (4.1.33)
From equation [3.1.22] it follows that:
1
VVidW? = —(dv, - k(6 - Vt)dt) (4.1.34)
n
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Substituting equation [4.1.34]into equation 4.1.33] gives:
1
dlns, = (r = SV,)dr+ B(dv, — k(60— V,)dt) + Vi1 - p2dWp
n
An approximation for In S; can be obtained as follows:

In S[ =In Sl‘—l +

1
r—=Viear — k(8 = Vi_a)
2 n

At + %(Vt - Vt—At) +&

where E[&,] = 0, E[£&] = 0,if t # 5, and E[£2] = V,_a,(1 — p?)At.

An assumption is made that &; follows a normal distribution, thus:
&~ N(0,Vi-ar (1 = p*)Ar)

In this case, the pseudo log-likelihood function will be given as:

log L(p) =~ ) [%lOg{Var(fk)} + %Var‘l(fk){b}z]

k=1

where

b= lnS[k — lnS[k71 +

1
r— §Vk—1 - BK(Q - Vi-1)
n

Ak + g(Vk - Vk—l)

(4.1.35)

(4.1.36)

(4.1.37)

(4.1.38)

(4.1.39)

The estimate for p can then be obtained by obtaining the derivative of equation [4.1.38| with

respect to p and equating it to zero. The second derivative can be obtain to check that the

estimator is indeed a maximum point.

b* =(InS;, — InS;, | +

2
Ak + E(Vk - Vk—l))
n

1
r—=Viei - 2x(0 - Vi)
2 n

2
1
InSy, = InSy,_y + (r = SVie))Ak = Le-vic)ak+E(vy - Vk_l))
n n

2
1
InSy, = InSyy_y + (r = 5Vi-))Ak - d lk(e — Vi) Ak — (Vi - Vk_l)])
n

2
1 1
InS;, —InS;,_, +(r = §Vk_1)Ak) - 2(lnS,k —InS;, , +(r— §Vk_1)Ak)><
2

2
% K(Q - Vk_l)Ak - (Vk - Vk—l) + (%) [K(@ - Vk_l)Ak - (Vk - Vk—l)]
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4 __ 9yt | 9
%log L(p) 3 L [QIOg{Va’”(fk)}+2va” (ft){b}]
d < 1 d 1
=—— > Zlog{Var(&)} - — > =Var ' (£){b}?
op = 2 op ; 2
1
- 35 > GV @b’
k=1
_ - 1 -1 i 2
= k:lQVW (‘fk)ap{b}
9, L(p) =— 1v —1( )i InS; —1InS;, , +( _ly )Ak2
ap 0og pP) = 4 2 ar ‘fk ap noy ndy 4 r 9 k-1

1
2(lnS,k InS,_, +(r - §Vk_1)Ak)§

+(1

2
1
= —Var 1(§k)[ (lnS,k InSs_, + (r— §Vk_1)Ak)

K(@ - Vk_l)Ak - (Vk - Vk—l)]

2 2
) [K(Q = Vic)Ak = (Vi - Vk—l)]

S 3D

2

Q.a

1
— %(lnS,k InS; , +(r— §Vk_1)Ak)

il

k=1

3 |

[K(Q - Vk_l)Ak - (Vk - Vk—l)]

|

1
Var (&) [ - 2(lnStk —nS;,_, +(r - §Vk_1)Ak)><

:‘:Ib
N

) [K(e — Vi) Ak — (Vi - vk_l)]

[\:JI>—l

2
%[K(Q - Vk_l)Ak - (Vk - Vk—l) + ()27—5) [K(Q - Vk_l)Ak - (Vk - Vk—l)] ]

Equating the derivative of the log-likelihood with respect to p to zero and solving for p:

9 1og Lip) =0
ap
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n
1 1 1
- § 5Var-l(gk)[ - 2(lnS,k —InS;,_, +(r - 5vk_l)Ak)— [K(e ~Vic)Ak = (Vi — Vk_l)]
n
k=1

2
+(?7—§) [K(Q - Vi_1)Ak - (Vk - Vk—l)] ] =0

1 1 1
-2 EVar‘l(fk)(lnS,k - lnS,H + (r - §Vk_1)Ak)— [K(@ - Vk_l)Ak - (Vk - Vk—l)]
k=1 d
AR B 2
+ 7]_2 QVCH‘ (fk) K(Q - Vk_l)Ak — (Vk - Vk—l) =0
k=1

n 2
p Z Var™ (&) [K(H ~ Vi-1)Ak = (Vi = Vk—l)]
k=1

=—-n Z Var_l(fk)(lnStk —InS; , +(r— %Vk_l)Ak) (K(@ - Vio1)Ak — (Vk — Vk—l))
k=1

-n ZZ:I Var_l(fk)(lnStk - lnStk—l + (l” - %Vk_l)Ak) (K(@ - Vk_l)Ak — (Vk - Vk—l))

p= 2
Yot Var=L(&) lk(é’ —Vic) Ak = (Vi - Vk—l)}
(4.1.40)

thus, an estimate of p can be obtained from equation

4.1.3. Method of moments

The method of moments can also be used to estimate parameters in the information-based
asset pricing model.

The log x;, where x;, is as defined in are assumed to be independent of each other and
denote the log of the ratio of the underlying asset prices.

Given that there are N observations, the first sample moment which denotes the sample

mean is given as:

N
1
my = N;ngtk (4.1.41)
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Similarly, the second sample moment is given as:

mo =

N
1 2
v > (logxy,) (4.1.42)
k=1
Suppose that ] and u; denote the first and second moments respectively for the BS-BHM
model. Using equation4.1.10] it follows that:

ui = E[logxy,]
1 vN/T

1
= rAf — VT + =
2 2y2r+1

(4.1.43)
and

Hs = Elog xy, ]
= Var[logx; ] + (E [logx,k])2

2 2
T At(T — At 1 L wWT
Y DAL L y2Ar? + AT — A1) T P Rt A (4.1.44)

The next step is to equate the sample moments to the moments from the BS-BHM model

as follows:

my =y
1 T

= ran - erp LVE (4.1.45)
2v2r+1

Making v? to be the subject:
9 2(my —rAt) vVT
(4.1.46)
T (y2r+1)T
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Similarly:

ma =
2 2
T At(T — A 1 1 T
_ (T p2ar e A ZA0N (o Lep L VT (4.1.47)
At(v21 +1) T 2 2y2r +1
2
T At(T — At
At(v21 +1) T
2 2 2
mo —my)At(y“t+1
p2 o tme mm) Ay T+ 1) (4.1.48)
v212(y2AMT + (T - At))
Equating equation .1.55| and equation {.1.56] yields:
2(my1 — rAt) B v\/T B (mg — m%)At(y%’ + 1)2 (4.1.49)
T (Y21t + DT y212(y2AeT + (T — Ar)) o
Making v to be the subject:
_ (P D)T[20m —rAr)  (mg— m3)At(y*T + 1) (4.1.50)

\NT T Y212(y2ALT + (T — At))

Suppose that 1 and po denote the first and second moments respectively for the BS-BHM
updated model. Using equation {.1.21] it follows that:

/’ll = E[lngl‘k]

veT 4.1.51)
and

H2 = E[logxl‘k]
= Var[logx; | + (E[logx,k])2

) 2

T AT — At 1 y?

= () (22 + AT — A1) wrar— LT 2 (4.1.52)
At(y27 + 1) T 2921 +1

The next step is to equate the sample moments to the moments from the BS-BHM updated
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model as follows:

m; =
1 2
my = rAt— ——L 2T (4.1.53)
2y2r +1
Making v? to be the subject:
2(rAt — 2r+1
y2 o 2ramm)Gy e+ ) (4.1.54)
verT
2(rAt — 2(rAt —
p2 o 20 —my) | 2rAr - m) (4.1.55)
T y2rT
Similarly:
ma = (2
2 2
T AH(T - At I
= & yQAt2+¥ +lrar- =L T
At(v21 +1) T 2y2r+1
2
T At(T — At
= —y‘rv\/_ )/QAI2 + —( ) + m%
At(y21 +1) T
mo — m?2)At(y?>t + 1)?
2 m2—m Ay T+ 1) (4.1.56)

YT YR NT + (T - A)
Equating equation f.1.55| and equation [4.1.56] yields:

2(rAt — ml)(y27' +1) (mg — m%)At(72T + 1)2

y2tT  Y222(y2AeT + (T — Ar))
2(rAt —my) _ (mg—m)Ar(y*t+1)
T ~ T(Y2A(T + (T - Ar))

Making y? to be the subject:

27(rAt — my) (Y2 AT + (T — At)) = AtT (ma — m3) (y*7 + 1)
20y? AT (rAt — my) + 27 (rAt — m1) (T — At) = AtTy*t(mg — m?2) + AtT (mg — m?)
= AtT (mo — m%) = 27(rAt —mq)(T — At)
2tAtT (rAt — my) — AtTt(my — m%)
(4.1.57)
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Thus:

AtT (mo — m?2) + 2t(rAt — m1)(T — At
y= (ma — my) + 2 Ve . ) (4.1.58)
2t AIT (rt — my) — AtTT(mg — my)
Substituting equation 4.1.57] into equation an estimate for v can be obtained as
follows:
2 2(rAt —my) s 2(rAt —my) [2At(rAt —my) — At(mg — m%)] (4.1.50)
T AtT (mgy — m%) +27(rAt — m1)(T — Ar)
Thus:
. 2(rAt —my) . 2(rAt —mq) [2At(rAt —my) — At(mg — m%)] 4.1.60)
V= 1.
T AtT (mgy — m%) +27(rAt — mq1)(T — At)

4.1.4. Measurement of parameter sensitivity
An option’s delta measures the variation in the price of an option with respect to changes
in the underlying asset assuming that the other parameters are unchanged at that time. It is
defined as follows:

af

delta = —
elra aS

where f is a function denoting the option price and S denotes the underlying asset price.

For the Black-Scholes model, it is given as:

delta = ®(dy)

Proposition 4.1. A European call option’s delta under the BS-BHM model is given as
follows:

1., K
delta = e#729° | ®(dy)) + @ (d) | + @' (~d) (4.1.61)
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Proof. For the BS-BHM model, delta is computed as follows:

8(Se? 219 D (dy) — KD(~dy))

delta = s
_3(Se* 3 D(dy))  A(KD(—ds))
- 38 B a8
_ o2 0(SP(d1) O(P(=dy))
B aS aS
_ prle? 39S  9(@(d1)]| 0(P(=d))
= ¢¥ [d)(dl)) Fs ST ] K=

d(d3)
oS

= ¥+30 lCD(dl)) + Scp’(dl)%] + KO (=d>)

The partial derivative of d; with respect to S is given by:

od, a(“”?“’ +6)
as S
8(10g (?)ﬂp)
ER
_10(log (%))
R
1
T 58

Substituting for 6{% as given in equation 4.1.63|into equation 4.1.62|leads to:

+ Ko ()

1.,
= ¢#*39° | @ —o
delta = e [(dl))+5 (dy) 55

(4.1.62)

(4.1.63)

(4.1.64)

An option’s gamma measures the rate of variation in delta with respect to changes in the

underlying asset assuming that the other parameters are unchanged at that time.

It is useful in assessing delta stability, which can be used to determine the probability of an

option attaining the strike price value at expiry and is given as follows:

A2 f
amma = —=
& 552
For the Black-Scholes model, it is given as:
oSVT —t
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Proposition 4.2. A European call option’s gamma under the BS-BHM model is given as
follows:

1 1 K 1
gamma = e¥*2 36° S @ (dy) + = dD (dl)] 552 [fb (=d2)) + = q) "(=d>) (4.1.65)
Proof. For the BS-BHM model, gamma is computed as follows:

0%(Se#* 39D (dy) — KD (~d2))

gamma =

a52

0(e#*20 [@(dy)) + 10 (dy)] + K@ (~dy))
B aS
9(e 0 [0(d)) + 10 (dy)] (K@ (~dy)
B 35 " as

oo 0([ @) + 5@ ()] KI5 (~d))

as TS as
_ ) 2[0(@(d1)) 10(®(d1)] K 0% 16(<D/(—d2))
= 6_ a5 5 s ] 5[(1)(”[))95 S aS ]
-0 ap S+ Lo a0 G| - K| ) o + 0 - 5|
= 7 d><d1>+1c1> (dﬂ]%—?[@( ) g5 + 50 () S|
K

= o¥*2% 515 [cp (dy) + 1<1> (dl)] lcp( do)) + 1cp (- dz)] (4.1.66)

582

Equation[4.1.66] gives the value for gamma for the BS-BHM information-based model.
The likelihood of variations in implied volatility is measured by vega. Vega measures
the rate of variation in the asset with respect to changes in the assumed level of volatility
assuming that the other parameters are unchanged at that time. Higher volatility results in
options being more expensive because at some point there is a greater chance of reaching
the strike price. It is defined as follows:

af

vega = —
g oo

For the Black-Scholes model, it is given as:

vega = SNT — t®(dy)

Proposition 4.3. A European call option’s vega under the BS-BHM model is given as
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follows:

1182 0D (dy)
dy

g2 [TvNT 1(T - 1) 292\ 72 1
+q)(d1)e‘;0 20 [%J(»},2[2+ T )[(72:+1) + (m)

+(y2trv\/7)(y2t2+t(T—t))_%_2wﬁ( 1 )2

(v?t+1) T Y2r+1

vega = (S+K)|e¥

] (4.1.67)

Proof. For the information-based model, the parameter vy is seen to give the volatility. This

implies, to compute the vega for the information-based model, a partial derivative of the
price is obtained with respect to y as follows:

vega = 0—f
=3
_ 0(Se¥ 1 ®(dy) - KP(—dy))
dy
_ 081 D(d))  I(KD(=dy))
dy dy
¢+39° D (d d(-d
:SBe 267/ ( 1) _Ka éy 2) (4.1.68)
0e723°D(dy))  ,1520D(dy) de¥*30’
a— = e'*’ 2 _— 4 (I)(dl) (4169)
Y 0 dy
dD(d ad
V) _ gy 20 (4.1.70)
oy ay
log(i)ﬂp
od, 8(—§ +6)
dy dy
(% +6)
==,
(%) a(5)
= + 29 (4.1.71)
ay oy
%) 18 ()
_10¢ g 4.1.72
Jy 00y T oy ( )
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vVT
9o 0(rt—§v2T+277+1)
ay dy
1 wWT
6(§y27+1)
[
b% 27+1
SER
oy
2
=-2 4.1.73
va(MH) (4.1.73)
T (T—) -
YTV 2.9 t —t
a(3) _a[(W”D) (w T )]

dy dy

o s [ + 572
L yTv\NT 9o HT—1) ]_2 (t(y ™)
— ( 1)[(—t(727+1))\/(7’ S 5 (4.1.74)

y‘rv\/_ 21‘2 t(T t) yTv\/_
t(y T+1) \/ I(T _ t)) t(y27+1)

P (y2t2+ t(TT—t))

ytvNT
4.1.75
' (z(yzﬂ 1)) 3y 17
o) el
t(y*t+1) TV\/_ v21+1
4.1.
dy t ay (4.1.76)
1
8(77—1) (72”1) 1 \dy
oy -7 oy +(727+1)£
2 -2
_ _(EL) + (L) 4.1.77)
v2r+1 yir+1
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Substituting equation [4.1.77]into equation 4.1.76| gives:

( '}/Tvﬁ ) 9
t(y27+1) T 9y2 \~ 1
_ VT Y + (4.1.78)
dy t Yir+1 Yir+1
=yt tr+ — 4.1.79
5y 4 (7 T ) ( )
Substituting equation and equation into equation leads to:
(9( yrvVT ) (72t2 + t(T—t))
Hy*rel) 4 _ TvVT 22 4 t(T - 1) 2y? 2 N 1
dy t T Y21 +1 y2r+1
2 —l
t T t(T -1t 2
MRS 2”\/_ y21% 4 Uil (4.1.80)
(y*t+1) T

Substituting equation [4.1.80]into equation 4.1.74] gives:

@:(_1( yooNT )‘Q[Tvﬁ(y2t2+u)—%(( 2 )_2+(;))

dy t(y2r +1) T v2r+1 y2r+1
2tr9\T T-1)) 2
, (22roNT X I Cil) (4.1.81)
(y21+1) T
Substituting equation [4.1.71]into equation gives:
I (d:) (%) 9(s)
=d(d + — 4.1.82
3y ( 1)( oy T oy ( )
Substituting equation |4.1.72|into equation 4.1.82| gives:
OD(dy) 1dp 03\ a(5)
—d(d) |2 +o—22 |+ =< 4.1.83
Substituting equation |4.1.73|into equation 4.1.83| gives:
ad(dy) 2pVT( 1 \2 )\ a)
=®d(d + + 4.1.84
dy ( 1)[( 5 y2r+1 4 dy dy ( )
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Substituting equation [4.1.81]into equation [4.1.84] gives:

_ 2
[

B yTvNT _[TV\/_ 22, t(T—t)

[ren) [0 57
) L 90

dy

.\ y2ttvNT V2 4 (T —1) -13%
(y21r +1) T
yTvNT t(T-1)
o e )
ay dy

0D(dq)
Oy

1
(y7'+1 ’)/T+1

)

(4.1.85)

(4.1.86)

Substituting equation [4.1.80]into equation [4.1.86| gives:

aa TV\/_ o t(T—t)[ 2y% \7 1
T )(y27'+1) +(72T+1)

0 tTV\/_ 99 HT—1) -2
+(<y27+1>)(“ T ) LD

Substituting equation into equation [4.1.85] gives:

_ 2
= ®(dy) [( 27;ﬁ(7271+ 1)

_( yooNT )_ [Tv\/_( 22 t(T—t))_%(( 2y 2, (] ))

t(y2r +1) t T

2irv\T 1(T — 1) 13
(sl ) )

+Tvx/7\/(y2t2+;<r-r))[( 22 )—2+( 1 )
t T y2r+1 y2r+1

y2ttv\T 9.9 H(T—1) 3
+(<y?r+1))(“+ T )

0D(dy)
dy

(4.1.88)

de#3" oy d(p + 56?)
dy dy

1862 8
= %3 52[2 5 +£] (4.1.89)
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652 rv«/_ t(T—t) 292\ 1
)(72T+1) +(727+1)

x/T T 1)
2t 14—t
(YN (22 1T 1) (4.1.90)
(2t +1) T
Substituting equation [4.1.90] and equation into equation [4.1.89|leads to:
142 -2
derti?® Jorhe? v\NT y2t2 PR 2y2 N
dy t T y2r+1 Y21 +1
2ttvVT (T —1)\"? 2
L (YNt R IRACHL] P 4.1.91)
(Y2t +1) T y2r+1

Substituting equation [4.1.91] and equation into equation [4.1.88|leads to:

de¥*2 52¢(d1) Jorbo2 09(d1)
dy dy

g2 [TvNT 1(T - 1) 292\ 1
+q)(d1)€‘f/) 20 [%\/(fyzt2+ T )|:()/27:y+1) + (m)

2 — )2 ?
.\ (y m\/T)(yzt2 LT t)) _ QYV\/T(Z;) ] (4.1.92)
) ver+1

(Y2t +1) T

Thus:

p+152 0d(dy)
dy

s [TVT HT-0\[{ 2%\ 1
+ q)(dl)etp 70 [%J(YQZQ + T )[(72Z+ 1) + (m)

y2ttv\T t(T-1)\ 2
+((727+1))(y2t2+ T ) A \/_(VT+1)

vega=(S+K)|e

] (4.1.93)

An option’s tho measures the rate of variation in the asset with respect to changes in the
risk-free rate of interest assuming that the other parameters are unchanged at that time. It
tests the effect of interest-rate fluctuations on the price of an option. Higher interest rates
usually cause call options to be more costly, all other factors being equal. It’s value is
obtained from:

af

ho = =~
rno ar
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For the Black-Scholes model, it is given as:

rho = K(T = 1)e " TN (dy)

Proposition 4.4. A European call option’s rho under the BS-BHM model is as follows:

1 t
rho = tSe¥29° | ®(dy) + @ (d) | + K@ (=d)
Proof. For the BS-BHM model, rho is computed as follows:

8(Se? 39 d(dy) — KD(~do))
rho =

or
_ 95537 ®(dy)  IKD(=dy)
or or
_ 56%52 06"0(1)(611) _ KaCD(—dz)
or or
¢ ® , ad
= Se2%” CD(dl)ae PACICIVE B (—do) —=2
or or or
9 . dd , ad
= 5e29 2D (d) 2L 4 9D (d) T | + KD (—dy) 22
or or or
9 . ad , ad
=S¢ 10 | @(d)) T2 + @ (dy) ot | + KD (—d) S
or or or

_ 1.2 1 wWT
(')(rt 5V T+2727+1)

9¢
or or

(4.1.94)

(4.1.95)

(4.1.96)

(4.1.97)



Substituting equation [4.1.96] and equation 4.1.97into equation .1.95| gives:
1 t
rho = Ste?*29° | d(dy) + @ (d) | + K@ (=d) (4.1.98)

Theta measures the rate of variation in the asset as time progresses assuming that the other
parameters are unchanged at that time. The probability of an option being profitable or
in-the-money decreases as time passes. It is defined as follows:

af

theta = —
eta = —

In this case, # denotes the time that has elapsed since the start of the derivative contract.

For the Black-Scholes model, theta is given as follows:

(o
2NT — ¢

theta = —S®(dy) —rKe T DD (dy)

For the BS-BHM model:

0(Se? 29 D (dy) — KD(~d3))

theta =
ot
_ 9(Se# " 0(d1)  I(KD(~dy)
ot ot
_ HER(dy) L O((=dn)
ot ot
9 (e#+39%) or15200(d1) : dds
—S[(D(dl)T'f'e 2 T +K® (—dQ)W
D(e3%) g o ddy : ad,
—S[(D(dl)T'Fe 2° @ (dl)w + K® (—dQ)W

(4.1.99)
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4.2. Comparison of volatility in a stochastic volatility model vs volatility in an information-
based asset pricing model in a multivariate framework

This section makes use of non-linear filtering to extract volatility in the Heston model and

the information-based asset pricing model. The system of dynamic equations in the models

are non-linear. This makes it impossible to use linear filtering methods such as the Kalman

filter. The non-linear filtering methods used in this study are the extended Kalman filter and

the particle filter.

4.2.1. Preliminary concepts on non-linear filtering
The extended Kalman filter is an extension of the Kalman filter where Jacobian matrices
are used to linearise the system of dynamic equations.

The state transition equation is as follows:

xk = f(xk-1, bi-1)
while the measurement equation is given as:
Vi = h(xk, ck)

The extended Kalman filter Jacobian matrices are:

ofi .
A= 0f (Xk-1,0)
Xy
ofi ..
W = -1,0
ab, (Xk-1,0)
oh;
H=—(x0
ox, (%k,0)
oh;
V= Xi, 0
ac; (%k,0)
The prediction error is given by:
€y, =Xk — Xp, 4.2.1)
while the measurement error is:
€y, X Yk — Vi (4.2.2)
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Using equations .2.T]and [4.2.2] an estimate for x is obtained by:

X =X + Kiey,

=Xk + K (Yk — Yi) (4.2.3)

The particle filter which is based on monte carlo simulation is an approximate bayesian
filtering algorithm. It can be used where the system of dynamic equations is non-linear and
non-gaussian. The rationale underlying the particle filtering technique can be illustrated by
considering an integral of the form:

/ ¢(Op(x)dx = E[g(x)] (4.2.4)

To evaluate the integral 4.2.4] an approximation can be made by simulating n values,
x ..., x(™ from the density function p(x) whose domain integration is performed. It may
be challenging to sample from p(x) which leads to importance sampling where another

density function, in this case g(x) is sampled from such that:

/ ¢ ()p(x)dx = / (2 E ;q(x)dx

=E[g(x)w(x)] 4.2.5)

where w(x) = 2 E ; is referred to as a weight.

An approximation to equation [4.2.5|is made as follows:

E[g(x)w(x)] ~ Zg<x<'>)w(x<’>> (4.2.6)

For this approach to be valid, ¢(.) must have the same domain as p(.)

In most cases, the discrete state transition distribution, p (x|xx—1) is used as the importance
function because it is easy to draw particles from it. The generation of samples should be
done randomly. A better approach is to make use of the recent observations, y since they
carry information about the state x; by taking the importance function as p(xj |x r1> VK-
These particles are then used to approximate the distribution of the unobserved states. At a
discrete time, k, a sample of n particles is given as follows:

L)

@)+

The probability of a particle being sampled depends on the weight, w, * it has been assigned.
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The unobservable state vector zi, is driven by noise denoted by m; and the observable

vector yy is driven by the observation noise denoted by ny.
(@)

The weight w, is obtained from:
(@) (0,0
S () P (yelzos) P (2, 12551)
W R W 00 4.2.7)
Q(Zk |Zk—1’ yk)
The weights are then normalised at time k as follows:
+ ()
: w
Wy = — (4.2.8)
=1 Wy
The unobserved state can then be obtained as follows:
n . v
tp = w2y 4.2.9)
i=1

Numerous iterations are performed to approximate the state distributions based on the ran-
dom samples obtained from the set of random numbers used in the monte carlo simulation.
Particle degeneration can be observed when the effective sample size denoted by N,y is

less than 7, when this occurs, the particles are resampled as follows:

1

— (4.2.10)
?:1 (w]((J))Q

Nefr =

4.2.2. Non-linear filtering in the Heston model

The Brownian motion driving the variance process is correlated with the Brownian motion
driving the asset process in the Heston model. In order to remove correlation from the two
Brownian motions, cholesky decomposition is used.

Using the extended Kalman filter, the measurement equation is given as follows:

lnSk =In Si_1+ (,u - B)Ak + /—)Vk +
n n

+ V1 = p2 VAN Vi1 Wit

1
P (kAk-1) - —Ak]Vk_l
n 2

The state transition equations are given by the variance processes:

Vi k6Ak 1—-«kAk O} [Vi-1 nVAkVy_y
= + + Zi-1
Vk—l 0 1 0 Vk_g 0
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The Heston model’s Jacobian matrices are given as:

A=1-«kAk
W= U\/Vk_l VAk

In order to compute H, two parameters, vi = VVpand vy = V0 are used giving the following

Jacobian matrices:

O0h(X11-1,0 O0h(Xx11-1,0
Hy = (Xkjk-1 ): (Xkk-1 )2\/%

ovq A%
Oh(Xkjk-1,0)  Oh(Xgjk-1,0)
H-> = = 2V0o
2 vy 90 Vo

Substituting A (X k-1, 0) with the Heston model option price leads to:
h()%k|k—1, 0) =Se™ Py — Ke " Py

This results in: 5(Se-0TP1 — Ke-TTP
_ 0(Se”1"Py — Ke 2)2\/—

H, v Vo
_ 56-473—1;;2 Vo — Ke_”g—;?2 Vo
where OP; 1 [ [e K £(6: Sk, Vi)B) (T, )
8_Vo = ;/0 Re[ i d¢
and 8(Se™1Py — Ke ™" Py)
Hy = a6 ad
= 56—47%2\/5 - Ke‘”%%/@
where

oP; 1 /OOR eI K f5(¢; Sk, Vi)dA, (1, ¢) /90
00 T Jo ¢ ]

T i¢ ]d¢

0A;(¢,T) « ) 1—giedim
](9—9 = ﬁ[(bj —pogi+d;)T - 21”(1——Jgj

In order to apply particle filtering to the Heston model, let S; denote the observed asset price

at time 7 and y; = log (g—(’)) The system of dynamic equations given by equation|3.1.21|and

equation [3.1.22] are used to obtain the state space model to be used in non-linear filtering.
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Applying Ito’s lemma to equation [3.1.21] gives:

1
dy, = (,u - 5V,)dt ++/V,dB, (4.2.11)
This implies that:
dB; = ! d ( 1V)a,’z‘ 4.2.12)
t = \/vt Yt M o /1 oz
The aim is to estimate the variance process V;, for each fixed ¢, based on the observations
{ys}OSsSt-
Let:
dZ, = \1 — p2dZ, + pdB, (4.2.13)

Substituting for the value of dB; in equation 4.2.13|from equation 4.2.12}
- 1
where Z, and B, are uncorrelated. Substituting dZ; in equation|3.1.22
- 1
dV, = k(8 = V})dt + \Vi1 - p2dZ, +p77(dyz — (u - §Vz)df) (4.2.15)
The Heston model is discretized to obtain it’s discrete-time representation so as to be able

to apply this filtering technique. Equation4.2.11]and equation #.2.15]are discretized using
the Euler scheme as follows:

1
Vi = Vi1 + k(0 = Vi) Ar) — pn(u — §Vk—1))At

ViVl = p2AZy + pn(ye = yi-1) (4.2.16)
Similarly;
1
Yie=Yi-1+ (,U - §Vk_1)At + VVi-1ABy (4.2.17)

Equations [4.2.16| and [4.2.17| represent the state transition and measurement equations re-

spectively which make up the state space model.
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(@)

The weight w,~ at time £ is obtained from:
(@) (,®
@ _ @) p(yklvozka yO:k—l)p(Vk v Vok— yO:k—l)
we =wl IO (4.2.18)
a (v vy, i)
The importance function is given as:
q(velvi-1, &) = p(vilvi-1, yk) (4.2.19)
The mean and variance of equation [4.2.16]are:
1
tp = Vi1 + k(0 = Vi_1)At — pnp(u — §Vk—1))At +pn(Yik — Yi-1))
and:
2V(l)1(1 o )A
respectively.
Thus:
p(vklvi-1,yk) ~ N(up, op) (4.2.20)

The next step is to obtain an estimate for p (vk [Vo-k—1, y();k_l). Substituting equation4.2.17

into equation 4.2.16]:
Vi = Vet + k(0 = Vi) At + Vi V1 = p2AZ; + ppVe—1 ABy (4.2.21)
The mean and variance of equation [4.2.21] are:
Mg = Vi-1 + k(0 = Vi-1) At
and:
0'q2 = nQVk_lAt

respectively.
Thus:

P (vilvou-1s youk-1) ~ N (g, 02) 4.2.22)
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The likelihood function is given as:

p (yk Vo, yO:k—l) =p (yk Vi, Vi1, yk_l) (4.2.23)

The mean of equation [4.2.17]is:

1
Hr = Yk-1+ (,u - §Vk—1)Al

and the variance of equation 4.2.17]is:
O'r2 = V1At
Thus:
P (VkIves vi-1, yi-1) ~ N (g, 07) (4.2.24)

The posterior density function can be approximated as follows:
n . .
Xklk = Z Wi’)x,({’)
i=1

4.2.3. Non-linear filtering in an information-based framework

Starting with the extended Kalman filter approach, let V; represent the variable which is
unobserved.

The Brownian motion driving the asset process is assumed to be independent of the Brow-
nian motion driving the variance process.

The Euler-Maruyama scheme discretization approach can be used to obtain the measurement

and state transition equations by applying it to the SDEs. For a given model:
dX; = a(X,)dt + o (X;)dW, (4.2.25)
The scheme discretizes equation [d.2.25] as follows:
Xi = Xpo1 + a(Xp-1) Ak + 0 (Xg-1) VAK W1

over an interval [O, T], and it’s discretized as 0 = k1 < k9 < ... < k,, = T with increments

equally spaced Ak.
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By discretizing equation [3.2.14] the following measurement equation is obtained:
Sk =Sp_1 +rSp1Ak + Vk—lp(k—l)TVk—l VAKW;_1 (4.2.26)

The discretized variance process is as follows:

Vi =Vi_1 — vz_lvkz_lAk + Vi-1Kk-1 VAka_l (4.2.27)
Let:
fi(Rk-1,0) = Vioy = vi V2 Ak + vic1kk—1 VAR Wy (4.2.28)
and ,
hi(Fe, 0) = So®@(dy) — Ke 0T (dy) (4.2.29)

The Jacobian matrices are derived as follows:

0

A= m(vk_l - vz—lka—lAk + Vi-1Kk-1 VAka_l)
=1-2v:_VioiAk (4.2.30)
w=—2_, 2 V2 Ak VAKW,
= oW1 (V-1 — Vi—1Vi-1 + Vi-1Kk-1 k-1)
= Vi-1Kk-1VAk 4.2.31)

An estimate for the unobserved state is obtained as follows:
Xp = Xp + (1 - 2vz_1Vk_1Ak) (xk_1 - )ek_l) + Wby (4.2.32)

In the information-based asset pricing model, H is obtained as follows:

Oh(Xyk—-1,0
b (Xk1k-1,0)

4233
5 (42.33)
Substituting /(X k-1, 0) with the BS-BHM model option price gives:
h(fijet1.0) = Spe?*2°d(dy) — KD (-ds) 4.2.34)

This results in:
3 Spe? 2 d(dy) — KD(~do)
H =

dy

81



H = (5 + K)|err302 2201
dy
aa2[TVT (o 1T 1) [ 2 \” !
+®@(d1)e? [ p \/(7 Pt 21T +1 " Y21 +1
2 T T — -3 1 2
N (2/7;:\:/1_))()/%2 4 J - t)) N 2)/V‘/T(72T " 1) ] (4.2.35)

The study also extracts volatility from the information-based asset pricing model using
particle filtering. A particle filter algorithm is applied to the discretized representation of
the asset price process and the variance process. An assumption is made that the noise
process driving the asset price process is independent of the noise process driving the
variance process.

The model dynamics will first be discretized so as to make them suitable for the application
of particle filtering. To discretize the asset price process, equation [3.2.14|is integrated over
the interval [k, k + Ak], leading to:

k+Ak k+Ak k+Ak
/ dSs:/ rSSds+/ Py, VidW;
k k k

k+Ak
/ dSs = Sisak — Sk
k

k+Ak
/ rSeds = rSpAk
k

k+Ak
/ Py VidWy = PkTVka(Wk+Ak - Wk)
k

= PrrviViVAKZ

where Z ~ N[0, 1]

Thus, the discretized asset price process is as follows:
Skear = Sk + I’SkAk + Prrvi Vi VAKZ (4.2.36)

Making Ak to be the subject in equation 4.2.36] gives:

_ Skaak — Sk — PrrviViNAKZ

Ak
rSi

(4.2.37)

To discretize the variance process, equation|(3.2.11|is integrated over the interval [k, k+Ak],
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giving:

k+Ak k+Ak k+Ak B
/ dvg = —/ ngSst +/ gsksdWy
k k k

k+Ak
/ dVs = Vigeak — Vi
k

k+Ak
- / ¢2V2ds = —g?V2Ak
k

k+Ak - -
/ 8sksdWs = gk \| Wicsar — Wi
k

= gkKk VAKZ
Thus, the discretized variance process is as follows:
Vieak = Vi — 82V2Ak + grki VAKZ (4.2.38)

where Z ~ N[0, 1]

The mean and variance of equation [4.2.38] are:
tp = Vi — giVEAKk
and:
0'3 = gik%AkZ

respectively.

Thus q(zk |zk_1) has a normal distribution with mean u; and variance 0'13, that is:
q(zklze-1) ~ N(up, o) (4.2.39)

To obtain an estimate for p(zkle;k_l). Equation 4.2.37|is substituted into equation 4.2.38
leading to:

Sk+nk — Sk — PsrgikViVAKZ
rSi

Visar = Vi — g2 V2 ) + grki VAKZ (4.2.40)
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The mean and variance of equation [4.2.40] are:

Skark — Sk
=V, — g2y2(ZktAk Tk
Ma =Vi — & Vi ( S )
and
2 2v,2\2 PsTgJEVI?AkZ 2 2415
0 = (8iVi) (5 ) + 8k AkZ
r Sk
respectively.
Thus:
p(zklzox-1) ~ N(,Ud,Oﬁ) (4.2.41)
The likelihood function is as follows:
p(yelzox) = p(yelzks zk-1) (4.2.42)

The mean and variance of equation [4.2.36]are:
fy = Si +rSiAk

and
0']% = g,%VkQAkZ

respecively.
Thus, the likelihood function has a normal distribution with mean u  and variance o2, that

is:
p(vklze, z-1) ~ N(ug, o7) (4.2.43)

Multi-asset stochastic volatility models make use of simulation-based estimation techniques
which are able to estimate the volatility sequentially. This implies that particle filtering can
also be used to extract volatility for the multi-asset information-based stochastic volatility
model as follows:

Let p, be a vector representing the log of the ratio of asset prices, such that p, =

[pis.ees pnz] " thatis fori =1,...,n:

p-t:log( i )
l Sii-1
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where S;; denotes the price of the i’ h asset at time ¢.

p;. follows a normal distribution given as follows:
pr=p+e, & ~ Nu(0, %),

where u is a vector denoting the mean of p,, € is an innovation vector and X, denotes the

volatility covariance matrix generated by an inverse Wishart process given by:
S~ Wk, kAT AT)

A is anXxn autoregressive parameter and W (k, k‘lAEZ‘_llAT) denotes a Wishart distribution.
This study obtains an estimate for the conditional covariance matrix of p; which is known
as the volatility matrix.

Let y1.x = {y1,..., Y&} be a vector representing the observations upto and including time k.
Similarly, let Xp.x = {Zo, X1, ..., Z } be a vector representing the covariance matrices upto
and including time k. g(Xo:.x|y1.x) denotes an importance function from which simulation
can be performed from.

The sequential monte carlo method begins by generating =V, ..., Zli”) from g (Ze|Z_, yi)

and computing the non-normalised weights:

(i) () (@)
L0 _ pklZ ) p(Z; |Zk—1)v~v(i)
P - - k-1
gM1=D v

The posterior density function for X; can be approximated as follows

n
P (Zoklyre) ~ Z VV,(;)Z,(;)
i=1
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5. Data Analysis and Results

The data used in this study was obtained from daily SPX European call options data from
yahoo finance (https://www.yahoofinance.com/) starting from 28.01.2019 to 21.06.2019 and
Dow Jones Euro Stoxx 50 obtained from ivolatility.com from 15.01.2019 to 20.09.2019.

R statistical software and Python programming language are used for analysis and graphical
representation of the results obtained in the study. The historical option prices are for SPX
European call options with a total of 250 observations while those for the Dow Jones Euro
Stoxx 50 had a total of 245 observations.

The summary of the data from SPX call options is given in table[I]

Strike Price  Current Price Implied Volatility

Minimum : 1300 0.0500 0.0000
Ist Quartile : 2144 1.1630 0.1440
Median : 2762 88.4500 0.2266
Mean : 2604 339.9730 0.5638
3rd Quartile : 2976 679.9380 0.6914
Maximum : 4100 1478.9000 2.4790
Skewness : -0.1356 0.9953 1.4782
Kurtosis : -0.3954 -0.2731 0.9520

Table 1: SPX options data summary

Table [I] shows the descriptive statistics for the daily figures for the SPX call options. These
include the minimum, quartiles, median, mean, maximum, skewness and kurtosis for the
strike price, current price and implied volatility.

The strike prices are seen to be fairly symmetrical since the skewness value is —0.1356
which lies between —0.5 and 0.5.

The current prices are moderately positively skewed since 0.5 < 0.9953 < 1.

The implied volatilities are seen to be highly positively skewed since 1.4782 > 1 which
implies that they have a long tail that extends to the right. This is consistent with the fact
that data that is skewed to the right in most cases will have the mean being greater than
the median as shown in the table where the mean value given by 0.5638 is greater than the

median given by 0.2266.
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The datasets of the strike price, current price and implied volatility have lighter tails since

the kurtosis of all the three datasets is less than 3.
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Figure 2: Histogram of the SPX option strike prices

Figure [2] dispays a histogram for the strike prices which further illustrates the notion that

the strike prices are fairly symmetrical as most of the values lie near the mean of 2, 604.
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Figure 3: Histogram of the SPX option underlying asset price

The histogram in figure [3|emphasizes the fact that the underlying asset prices are positively

skewed since most of the values lie on the right.
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Figure 4: Histogram of the SPX option implied volatility

Figure 4| shows that the implied volatilities are positively skewed since most of the values
lie on the right.
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The summary of the data from Dow Jones Euro Stoxx 50 call options is given in table 2]

Strike Price  Current Price Empirical Price

Minimum : 500 3067 0.001
Ist Quartile : 1550 3067 0.001
Median : 1925 3067 796.55
Mean : 1843 3067 731.019
3rd Quartile : 2225 3067 1091.2
Maximum : 2500 3067 2066.2
Skewness : -0.7008 0 -0.02446
Kurtosis : 2.7656 0 2.2744

Table 2: Dow Jones Euro Stoxx 50 options data summary

Table 2] shows the descriptive statistics for the daily figures for the Dow Jones Euro Stoxx
50 call options. These include the minimum, mean, median, quartiles, maximum, skewness
and kurtosis for the strike price, current price and the empirical price.
The strike prices are seen to be moderately negatively skewed since the skewness value is
—0.7008 which lies between —1 and —-0.5.
The datasets of the strike price, current price and empirical price have lighter tails since the

kurtosis of all the three datasets is less than 3.
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Figure 5: Histogram of the Dow Jones Euro Stoxx 50 option strike prices

The histogram in figure [5| further illustrates the notion that the strike prices are moderately
negatively skewed as most of the values lie near the mean value of 1, 843.

For the multi-asset options, monte carlo simulation is used to obtain the data used in analysis.
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5.1. Modelling volatility in a multi-asset framework

A numerical illustration is made between a European call option under the Heston model
and that under the Black-Scholes model. The results from the two models are compared to
the actual price based on data relating to Dow Jones Euro Stoxx 50 European call options.

For the multi-asset option, two assets are considered.

5.1.1. Asset pricing model with constant volatility

To illustrate the Black-Scholes model, the study compares the result obtained using monte
carlo simulation to that obtained using the Black-Scholes model option pricing formula.
For monte carlo simulation, S = 100,00 = 0.2, K =100,7 =1, and r = 0.01.
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Monte carlo simulation Black-Scholes model
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Figure 6: Simulated Black-Scholes model option prices
Figure [6] shows that the variation in the simulated European call option price in the Black-
Scholes model reduces significantly with an increase in the number of simulations. The

black line denotes the Black-Scholes model price while the upper and lower blue line denote

the upper and lower bound respectively.
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BSM option price wrt volatility
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Figure 7: Black-Scholes model surface wrt volatility

Figure [7] shows the features of the Black-Scholes model surface based on monte carlo

simulation. The value of the underlying asset price ranges from 50 to 150, time varies from
0.01 to 1 and volatility ranges from 0.1 to 0.2.

The figure disapproves the assumption of the Black-Scholes model of constant volatility, if

the volatility is constant, then the implied volatility surface should be flat. However, looking
at the simulated values, this is not the case as the volatility rates are seen to vary.
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BSM option price wrt time to maturity
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Figure 8: Black-Scholes model surface wrt time to maturity

Figure[§|shows the Black-Scholes model European call price with respect to time to maturity

based on monte carlo simulation. A longer time to maturity implies an increased certainty
in the call option being exercised, this causes a smoother curve.
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European call option prices are also computed using data from Dow Jones Euro Stoxx 50.

BSM price wrt strike price
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Figure 9: Black-Scholes model price wrt strike price

Figure 36| shows the Black-Scholes model prices plotted against the strike prices, the prices

are seen to decrease as the strike prices increase.
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A comparison between the Black-Scholes model option price and the empirical option price

is given in figure 10}
BSM Price Vs. Empirical Price
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Figure 10: Comparison of the Black-Scholes model option prices and the empirical option prices

From figure [0} the prices under the Black-Scholes model are relatively similar to those
from the empirical data. The call prices are relatively similar between the strike prices
1,500 to 2,500.
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For the multi-asset European call option, two assets having equal weights and a correlation

coeflicient of 0.4 are considered. r is 0.01.

Multi-Asset European Call Option

K | S10 | S20 BSM price
237 | 190 | 180 5.50
2351195 | 185 7.39
232 | 200 | 190 9.48
226 | 205 | 195 13.87
221 | 210 | 200 18.63

Table 3: The multi-asset Black-Scholes model option prices
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Multi-asset BSM price wrt strike price
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Figure 11: The multi-asset Black-Scholes model option prices

Figure [[T]illustrates that there’s a general reduction in the option price as the strike price

increases for the multi-asset model.

5.1.2. Asset pricing model with stochastic volatility

For the Heston model, the estimated parameters used were from Albrecher et al., where
vo = 0.0175, k = 1.5768, 7 = 0.0398, 4 = 0.5751 and p = —0.5711, (Albrecher et al., 2007).
This study compares the result obtained using monte carlo simulation to that obtained using

the closed form Heston option pricing formula.
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Monte carlo simulation Heston model
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Figure 12: Simulated Heston model option price

Figure [I2]shows the simulated European call option price under the Heston model. There’s
increased variation in the prices as compared to the simulated option price under the Black-
Scholes model as given in figure [6]
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Heston volatility surface
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Figure 13: Heston model volatility surface

Figure [13] illustrates the Heston surface, the lower strike prices are seen to have higher
implied volatilities as compared to those with higher strike prices.

To illustrate the use of Wishart process in multi-asset option pricing, the study considers
the case of two assets with parameter values as given in Da Fonseca et al., 2007:

-2.5 =15 0.21
M_

~0.14
, Q=
~1.5 -25 0.14 0.21
n =7.14286,r = 0, p = —0.6 and
0.09 —0.036
Yo =

-0.036  0.09

The price obtained for the multi-asset Heston model using the discounted characteristic
function of the Wishart model is as follows:

Underlying asset price  European call price
1,500

1,800

68.29
14.71

Table 4: The multi-asset Heston model option prices

101



Wishart process wrt time
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Figure 14: Wishart processes

Figure [I4]shows the progression of the Wishart processes with time. The highest values for

the Wishart process lie between time 0 and time 0.25.
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5.2. Asset pricing in an information-based framework

Dow Jones Euro Stoxx 50 options data is used in this section to obtain option prices based
on the information-based asset pricing framework.

The RMSE test will then be used to determine the goodness of fit of the multi-asset
information-based stochastic volatility model prices to the multi-asset Black-Scholes model

prices as follows:

n _ 2
RMSE = JZ (A — Ry)*
k=1 n

where Ay is the multi-asset Black-Scholes model price and Ry is the multi-asset information-

based stochastic volatility model price.

5.2.1. BS-BHM model
Comparing the prices obtained from the BS-BHM model to the observed prices, figure 13|
shows that the BS-BHM model prices are higher than the observed prices.
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Figure 15: BS-BHM model option prices vs. empirical option prices, y = 0.3

The information flow rate, y causes a variation in the fit.
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ISVM Price Vs. Empirical Price
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Figure 16: BS-BHM model option prices vs. empirical option prices, y = 0.25

In figure [I6] y has a mean value of 0.25. A reduction in the value of y from 0.3 to 0.25
causes an improved fit of the BS-BHM model to the empirical data.
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BSM Price Vs. ISVM Price
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Figure 17: Black-Scholes model vs. BS-BHM model option prices, y = 0.3.

Comparing the BS-BHM model and the Black-Scholes model option price in figure |17/} the
BS-BHM model provides a higher price than the Black-Scholes model. The values between
the two models are closer when v is varied from 0.3 to 0.25, as shown in figure [I§]

The price under the BS-BHM model is higher than that under the Black-Scholes model as
illustrated in Figure|18|shows that the two models give relatively similar prices when y
is varied from 0.3 to 0.25.
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Figure 18: Black-Scholes model vs. BS-BHM model option prices, y = 0.25.

The study shows that with a suitably chosen information flow rate parameter, the goodness

of fit of the BS-BHM model to the empirical data improves significantly.

For the multi-asset European call option, two assets having equal weights and a correlation

coeflicient of 0.4 are considered. r is 0.01.

Multi-Asset European Call Option

K ‘ S1.0 ‘ S2.0 ‘ BS-BHM model Price | BSM price

237 | 190 | 180 5.85 5.50
235 | 195 | 185 7.61 7.39
232 | 200 | 190 9.55 9.48
226 | 205 | 195 13.86 13.87
221 | 210 | 200 18.14 18.63

Table 5: Comparison of the multi-asset option prices between the BS-BHM model & the

Black-Scholes model

From table |5 the prices produced from the BS-BHM multi-asset model are comparatively

similar to those produced from the Black-Scholes multi-asset model. For higher strike rates,

the prices for the BS-BHM model are higher, and for lower strike prices, the Black-Scholes
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model prices are higher.

Multi-asset BSM price Vs. multi-asset BS-BHM model price
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Figure 19: Comparison of the multi-asset BS-BHM model and the multi-asset BSM

Figure|19|shows that the prices under the multi-asset BS-BHM model are relatively similar
to those obtained from the multi-asset BSM. The RMSE value is 0.2874.
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BS-BHM option price wrt volatility
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Figure 20: BS-BHM model volatility surface

Figure[20]shows the features of the BS-BHM model surface based on monte carlo simulation.

This figure illustrates that volatility in the BS-BHM model is stochastic as the volatility is
seen to be varying.

5.2.2. BS-BHM updated model

It is evident from the figure 2] that the values from the BS-BHM updated model are

comparatively higher for all strike prices considered than for the empirical European call
option prices.
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BS-BHM updated model price Vs. empirical price
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Figure 21: BS-BHM updated model option prices vs. empirical option prices, y = 0.3

y is taken to have a mean value of 0.3 in figure 21]
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BS-BHM updated model price Vs. empirical price
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Figure 22: BS-BHM updated model option prices vs. empirical option prices, y = 0.25

Figure 22]illustrates the effect of a variation in y from a mean value of 0.3 to 0.25. The fit
of the BS-BHM updated model price to the empirical data is very similar to that in figure
[21] This implies that y has a less significant impact on the option prices in the BS-BHM
updated model as compared to the BS-BHM model.

111



BSM price Vs. BS-BHM updated price

2000~

[}
e
[}
G
(]
8
[]
8
°
1500- 8
(]
°e
8 8
& U
] C
< "8
§ ]
& o]
5 3}
w e e
(]
)
1000- ) 8
s
&%
®s
)
°s
8
(]
%
s
500~ . ! )
1500 2000 2500
Strike Price

o BSM price © BS-BHM updated model price

Figure 23: Black-Scholes model vs. BS-BHM updated model option prices, y = 0.3.

Comparing the BS-BHM updated model and the Black-Scholes model option price in figure
the BS-BHM updated model provides slightly higher prices than the Black-Scholes

model.
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Figure 24: Black-Scholes model vs. BS-BHM updated model option prices, y = 0.25.

The prices for the models are very similar when 7y is varied from 0.3 to 0.25, as shown in

figure 24
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For the multi-asset European call option, two assets having equal weights and a correlation

coeflicient of 0.4 are considered. r is 0.01.

Multi-Asset European Call Option
K ‘ S1.0 ‘ S2.0 ‘ BS-BHM updated model price | BSM price

237 | 190 | 180 5.90 5.50
235 | 195 | 185 7.57 7.39
232 {200 | 190 9.67 9.48
226 | 205 | 195 13.61 13.87
221 | 210 | 200 18.38 18.63

Table 6: Comparison of the multi-asset option prices between the BS-BHM updated model
& the Black-Scholes model

From table [6] the prices produced from the BS-BHM updated multi-asset model are com-
paratively similar to those produced from the Black-Scholes multi-asset model. For higher
strike rates, the prices for the BS-BHM updated model are higher, and for lower strike

prices, the Black-Scholes model prices are higher.
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Multi-asset BSM price Vs. multi-asset BS-BHM updated model price
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Figure 25: Comparison of the multi-asset BS-BHM updated and the multi-asset BSM

Figure[25|shows that the prices under the multi-asset BS-BHM updated are relatively similar
to those obtained from the multi-asset BSM. The RMSE value is 0.2674.

Comparing the RMSE obtained in the multi-asset BS-BHM model to the multi-asset BS-
BHM updated model, the RMSE value in the BS-BHM updated model is lower which
indicates it provides a closer fit to the multi-asset BSM as compared to the multi-asset
BS-BHM model.
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BS-BHM updated model price wrt volatility
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Figure 26: BS-BHM updated volatility surface

Figure [26) shows the features of the BS-BHM updated surface based on monte carlo simu-
lation. This figure illustrates that volatility in the BS-BHM updated model is stochastic.
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5.3. Estimation of model parameters

5.3.1. Maximum likelihood estimation

The estimation of parameters using maximum likelihood estimation is done using daily
historical data for SPX call options.

For the Black-Scholes model, the estimate for o is found to be 0.46283.

For the information-based model, the estimates for the parameters v and v are 0.071 and
v = 0.001874 respectively.

5.3.2. Method of moments
The data used here relates to SPX call options daily data obtained from yahoo finance.
The method of moments is used to estimate v and vy.

Estimation using the method of moments produces an estimate for the volatility parameter,
v =0.005047805 and y = 0.07104789.
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Variation in the information flow parameter
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Figure 27: Information flow rate wrt time
Figure[27]shows that the value of the information flow parameter decreases as time increases.
This is due to the fact that as the maturity period approaches, the rate at which information

about the expected cashflow is revealed decreases as most of the information has already

been revealed to the market participants.
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Delta

5.3.3. Measurement of parameter sensitivity
The parameter values used are as follows: K takes the values 90, 100 and 110, S = 100,
r=0.05,v=0.56,T=3,t=1andy =0.2.
Figure 28] shows that delta is positive for European call options. Delta tends to one when
an option gets further in-the-money and it tends to zero the more the option gets further

out-of-the-money.

Delta vs. Underlying asset price

= Delta K=90
= Delta K=100
= Delta K=110

0.8-

0.6-

0.4-

0.2-

0.0- T
0 20 40 60 80 100 120 140 160
Underlying asset price

Figure 28: Sensitivity of the option price wrt Delta
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Gamma

Gamma vs. Underlying asset price
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Figure 29: Sensitivity of the option price wrt Gamma

Figure 29] shows that Gamma measures the curvature or convexity of the relationship

between the asset price and the underlying asset price.

The higher the value of Gamma, the higher the options sensitivity to the underlying asset

price.

As an option gets further in-the-money or out-of-the-money, gamma reduces and tends to

Z€10.
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Vega

Vega vs. Underlying asset price
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Figure 30: Sensitivity of the option price wrt Vega

Figure[30]shows that the vega of at-the-money options are the highest. This implies that the

option price is most sensitive to variations in volatility at this point.
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Rho

Rho vs. Underlying asset price
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Figure 31: Sensitivity of the option price wrt Rho

The lower the value of Rho, the less sensitive the option price is to changes in interest
rates as shown in figure 31]
For options that are in-the-money, Rho is larger and gradually decreases as the option

moves to become out-of-the-money.
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Theta
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Figure 32: Sensitivity of the option price wrt Theta

Figure [32] illustrates that the value of theta is lowest when the option is at the money,

this is because the profitability of an option reduces over time.
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5.4. Comparison of volatility in a stochastic volatility model vs volatility in an information-

based asset pricing model

A numerical illustration of volatility extraction in the Heston model and the information-
based asset pricing framework is looked at in this section. Volatility extraction is done
using non-linear filtering in particular using the extended Kalman filter and the particle
filter approach. A comparison will then be done between the results obtained from the
particle filter and the extended Kalman filter.

The RMSE test will be used to assess the goodness of fit of the simulated estimates to the
estimates obtained using non-linear filtering as follows:

n _ 2
RMSE = JZ Ok~ EW)”
k=1 n

Oy is the simulated volatility and E} is the estimated volatility based on non-linear filtering.

5.4.1. Volatility extraction in the Heston model

The estimated parameters used are as follows: vg = 0.0175, x = 1.5768, n = 0.0398,
0 =0.5751,r =0.01 and p = —0.5711.

The measurement equation is given by:

Yk = (I’—B)Ak+£Vk+
n n

1
Pkak =1) - —Ak]Vk_l
n 2

+ V1 — p2VAkVi_1 By
0.5711 Ak — 0.5711 B 0.5711
0.0398 0.0398 k 0.0398

+V1+ 0.57112 VAkAVi_1Br_1 (5.4.2)

(5.4.1)

1
= (0.01 + (15T68Ak — 1) + S Ak | Vi

The state transition equations are given by:

Vi = kOAk + (1 - KAk)Vk_l + n\/Aka_lzk_l
= 1.5768 X 0.5751Ak + (1 — 1.5768Ak)Vi_1 + 0.0398VAkVi_1Z;—1 (5.4.3)

The initial mean is given by %y = 0.0175 and the initial covariance is P~ = 0.0398% x

0.0175Ak. V, denotes the initial variance level.
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The Jacobian matrices in the extended Kalman filter are obtained as follows:

Ak =1—-kAk
=1-1.5768Ak (5.4.4)
Wi = 0.0398~/Vi_1 VAL (5.4.5)
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Heston model estimated volatility

Volatility
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Figure 33: Heston model’s simulated volatility

Figure [33] shows the simulated volatility based on monte carlo simulation using the Heston
model. 75 time steps, k were considered in the simulation.
The volatility estimates from the extended Kalman filter approach against the simulated

volatility are given in figure [34]
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Heston EKF estimated volatility Vs. simulated volatility
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Figure 34: Heston model’s simulated volatility vs. estimated volatility using the EKF

Figure [34] shows that the extended Kalman filter approach produces estimated volatility

rates that are relatively close to the simulated volatility rates. The RMSE is 0.6475.
In order to apply particle filtering to the Heston model, the weight wl(f) at time k is obtained

as follows:
@ P(yk|vél:),€,yo:k—l)P(Vg”Vél:)k_l,yo:k—l)

(@)
Wit = Wi TG
P v ve)

p(Vilvi-1, yk) ~ N(pp, o)
1
Mp = Vi1 + k(0 = Vi) At — pn(u — §Vk—1))At +on(Yk = Yk-1))

1
= Vit + 15768(0.5751 = Vit )Ar +0.5711 x 0.0398 (1 = Vi) At

- 0.5711 % 0.0398(yk - yk_l))
oy =V, (1= p?)Ar
= 0.03982V" (1 - 0.5711)Ar
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P (Velvo-1, Youk-1) ~ N(pig, o)
Mg = Vi1 + k(0 = Vi_1)At
= Vi_1 + 1.5768(0.5751 — Vi_1) At
O'q2 = 7)2Vk_1At

= 0.0398%V}_1 At

P (Velvor, yok-1) = p(yilvie, Vi1, Y1)
p(VkVi, vi-1, Yi-1) ~ N (ur, 07)

1
MHr = Yik-1+ (r - §Vk_1)At

1
= yp-1+ (0.01 - §Vk_1)At

O',,2 = Vi_1At
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Heston particle filter estimated volatility Vs. simulated volatility
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Figure 35: Heston model’s simulated volatility vs. estimated volatility using the particle filter

Figure [35]illustrates the progression over time between the particle filter volatility estimate
and the simulated volatility in the Heston model. The estimated volatility using particle
filter gives a relatively close fit to the simulated volatility rates and the RMSE is 0.6356.
Under the Heston model, the RMSE value from the particle filter estimates is lower than
that from the extended Kalman filter estimates. This implies that the particle filter is a better
estimate to use for volatility estimation in the Heston model.

Comparing figure [34] to figure [35] it is evident that the estimated volatility rates obtained
from the particle filter approach provide a closer fit to the simulated volatility rates than the

estimated volatility rates from the extended Kalman filter approach in the Heston model.

5.4.2. Volatility extraction in the information-based asset pricing model
Simulated volatility rates are generated using monte carlo simulation. The values of vj_;

and «j_1 are taken to be constants with estimated values 0.5 and 0.2 respectively with

r =0.01.
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Information-Based Model Simulated Volatility

Volatility

Time, k

Figure 36: Information-based asset pricing model’s simulated volatility

Figure[36] shows the simulated volatility based on monte carlo simulation. 75 time steps, k
were considered in the simulation.

Starting with the extended Kalman filter approach the measurement noise is taken to be
0.01 and the state process noise is taken to be 5 X 107, these two values make up the value
of R and Q respectively.

Making use of Jacobian matrices:

A=1-27 Vi 1Ak
=1-Vi_1Ak

and

W= Vi-1Kk-1 VAk
= 0.1VAk

The volatility process which is the subject of modelling is represented by the state transition
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equation given by:
Vi = Ve = 0.25V7 | Ak + 0.1VAK By

and the measurement equation is as follows:
Sk =Sk-1 + O.lSk_lAk + O-5P(k—1)TVk—1 VAka_l

X0=0,Pyp=1and R ~ N[0,0.01].
The volatility estimates from the extended Kalman filter approach against the simulated

volatility are given in figure The Jacobian matrices are as follows:

A=-2g7 Vi1Ak
W = gi_1kx-1 VAk
H=0
AT
T -k

U= Pir

Zx 1s used to approximate the unobserved variables while y; is used as an approximation to

the observed variables leading to:
2k Tk + A(Zk-1 = Zk-1) + Wmy—1,

and

Yk ® Vi + H(xp — Zx) + Vng.
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EKF Estimated Volatility Vs. Simulated Volatility
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Figure 37: Information-based framework simulated volatility vs. estimated volatility using the EKF

Figure shows that the extended Kalman filter approach produces estimated volatility
rates that are relatively close to the simulated volatility rates. The RMSE value is 0.6324.

Using the particle filter approach in the information-based stochastic volatility model, the

following result is obtained:
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Particle Filter Estimated Volatility Vs. Simulated Volatility
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Figure 38: Information-based framework simulated volatility vs. estimated volatility using the particle filter

Figure [38]illustrates the progression over time between the particle filter volatility estimate
and the simulated volatility. The estimated volatility using particle filter gives a relatively
close fit to the simulated volatility rates. RMSE value is 0.6194 which is lower than the value
obtained from the extended Kalman filter estimates. This implies that the particle filter is a
better approach to volatility estimation in the information-based stochastic volatility model.
Comparing figure 37| to figure [38] it is evident that the estimated volatility rates obtained
from the particle filter approach provide a closer fit to the simulated volatility rates than the

estimated volatility rates from the extended Kalman filter approach.
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Model Filter | RMSE

Heston: | EKF | 0.6475
Particle | 0.6356
ISVM: EKF | 0.6324
Particle | 0.6194

Table 7: RMSE values for the non-linear filters

Table [7shows the RMSE for the information-based stochastic volatility model are lower for
both the extended Kalman filter and the particle filter estimates as compared to the Heston
model. This means the results from the filters are more accurate from the information-based

stochastic volatility model as compared to the Heston model.
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6. Conclusion and Recommendation

The information-based asset pricing framework is an improvement over the Heston model
and the Black-Scholes model as it views the dynamics of the asset as an emergent phe-
nomenon as opposed to being pre-specified. This research uses the notion of comonotonic-
ity and wishart processes to extend the information-based asset pricing framework to the
multi-asset scenario.

The first objective of using a stochastic volatility model in a multivariate framework is
achieved by looking at the multi-asset Heston model. Wishart processes are used to obtain
the joint dynamics for the asset process and the variance process. The dynamics are then
discretized to allow for numerical simulation. A volatility-in-mean effect is added to capture
the tendency for the volatility and the asset prices moving together and the Laplace transform
is then used to solve the pricing equation for the multi-asset option.

The study looks at the second objective of modelling the dynamics of an asset where the
volatility parameter depends on time and information by considering two approaches of
the information-based asset pricing framework: the BS-BHM model and the BS-BHM
updated model. The price is obtained using risk-neutral pricing in the single-asset case.
The derived price takes a similar representation to the Black-Scholes model. This outcome
motivates the use of the notion of comonotonicity which is applied in deriving the price for
the Black-Scholes model in the multi-asset case.

For the single asset case, the derived information-based stochastic volatility model prices are
consistently greater than their true price for all the strike prices considered. The numerical
results suggest that the information-based stochastic volatility model values are close to the
Black-Scholes model prices. Two assets are considered for the multi-asset option and the
results illustrate that the prices from the multi-asset information-based stochastic volatility
model give a close fit to the multi-asset Black-Scholes model prices.

In pricing the derivatives of an asset where the volatility parameter depends on time and
information in objective three, the RMSE for the BS-BHM updated model takes a value
of 0.2674, this is lower than that of the BS-BHM model which is equal to 0.2874. This
indicates that the BS-BHM updated model is a better model to be used in the information-
based asset pricing framework. A lower RMSE value is indicative of a model that gives a
higher accuracy between the true prices and the model prices.

A change in the information flow parameter has a significant impact on the prices obtained
in the BS-BHM model. A variation in the parameter value from 0.3 to 0.25 resulted in a
better fit of the BS-BHM model to the empirical prices. The study noted that the BS-BHM
updated model was less sensitive to changes in the information flow rate as compared to the

BS-BHM model. A recommendation is made for further research on determing the optimal
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information flow rate parameter to be used in asset pricing.

Objective four is achieved by estimating the model parameters using the method of moments
and maximum likelihood estimation. The result obtained by this study is different from that
obtained by Mutijah et al., in their estimation of the model parameters using the method of
moments, (Mutijah et al., 2013). This is due to an imprecision made by Mutijah et al. in
equating the population moments to the sample moments in their work. Further research
can be done in this area by considering the case where the information flow rate parameter
depends on time. An assumption is made in this research that the information flow rate
parameter is a constant.

The study also finds that, regardless of the model’s disadvantage of assuming that volatility
does not change and pre-specifying the asset price dynamics, the option prices under the
Black-Scholes model provide a good fit to the observed price. This research made use of a
constant interest rate, further research is needed on the use of a varying interest rate in an
information-based stochastic volatility model.

Wishart processes are used to derive the joint dynamics that determine the price for the
multi-asset information-based stochastic volatility model. Ito’s formula is first applied
to the variance process so that it can be written in a form that is consistent with the CIR
process. The multi-asset information-based stochastic volatility model has fewer parameters
as compared to the multi-asset Heston model, this makes the multi-asset information-based
stochastic volatility model easier to implement. In both cases, the multi-asset case reduces
to the respective single asset model by a suitable choice of parameter values.

A volatility matrix is introduced in the asset price equation to take account of the risk
premium and capture the tendency of the asset price and volatility to move together in the
Wishart processes. The volatility matrix parameter takes the value of zero in the multi-asset
information-based stochastic volatility model which in effect means that there’s no account
for the risk premium and the tendency of the asset price and volatility to move together
is not captured. This work recommends for further research in this area to ensure that a
non-zero risk premium can be introduced in the multi-asset case of the information-based
stochastic volatility model.

To assess the sensitivity of the model to changes in the parameter values, the study makes
use of Greeks. Greeks can be used as an effective risk management tool through hedging.
By making use of Greeks such as an option’s delta and gamma, a trader can be able to hedge
his portfolio to minimize his risk exposure. Due to the volatile nature of financial markets
occasioned by the variations in the factors that affect the option price such as the interest
rate, underlying asset price and volatility, the need for sound risk management practices

become essential for option traders.
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In order to compare the volatility obtained in an asset where information is incorporated
and that where information is fixed as outlined in objective five, non-linear filtering is used.
An assumption is made that the Weiner process driving the asset process and the Weiner
process driving the variance process are uncorrelated in the information-based stochastic
volatility model. Further studies need to be carried out in cases where the two Weiner
processes are correlated and whether cholesky decomposition can be used to decorrelate
them.

Volatility has become a popular area of financial research because the inaccurate volatility
estimates lead to inaccurate prices of financial instruments. This may lead to significant
financial losses being incurred by financial institutions, and in the long run, it may result in
insolvency. In order to avoid such scenarios, it is vital to use accurate estimates of volatility
in asset pricing.

This research finds that the particle filter approach to estimating volatility in the information-
based model produces volatility rates that are a close fit to the simulated volatility rates. The
estimated volatilty rates obtained using the extended Kalman filter approach also provide
a relatively close fit to the simulated volatility rates. However, the particle filter is seen to
provide estimated volatility rates that give a better fit to the simulated volatility than the
extended Kalman filter approach.

Despite giving fairly accurate estimates, the particle filter approach to estimating volatility
suffers from the setback that the particle weight variance increases continuously with time.
This is referred to as particle degradation which implies that as iteration continues, the
insignificant particles will consume a significant amount of computation time, which will
not only cause resource wastage, but also affect the final estimates, decreasing the accuracy
of the process.

The resampling technique is adopted in this study to reduce the problem of degradation.
However, this only reduces the problem of degradation. Further research needs to be done
on how to eliminate this problem from the particle filtering approach. The extended Kalman
filter is considered to be a practical method to be applied in modeling volatility as the current

volatility only depends on the previous volatility.
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