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ABSTRACT. We apply methods from Malliavin Calculus in the spirit of Fourny
et al. in order to calculate Taylor expansion of model prices with respect to
perturbation parameters. The methods allow to calculate certain random vari-
ables, so called weights, explicitly, which serve to prove analytically tractable
formulas approximating actual model prices. We focus on hypo-elliptic rather
than elliptic equations such as the Hobson-Rogers model.

This approach is then applied to investigate whether complete stochastic
volatility models like the Hobson-Rogers model can produce appropriate smiles
or not. Furthermore we suggest generalizations of the Hobson-Rogers model
which remain complete, but fit the features of actual market data much better.

1. INTRODUCTION AND RESULTS

Most common stochastic volatility models for asset prices, such as [15, 11, 23],
for example, include a non-traded source of risk, see also [17, 13, 22, 28, 19]. Thus,
the corresponding markets are incomplete and option prices are not uniquely de-
termined by no arbitrage arguments. An alternative approach models volatility as
a deterministic function of the underlying, see for example [19]. In such models
instantaneous volatility is perfectly correlated with the underlying price process.
Recent empirical evidence in [25] for stock index options and [25], [27] for bond
options and foreign exchange options does not support this hypothesis.

To overcome the deficiencies of deterministic stochastic volatility models Hobson
and Rogers [12] introduce a class of complete stochastic volatility models, where
the volatility is a function of the past (logarithms of) underlying prices. Related
work is [30], and, slightly different in spirit, [31].

A concrete example from Hobson and Rogers [12] will be the starting point
for the empirical part of this research. For brevity we call this model simply the
Hobson-Rogers model (HR). In their paper the authors observe that the model
effectively accounts for the possibilities of smiles, and illustrate this with several
graphs, produced by numerically solving the corresponding partial differential equa-
tion. Recent work on the numerics of the model and variants is di Francesco et al.
(see for instance [8]).

Despite of its attractive features, there is little echo in empirical research. We
found only [29], where the ideas are extended to term-structure modeling.

In this paper we calibrate the Hobson-Rogers model to actual option prices using
an analytical approximation, see below. We compare volatility surfaces produced
by that model to actual volatility surfaces.

To this end, we considered options on British Pound/US Dollar futures, where
we had settlement prices for the market for all traded options from 1996 to 2002.
Using this data, we selected a number of (typical) days and estimated the implied
volatility surface by numerically inverting the Barone-Adesi Whaley model (as these
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options are American style options on futures, see [2]) and then expressing the result
in terms of the Black implied volatilities (European style options on futures, see
[3]). The underlying asset price was the settlement price of the futures contract
at the same moment as the settlement of all the options contracts and the interest
rate used was the US Dollar Libor interpolated for the expiration of the options
contract. As representative, we selected one day, 11 February 2002, and found
five maturities were available, March 2002, April 2002, May 2002, June 2002 and
September 2002. For each of these maturities, we had quoted call and put options
in a fairly wide range and we determined the Black implied volatilities and plotted
these across striking price and time to expiration (see Figure 1). We confirm, that
the Hobson and Rogers model will produce what appears to be smiles and term
structure effects for implied volatilities qualitatively (see Figure 2a). However, when
the scale is chosen to match that of observed option implied volatility surfaces, the
Hobson and Rogers surfaces appear to be almost flat (see Figure 2b). While this is
just one particular instance, it seems quite intuitive, that the volatility process in the
Hobson-Rogers model, being of moving average type, in general is not sufficiently
wild to produce volatility smiles of the order of magnitude corresponding to the
observed option prices, unless we allow unreasonable values of the parameters, that
defy the original idea that the model is a correction to Black-Scholes. We claim
that a simple generalisation of the Hobson and Rogers model, referred to as the
generalised Hobson Rogers model (GHR) can do the job (see Figure 3).

In mathematical finance we model price behaviour by semi-martingales (S,EE) )t>0,
which often depend on additional parameters, here denoted by € > 0. We propose a
method (inspired by the successful approach [10]), which allows to calculate deriva-
tives of the function € — E(qﬁ(Séf ))) efficiently. To be more precise, we are able to
prove that — under some technical assumptions — there exist random variables (")
such that

an

50 E@(577)) = B(o(S1)a").
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These results and particular methods how to calculate the weights 7™ are proved
in Theorem 1 and Theorem 2. In contrast to [10] we are interested in hypo-elliptic
equations rather than elliptic ones, as for instance the Hobson-Rogers model. Addi-
tionally to the well-known PDE methods for expansions with respect to parameters
(private communication with Sam Howison), the Malliavin Calculus approach pro-
vides

e explicit algorithms how to calculate the weights, even if the functions in
question are not real analytic.

e probabilistic approaches for approximations of model prices, which allow
efficient Monte-Carlo evaluations.

Hence we are able to calculate Taylor expansions of model prices to obtain an-
alytically tractable approximations of the actual model prices. These analytically
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tractable approximations are then applied to the determination of model parame-
ters, which yields an efficient method how to determine approximatively if a model
works or not. The demonstration of this approach is exemplified in the previous
Hobson-Rogers models.

The article is structured as follows: in Section 2 we introduce the main tools from
1-dimensional Malliavin Calculus and prove the main theorems. Furthermore we
prove that the weights 7™ can be calculated as polynomials of integrated Gaussian
polynomials (see Remark 1). Two examples are added which correspond precisely
to the model proposed by [12] and our generalisation of it. In Section 3 we introduce
the models in question and calculate the respective approximative prices applying
Theorem 1.

2. PARTIAL INTEGRATION AND TAYLOR EXPANSION OF PRICES

We shall analyse models for the price returns, which are given as parameter-
dependent stochastic processes (X; “)o<¢<r for a parameter e > 0: for e = 0 we
find ourselves in a well-known model (for instance the Black-Scholes model). We
are interested in Taylor expansions of prices E(¢(X7'“)) with respect to the param-
eter e (the risk neutral measure does not depend on €!). Therefore we introduce a
convenient class of families (F¢)>o of random variables, whereon we can apply par-
tial integration techniques. For more general considerations and additional results,
see [24].

We shall apply the following techniques derived from Malliavin Calculus (see [18]
and [21]), which are inspired by [10]. The method allows to write approximations
of model prices by ordinary integration of polynomials with respect to a Gaussian
density along simple subsets. We present the method in the simplest setting, i.e. a
Gaussian probability space generated by a one dimensional Brownian motion.

Let (Q,F, P) be a probability space, which is generated by a one-dimensional
Brownian motion (By)o<i<7 for some T' > 0, i.e. F = Fr. For the reader who is
familiar with Ito-integration, but does not feel comfortable with Malliavin Calculus,
we list the following simple rules, which allow to follow all calculations which are
done in the article:
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(1) The Malliavin derivative associates to random variables (in its domain
of definition) X € dom(D) C L?(Q) a not necessarily adapted process
(DsX)o<s<t € L*([0,T] x ©2). The Malliavin derivative is a closed, densely
defined, unbounded linear operator and the following rules hold,

Ds(1g) =0 (2.1)

T
DS(/ o(s)dBs) = o(s)1,1(s), (2.2)

0
"0

DX, X)) =S - 6(X1,..., Xn)Ds X; 2.3
(¢(X1 ) ; 50X ) (2.3)
for X; € dom(D), i = 1,...,n and o a square-integrable, deterministic

function on [0, 7). ¢ is given as a C*-function on R".

(2) The adjoint of the Malliavin derivative is the Skorohod integral ¢, which
associates to a not necessarily adapted process (Yi)o<s<r € dom(d) C
L?([0,T] x ) a random variable §(s — Y;) € L?(£2). The Skorohod integral
is a closed, densely defined, unbounded linear operator and the following
basic partial integration formula holds true

T
B(X8(s = V) = B( | (D.X)Y.d (2.4)

on the respective domains. The most important, non-trivial assertion on
Skorohod integration is the relation to Ito-integration: namely, for all
square-inegrable, predictable processes (Y;)o<s<7 we obtain that (Ys)o<s<r €
dom(d) and

3(s = Y,) = /OT Y,dB,. (2.5)

(3) By extension of the derivative operator D on LP-spaces we obtain domains
of definition DP! C LP(Q). By definition of iterated derivatives on the
respective domains we obtain domains of definition DP™ C LP({2), where
the Malliavin-derivative can be applied n times. Smooth random variables
are those which lie in the domain of each derivative operator in each LP,
ie.

D>* = MNp>1 Mn>0 DP", (26)

A fortiori smooth random variables are closed under composition with
smooth, polynomially bounded functions and allow Skorohod integration
up to arbitrary orders (see [18]).

(4) For Skorohod integrable process (us)o<s<r and F € D> with E(fOT F?u%ds) <
00, the process (F'us)o<s<7 is Skorohod-integrable and

T
d(s— usF) =F(s+— ug) — / usDsFds (2.7)
0

holds true.
(5) The Malliavin covariance matrix is a real-valued random variable in the
one-dimensional case,

T
Y(X) = /0 (D, X)%ds. (2.8)

If 4(X) is invertible almost surely, then X has a density with respect to
Lebesgue’s measure.

We shall deal with families of random variables € — G, such that
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e for all € > 0 the random variable and all its derivatives with respect to € are
smooth, i.e. %GE € Np>1Np>o DP™ for k > 0, together with all Malliavin
derivatives. The derivatives are taken with respect to the topology of D>,
which is equivalent to the assertion that the maps € — 1(G,) are smooth,
for all continuous linear functionals n : D> — R.

We denote this space by C*°(R>0, D>°). Notice in particular that this space is
a (smooth) algebra of random variables (see [18], Ch. II, 5.8), where the Skorohod
integral and the Malliavin derivative are well-defined (see [18]). In particular the
constant curve € — 1 satisfies the requirements. Observe the following rules of
differentiation:

e Malliavin derivatives and Skorohod integrals commute with derivatives with
respect to e.

e all Malliavin derivatives of derivatives with respect to € are Skorohod inte-
grable.

Definition 1. A family (e — F.) € C®(Rxq, D), which additionally satisfies
that the (Malliavin) covariance matriz v(F.) is almost surely invertible for e > 0

and at € =0 (but not necessarily off 0)
1
——— € D% = Np>1 Np>o D™, 2.9
V(o) e (29)

is called a family with regular density.

Example 1. We shall provide the following characteristic (and useful!) example
for families with reqular density: given a continuous Gaussian process (Si)¢>o with

with continuous (deterministic), square integrable functions a,b : R>g — R, we
define the family (F)e>o for a fized number T > 0 and show by simple calculations
that (FE)EZO S COO<RZO7DOO),

2 T T
F. ::z—%/ (1+esf)2dt+n/ (1 + eS?)dB,, (2.11)
0 0

T
DyF. = n(1+ €5%) — 261 / (1+ €52), exp(—A(T — £))b(t)dt+

T
+ 2677/ Sy exp(—A(T — ))b(t)d B, (2.12)
D.F|e—o =1, (2.13)
6 T T
5 ke = —n2/ (1+eS§)S§dt+n/ S?dB, (2.14)
€ 0 0

V(Fe)|e=0 = 772T~
This example will be applied for the generalized Hobson-Rogers model (GHR).

Example 2. A more sophisticated example is given by the following structure,
which resembles a slightly modified version of the original Hobson-Rogers model

(HR):
=z — 1 ! ag 2 ! ag
F = 2/0 (Sy) dt+/0 (S,)dB;, (2.15)

ds, = (7%(;(&)2 — \S,)dt + o(S;)dB, (2.16)
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with o(s) = nv1+ es? exp(—ej\ff) for some large constant M. Hence o is C*-
bounded and bounded and we obtain (Fe¢)e>o € C(Rxo,D™) (see [18] or [21]).
The relevant derivatives at € = 0 read as follows.

DsFe|e:0 =1,

B T 2526 SQe
Oy [y [0,
86 0 2 0

’Y(Fe)|e:0 = 772Ta

where (St)t>0 at € = 0 is particularly simple, namely a mean-reverting Gaussian
process,

1
dS; = (757;2 — ASy)dt + ndB.

Theorem 1. Given a family ( )e>0 € C°(Rx0, D) with reqular density. Then
there exist random variables 7™ € D™ such that for all ¢ € C§°(R)

am m

O B(3(F)lmo = E(@(Fo)x™) (217)
holds true for n > 0.

Definition 2. The random variable ™ € D> is called nth Malliavin weight for
differentiation with respect to the parameter €.

Proof. We fix m > 0. For the general construction of the weights we apply the
Faa-di-Bruno formula (see for instance [6]), which calculates the coefficients of the
series
am m
Z — (n)
b)) = Y o (F)G

n=0
where in G polynomials of derivatives of F, appear. We apply multi-index notation
here,

nom m! 10°
Gr= 2 oy 1 GQaafor
Ao ENTMOY " aeN\{0}

Zaew\{u} Aa=n
ZQEN\{O} aXo=m

The following simple consideration, for Gfj € D> then yields the result,

T D,FyD,F,
E(6™ (F\G™ ) (g Zs7 0570 g
(6" (F0)Gg) = E(o™™( 0) ’Y(Fo) 0)
D, ¢<" V(5 D20 )
/ (F)
D, Fy
E(¢™ D (Fy)d(s — oan
for m > n > 1. By induction we can prove the result. O

We define — in view of the previous proof — the following iterative procedure: let
(Fe)e>o € C®°(R>0, D) be a family with regular density, then

DSFO
v(Fo)
for G € D>, which is an element of D by property 4. of the primer.

div (@) == 6(— G) (2.18)
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Lemma 1. Let (F.)e>0 € C°(R>0, D) be family with reqular density, such that
Fy is Gaussian, i.e. DgFy is deterministic and the covariance matriz v(Fp) is
constant. Let furthermore PQEJ) € R[R"], for j = 1,2 be polynomials with contin-
uously time-dependent coefficients on [0,T] in n variables, and let (Xy)o<u<r =
(g1(u) + foT f1(u,t)dBy, ..., gn(u) + fOT fu(u,t)dBy)o<s<t be continuous Gaussian
process in R™, where g; and f; are continous functions on the respective domains.
Then the following assertions hold.

(1) The random variable G = fOT Pﬁl)(Xu)du fOT P152)(Xu)du € D>, in fact

arbitrary polynomials in such random variables are smooth.
(2) The F-divergence of G is of the same form

- [ pw " ) " DiFy
div' (Q) = P (X,)du | Py (X) dBidu—
0 0 o 7(Fo)
n T T T
0 D F
— —— PD(X) fi(u, t) =t Odtdu/ P3(X,)du+
ZZ_;/O /0 o () )’Y(Fo) 0 (%)

+Zn:/T /T iP(2>(X)f»(u t) DiFo dtdu/T PUY(X,)du
i1003$iu S (F) o T

Proof. The integral exists almost surely and satisfies by Holder estimates all nec-
essary estimates. The continuous process qul)(Xu) lies in the sum of the first n
chaos subspaces point by point in u, and the integral, too, by closedness and the
polynomial property of D°°, hence the assertion of 1. The second formula follows
by applying the F-divergence point by point in u to the element G by property 4
of the primer. O

Remark 1. A random variable fOT Pél)(Xu)du is called an integrated Gaussian
polynomial.

Theorem 2. Let (F,)e>0 € C®(R>0, D) be a family with regular density, such
that Fy is Gaussian, i.e. D Fy is deterministic and the covariance matriz v(Fp)
is constant. Furthermore we assume that the derivatives %Fﬁkzo are integrated
Gaussian polynomials. Then 7™ € D> is a polynomial of integrated Gaussian
polynomials.

Proof. By the Faa-di-Bruno formula Gf is a polynomial of integrated Gaussian
polynomials, hence by inductive use of Lemma 1 we obtain that 7™ is a polynomial
of integrated Gaussian polynomials. O

Remark 2. If 7™ is a polynomial of integrated Gaussian polynomials, then the
expected value E(¢(Fp)m™) can be calculated in two steps: first an ordinary Gaussian
integral applied to a polynomial on some R™, second the inegration of this result with
respect to Lebesque measure on [0, T]™. Both procedures are numerically cheap and
yield quick and good results even for complicated stochastic differential equations.

The applications which we have in mind are certainly solutions of standard sto-
chastic differential equations of the type

dZPC =V (e, t, ZP)dt + Vi (e, t, ZD)dB;, (2.19)

where the initial value is given by a real vector z € RY and (By);>o denotes a
1-dimensional Brownian motion. If the vector fields V, V! are regular enough, for
instance real analytic and C*°-bounded, then we can take each coordinate of the
solution process at a certain time 7' > 0 — viewed as a family of random variables
with respect to € > 0 — is an element of C*°(Rx>q, D™).
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Corollary 1. Let (X7)e>0 € C*°(Rx0, D) be a component of the solution process
of equation 2.19, which is a family with reqular density. Take a bounded real analytic
function with bounded derivatives ¢ : R — R, then
T,€ €" x,0
E(o(X7°)) = Z EE(QJ)(XT )7")

n>0
for small € > 0 (the size of the neighborhood might depend on t and x).

Proof. By the Cauchy-Kowalewsky Theorem we know the the associated parabolic
initial value problem has a real analytic solution, which coincides a fortiori with
E(¢(X;")). Hence the Taylor series converges locally and the above representation
holds. U

If we want to prove the convergence of the series for more general payoff functions
¢, we can apply the following sufficient conditions.

Theorem 3. Let (Fe)e>o € C°(Rxo, D) be a family with reqular density. Assume
furthermore that the (universally calculated) weights ©™ satisfy
n
Z 6—OE((71'")2)% < 00

n!
n>0

for some ¢ > 0, then for all bounded measurable ¢ : R — R we obtain

B@(F) = Y S B@(Fo)™)

n>0

for e <eg.

Proof. Take a sequence of bounded real analytic ¢ with bounded derivatives such
that E((¢x — ¢)*(Fp)) — 0 as k — oo, then by the Cauchy-Schwarz inequality

Bloi(F) ~ oe(F)| < 3 S IB((@n(F) — on( o))

n>0

1 €6 ny2y L
< B((6x — ) (Fo)} Y D B(am))t — 0
n>0
as k,l — oo on [0, €] uniformly in e. The same holds for all derivatives and hence
we can conclude that € — E(¢(Fe)) is real analytic and the series above yields the
correct power series expansion. O

A particular feature of the considerations above is, that we do not need the
integrability assumptions on the Malliavin covariance matrix off € = 0. If we are
able to calculate the 7™ (which involve terms at ¢ = 0) and prove a regularity
assumption like > -, %E((w")Q)% < 00, we are able to show real analyticity of
the above type for E(¢(F.)).

Similar reasonings can be applied for the calculation of the Greeks: here we
consider precisely the same setting, only in a two-dimensional framework, since we
consider the process (X}, L X[);5 and the respective initial values. By the
Cauchy-Kowalewsky Theorem we are able to conclude that for real analytic ¢ with
bounded derivatives the expansion

n
BT = Y0 SR
x n!
n>0
converges, where the p™ are again given by Skorohod integrals. Finally also the
considerations with respect to bounded measurable functions apply.
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Remark 3. If we know from semigroup considerations (analyticity with respect to
parameters) that for all bounded measurable ¢ the series

(7)) = 0 S B emo

n>0
converges for small €, then we can conclude that

;’ E($(XP))|emo = E($(XFO)rm),

holds true for n > 0, if a uniform convergence — of the respective derivatives with
real analytic ¢ to derivatives for bounded measurable ones — applies

Example 3. We take (2.11) witha =X=0 and b= 1, Sy =0, and calculate the
outcome for the first and second derivative with respect to €.

E(3(F.) = E(9(z - %2T +1B1)

0B (OUED) = B(6( ~ BT+ nBr)d (L w0 )
=niTE(¢><z—3T+nBT )Br(— / Bidt + 1 / B}dBy))+
+77LTE(¢(Z_7LT+773T)/O (—2n? /5 Bdt+nB2+2n/ BydBy)ds)
= %E(mz - %T+ nBT>BT<B§ - /O "Bt /O B+
b1t~ ST T -0 o [ [ panas),

which has a simple integrated polynomial structure in Gaussian random variables.
For the second derivative we proceed as follows: We observe that two ingredients
for Skorohod integral can be well-calculated, namely

0 0 _, D,F. 0? 1

‘e 0 (86F ( e)) 6(8 2|e 0 677T)+

Il sde|5 OF _ 0 n 0
+6(66|6:OF 2T ) 6(8 |€ OFe 4T28 |e 0’7( ))

and
n n
| (= _ F. ——
6(86|670 6?72T6(36|670 engT))

as above. Again we shall obtain a simple polynomial structure.

3. GENERALISED HOBSON-ROGERS MODELS

In this section we shall provide the basic notions for the simplest specification
of the Hobson-Rogers model, its generalisation and the analytically tractable ap-
proximation procedure as proposed by Theorem 1, which serves for estimating the
parameters easily. In particular both models satisfy the hypothese of Theorem 2,
hence the weights 7™ can be easily calculated.
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3.1. The Hobson-Rogers Model. Hobson and Rogers proposed in [12] a com-
plete stochastic volatility model with offset functions. We shall only consider mod-
els where we allow the first offset function and we fix a certain dynamics for this
model, which was also proposed in [12]. Fix a time horizon T' > 0. Given a price
process (P;)o<i<T, which is a positive, square integrable Ito process on a stochastic
basis (2, Fr, P) with one-dimensional Brownian motion (By)o<i<7, We introduce

Z; = In(e""P;), where r > 0 denotes the interest rate. Then we assume for a
positive parameter A\ > 0 the 2-dimensional Markov process (Z;, S;)
dZy = p(Sy)dt + o(St)d By (3.1)
dS; = dZ; — \Sdt = (u(St) — ASy)dt + o(S;)d By, (3.2)
Zy = 2,50 = s, (3.3)

for volatility and drift vector fields u, o which satisfy the usual Lipschitz assump-
tions and o(s) > 0 for s € R. The process (S;)o<i<7 is the first offset function of
(Zt)o<t<r with parameter A > 0. Defining

where we additionally assume that the measure )y on F; given through

dQ: _ t L[
T = e [ osin, 5 [ o,

is well-defined for 0 < t < T and that @ := @Qr is a probability measure equivalent
to P on Fr (see [9] for a nice elaboration of the relevant conditions). Then the
process By := B+ f(f 0(S,)du is a Q-Brownian motion and the stochastic differential

equation reads as follows with respect to (E)OStST
1 —
dZt = —§U(St)2dt + O'(St)dBt,

1 —
ds, = —(§a(st)2 + ASp)dt + o (S;)dB;,
Z() =2z, S() =S

for0<t<T.

The discounted price process (e "' P;)o<i<r is a Q-martingale and we can apply
the classical no-arbitrage pricing arguments. In particular the market is complete
since this is the only martingale measure equivalent to P. Under @) the price process
satisfies

dP; = rPydt + o(S;)P,dB;

Therefore the price of a European claim, which is given by a measurable function
with at most linear growth ¢ : R — R | is defined by

V(P 80, T —t) = """ E(q(Pr)| 1)
for 0 < ¢t < T via the Markov property. If the Lie algebra spanned by the two

vector fields
o= (215)

(2,5) = ( - _U%S 2~ A %—U;EZ)(’?(S) )

(2, 5) ( 28 ) and (2, s) ( M )

or equivalently
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spans the tangent space R? pointwise on R.g x R (which is the case for non-
vanishing ¢ and A # 0), then by Hérmander’s ”Sum of the Squares” we know that
V' is a smooth function on R x Rx]0, T and satisfies the boundary condition
V(p,s,0) = q(p) for all (p,s) € Ryg x R.

One particular choice for o proposed in [12] is a smooth vector field o : R — R
such that

o(s) :=nv1+ es? (3.4)

on some ball with large radius R > 0 and constant outside for fixed ¢ > 0. Here 7 is
referred to as minimal level of implied volatility and € > 0 denotes a parameter cali-
brating the influence of the first offset process (S;);>0 on the stochastic evolution of
the price process. The results cited in Section 2 stem from this model. In the sequel
we shall refer to this model as Hobson-Rogers model (3.4). Furthermore the option
price depends smoothly on the parameters n,e and A on the respective intervals
of definition (see for instance [14]). By standard methods we can find a version
of the solution (Z;, S¢)o<i<r of the stochastic differential equation, which depends
in a smooth way on the initial values and the parameters. Hence by dominated
convergence we obtain families (Zq(w6 ))5>0 of random variables in C*°(Rxq, D).

3.2. The Generalised Hobson-Rogers Model (GHR). We shall only calculate
with respect to the equivalent martingale measure () in view of option pricing. In
view of the unsatisfying curvature of the smiles for the model (3.4) we propose the
following generalization:

1 —
dZ; = —501(5})2dt +01(S;)dB; (3.5)
dSy = u(Sy)dt + o5(S;)dBy (3.6)
ZO =z, SO =S (37)
with the following specification,
a1(s) = n(1 + efs?) (3.8)
oa(s) = xn
02
w(s) = —5 As (3.10)

for fixed € > 0. In contrast to (3.4) we are additionally given two positive parameters
x> 1land g € [0, %] (even though only the product €3 enters into the formulas). By
Hormander’s Theorem we can analogously conclude that the option price depends
smoothly on the initial values. Furthermore the option price depends smoothly on
the parameters 7, e and A\ and the respective intervals of definition. By standard
methods we can find a version of the solution (Z;, S;) of the stochastic differential
equation, which depends smoothly on the initial values and the parameters, which
we shall assume in the sequel.

3.3. Analytically tractable approximations for GHR. We can calculate the
solution of GHR directly

) _

az{ = —Snt(1+ eBSY)2dt + (1 + e3S})dB, (3.11)
2 —~

s, = (_% — ASy)dt + xndB,. (3.12)

For 0 <t < T the curve € — Zt(e) lies in C*°(R>¢, D>°), which follows by calculating
the Malliavin derivatives and the derivatives with respect to €. Furthermore, the
Malliavin covariance matrix is invertible for ¢ > 0 with inverse bounded with respect
to all LP-norms at € = 0.
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The solution on [0,7] is given by
t 2 t
S, = e Ms —/ e_’\(t_")n—du—&—/ Xne_’\(t_")dg
2 us
0 0

which is a Gaussian process. We can express the Brownian motion (E)tgo by this
process,
~ 1 7 1
dB; = — ('L + ASy)dt + —dS,,
XN 2 X7
which leads to

1 1 1
A2{) = — (14 eBS} e+ - (1 + 657 (5 CASd+ - L+ eBS))ds,

1 A
= (/77 + 2X)dt+ ZS,dt + dSt+
2
1— , ;
+ e(MSfdt + —ﬂSfdt + ﬂdsf — B xSidt)+
2x X 3x
e 2 2qd

This can be applied to the calculation of the first and second variation at € = 0 of

the process (Zt(e))ogthi

2 t
(0)_ 1 2 n / )\ 1
Z =24 (—2P + 2Nt + | ZSudu+—S
! (gn QX) 0 X X
26(1—2 t t
ﬁzﬁkzo:i" el X)/ Sgdu+ﬁ/ Sdu+ D53
0 X Jo 3x

Oe
t
~ L 6772x/ Sudu,
3X 0
a Z(e)l tﬁ? 25’4du
8 2 e=0 — 77 u .
We have proved the following Theorem:

Theorem 4. The weights " for the GHR model are polynomials of integrated
Gaussian polynomials.

0) . . . A
Proof. The process Z, ) is a Gaussian process and the covariance matrix is in-

vertible. Furthermore derivatives 5 nZ (e )|E —o are seen to be integrated Gaussian
polynomials. Hence we apply Theorem 2. (I

Remark 4. We could have chosen
o(s) = n(1 + es?)? (3.13)

to obtain the same first two variations at € = 0, which expresses the fact that for
8= % and x = 1 we are near the Hobson-Rogers model.

The pricing of a European call option is then given by

V(Z’ 37 K7 T7 T‘) 67 >\7 X7 777 /3) = E(eirT(PT - K)+)

= KB (2 1))
Pr —1)).

(20T
This is the precise price, for which we try to find an analytically tractable approx-
imation.

=KE(e 1
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We shall apply the Taylor expansion from Theorem 2 up to first order. We
know by this theorem that the weights will be polynomials of inegrated Gaussian
polynomials. We can calculate the derivative directly, avoiding the calculation of
the Skorohod integral, since

Dz 1

I =
y(z®) T
for 0 < s < T, hence

() T
059 o DsZp 1 7(0) 9 ol
B (gl a2 050 = B | @ mon(o) gzt s

0 0 €
= B(¢'(Zy") 5 le=027).
So we conclude by

exp(rT + ZF}O))

Viz,s, K, T,r,0,\,x,n,08) = KE(e_TTl
—1>0} K

exp('r‘T+Z,§,,U))
IS

9 B exp(rT + Z(O)) 0 (o)
— =0V =KE(e "1 A S A A YA 3.15
a€| =0 (6 {cxp('I‘T;ZéE)))_lzo} K ae| =047 ) ( )
B z9 @3
= aE(l{eﬂwz(To)Zan}e T (ST - 5))+
T 2
720 AB s 1B —2X) o -~ 2
—I—/O E(l{erﬂzg))Zl}e T (X Si + ox Si — Bxn~Sy))du. (3.16)

Surprisingly the Taylor formula up to first order actually is a good approximation
for the solution for certain parameter intervals, which can be proved by a (lengthy)
estimation argument or which can be seen directly by numerical justification.

The polynomial structure of the weights 7! gets immediately visible, as proved
in Theorem 2. The formula decomposes in the well-known Black-Scholes formula
as the first term and a second term which is given by integration with respect to
the following two-dimensional Gaussian variable: we denote by (Zt(o), St)o<i<r the
solutions at e = 0 with initial values (z, s).

2 —
2y ==~ LT +nBr,

s 2 s __
Ss _ 67)\850 7/ eiA(Siu)%dU‘i’/ efA(sfu)XndBu,
0 0

with expectations and covariances,

Bz =2 — %T,
2 v 1
E(S,) = e (0 - L),
B((2) = B(Z{")%) =1,
2 2.2 -2\ e —1
B((S, ~ B(S)?) = wx?e =
cov(Z:p,Sv) / nPxe MW dy
0
Av 1
_ 772X67)\'u
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for 0 < v < T. These formulas have been used in order to estimate the parameters
for the graphs in Section 1.

3.4. Analytically tractable approximations for the HR model. The varia-
tional equation for derivatives with respect to € at ¢ = 0 are given by

0 € 772 n 5y
dak:oZt( ) = — Pt + S S7dB; (3.17)

2 —~
s, = (7% — A\S})dt + ndB. (3.18)

This is analytically tractable: the solution of 3.18 is given on [0, 7] through
t 2 t N
S, =e Ms —/ ef)‘(tfu)—du—&—/ ne At=w4B,,
0 2 0

which is a Gaussian process. We can express the Brownian motion (B;);>o by this
process,

— 7’2 1
dB; = (? + ASy)dt + EdSt’

1
n
which leads to
3} 1 1 _5,m° 1
d&k:oZt — _5772St2dt + 553(5 + AS;)dt + §St2d5t
2
n A 1 1
= —Zsfdt + §Sf’dt + 6ds;? - §n25tdt.

This can be applied to the calculation of the first variation:

2 t )\ t . 1 .
9 ozi=-" [ s2quy —/ Sikdu + 257~
0

86|‘_ 4 Jo " 2
1 3 1 2 ¢

S | Sud

6° 2 ),

The pricing of a European call option is then given by
V(Za S, K? Ta T, € >‘a X5 1, ﬁ) = E(eirT(PT - K)+)

= KB (2 1))

and the first derivative with respect to e

e'f‘T“FZT 6

Tz
{eth(Zéf)) —1>0} K a€| 0 T)

0
87|€:0V(Z7 vaa Ta T, €, Aa X7777ﬁ) = KE(e_TTl
€

- %E(l 2 (83 — s3))+

(0)
{e""H 21" >In K}

T 2
© A 1
+/O E(l{eTT+ZT21}eZTO (552 - %Si - 5772Su))du7

which therefore yields the same first derivative at e = 0 as in equation 3.15.

Theorem 5. The weights m' and 72 for the HR model are polynomials of integrated
Gaussian polynomials.

Proof. The process Zt(o) is a Gaussian process and the covariance matrix is in-
vertible. Furthermore derivatives gjl t(e)|6:0 for n = 0,1,2 are seen to be inte-
grated Gaussian polynomials. Hence we apply a version of Theorem 2.notice that

Go=0. t




16

[1]

=)

(10]

[11]
[12]
[13]
[14]
[15]
[16]
[17]
[18]
[19]
[20]
[21]
[22
[23]

24]
25]

[26]
27]
(28]

29]

FRIEDRICH HUBALEK, JOSEF TEICHMANN, ROBERT TOMPKINS

REFERENCES

Balaban, E., Bayar, A. and Faff, R., Forecasting Stock Market Volatility: Evidence from Four-
teen Countries, University of Edinghburgh Centre of Financial Markets Research, Working
Paper 02.04, University of Edinghburgh (2002).

Barone-Adesi, G. and Whaley, R. Efficient analytic approximation of American option values,
Journal of Finance 42, 301-320 (1987).

Black, F. and Scholes, M., The Pricing of Options and Corporate Liabilities, Journal of
Political Economy 81, 637-654 (1973).

Black, F., Fact and Fantasy in the Use of Options, Financial Analysts Journal 31, 36—41,61—

72(1975).

Black, F., The Pricing of Commodity Contracts, Journal of Financial Economics 3, 167-179
(1976).

Comtet, L., The Art of finite and infinite Exzpansions, Dordrecht, Netherlands, p. 137-139
(1974).

Cvitanic J., Ma J. and Zhang J., Efficient Computing of Hedging Portfolios for Options with
discontinuous payoffs, Mathematical Finance, to appear, 2002.

Di Francesco, Foschi and Pascucci, Analysis of an uncertain volatility model, working paper
(2004).

Figlewski, S., Assessing the Incremental Value of Option Pricing Theory Relative to an
Informationally Passive Benchmark, The Journal of Derivatives 10, 80-96 (2002).

Fournie, E., Lasry, J.-M., Lebuchoux, J., Lions, P.-L., Touzi, N., An application of Malliavin
Calculus to Monte Carlo Methods in Finance, Finance and Stochastics 3, no. 4, 391-412,
1999.

Heston, S.L., A Closed-Form Solution for Options with Stochastic Volatility with Applications
to Bond and Currency Options, Review of Financial Studies 60, 327-343 (1993).

Hobson D. and Rogers, C., Complete Models with stochastic volatility, Mathematical Finance
8, 27-48 (1998).

Hodges S. D. and Tompkins, R.G., Volatility Cones and Their Sampling Properties, The
Journal of Derivatives 10, 27-42 (2002).

Hormander, L., The analysis of linear partial differential operators, Grundlehren der math-
ematischen Wissenschaften 256 (1983).

Hull, J. and White, A., Hedging the Risks from Writing Foreign Currency Options, Journal
of International Money and Finance 6, 131-152 (1987).

Jackwerth, J.C. and Rubinstein, M., Recovering Probability Distributions from Option Prices,
The Journal of Finance 51, 1611-1631 (1996).

Johnson, H. and Shanno, D., Option Pricing When the Variance is Changing, Journal of
Financial and Quantitative Analysis 22, 143-152 (1987).

P. Malliavin: Stochastic Analysis, Grundlehren der mathematischen Wissenschaften, Vol.
313, Springer (1997).

Melino, A. and Turnbull, S.M., Pricing foreign currency options with stochastic volatility
Journal of Econometrics 45, 239-265 (1990).

Merton, R., The Theory of Rational Option Pricing, Bell Journal of Economics 4, 141-183
(1973).

Nualart, David, The Malliavin Calculus and Related Topics, Probability and Applications,
Springer Verlag (1995).

Scott, L.O., Option Pricing when the Variance Changes Randomly: Theory, Estimation and
an Application, Journal of Financial and Quantitative Analysis 22, 419-438 (1987).

Stein, E.M. and Stein, J.C., Stock Price Distributions with Stochastic Volatility: An Analytic
Approach, Review of Financial Studies 4, 727-752 (1991).

Teichmann, J., Smooth families of random variables, working paper, 2004.

Tompkins, R.G., Stock Index Futures: Stochastic Volatility Models and Smiles, The Journal
of Futures Markets 21, 43-78 (2001).

Tompkins, R.G., Options on Bond Futures: Isolating The Risk Premium, The Journal of
Futures Markets 23, forthcoming (2003).

Tompkins, R.G., Why Smiles Exist in Foreign Exchange Options Markets: Isolating Com-
ponents of the Risk Neutral Process, Multinational Finance Journal, forthcoming (2003).
Wiggins, J.B., Option Values Under Stochastic Volatility: Theory and Empirical Estimates,
Journal of Financial Economics 19, 351-372 (1987).

CARL CHIARELLA AND OH KANG KWON, 2000 ’A complete markovian stochastic
volatility model in the HJIM framework’, Asia-Pacific Financial Markets, vol.7:4, pp. 293-
304.



FLEXIBLE COMPLETE MODELS WITH STOCHASTIC VOLATILITY 17

[30] Kallsen, Jan, and Taqqu, Murad S., Option pricing in ARCH-type models, Math. Finance 8,
no. 1, 13-26 (1998).

[31] Davis, Mark H. A., Complete-market models of stochastic volatility, Stochastic analysis with
applications to mathematical finance. Proc. R. Soc. Lond. Ser. A Math. Phys. Eng. Sci. 460
(2004), no. 2041, 11-26.

DEPARTMENT OF FINANCIAL AND ACTUARIAL MATHEMATICS, VIENNA UNIVERSITY OF TECHNOL-
oGy E 105, WIEDNER HAUPTSTRASSE 8-10, A-1040 WIEN
E-mail address: fhubalek@fam.tuwien.ac.at, jteichma@fam.tuwien.ac.at, tompkins@hfb.de



