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Introduction

The emergence of Lévy processes in the finance literature is due to empirical ob-
servations finding that the distribution of equity returns is in general skewed and
leptokurtotic. One of the first to account for this phenomenon was Mandelbrot
(1963) long before the seminal Black-Scholes model came up. Merton was first to
introduce explicitly jumps into an option pricing model, and through this contribu-
tion he opened up research on jump-diffusion processes in finance. But ever since
option pricing has completely and thoroughly been changed by the contributions of
Black and Scholes (1973) and Merton (1973), people thought about generalizing the
model in many ways in order to weaken the strong assumptions behind the Black-
Scholes model. The Black-Scholes model assumes normally distributed independent
and stationary log returns and is thus a Lévy process. Probably the most natural
way to extend the model is to consider a more realistic distribution of the increments
maintaining all the other Black-Scholes assumptions. And indeed, a Lévy process on
a Euclidean space is constructed by giving a distribution on this space with the only
property of infinite divisibility, and the theory of stochastic processes provides the
technical tools to construct a Lévy process with independent and stationary incre-
ments distributed according to the given distribution. Although a Wiener process is
a Lévy process in mathematical terms, in this thesis we use the term ‘Lévy process’
when we talk about processes with a more flexible distribution of the increments
than a Gaussian distribution provides.

A Lévy process is a superposition of three independent components: a non-stochastic
drift process, a Wiener process and a jump process. The most interesting one is the
latter which is entirely captured by the Lévy measure. The Lévy measure determines
the jump intensity of every jump size and is the main distinguishing feature for a
rough subdivision into three classes of the zoo of Lévy processes used in finance: The
only source of randomness of the first and the second class is the jump structure, the
Wiener process being scaled identically to zero. The first class possesses an infinite
Lévy measure, which means that it has an infinite expected number of jumps in
every finite time interval, and infinite variation, i.e. the jumps add up to infinity.
Though this seems strange at first, one has to be aware that a simple Wiener process
is also an infinite variation process. The second class has finite variation while the
mass of its Lévy measure is infinite as well. Third, quite differently from these two
pure jump processes, there are jump-diffusion processes where the main movement
comes from a non-zero Wiener process whereas the jumps occur rarely, i.e. finitely



often in a finite time interval. Accordingly, the mass of the Lévy measure is finite.
We want to argue now that this subdivision, though quite meaningful in describing
statistical features of the processes, is not helpful when it comes to deciding which
one is best suitable in a financial context. First of all, apart from this subdivision,
there is the widely discussed question of whether an equity price process should be
modelled by a jump or a continuous process. The basic problem is that this question
cannot be answered directly because we want to model a discretely observed price
movement by a continuous time stochastic process. There are a number of authors
who have conceived statistical tests to settle the question. But when the issue is
pricing, this question becomes irrelevant in a certain sense. As explained above,
there is a probability measure, namely the distribution of the increments, which is
hidden behind any Lévy process, whether it be continuous or not. And the task is
to estimate the parameters of this one-dimensional distribution. The question if the
Lévy process constructed out of it is continuous is a mathematical one: Given an
infinitely divisible probability distribution, the correct statement is that the assigned
canonical stochastic process is not per se continuous but has possibly a continuous
modification. This is true for a Gaussian distribution, but for distributions with
heavier tails we can in general obtain only a right-continuous modification with left
limits. Hence, working with a (realistic) model with stationary and independent in-
crements simply implies the occurence of jumps, and we do not have to be concerned
about whether jumps are a statistically adequate description of an equity price pro-
cess or not. And this is all the more true because we deal with the risk-neutral
distribution which cannot directly be observed anyhow.

Hence, if we have accepted the jump structure, the same argument as above does
away with the need to choose the special jump structure according to our subdivi-
sion as long as the underlying probability distribution of the chosen Lévy process can
incorporate realistic equity return features. More precisely, we mean by this that it
should be able to fit the observed first four standardized moments of equity returns,
namely mean, volatility, skewness and kurtosis. The latter is the most widely used
measure for heavy-tailedness and is determined by the Lévy measure.

Given a set of realistic infinitely divisible return distributions, the most important
feature of a Lévy model choice is tractability as the application of certain pricing
methods is concerned. And tractability - and not the question about the jump struc-
ture - is the reason why we use a pure jump infinite variation process, namely the
normal inverse Gaussian Lévy process, in the first chapter of the thesis and the tem-
pered stable process in the second chapter. The tempered stable Lévy process is
pure jump and can also have infinite variation, but we use it only for the case where
it has finite variation. The third and parts of the fourth chapter are built around
Kou’s model, which is a jump-diffusion model.

For different types of Lévy processes different pricing techniques have to be applied.
Hence a second subdivision along different lines may be more helpful than the first
one. Lévy processes can be defined by the distribution of its increments, by a time-
changed Brownian motion or by the so-called Lévy triplet: In this thesis we work
exclusively with the third definition. The Lévy triplet is given by a deterministic



drift coefficient, the scaling of the standard Brownian motion and the Lévy measure.
From the Lévy triplet we obtain immediately a representation of the characteristic
function of the Lévy process by means of the well-known Lévy-Khinchin theorem.
With that information one can price options of European type through Fourier in-
version: The price of an option is then given by an inverse Fourier integral of the
product of the Fourier transform of the contract to be priced and the characteristic
function of the Lévy process. This integral can be numerically computed by the tech-
nique of the Fast Fourier transform. Whenever one has the factors of this product
in a convenient closed form, pricing by Fourier inversion and Fast Fourier transform
is strongly recommendable.

As already mentioned, the use of concrete Lévy processes is propagated in all four
main chapters of this thesis, and we will use them to solve three different problems
in this framework. In each chapter we choose the model which we believe to be
the most suitable for each purpose. The pricing procedure depends much on the
choice of the model, and in view of immediate applicability we stress concreteness
versus abstractness. Each model is immediately applicable and suitable for pricing
by Fourier inversion.

Up to now, we have tacitly assumed that we want to model the (continuously com-
pounded) returns of an equity by a Lévy process. Translated into prices, this means
that we work throughout the thesis with the exponential Lévy model, in which prices
are defined by the exponential of a Lévy process. The interest rate process is given
by a riskless savings account. This model has several advantages which will be elab-
orated on in due course.

Until this point we have had a discussion of how to model equity returns. Pricing is
done by evaluating the discounted expected value of an option given the probability
distribution of the equity at the maturity date of the contract. But arbitrage-free
valuation means that the expectation is not taken under the statistical distribution
of the assets but under a risk-neutral distribution. Risk-neutral means that seen
under this measure the equity price process must be a martingale, that is a fair game
with zero expected profits. Talking about a and not about the risk-neutral distribu-
tion highlights the feature which is by far the most important one in modelling asset
returns by Lévy processes: Lévy markets are incomplete. This means in terms of
pricing that the martingale measure is not unique and in terms of hedging that it is
not possible to track entirely the price process of a derivative security by a hedging
portfolio which consists of the underlying equity and a riskless bond. For brevity we
say that a probability measure P is always the statistical one, and by Q we will un-
derstand a risk-neutral martingale measure. P can always be obtained by standard
statistical estimation techniques from historical equity return data. This is different
for the martingale measure Q because it is not directly observable. Basically, it is
just a pricing rule. As such it is implicit in market option prices observed in option
exchanges, i.e. the options market chooses in some way the risk-neutral martingale
measure. In order to retrieve it, one has to solve an inverse problem, which is not at
all a standard problem in a Lévy setting.



Here we are at the first topic of the thesis: the change of measure. Once be-
ing aware that there is quite a large number of possible martingale measures, one
has to set up rules of how to select a specific one. This is all the more important
when taking a look at the result of Eberlein and Jacod (1997) who prove that in a
setting where the equity price process is given by an infinite variation process, the
exponential Lévy model has the highest degree of incompleteness possible: Every
option price in the no-arbitrage interval can be obtained through a corresponding
change of measure. The nice thing about Lévy processes is that there is a simple
parametrization of the change of measure, given the assumption that that the equity
price process is again a Lévy process under Q. The change of measure is then given
by two objects: A real-valued variable changing the drift of the Wiener process and
a non-stochastic positive function, henceforth called measure change function, which
changes the intensity of the jumps. In the case where the equity price process is
pure jump, all the content of the change of measure is contained in the measure
change function. In this special case, the incompleteness issue becomes rather lucid:
The measure change function is only required to be such that the price process is a
martingale under Q which amounts to solving a one-dimensional equation in terms
of an infinite-dimensional variable from a rather general function space.

There are about two different types of handling the problem as indicated by
the upper two boxes of Fig. 1. The first one takes as given the process under the
measure P and specifies a change of measure by giving a computationally simple
parametric form of the measure change function and thereby reducing the problem
to a finite-dimensional one. The most popular change of measure is the Esscher
change of measure, which is fixed by determining the only parameter of an exponen-
tial measure change function such that it fulfils the martingale condition for the price
process of the underlying. Therefore, we denote this class by the name FEsscher type
martingale measures. There is a wide range of justifications for these measures: They

Esscher- ingal . .
sscher-type martingale measures Statistical martingale measures

Historical data of underlying asset price Current option price data

® -] q : b - T

Y

Linex martingale measures

Historical data of underlying asset price +
Current option price data

[®] - [q]

Fig. 1. Different concepts of the change of measure. The framed objects are the starting
points of each method.




arise, for instance, as a result of a utility maximization problem of a representative
investor or of a distance minimization theorem in the sense of information theory, or
simply by tractability considerations.

Chapter 2 develops a class of Esscher-type martingale measures for normal in-
verse Gaussian Lévy processes which provides more degrees of freedom for modelling
the risk-neutral distribution than the Esscher change of measure and which is there-
fore called the class of flexible martingale measures. Based on the contradictory facts
that on the one hand all important measure change functions in the literature are
monotone and on the other hand Carr et al. (2000a) observe that the option-implied
measure change function should show some kind of symmetry with respect to the
abscissa, the flexible measures are constructed such that they can incorporate both
shapes. They share with the Esscher transform the property of being easily used for
fast pricing by Fourier inversion.

Esscher-type martingale measures lack an essential property with regard to con-
sistent option pricing. That is, this procedure implicitly assumes a specific risk-
neutral distribution which may well differ from the one chosen by the market. The
empirical literature (e.g. Bates (1991)) has dealt with the estimation of risk-neutral
distributions for a long time. For instance, one conclusion was that the crash of 1987
significantly altered Q but not P, for instance by charging a higher premium for
out-of-the-money options as a traditional instrument for protection against down-
side risk. Hence it seems important to take these facts into consideration when
designing a change of measure.

Coming back to Fig. 1 one way of handling this problem is the use of statistical
martingale measures. This theory estimates the stock price process directly under
the risk-neutral probability measure, i.e. by using current option price data from
exchanges without worrying about the historical stock return distribution and any
change of measure procedure. This is adequate as long as one is not in need of the
statistical distribution as well. However, suppose we have the following situation:
An option writer sells an option to an investor. This entails two tasks for the option
writer: In the first place, he has to find an adequate, i.e. fair price for which he
is ready to sell the option. Secondly, he might want to hedge the risk he incurs
through the option. For the first task he needs the pricing rule, i.e. the risk-neutral
distribution Q of the underlying asset. And hedging in a Lévy market setting could
mean to follow a quadratic hedge to minimize the expected hedging error. But to be
meaningful, this expectation should be taken under the statistical measure. Hence,
this is an example of a situation where one actually needs both - the risk-neutral and
the statistical distribution of the stock price process. The usual procedure to tackle
this problem would be to estimate P as well as Q assuming the price process under
both measures to be of the same class of Lévy processes. This entails the problem
that these two measures need not necessarily be equivalent. On the contrary, for
two widely used classes of Lévy processes Raible (2000) has shown that absolute
equivalence, hence the no-arbitrage property of option prices, imposes rather strong



constraints on the parameters, which leaves not much freedom of capturing both
asset option price data sufficiently well. A further method would be to do the exact
opposite of the Esscher-type approach: Estimating the stock price process under the
risk-neutral law, and then performing a change of measure to obtain the process
under the historical law. Assuming a Lévy process for the risk-neutral movement,
one could be forced to consider changes of measures which do not any more preserve
the Lévy property in order to obtain a good fit to historical data, e.g. to model some
kind of dependence of the increments.

A possible solution to this problem is proposed in Chapter 3 for the case of
tempered stable Lévy processes. Given a specific parametric form of the considered
Lévy process under the statistical distribution, it is not assumed that the class of the
risk-neutral distribution is known. Instead we presuppose that only the risk-neutral
second, third, and fourth moments are known. This is equivalent to being given the
risk-neutral volatility, skewness, and kurtosis. In addition to the martingale condi-
tion this amounts to four restrictions. As in general the number of free parameters of
the measure change function is bigger, we choose that function which minimizes the
relative entropy with respect to the original measure, given those four constraints.
Additionally, we can force the measure change function to have different monoto-
nicity features and therefore resume the topic of Chapter 2 from a different angle.
All in all, this amounts to solve a non-linear minimization problem, but with equality
and inequality constraints which are all linear. The linearity is due to the specific
form of the elements in the finite-dimensional space of measure change functions that
we will choose. For reasons which become clear later on, this new change of measure
will be called linex change of measure. Fig. 1 explains graphically the gap which
this approach fits into.

Chapter 4 deals with a very different topic. However, it works with the tech-
nique of statistical martingale measures such that we cover all three types of change
of measure in this thesis. This chapter focuses on basket option pricing in a mul-
tidimensional Lévy model with both linear and non-linear jump dependence of the
components.

Basket options deal with the risk exposure of portfolios of risky assets. A European
basket call resp. put option is just a plain-vanilla call resp. put option on a portfolio
of assets instead on a single asset. While wanting to hedge against the risk involved
with portfolios, basket options are generally cheaper than options on single assets,
which in principle could also be used. The reason is that the prices of basket options
are functions of the dependence of the assets. High negative dependence between
two assets clearly reduces the risk of the portfolio and leads to lower prices for basket
options on a portfolio of these two assets. Therefore there is a clear need to compute
fair prices of basket options.

However, pricing is not straightforward, and up to now there is no closed-form solu-
tion even for relatively simple models for the price of the assets. The literature deals
almost exclusively with the case where the underlying assets are modelled by the
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multidimensional Black-Scholes model with correlated Wiener processes. The prob-
lem in this case is that there is no closed form of the distribution of the weighted
sum of lognormally distributed random variables. In particular, it does not any more
follow a lognormal distribution. Hence appropriate methods for approximate pricing
even in this relatively simple model are required (see e.g. Gentle (1993), Huynh
(1994), Blix (1998), Ju (2002), Deelstra et al. (2004) among many others).

Using the multi-dimensional Black-Scholes model implies normally distributed re-
turns and linear correlation. Both implications are regularly rejected by financial
data: As mentioned above, for one-dimensional returns one observes constantly that
they are skewed and leptokurtotic and very far away from being appropriately de-
scribed by a normal law (see e.g. Cont (2001)). As we have already mentioned, in
hedging portfolios of assets it is cheaper to use basket options than options on the
single assets contained in the portfolio because dependence risk is also priced. This
means that dependence should be carefully modelled, and as there is evidence (e.g.
Breymann et al. (2003)) that inter-asset dependence is sometimes not properly mod-
elled just by linear correlation, it follows that other measures of dependence should
be included in the model. The most important one is probably tail dependence. Tail
dependence is an asymptotic concept which describes intuitively the probability of
a big jump of one component, conditional on the event that another component has
also a big jump. For linear correlation this probability is zero, but evidence suggests
that non-zero tail dependence is indeed a property of financial data, given for ex-
ample the downward comovement of equities when big macroeconomic crises hit the
world economy.

All these stylized facts seem to suggest the use of a more sophisticated model that
relaxes the assumptions inherent in the Black-Scholes world. Flamouris and Gi-
amouridis (2004) seems to be the first reference to deal explicitly with the valuation
(and hedging) of basket options in a multidimensional jump diffusion model for the
underlying securities. A severe drawback with this approach is that the jumps are
assumed to be independent. However, in a jump-diffusion model jumps are supposed
to describe the impact of major macroeconomic events, hence jumps of course should
be dependent to some extent.

As a first step to overcome these problems, in Chapter 4 we develop a tractable
two-dimensional Lévy model based on Kou’s one-dimensional jump-diffusion model
whose dependence is modeled through a Lévy copula, a very recent approach which
was introduced by Tankov (2003). Tractability means again that using this model
we can very fast determine approximate values of arbitrage-free prices of options on
a portfolio of two dependent assets.

The final Chapter 5 deals with risk-minimizing hedging in an exponential Lévy
model. Before solving for the hedge ratios in a multidimensional model, the essence

of the problem is explained in a one-dimensional context.

Eventually, the very first Chapter 1 provides an introduction into the mathematical
tools which are used throughout the thesis in order to handle Lévy processes.
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Chapter 1

Preliminaries

This chapter gives a short introduction into the tools which are related to the use of
Lévy processes in option pricing theory and which are needed in the main part of this
thesis. Beginning with the notion of a Poisson random measure we construct jump
processes and discuss the stochastic analysis of Lévy processes. After the definition
of an exponential Lévy model we review the three classes of Lévy processes which
are used in the three main chapters of this thesis and show how the Fourier inversion
pricing tool works in the case of Lévy processes. Finally, we give an introduction into
the theory of Lévy copulas. This chapter is based mainly on four textbooks: Cont
and Tankov (2004b), Jacod and Shiryaev (2003), Protter (1995) and Sato (1999).
As a general assumption we will always work with a filtered complete probabil-
ity space (Q,F, (F¢)o<t<r,P) with a finite time horizon T' € [0,00) and a right-
continuous filtration (F3)o<t<7. We will also assume that Fy is the trivial o-algebra
{0,92}. Unless otherwise mentioned, the expectation operator E is always with re-
spect to P.

Whenever we work in a multidimensional framework we will make use of a conve-
nient matrix notation: The transposed of a matrix A is denoted by A’. A vector
in R™ without the transposed sign is always understood as a column vector. For
an arbitrary matrix = we will denote its i-th row by the (column!) vector Z¢. This
implies that for a vector ¢ the symbol 7 stands for its i-th entry!. Correspondingly,
ZY denotes the entry in the i-th row and j-th column of Z. With |x| we denote an
arbitrary norm of the finite-dimensional variable x, whether x be a vector or a ma-
trix. For a real number z it denotes the standard norm |z| = V2. For the sake of a
convenient notation we often omit the time parameter when we talk about stochastic
process. Thus, the stochastic process (X;)o<i<7 will mostly be abbreviated by X.
Moreover, for a complex number z we denote by R(z) its real part and by (z) its
imaginary part.

'However, in some parts of the thesis it is more convenient to use the subscript notation &;, and
we will freely choose the most adequate notation. In any case, there will be no danger of confusion.
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10 CHAPTER 1. PRELIMINARIES

1.1 Poisson random measures and jump processes

Let E be a Hausdorff space which is equipped with a g-algebra £. Typical choices
for F in our context will be shown below.

Definition 1.1 (Radon measure). Let E C R™. A measure v on (E,E) is a
Radon measure if v(B) < oo for every compact set B € £.

Given a Radon measure v we show in this section that by way of a Poisson
random measure one can construct a stochastic process which moves only by jumps.
First we have to go from v, which will be interpreted as an intensity measure, to the
associated Poisson random measure p:

Definition 1.2 (Poisson random measure and intensity measure). Let E C
R™ and v be a positive Radon measure on (E,E). A Poisson random measure on E
with intensity measure v s an integer-valued random measure:
n:AxE — Ny
(w,4) = pw, 4)

such that
o For almost all w € Q, p(w,-) is an integer-valued Radon measure on E.

e For any compact A € &, u(-, A) is a Poisson random variable with parameter
v(A).
e For disjoint sets Aq,..., A, € &, the variables u(-, Ay),...,u(-, Ay) are inde-

pendent.

Proposition 1.3. For any given Radon measure v on E C R"™, there exists a Poisson
random measure p on E with intensity v.

Proof. Cont and Tankov (2004b), p. 57. O

The step from a Poisson random measure towards the construction of a stochastic
process is initiated by giving the space E a structure which is interpreted as the
Cartesian product of time and jump size:

E=10,T] x (R"\{0})

Denoting with J, the Dirac measure at the point a, any Poisson random measure on
FE has the representation
n= 0wy

i>1
as a counting measure associated to a randomly selected configuration of points

(T;,Y;) € E. For a more thorough interpretation of such a measure we define in
terms of the filtration F and the sequence (T}, Y;)i>1:
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Definition 1.4. A Poisson measure i is said to be non-anticipating if
° (Tz')z'zl are non-anticipating random times;
o Y; is Fr,-measurable.

This means that p describes a jump structure in time and space in that it pre-
scribes at the non-anticipating time 7; a jump whose size Y; is not revealed until T;.
Stochastic processes are constructed through an integral of a real-valued measurable
function f : E — R with respect to a non-anticipating p. Given a random measure
1 on E one starts as usual with the definition of an integral for a simple function
f= Z;nzl cjly, for ¢; > 0 and disjoint sets A; € £,7 = 1,...,m, and one defines

T
/0 /Rn\{o}f(s’y)“(ds’dy) = cin(4;).

j=1

Then one uses the monotone convergence theorem to extend this definition first to
positive integrands and then to an arbitrary measurable function?®. Finally, given
that for such a function f we have

T
L[ 1smivids. ) < o, (L)
o Jrm\{0}
we have defined the integral

T
/ / F(s,9)(ds, dy),
0 JR"\{0}

which is absolutely integrable due to (1.1.1), and we obtain

/OT /Rn\{o} f(S,y)M(ds,dy)] - /OT /Rn\{o} f(s,y)v(ds,dy).

by taking the expected value with respect to P. In terms of the sequence (T3, Y;)i>1
associated to p we have

E

T
/0 /R o ) = S (T

{3, T:€[0,T]}

Introducing the useful abbreviation f * ur = fOT fR"\{O} f(s,y)u(ds,dy) and re-
stricting the time domain of the integral from [0, 7] to [0,t], 0 < ¢ < T, the random
variables

Xe=f*m, 0<i<T,

2See Cont and Tankov (2004b), p.59.
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define an adapted stochastic process on the given filtered probability space, which
moves only by jumps of size f(73,Y;) at the random times 7.

This section has shown that beginning with an intensity measure v one can step by
step define a pure jump stochastic processes from v. In the special case where this
process becomes a Lévy process the measure v will turn out to be very closely related
to the Lévy measure K to be defined in the next section.

1.2 Stochastic integrals

Before coming to the definition of a Lévy process we will give the definition of the
stochastic integral of a function f with respect to a compensated Poisson random
measure. The integral of f * p;, which was defined in the previous section for a
non-stochastic function f can be quite easily extended to predictable functions f:3
A function on 2 x E is said to be predictable if it is measurable with respect to the
o-algebra on 2 X E generated by all left-continuous adapted processes. The follow-
ing definition of a stochastic integral is from Jacod and Shiryaev (2003), Definition
I1.1.27.

Definition 1.5. a) We denote by G(u) the set of all predictable real-valued func-
tions f on Q) x E such that the increasing process

1/2

> 1f(u, AXy)1ax, 0]

u<-
1s locally integrable.

b) If f € G(u) we call stochastic integral of f with respect to y— v and we denote
by f* (u—v) any purely discontinuous local martingale X such that AX and
f are indistinguishable.

We add two useful definitions:
Definition 1.6. Given a Poisson random measure i, we denote by

o J(u) the set of all predictable functions f on Q x E such that | f| * v is locally
integrable and increasing.

o J%(u) the set of all predictable functions f on Qx E such that | f|?xv is locally
integrable and increasing.

The following proposition is a collection of useful results related to stochastic
integrals with respect to a random measure. We say that a martingale X is square-
integrable if sup,cjo E[|X¢]?] < oo. Moreover, given two stochastic processes X

3See Jacod and Shiryaev (2003), I1.1.5.
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and Y, the processes [X,Y] and (X,Y) denote the quadratic covariation process*

resp. the predictable quadratic covariation process® of X and Y. For the latter to
be well-defined X and Y must be at least locally square-integrable martingales.

Proposition 1.7. Let pu be a Poisson random measure.

a) If f > —1 identically then f € G(p) if and only if the increasing process

(1 - mf v
is locally integrable.
b) If f € TY(u) then f € G(u) and
frlp—v)=fxp—fxv
¢) If f1 € G(n) and fo € T (1) then
fix(p=v)+ forp=[fi+ fol x(u—v)+ faxv.
d) If f € J*(u) then f * (u — v) is a square-integrable martingale and
E[lf(u—v)P]=E[If**v].
¢) If fi. f2 € T*(n) then

[fx(u—=v),gx(p—v)]=(fg)*p

and

(f*(p=v)g*(p—v)=(fg)*v.

Proof. The items a) and b) are Theorem I1.1.33d resp. Proposition 11.1.28 in Jacod
and Shiryaev (2003) whereas c) is a special case of Proposition 5.3 in Goll and Kallsen
(2000). d) is Proposition 8.8 in Cont and Tankov (2004b), and the first part of e)
is implied by Jacod and Shiryaev (2003), Theorem 1.4.47, and Definition 1.5. The
second part of e) follows by Theorem II.1.33a and the localization identity 1.4.3 in
Jacod and Shiryaev (2003). O

1.3 Lévy processes

Definition 1.8. An adapted R™-valued stochastic process X = (Xt)o<i<T on a fil-
tered probability space (U, F, (Fi)o<t<t, P) is called a Lévy process if

a) Xo=0 P-a.s;

4Jacod and Shiryaev (2003), 1.4.45.
®Jacod and Shiryaev (2003), 1.4.2



14 CHAPTER 1. PRELIMINARIES

b) Xi — Xs is independent of Fs, 0 < s <t <T (independent increments);
c) Xy — X, 4 Xi—s, 0< s <t <T (stationary increments);
d) lims_ X5 = Xy in probability (stochastic continuity).

In order to study the path properties of a Lévy process we need the notion of a

cadlag function: A function which is right-continuous and has left limits is said to
be cadlag.
Every Lévy process has a modification® which is cadlag”. In the following we will
always assume that we work with the cadlag modification of a Lévy process. A
stochastic process which is cadlag has two important path properties: The total
number of jumps is at most countable, and the number of jumps whose size is bigger
(in absolute value) than any arbitrary e > 0 is finite®. A Lévy process X has a useful
representation in terms of the characteristic function y; of X;:

Proposition 1.9. Let (X¢)o<t<T be a Lévy process on R™. There exists a continuous
function ¢ : R™ — C such that

xi(2) == E[e¥ %] = () ;e R
Proof. Cont and Tankov (2004b), p.70. O

The investigation of the special structure of the involved cumulant function
is the purpose of the Lévy-Khinchin representation which will be introduced below.
The following definition is taken from Sato (1999).

Definition 1.10. A probability measure m on R™ is said to be infinitely divisible if,
for any positive integer p, there is a probability measure m, on R™ such that m is
equal to the p-fold convolution of m,. The latter is denoted by mb".

A Lévy process can be constructed by means of a single measure which has to be
infinitely divisible. Let P¢ denote the law of the random variable § under P.

Theorem 1.11. If m s an infinitely divisible probability measure on R™, then for
every t € [0,T] m™ can be defined. (m™)o<i<r is a convolution semigroup of prob-
ability measures on R™ from which a probability space (Q, F,P) and a Lévy process
X = (Xt)o<t<r on (Q,F,P) can be constructed such that Px, = m = m'™. This
Lévy process is unique in law.

Proof. Sato(1999), Lemma 7.9 and Theorem 7.10. O

In the following we will analyse the reverse direction of what was done in Section
1.1: Given a Lévy process X, we derive the jump measure ;X and the Lévy measure

K.

A stochastic process X' is called a modification of a stochastic process X if P({X: = V;}) = 1
for0<t<T.

"See Sato (1999), Theorem 11.5.

8See Cont and Tankov (2004b), p.38.
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Definition 1.12 (Lévy measure). Let (X;)o<i<7, T > 1, be a Lévy process on R™.
The measure K on R™ defined by

K(A)=E[#{t<0,1]: AX; #0,AX; € A}], Ae B[R"),
is called the Lévy measure of X.

K(A) thus gives the expected number of jumps per unit time with size in A.
We assign now a random measure pu~ to a given Lévy process X on R"™: For any
measurable set (7, 4) C [0,00) x R™\ {0} we define

pX(m,A) = #{(t, X, — X;_) € (1 x A)}. (1.3.1)

If 7 = [t1,ts] for t1 < tg, this definition gives the random number of jumps of X
between times t; and ty with sizes in the set A. The following proposition gives
a fundamental characterization of the structure of a Lévy process. It provides a
decomposition of a Lévy process in a deterministic drift part, a continuous diffusion
part and a jump part. We use the following definition: Given a positive definite
matrix ¢, we denote by \/c the square root of ¢, in the sense that ¢ = \/cy/c. The
matrix c is interpreted as a covariance matrix, so in addition to being positive definite
it is also symmetric. Hence there exist an orthogonal matrix P and a diagonal matrix
D with the (positive) eigenvalues as entries on the main diagonal such that

¢ = PDP' = (PD2P")(PDzP')

where D7 is generated1 from D by replacing the eigenvalues by their square roots.
The matrix y/c := PD2 P’ is evidently symmetric, and we have the following relation
between ¢ and +/c:

S Wk et =di, i j=1,...,n. (1.3.2)
k=1

From the above decomposition of \/c it follows as well that the inverse ¢! of ¢ is
also symmetric.

Theorem 1.13 (Lévy-Ité decomposition). Let (X;)o<t<r be a Lévy process on
R"™ and K its Lévy measure. Then we have

e K is a Radon measure on R™ \ {0} and satisfies

min(|z|?, 1)K (dz) < co. (1.3.3)
R™

o The jump measure uX of X is a Poisson random measure on [0,T] x R™ with
intensity measure dtK (dz);
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e There exist a vector b € R"™, an n-dimensional standard Brownian motion W
and a symmetric non-negative definite matriz ¢ € R™*"™ such that

Xy = bt + VWi + h(z) * (1 — )i + (x — h(x)) * g (1.3.4)
where h : R™ — R™ is given by h(x) := x1o<|g<1-
Proof. Cont and Tankov (2004b), p. 79. O

Theorem 1.13 provides a decomposition of X into a martingale and a predictable

process. Hence a Lévy process is a special semimartingale®, and the semimartingale
characteristics!? of X are given by (bt, ct,dtK (dz)). The integral h(x) * (u™~ —v); is
the stochastic integral of h with respect to the compensated jump measure (u~ —v)
as given in Definition 1.5.
Adding formally all the integrals with respect to u* in (1.3.4) results in the new
jump part z * u;¥. Rather intuitively, this is nothing but the sum of the jumps of X.
But for a general jump structure of a Lévy process this integral does not exist in the
sense of our definition in Section 1.1. This is why it is necessary to truncate the small
jumps by the truncation function h which ensures existence of the two jump-related
integrals in (1.3.4). The choice of h made in Proposition 1.13 is the common one in
the literature, but other measurable functions h with h(z) = zg(x) and g : R — R
can also be used as long as they are bounded and satisfy!'!

g(z) = 14o(z|) for|z]—0 (1.3.5)
g(z) = O1/|z|) for|z| — oo. (1.3.6)

However, it must be noted that the vector b depends on h whereas ¢ and K are
independent of the choice of h. From the Lévy-It6 decomposition it is not hard to
obtain the Lévy-Khinchin representation which is a kind of extension of Proposition
1.9:

Theorem 1.14 (Lévy-Khinchin representation). Let (X)o<i<T be a Lévy pro-
cess on R™. Then there exist b, ¢, and K as in Proposition 1.13 such that the
characteristic function x¢ of X¢ has the representation

xil(2) = Efe™ 1] = o)
where

P(z) = ib'z — %z'cz + / (e¥'" — 1 — iz’ h(x))K (dz). (1.3.7)

n

Proof. Sato (1999), Theorem 1.11 and Proposition 1.9. O

9See e.g. Jacod and Shiryaev (2003), p.43.
9Jacod and Shiryaev (2003), p.76
"Sato (1999), p.38.
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For the function x1 we also write simply x. Due to their fundamental role b, ¢, and
K are summarized under the name characteristic triplet or Lévy triplet. Hencefor-
ward we define Lévy processes X by their Lévy triplet, and we write X = (b,¢, K)p,
thus keeping in mind that the Lévy triplet is always defined relative to the underlying
probability measure. We thus fix a Lévy process which is unique in law.
From Theorem 1.14 the role of h resp. g becomes more lucid: For small |z| we have
because of (1.3.5)

le¥'® — 1 — iz ag(x)| = O(|z[?) for |z| — 0.

This together with the condition (1.3.3) on the Lévy measure K implies K-integrability
at the origin of the integrand in the above formula for 1. For large |x| the integrand
being bounded is a sufficient condition for integrability (with condition (1.3.3) in
view), and we obtain indeed for a positive constant C' via (1.3.6)

€ — 1 —iz'zh(z)] < 2+ |2|allg(@)| <2+ C forla] — oo

The Lévy measure is the decisive variable with which important properties of the
corresponding pure jump Lévy process (0,0, K)p can be deduced: As the paths of
a Lévy process are almost surely cadlag, the Lévy process has only a finite number
of jumps with size bigger than any positive threshold value in every finite time
interval. This observation corresponds to the property of the Lévy measure that
K(R™\ B-(0)) < oo for any € > 0. As for the small jumps, from condition (1.3.3) we
see that by definition of a Lévy process we have f\x\<1 |z|>K (dz) < oo. Hence the
special case of infinite variation, i.e. f|z|<1 |z| K (dx) = oo, is perfectly included in
the definition of a Lévy process, which means that adding the jumps of such a pure
jump Lévy process does not result in a random variable with finite expectation. But
if we do have finite variation, we can choose a particularly easy truncation function,
which does not have to satisfy condition (1.3.5), namely h(x) = 0. Finite variation
is given in the following two situations where the second one implies the first one:

* Jiu<1 |z| K (dz) < co. This means that the assigned Lévy process has jumps of
finite variation, i.e. we can represent it as the sum of its jumps.

° f\x\<1 K (dzx) < co. This resulting Lévy process has finite activity, i.e. in every
finite time interval it jumps only finitely often.

Aside from these two special cases corresponding to the behaviour of K in the neigh-
bourhood of zero there is one more special case which is worth mentioning. If we
have fm>1 |z| K (dx) < oo then the assigned Lévy process X satisfies E[|X|] < oo
for 0 <t < T, following Lemma 1.17, and the choice h(z) = z is possible.

The following lemmas will be important in due course:

Theorem 1.15 (Doléans-Dade Exponential Formula). Let X = (b,c,K)p be
a real-valued Lévy process. The stochastic differential equation

t
Z =1 +/ Z,_ dX, (1.3.8)
0
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has a (up to indistinguishability) unique solution which is of the form

Zy=E(X); = X8 (1 + AX)e 2 X (1.3.9)

s<t
where AXy := Xy — Xy, and the product in (1.3.9) is absolutely convergent.

Proof. Jacod and Shiryaev (2003), 1.4.61. O

The product in (1.3.9) makes sense because X has only a countably infinite
number of jumps due to its cadlag property. The characteristic function z — x(z)
of a probability measure always exists for every z € R™ because e***, which is to
be integrated, is bounded. For some purposes, though, it is useful to extend the
domain of definition to some subsets of C™ which are not included in R™. But then
the boundedness in question disappears, and for general z € C™ we have no longer
integrability of (1.3.7). The moment-generating function, defined by ¢t — x(—it),
deals with this problem. Regarding x as a function with domain C™ (not necessarily
finite everywhere) it cuts out a vertical straight line of the plane representation of
C™. Clearly, the domain of existence of the moment-generating function is a very
delicate issue. If it contains an open interval around zero, we have the following nice
result:

Lemma 1.16. Let Y be a random variable on (Q, F,P), whose moment generating
function exists on some open interval on the real line containing 0. Then all moments
exist, 1.e.

E[|lY|*] < o0 Ya > 0. (1.3.10)

Proof. See Gut (1995), Theorem I11.3.3. O

A further useful result is that the question of integrability of a Lévy process can
be traced back to the integrability of the Lévy measure in the following way:

Lemma 1.17. For the moments of a Lévy process X = (b,c, K)p we have the
following equivalences for a,6 > 0

E[|X¢|%] <00 Vt€[0,T] = /{| - |z|“K (dz) < 0. (1.3.11)
|>
and
E[®™] < 00 Wt € [0,T] — /{ - K (dr) < 00, (1.3.12)
a|>
Proof. Sato(1999), Corollary 25.8. O

There is a simple corollary to Theorem 1.13.
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Corollary 1.18. The characteristic b € R™ 1is linked with the expected value of a
Lévy process X by

n

E[Xi] =b +/ (z — h(z))K (dz) (1.3.13)

and E[X;] = tE[Xq].

Proof. Taking the expected value on both sides of (1.3.4) for ¢t = 1 yields (1.3.13).
The statement of the corollary is even valid for the case of non-existence of the
first moment. In the light of Lemma 1.17 both sides of equation (1.3.13) are then
infinity. O

Lemma 1.19. Let X be an R™-valued Lévy process.

a) If X is a local martingale, then it is a martingale.
b) If eX = (eXl, o, eX")is a local martingale, then it is a martingale.

Proof. Following Cont and Tankov (2004b), Theorem 4.1, every linear transformation
of a Lévy process is again a Lévy process. This means in particular that every
X' i =1,...,n, is a real-valued Lévy process, and we can apply Lemma 4.4 in
Kallsen (2000). O

The following theorem develops a parametrization of all admissible changes of
measure which preserve the property of independent and stationary increments.
Certain objects, which depend on the underlying probability measure such as the
expectation operator or the characteristic function, will henceforward have a corre-
sponding index when ambiguity arises. We say a measure A is absolutely equivalent
with respect to another measure p, which is defined on the same measurable space,
if

w(A)=0 = XA)=0
for every measurable set A. We write then A < p. They are said to be equivalent
and we write A ~ p if A < pand p << A
We can identify a change of measure by a number § and a function y, i.e. by
deterministic quantities, as specified in the following theorem:

Theorem 1.20. Let P be a probability measure. Let X be a Lévy process on R™
with triplet (b,c, K)p. Then there is a probability measure Q ~ P such that X is a
Q-Lévy process with triplet (5, c, IN()Q if and only if there exist B € R™ and a function
y from supp(K) C R™ into Ry satisfying

/Rn Ih(2)(1 — y(2))|K (dz) < 00 and / (1- Vo) K(dr) < o

n

and
b = b+cﬁ+/nh(:c)(y(x)—1)K(dq:) (1.3.14)
g(m) = y(z). (1.3.15)
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Proof. The necessary condition for equivalence of P and Q is from Jacod and
Shiryaev (2003), IV.4.39¢c, and sufficiency was proved by Raible (2000) in the one-
dimensional case. However, his proof extends easily to the case of a general dimension
n. Moreover, the statement of the theorem is usually made for a function y with
domain R™. However, y outside supp(K’) does not have any impact on the theorem,
thus this modification is trivial. O

The vector 8 changes the drift of the diffusion part of the Lévy process whereas
y describes the jump structure under the new measure: It describes for every set
A € B(R") of possible jump sizes of X the change of the jump intensity from K(A)
to [, y(x)K (dx). For convenience we will refer to y as the measure change function.
0B and y are also called the Girsanov quantities. The density process Z which 3 and

y describe has the following form:!?
d
Zo= ) _ewy, tepo,T] (1.3.16)
dP | -
t
where
N = BW + (y(z) — 1) * (u* —v). (1.3.17)

For Z to be a density process it must be a positive and uniformly integrable
P-martingale with Zy = 1. The proof of this is implicit in Theorem 1.20 where we
cited Raible (2000). He proved it by recurring to quite deep results from stochastic
analysis. We think it worthwhile to give a more elementary proof.

Proposition 1.21. If

/n (1 . y(m))zK(dx) < (1.3.18)

then Z given in (1.3.16) is a uniformly integrable P-martingale.

Proof. First of all, y(x) — 1 € G(u) due to (1.3.18) and Proposition 1.7a, thus N is
a local P-martingale. It is positive because y(z) > 0 for all z € R™ as can easily
be seen from Theorem 1.15. Hence it is a supermartingale (see e.g. Harrison and
Pliska (1981), 3.8), and following Jacod (1979), Lemma (7.10), it remains to show
that E¥[Zr] = E¥[Zy] = 1.

N has independent and stationary increments, i.e. it is a Lévy process 2. Following
Kallsen (2000), Lemma 5.8, we can find a process N with eV = £(N) which is again
a Lévy process. The proof of this result is essentially only an application of the It6

formula. As N is a local martingale, this is also true for £(N)* and hence for eVV. By
Lemma 1.19 it is even a martingale, and we have E¥[Z7] = EF[eNT] = Mo =1. O

This result is important for Chapters 2 and 3, in which we focus on the modelling
of measure change functions that should eventually lead to an absolutely continuous
change of measure.

2Jacod and Shiryaev (2003),IT1.5.19.
13See Sato (1999), Lemma 33.6.
4This can immediately be seen from 1.3.8.
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1.4 The exponential Lévy model

In the context of the application of Lévy processes in option pricing theory many
models work with the stochastic exponential, i.e. the stock price process S is given
by

Sy = SoE(X),,0<t<T, (1.4.1)

where X is a one-dimensional Lévy process. Despite its tractability from the point
of view of stochastic analysis!®, it gives for most Lévy processes negative stock prices
with positive probability. Furthermore, if the basic distribution of the Lévy model is
determined by log return data, statistical estimation theory goes better together with
the ordinary exponential than with the stochastic exponential model. The former is
given by

Sy = SpeXt,0<t<T, (1.4.2)

and the risk-free security is assumed to be
B, =€t 0<t<T. (1.4.3)

Note that for X; = (u — 02/2)t + oW, the geometric Brownian motion is obtained
from It6’s lemma. Analogously, the multidimensional exponential Lévy model is
given by

Sy =SpeXt,0<t<T, (1.4.4)

and (1.4.3) where S := (S1,...,97), ¥ = (eX',...,eX") and Si > 0 for i €
{1,...,n}. Moreover we set S := diag(S',...,S™). As usual for this kind of mod-
els we state several further assumptions which we assume to be given throughout
the thesis: We assume that trading takes place continuously without short-sale and
borrowing and lending restrictions. Moreover, we assume the absence of transaction
costs and taxes, and the assets are supposed to pay no dividends.

As the exponential Lévy model is incomplete the question arises how to price
derivatives which are written on the security whose price is given by (1.4.2) resp.
(1.4.4). Given a Fr-measurable random variable H and assuming the existence of
a probability measure Q under which the discounted asset price process e™"S is a
martingale we propose

Vi = e "TVEQH|F) (1.4.5)

as a reasonable price at time ¢ for a contingent claim on H.

If H is attainable, (1.4.5) is its only sensible price, which moreover is unique over all
martingale measures Q.' For a non-attainable H we lose uniqueness, but (1.4.5)
is still reasonable in the sense that it is not possible for an investor to generate an
arbitrage strategy using the stock, the risk-free security and the derivative with the
above price!”. In other words, the extended market given by (1.4.2) resp. (1.4.4),

50One nice feature is that £(X) is a local martingale if X is a local martingale.
16See e.g. Bjork (1992).
17See Keller (1997), Proposition 9.
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(1.4.3) and (1.4.5) is arbitrage-free. For the following theorem see also Eberlein and
Jacod (1997) for the one-dimensional case.

We introduce some more multidimensional notation. For z = (z!,...,2") we set

1

J:R" >z — J(x):= (e —1,...,e" —1) ¢ R™
and 1:= (1,...,1)’ € R". Moreover, C := (c'!,...,¢"™) and C := (&",..., &™),

Theorem 1.22. Let X = (b,c, K)p be a Lévy process. Let f € R™ and y : R™ — Ry
be the Girsanov quantities which satisfy:

/n (1 - y(m)>2K(dac) < 00 (1.4.6)

and .
/ (e® — Dy(z)K(dzx) < oo for i=1,...,n. (1.4.7)
] >1

Then the discounted asset price process S = (e*”SoeXf)OStST 1s a Q-martingale if
and only if

b—rl+4cf+ %C + / (J(z)y(z) — h(z))K(dx) =0 € R"™. (1.4.8)
In particular, we have for n =1
b—rto (5 4 %) + /OO (6" — Dy(x) — h(z)] K(dz) = 0. (1.4.9)

Proof. For simplicity, we assume that h(x) = 21,<;. We see that

e -1 = [ (o) - 1= (Vi - 1)+ (Vi 1)}

< IV 11+ (Vi - 1)’
< @P e y(m)—1)2

where the first inequality follows essentially from straightforward calculations and
|ht(z)| < 1, and for the second the second binomial formula are used. From this we
have that

/Rn |0 () (y(z) — 1)|K (dz) < /

B1(0)

(\/M— I)QK(dJ:) < 00.

Both integrals are finite because of (1.3.3) and (1.4.6). This justifies the application
of Theorem 1.20. We have under Q through an application of It6’s lemma'® to the

(') K (dz) + 2/

n

18For a version of Itd’s Lemma where the function to be differentiated is vector-valued, see e.g.
Arnold (1973), p.103, for the case of a diffusion process X.
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discounted asset price S; = e "t SyeXt

. t t 1/t .
S = So- / Su_rldu + / SudX,t 5 / o Cdu+ 18- (J(x) — 2)] + ¥
0 0 0
. t 1/t t B
= So+/ Su_(b—rl)du+§/ Su_Cdu—i-/ Su_\edW,
0 0 0
ISR« (% — )+ [ (I () — hia))] . (1.4.10)
Condition (1.4.6) ensures that K with K(A) = Jay(x)K(dx), A € B(R"), is again

a Lévy measure. Therefore the fact that e — 1 — 2t = O(|z|2) for |z| — 0 implies
in connection with (1.4.7) that we have

/ (e —1— hi(z))K (dz) < oo.
This means that we can apply Proposition 1.7¢ to S, and we obtain from (1.4.10)
. t 1 rt. . t ~
Sy = S+ / Su—(b—rl)du + 5/ S.—Cdu +/ S._VedW,
0 0 0
ST (@)] % (1 = ) + [S-(J () = h(@))] * .

Using Theorem 1.20 and substituting for the Lévy triplet under Q its drift is zero if
and only if

b—rl+cB+ / h(z)(y(x) — 1)K (dz) + %C + / (J(z) — h(z))y(x)K (dx)

n n

= b—rl4+cf+ %C + / (J(z)y(x) — h(z))K(dx) = 0.

n

This entails that the discounted asset price process is a local martingale. Following
Lemma 1.19 it is even a martingale. O

1.5 Examples of Lévy processes

This section presents three classes of one-dimensional Lévy processes, which will be
the workhorse for the Chapters 2, 3 and 4.
1.5.1 Normal inverse Gaussian (NIG) Lévy processes

Generalized hyperbolic (GH) distributions are defined by their five-parameter density
function fgp with respect to the Lebesgue measure, which is equal to

fan(@) == C (a/& + (@ — g 2P0 E, o (a/P+ (w— ) (L5.1)

where
I V)
T V2ma? 16K, (0402 — 32)
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Its parameters are given by A € R, @ > 0, —a < # < a, § > 0 and the location
parameter y € R. K, denotes the modified Bessel function of the third kind!? of the
order v.

In view of the exponential Lévy model we impose the additional requirement

l<a-p (1.5.2)

which will become clear later on. GH distributions are infinitely divisible and thus
can be used as a starting point to define a Lévy process. Such a Lévy process does
not have a diffusion component, hence we have ¢ = 0 in terms of the Lévy-Khinchin
representation in Theorem (1.14).

The four-parameter normal inverse Gaussian (NIG) distribution corresponds to a
generalized hyperbolic distribution with A = —1/2. In this case fgm boils down to

fra(o) = eV o Falov B + (0 - 1)
02 + (x — p)?
The characteristic function of the time-t-member of the convolution semigroup gen-
erated by a NIG distribution has the computationally simple representation

, té/a? — (32
Xt(z) = Xt(z;avﬁa (57 lu’) = eZ,U«tZ exp( < ﬁ )
exp(tdy/a? — (B +1iz)?)
or in terms of the cumulant

log xt(2) = t(z) =t (iuz +ovaZ— 2 —-6ya?2— (B+iz)? > .

We see immediately from this representation of x; that

xt(z3a, 8,0, 1) = x(2z; 0, 3,16, tp)

which means that unlike in the general case of a GH distribution the convolution
semigroup generated by a NIG distribution is completely contained in the class of
NIG distributions. This is of course a very convenient feature which allows to price
options consistently in the NIG framework across all maturity dates.

The moment generating function ¢ is for an NIG distributed random variable X

E[euX] — eHu exp(5V a? — ﬂ2) (1 5 3)
exp(dy/a? — (B + u)?) o

which exists for |f+u| < a. The Lévy measure of a NIG distribution has full support

QO(’U,, «, /67 57 :U’) =

R and is equal to
K(dx) = 5—aeﬂx|x|_1K1(a|:pD dx, (1.5.4)
0

For further information on NIG Lévy processes we refer to Barndorff-Nielsen (1997).
For statistical parameter estimation by the maximum likelihood method Appendix
A contains the log-likelihood function of the NIG distribution as well as a differ-
ent parametrization, which will be useful for the rescaling technique that will be
introduced in Chapter 2.

“See e.g. Abramowitz and Stegun (1972).
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1.5.2 Tempered Stable Lévy Processes

A tempered stable Lévy process X has a Lévy measure whose density k is defined by

ky(z) :=clz|t Ve Mol >0
k(x) =4 0 , =0 (1.5.5)
k_(z) :=clz|'Ve Mol 2 <.

where ¢ > 0, A, A_ > 1,and v < 1,v # 0. In the literature?® the definition is usually
more general: ¢ is allowed to be different for the positive and the negative branch
of k, and v is only required to be smaller than 2. Our more restrictive condition
ensures that

/||<1 |z| K (dz) < oo, (1.5.6)

which means that X is a finite variation process. This assumptions is needed in
Section 3, but apart from this it can be empirically justified by arguments in Carr
et al. (2000a). If we have even v < 0 it is a compound Poisson process with a finite
number of expected jumps on each bounded interval.

The property of a finite variation makes it possible to choose the truncation function
h(z) = 0. If so, then the drift parameter b equals p — ffooo x K (dx) with p € R where
u = E[X;]. The expectation of X; exists because we have f\x\>1 |z| K (dz) < oo,
from which the existence follows by Lemma 1.17.

The tempered stable Lévy process has the advantage of having quite a simple Lévy
measure which is easy to work with. For large |z| the parameters Ay and A_ gov-
ern the question of K-integrability of certain functions whereas v determines the
behaviour of K and hence the integrability question for small |x|.

1.5.3 Jump-diffusion processes and Kou’s model

This section introduces jump-diffusion processes as an important subclass of the set
of Lévy processes. More exactly, they correspond to Lévy processes with a finite
Lévy measure. The results and definitions in this section are taken from Cont and
Tankov (2004b).

Definition 1.23. A compound Poisson process with intensity A > 0 and jump size
distribution f is a stochastic process X defined as

N
Xe=) Y
i=1

where the jump sizes Y; are independently and identically distributed with distribution
f, and Ny is a Poisson process with intensity X, independent from Y;, i > 1.

As in (1.3.1) to a compound Poisson process X; one can assign a random measure
pX on [0,T] x R™ which contains the jump structure of X. The link to the Lévy
measure K is given by the following proposition:

?0See e.g. Cont and Tankov (2004b).
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Proposition 1.24. Let X be a compound Poisson process with intensity A and jump
size distribution f. Its jump measure u™ is a Poisson random measure on R™ x [0, 00)
with intensity measure

v(dt,dx) = K(dz)dt = \f(dx)dt
Proof. Cont and Tankov (2004b), p. 75. O

This means that the Lévy measure is finite with mass A and can therefore be
represented as the intensity A of the underlying Poisson process N; times the jump
size probability distribution f(dx). This is why every compound Poisson process
can be written as the sum of its jumps by using the random measure p* (dt, dz) of
Proposition 1.24:

X = Z AXslAXt;ﬁO:/ ap (ds,dx) = x %y
s€[0,1] [0,t] xR™

Hence X is not only a finite variation process but also has finite activity, which
means that the above sum has almost surely only a finite number of terms.

A jump-diffusion process is the sum of a scaled Wiener process with drift and a
compound Poisson process. Such processes are used to describe the random fluctua-
tion of stock price processes where the diffusion part is responsible for modelling the
small random fluctuations of the price process whereas the jumps represent extreme
events that occur rarely. The latter are responsible for introducing skewness and kur-
tosis in the return distribution. Put differently, jump-diffusion processes are precisely
the Lévy processes with a non-zero diffusion part and a finite non-zero Lévy measure.

Kou (2002) and Kou (1999) have introduced a model for one-dimensional eq-
uity price movement, henceforward called Kou’s model, which possesses some nice
features. They assume the stock price process to be given by

ds il
==L — bdt + /edW, + d <§ (Vi — 1)) (1.5.7)
St i=1

and Sy > 0 where the random variables log V; are distributed with density function

f(@) =prye ™ Lo + (L—p)Ae 11,

for 0 <p <1, Ay, A_ >0, and NV, is a Poisson process with intensity A. According
to Theorem 1.15 the solution is the stochastic exponential of the term on the right
hand side of (1.5.7), i.e.

Nt
St = Soe(b_%c)tJr\/EWtHW
=1

N
1

=1
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It follows that Kou’s model can be moulded into the form of an exponential Lévy
model. Skipping the variance correction of the deterministic part of the argument
of the exponential function in (1.5.8), we obtain a slightly different version of Kou’s
model: Defining the Lévy process X = (b, ¢, K)p, i.e.

Xp = bt + VW, + Y AX,,

s<t

where b € R,¢ > 0 and K(dx) = Af(z)dz, the equity price model is given by
S; = SpeXt. Hence we obtain as the characteristic function of X

E[eith] — 6tw(z)
where

P(z) = ibz— 522 + /Oo(em — 1)K (dx)

, c , P l—p
= bz — —22 4 i) _
ET R +ZZ(>\+—z'z )\+iz>

which exists for —A\y < §(2) < A_. This is the model which will be referred to when
we are concerned about Kou’s model in Chapter 4.

The jump size distribution is particularly suited for Monte-Carlo simulations. Its
distribution function is equal to

¥ 1 —pler* z <0
r) = [ seae={ P50 (159
o 1—pe ™% >0
and can be analytically inverted to yield
1 1—p
—x-log== , y<l-p
Fl(y) = A y 1.5.10

for y € [0, 1].

1.6 Fourier inversion and Fast Fourier transform

Pricing of path-independent options in the exponential Lévy model can take ad-
vantage of the technique of Fourier inversion and Fast Fourier transform. Given a
one-dimensional asset price process S and a Lévy process X such that S; = SpeXt
as well as a payoff function w(S7) there are essentially two prerequisites for a prac-
tical application of this method: Both the characteristic function x of X under a
martingale measure and the two-sided Laplace transform?! ¢, of the modified payoff
function v(x) := w(e™™) must be available in an analytically tractable form, and

21See Doetsch (1950).
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they must fulfil x(iR) < oo and ¢,(R) < oo for a constant R € R. The algorithm
which we present here is essentially the one given in Raible (2000), p.61 ff.

First, we evaluate the price of a European call option with strike price K =1

to which the case of a general K can be traced back to. For K = 1 we have
v(z) = (e7*—1)T and @, (2) = ﬁ, where the latter equality is true for R(z) < —1.
Then the price V(¢) at time 0 of the option as a function of the negative log forward

price ¢ := —log(e"?Sp) of the underlying is given by??2

eCR—1T  poo
V() = / e oy (R + iu)x ™ (iR — u) du, (1.6.1)
2 o

=:g(u)

where the function x("(z) := e ™7Tx(z) is the modified characteristic function,

which takes into account slightly different definitions of the exponential Lévy model
in Raible (2000) and this thesis?®.

The Fourier transformation in (1.6.1) can be calculated by approximation via the
discrete Fourier transform and evaluation of the latter by means of the Fast Fourier
Transform algorithm (FFT). Hence we have for a sufficiently large N € N, which

should be a power of 2, and a small step size Au > 0 the integral approximation?*
oCR—TT N-1 A
V() = - AuR Z emAutg, (1.6.2)
n=0
=:G(C)

with go := ¢(0)/2 and g, := g(nAu) for n € {1,..., N — 1}. The imaginary part of
the Fourier transformation in (1.6.1) drops out because g(—u) = g(u) for all u for
which g(u) is defined.

The FFT computes quite efficiently the sum G(¢) on the right hand side of (1.6.2)
for an equally spaced number of values (; = KA( simultaneously. The step size Al
induced by the choice of N and Aw is given by A( = Nzgu The index k runs over
all k € {0,...,N — 1} and thus covers a complete period of the periodic function
k — e2™k/N This and the observation that the FFT gives the best approximation
for K~ 0 and k =~ N — 1 leads to the formula

eCk R—rT
V() =

AuR(G(Ck)) = P, (1.6.3)

this time for k € {—N/2,..., N/2} where the region of best approximation is around
k=0.
For a general strike price K > 0 the pricing function VX ({) of an option can be

22Raible (2000), Theorem 3.2
28ee Raible (2000), Appendix B.2
24Raible(2000), p.70.
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traced back to VI =V via?®
VE() =K V(¢ +1log K). (1.6.4)

Finally, the last task to obtain the price at ¢t = 0 of a European call option with
maturity 7' and strike price K whose underlying is worth Sg in ¢t = 0 is to evaluate
(1.6.3) for a suitable k. Given (1.6.4) we have

kA =+ log K = log

. 1.6.5
GTTSO ( )
The last term is the logarithm of the ratio of the strike price and the forward price
of the underlying. Clearly, its interesting values lie around zero, and we are in the
region of best approximation of V. (1.6.5) yields directly?®

1

k= —log ——
AC ©8 erTSQ

and k% =[k*] and k= |k*|.
The approximate option price as a function of the negative log forward price { =
—log(e"”'Sy) of the underlying is then calculated by linear interpolation, and we have

K k* — k4
VC) ~ pra + m(?ku — Ppa)- (1.6.6)

The accuracy of the above algorithm can be checked by comparing its results with the
ones from the Black-Scholes formula for the case where the Lévy process is actually
a Wiener process with drift. Fig. 1.1 depicts the resulting absolute pricing error in a
typical parameter setting as a function of the moneyness, defined as the K/Sy, and
time to maturity in days. We see that in this example the FFT algorithm computes
option prices with an error of less than 3 * 1079, thus yielding quite a satisfactory
approximation.

1.7 Lévy Copulas

A (probabilistic) copula is a real-valued function of two or more variables which is
used to link one-dimensional probability laws in order to construct a multivariate
probability distribution function on R™ with prescribed marginals. Plainly spoken,
the new probability distribution function is given by plugging the marginal distri-
bution functions into the copula. For an in-depth treatment of copulas we refer to
Nelsen (1999).

The very same principle can be used in order to build a multidimensional Lévy mea-
sure out of one-dimensional Lévy measures, where the copulas in this case are called
Lévy copulas. The following two paragraphs summarize the results in Tankov (2003)
and Cont and Tankov (2004b) which will be of importance in Chapter 4.

#5Raible (2000), Lemma 3.3.
*[z] := min{n € Z|n > z}, |z] := max{n € Zn < z}.
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Fig. 1.1. Pricing error of FFT method for Sp = 40, ¢ = 0.026 and r = 4% p.a. with parameters
N = 2'% = 262144, R = —25 and Au = 0.12 as a function of the moneyness (= K/So) and time
to maturity.

The most striking difference between the two concepts lies in the domain of defini-
tion. While a copula is defined on [0, 1]", i.e. the Cartesian product of the ranges of
the one-dimensional distribution functions, the domain of definition of a Lévy cop-
ula must be somewhat different. This comes from the observation that the role of
the distribution function in the theory of probabilistic copulas is now played by the
tail integral which is not well-defined everywhere on the real axis: Lévy measures
in general are not integrable in a neighbourhood of zero, so in the first place one
works only with tail integrals of Lévy measures on the positive real line, i.e. one is
up to this point only concerned about the dependence structure of positive jumps.
But even with this simplification the non-integrability forces a Lévy copula to be
defined on [0, 00]™. Later on this concept will be extended to the modelling of the
dependence of positive and negative jumps.

1.7.1 Positive Lévy copulas
Tail integrals and Lévy measure

A Lévy copula is a continuous n-place real function C with certain properties to be
made precise below. The domain and the range of C are denoted by DomC' and
RanC'. In the following we suppose that DomC is given by S x §2 x --- x S™ where
each S* has a smallest and a greatest element a* = min S* and b* = max S* k =
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1,...n. An n-boxr B = [a,b] is defined as the set [a',b'] x [a2,b?] x ... x [a™, b"]
for a = (a',...,a") and b = (b!,... b"). We begin this section with a number of
definitions which will eventually pin down the notion of a Lévy copula. The symbol
R denotes the extended real line R U {co} U {—oc0}.

Definition 1.25. Let S', 82, ...,5" be nonempty subsets of R, and let C' be an n-
place real function such that DomC = S' x S§% x ---x S™. Let B = |a,b] be an n-box
all of whose vertices are in DomC'. Then the C'-volume of B is given by

Vo(B) = Y sen(u)C(w)
where the sum is taken over all vertices u of B, and sgn(u) is given by

sgn(u) = 1, , if ub = aF for an even number of k’s
5 T -1, , ifuf =d* for an odd number of k’s.

Definition 1.26. An n-place real-valued function C

(1.7.1)

e is n-increasing if Vo(B) > 0 for all n-bozes B whose vertices lie in DomC'.

e is grounded if C(u) = 0 for all w € DomC such that u¥ = a* for at least one
ke{l,...,n}.

e has (one-dimensional) margins
Cr(u) :==C (... TN e "), u € Sk
with DomC), = S*.

Before coming to the definition of a Lévy copula, we have to deal with the sub-
stitute of the distribution function in the world of probabilistic copulas: the tail
integral and its connection to the Lévy measure.

Definition 1.27. An n-dimensional tail integral is a function U : [0, 00]™ — [0, o0]
such that

a) (—=1)"U is a n-increasing function;
b) U is equal to zero if one of its arguments is equal to oo;
c) U is finite everywhere except at zero and U(0,...,0) = co.

As already noted every n-dimensional Lévy measure K can be assigned a tail
integral UX by the following definition:

Definition 1.28. Let K be a Lévy measure on [0,00)™ \ {0}. Its tail integral UK is
a function [0, 00]™ — [0, 00] such that

a) UK is equal to zero if one of its arguments is equal to oo;
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b) UX(0,...,0) = oo;
c¢) For (xz',...,2™) € [0,00)" \ {0}.

UB(zl, . 2") = K([z',00) x ... x [z, 00)).

It is important to note some properties of the above definition: Apart from its
value at the origin, UX is finite on [0,00]. This follows immediately from the fact
that every Lévy measure integrates the constant in a domain which is bounded away
from zero?’. In addition we have that for every right-open left-closed interval I we
obtain the identity

K(I) = (~1)"Vy (1),

which connects the Lévy measure and the volume assigned to the tail integral U¥.
Finally U integrates |z|? near 0 just because K does by definition. Note that U is
a tail integral in the sense of Definition 1.28. Conversely, starting from a tail integral
U one can recover the Lévy measure hidden behind it. Given a tail integral U one
can recover the Lévy measure

Proposition 1.29. Let U be a n-dimensional tail integral, left-continuous in each
variable, which integrates |x|? in a neighbourhood of zero. Then there exists a unique
Lévy measure K on B([0,00)™ \ {0}) such that U is the tail integral of K.

Proof. Tankov (2003), Corollary 3.1. O

Sklar’s theorem and convergence

With the help of Definition 1.26 we can now define the notion of a Lévy copula as
well as state a version of Sklar’s theorem for Lévy measures:

Definition 1.30 (Lévy copula). An n-dimensional Lévy copula is an n-increasing
grounded function C : [0,00]™ — [0, 00| with margins Cx, k = 1,...,n, which satisfy
Cx(u) = u for all u in [0, c0].

Theorem 1.31 (Sklar’s theorem for Lévy processes). Let K be a Lévy measure
on [0,00)"\ {0} with tail integral UX and marginal Lévy measures K1, ..., K,. There
exists a Lévy copula C such that

UK(2),...,2") = C(UKL (), ..., UK (a™), (1.7.2)

where UKY ... UXn are tail integrals of K1, ..., K,. If the marginal Lévy measures
Ki,..., K, are infinite and have no atoms, this copula is unique.

Conversely, if C is a Lévy copula and K1, ..., K, are Lévy measures on (0,00) with
tail integrals UKL, ... UKn then (1.7.2) defines a tail integral of a Lévy measure on

[0,00)™ \ {0}

2

"i.e. due to its cadlag property every Lévy process has almost surely a finite number of jumps
bigger than some arbitrary positive bound.
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Proof. Tankov (2003), Theorem 3.1. O

For Lévy measures constructed from Lévy copulas weak convergence can be
traced back to the Lévy copula, as the following proposition shows:

Proposition 1.32. Let (C%);en and C be Lévy copulas and Uy, . ..U, marginal tail
integrals of Lévy measures. Set

Ui(zh,...,z") = CY(U(zY),...,Us(2™)), i €N

and

Uzt,...,z") = C(Uy(zh),...,Uy(z™)),

and let K resp. K be the Lévy measures associated with U® resp. U by Proposition
1.29. Then for i — oo the Lévy measures K' converge weakly to K, i.e.

i [ f)K ) = [ fa)K ()

1— 00 R

for all bounded continuous functions from R™ to R, if and only if C* converges point-
wise to C.

Proof. This is a special case of Theorem 3.3 in Barndorff-Nielsen and Lindner (2004).
O

Finally we can define the support of a Lévy copula in exactly the same way as it is
defined for probabilistic copulas?®: The support of a Lévy copula C is the complement
of the union of all open sets A in [0, 00]™ such that Viz(A) = 0. The same applies to
the definitions of absolute continuity and singularity of Lévy copulas.

Specific Lévy copulas

The two most important Lévy copulas are the independence and the complete de-
pendence copula. A family of Lévy copulas that comprises both of them is called
comprehensive.

Definition 1.33. A subset S of R™ is called nondecreasing if for every two vectors
v,u € 8 either vF < uF Vk or vF > u¥ Vk. S is called increasing if for every two
vectors v,u € S, v # u either vF < uF Vk or vF > uF Vk.

Definition 1.34. Let X = (X! ..., X™) be a Lévy process with only positive jumps.
Its jumps are said to be completely dependent if there exists an increasing subset S

of R such that K(R:\ S) = 0.

Proposition 1.35 (Independence and complete dependence).
Let X = (X',...,X"™) be a pure jump Lévy process with only positive jumps.

*See e.g. Nelsen (1999).
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e [ts components are independent if and only if its Lévy copula (or one of them
if there are many) has the form

Cl(ul, onut) = ull{u2:oo ..... ur=co} T .- F Un]_{ulzoo ..... un—l=oo}-

If the marginal Lévy measures of X are infinite and have no atoms, then C
1s the unique Lévy copula of X.

o Let X be supported by a non-decreasing set S. Then a possible Lévy copula of
X is the complete dependence Lévy copula given by

CH(ul, ,u™) = min(zh, ... 2").

Conversely, if the Lévy copula of X is gwen by C| then the Lévy measure
of X is supported by a non-decreasing set. If, in addition, the tail integrals of
components of X are continuous, then the jumps of X are completely dependent.

Proof. Tankov (2003), Propositions 4.2 and 4.3. O

The complete dependence Lévy copula and the complete dependence probabilis-
tic copula are formally the same (with different domains, though) whereas the corre-
sponding copulas linking independent components look different. This has the plain
consequence that in order to construct a comprehensive family Lévy copulas one
cannot make use of a redefinition of a family of probabilistic copulas, and one is
forced to pursue a very different path. This will be seen in Chapter 4.

1.7.2 General Lévy copulas

For the rest of this section we confine ourselves to the case n = 2. Lévy copulas on
R? that deal with the dependence structure of both positive and negative jumps are
called gemneral Lévy copulas or simply Lévy copulas.

Definition 1.36. F(x,y) : [~00,00]2 — [~00, 00| is a (general) Lévy copula if it has
the following three properties:

a) F is 2-increasing.
b) F(0,7) = F(x,0) =0 Vx€cR.
¢) F(z,00) — F(xz,—00) = F(oc0,z) — F(—00,x) = x.

Tail integrals for Lévy measures on R™ are somewhat more cumbersomely to
define because one has to work around the possible singularity at zero. We deal with
the cases n =1 and n = 2.

Definition 1.37. Let K be a Lévy measure. This measure has two tail integrals,
Ut : [0,00] — [0,00] for the positive part and U~ : [—00,0] — [—o0,0] for the
negative part, defined as follows:

Ut(z) = K(z,00)) forz e (0,00), UT(0) =00, UT(c0) =0,

U (z) = —K([~oo,z)) foraxc (—o0,0), U (0)=—o0, UT(—o0) = 0.
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Let K be a Lévy measure on R? with marginal tail integrals U1+, U, U2+ and Uy .
This measure has four tail integrals U™, UT~, U~ and U~—, where each tail
integral is defined on its respective quadrant, including the coordinate axes, as follows:

Utt(z,y) = K(z,00) x [y,)), if x € (0,00) and y € (0, 00),
Ut~ (z,y) = —K([z,00) X [-00,9)), if z € (0,00) and y € (—0,0),
U t(z,y) = —K([—o0,7) x [y,00)), ifz € (—00,0)andy € (0,00),
U (z,y) = K([-o00,x) x [-00,y)), if z € (—00,0) and y € (—0o0,0).

If x ory is equal to +00 or —oo, the corresponding tail integral is zero and if x ory
1s equal to zero, the tail integrals satisfy the following conditions:

(

1
U~ +(m 0)-U " (z,0) =U; (x)
U 0,y) —U~*(0,y) = Uy (y)
U=(0,y) =U~(0,y) = U; ()

Based on the theory of positive Lévy copulas, given a two-dimensional Lévy
measure K, we can write down the four tail integrals for every quadrant of the
plane. This amounts to nothing but Sklar’s theorem for Lévy processes with positive
and negative jumps:

Theorem 1.38. Let K be a Lévy measure on R? with marginal tail integrals U1+,
U[, U and Uy . There exists a Lévy copula C such that Ut UT=, U=+ and U~~
are tail integrals of K where

Utt(z,y) = CU{(z),US(y)), ifx>0andy >0,
U+7($,y) = C<U1+(x)7U2_(y))v if > 0andy <0,
Ut (z,y)= CU;(z),US(y)), ifx<0andy >0,
U (z,y) = C<U1 (z )7U2_(y))7 if z <0Oandy <0.

If the marginal tail integrals are absolutely continuous, and K does not charge the
coordinate axes, the Lévy copula is unique.

Conversely, if C' is a Lévy copula and U, Uy, US and Uy are tail integrals of
one-dimensional Lévy measures then the above formulas define a set of tail integrals
of a Lévy measure.

Proof. Cont and Tankov (2004b), Theorem 5.7. O
One of the simplest non-trivial Lévy copulas is the following one:

Example 1.39. If C* and C~ are positive Lévy copulas, the following function C
on R? clearly satisfies Definition 1.37.

C(u,v) := C(Jul, [v])Lpuz0,0201 + O (|ul, [v])1u<o,v<0) (1.7.3)

But contrary to the general case it prescribes a zero jump intensity for jumps which,
for the two components of a Lévy process, go in reverse directions.
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Chapter 2

A class of tractable martingale
measures

2.1 Introduction

In this section we concentrate entirely on one-dimensional Lévy processes. We assume
to be given a normal inverse Gaussian (NIG) Lévy process X on the given probability
space (2, F,P). This class of Lévy processes has been introduced in Section 1.5.1.
Given X, the equity price process is given by

Sy = SpeXt,0<t<T,
and the risk-free security evolves according to
B, =t 0<t<T.

Theorems 1.20 and 1.22 give the foundation of a closer look at possible types of
measure changes and reveal that the stochastic problem of choosing a change of
measure can be translated into a deterministic one if we assume that X is a Lévy
process under both P and the risk-neutral measure Q to be determined. It suffices to
select a positive measurable function ¢ on the real line with one or more parameters
that satisfies conditions (1.4.6) and (1.4.7) and is able to fit its parameters such that
the martingale conditon (2.2.6) is also met.

We now give a survey of commonly used martingale measure for the exponential
Lévy model of Section 1.4, and we stick to the y-centred point of view that we
have developed in Chapter 1. The involved measure change functions each have one
unknown parameter which is pinned down by the martingale condition in Theorem
1.22. In each case the letter 6 is used for this parameter. In order to simplify the
representation we confine ourselves to pure jump Lévy processes.

The measure Q which is obtained from P via the Esscher transform is given via the

transformation
d4Q _ _exp(0X1) _ ox,—Tu(-io)
dP  EP[exp(0X7)]

37
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where v is the cumulant function of X;. The corresponding measure change function
is given by!
y(x) = €.

Keller (1997), Section 1.4.3., provides a justification for the Esscher transform in
terms of economic theory. It arises as the change of measure which is induced by a
general equilibrium representative agent model with a constant-relative-risk-aversion
utility function with —6 as coefficient of relative risk aversion, where 6 is the Ess-
cher parameter. A somewhat stronger case for the Esscher transform is made by
the argument that it is the simplest change of measure in a certain sense: Starting
from the understanding that y must be strictly positive on the real axis one sets
y(z) = ef (@) for an arbitrary differentiable function f and obtains the Esscher trans-
form as the first-order Taylor approximation of f under the assumption of y(0) = 1.
This assumption must be fulfilled for infinite Lévy measures due to (1.4.6). This
vindication had been put forward by Madan and Milne (1991) even before the name
‘Essscher transform’ appeared. The Esscher measure is a very comfortable change of
measure from the computational point of view: There is a large class of Lévy pro-
cesses including the normal inverse Gaussian Lévy process, which are closed under
an Esscher change of measure, i.e. starting from a certain class of Lévy processes
under the measure P, the Lévy process under the new measure Q, which is obtained
through the Esscher transform, is of the same class.

The minimal martingale measure, introduced in Follmer and Schweizer (1991), is
of some interest because it supports a hedging strategy with a minimal exposure
to hedging error in a certain sense. We will clarify this notion in Chapter 4. Un-
fortunately the minimal martingal measure defines a signed measure in many cases
depending on the type of Lévy process chosen and on its parameters. The prices
calculated by using the minimal martingale measures thus introduce arbitrage possi-
bilites. For a constant 6 the corresponding measure change process for an exponential

Lévy model is given by?
0
Zy =€ <— / dMu>
0 Su- ¢

where M := [S_(e*—1)]*(uX —vF) is the martingal part of S. Comparing coefficients
with representation (2.2.5) gives

y(@) =1 - 6(e" — 1),

which is clearly not identically bigger than zero.

The minimal entropy martingale measure has been investigated e.g. by Chan (1999),
Miyahara (1999) and Miyahara (2001). It is defined as the measure Q which min-
imizes the relative entropy fQ Z—glog Z—gdP of Q with respect to P. Both Chan
(1999) and Cont and Tankov (2004b) show that in this case

y(o) = P,

'See Keller (1997), Lemma 21.
2See e.g. Schweizer (1995).
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It is worthwhile to mention that for the stochastic exponential stock price model
(1.4.1) the minimal entropy and the Esscher measure coincide?.

There are some further measures in the context of utility maximization which yield
e.g.

y(z) = e P 1), (2.1.1)
which is derived from maximizing the CARA* utility function u(z) = 1 — %e‘p“” in
a consumption-based representative agent model®. However, this change of measure
shows a sort of trade-off between 6 and the risk-aversion parameter p of the utility
function: The measure change function (2.1.1) does not change if p is modified be-
cause - assuming a unique solution of the martingale condition for fixed p - # changes
accordingly; shortly, # and p cannot be identified through the martingale condition.

What all these measures have in common is a sort of asymmetric behaviour:
They are monotone, i.e. they either rise or fall on the entire real line. By a separate
estimation of Q through the technique of statistical martingale measures and P
Carr et al. (2000a) investigate the shape of the measure change function and find
a somewhat different shape. Their functions y are minimal at zero and show a U-
shape. The steepness on both sides is interpreted as a kind of risk aversion assigned
to positive and negative jumps. For brevity we say that monotone functions have
an asymmetric shape, while the U-shape is symmetric. Carr et al. (2000a) also
give a theoretical founding of this specific shape: They use that a Lévy measure
can be computed as the limit of the t—member of the corresponding convolution
semigroup divided by ¢ as t goes to zero®. Based on the fact that in a representative
agent model there is no demand for options in contrast to a heterogeneous agent
model, they derive the asymmetric shape for the former model and the symmetric
one for the latter. Although this reasoning is intuitive rather than being derived
from a rigorous theoretical model, it serves as a starting point in order to construct
symmetric measure change functions in the framework of an absolutely continuous
change of measure.

With all this preparatory work we can adumbrate the line of thought in the following
key part of this chapter:

e We examine to what extent the shape of y changes the pricing behaviour of the
correspondingly defined martingale measure. This means that we will give a
parametric class of martingale measures which incorporate both shapes covered
in the motivation above, and we will discuss the results.

e Independently from the first item, this new class of measures will provide an
alternative to traditional pricing with the Esscher measure. The idea is similar

3See BEsche (2004).

*CARA=constant absolute risk aversion.

®See Kallsen (2000). For some further measures derived from distance-minimization criteria see
Goll and Riischendorf (2001)

6See Barndorff-Nielsen (2000).
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to the one of statistical martingale measures: There are several Esscher-type
martingale measures, and the exchange-traded option prices can decide which
one fits best the current market situation. This decision can be made for
example by a comparison of the implied volatility smile of these models with
the empirical volatility smile. The advantage of this procedure over the use of
statistical martingale measures is that, based on an estimation of P, arbitrage-
free prices via an absolutely continuous change of measure will be obtained.
A further advantage is more intricate. Statistical martingale measures have
an infinite number of degrees of freedom, i.e. they depend very much on the
subtleties of market prices, especially on mispricing because of low liquidity,
and on the chosen distance measure for minimization. On the contrary, it
could be more meaningful to have only a finite (and very low) number of
measures from which one measure is chosen according to the general market
trend. This specific measure yields prices which should be more robust to
sporadic mispricing tendencies in the options market.

2.2 Martingale measures for NIG Lévy processes

2.2.1 Change of measure

Let X be an NIG Lévy process with Lévy measure
da Bz -1
K(dr) = —e”|z| " K1 (o|z|)dz (2.2.1)
T

with the parameters and the Bessel function specified in Section 1.5.1. The moment
generating function (1.5.3) exists in an open interval containing zero, hence due to
Lemma 1.16 all moments of an NIG distribution exist, especially the first one, which
by differentiation of the moment generating function is equal to

B
Va? -2

Due to Lemma 1.17 applied for a« = 1 and the discussion after Theorem 1.14 we can
choose the truncation function h(z) = x. Taking into account Corollary 1.18 we can
from now on work with the Lévy triplet (b,0, K) p where the Lévy measure is given
by (1.5.4) and

o+ (2.2.2)

op
/a2 — 32
Moreover, it is a pure jump Lévy process such that the diffusion component c is
equal to zero. All told, this leads to the cumulant function

b=FEP[X)|=pu+ (2.2.3)

[e.e]

P(z) = ibz + / (€ — 1 —izx)K (dx) (2.2.4)

—00
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of the NIG process X; = bt + x * (u~ — vF),.
As the process moves only by jumps, the measure change process Z is completely
given by the measure change function y and is equal to

Z =& ((ylx) — 1) * (u* —vF)). (2.2.5)

The martingale condition (1.4.9) looks as follows:
b—r—i—/ {(e* = 1)y(z) —x} K(dz) = 0. (2.2.6)

Owing to the special role of the parameter § in the NIG density function, which
accounts for the asymmetry of the Lévy measure, we sometimes denote the Lévy
measure by K7 instead of K.

In order to apply the FFT method of Section 1.6 it is necessary to have a simple
analytic form of the characteristic function of the random variable X7 under the
risk-neutral measure. For the Esscher change of measure the characteristic function
is again an NIG Lévy process with different parameter 8. For other cases the Lévy-
Khinchin formula in Theorem 1.14 is available. The convenient applicability of the
last approach, though theoretically always possible, depends for the most part on
the selected change of measure. This is because of the integral in the Lévy-Khinchin
representation, for which numerical evaluation is difficult due to the fact that, first,
this is an indefinite integral over R and, second, the Lévy measure has a singularity
at zero. This is all the more important because the characteristic function, thus the
integral, has to be evaluated many times during the computation of the Fast Fourier
transform. All this means that a simple form of the risk-neutral characteristic func-
tion is required. Using Theorem 1.20, equation (2.2.4) gives the cumulant function

under Q
V9(z) =
— -b/ 12T 1—34 K/ d
7 z+/R(e izx)K'(dx)

= ibz+ zz/Rx(y(x) —1) K(dx) + /R(e”x —1—izz)y(x)K(dz). (2.2.7)

The task of this section is to carefully construct the change of measure in such a
way that the integral can be calculated analytically. Hence we now define a set of
probability measures by giving the function y that fully determines the change of
measure starting from an underlying probability measure P.

Definition 2.1. A measure change function y is called flexible if for

o I'= (’Ylv"'?’an:)/lv--'vﬁ_)/m)/; ’7’57’7@ > 2 and
¢ O=(01,...,0m,01,...,0,), —a—B<0; <a—pB—1, —a+pB+1< éj < a+p,
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ie{l,...,n},7 €{1,...,m} we have

Z’F 1 pYiebiz ., x>0

1=

y(r) —1:= { S el | <o, (2.2.8)

A measure Q which is constructed from a measure P by the measure change process
(2.2.5) with a flexible measure change function y is called flexible measure.

In order to simplify the notation, whenever we talk about the parameters  resp.
0 we actually mean ~y;,7; resp. 0;,0; fori € {1,...,n},j € {1,...,m}. For further
reference we define the functions y; and y9 according to y(z) — 1 = yl(ﬁ)l{zzo} +
y2(2)1z<o0}-
It is worthwhile to make some remarks. The term z” that appears in y prevents the
measure change function y = 1, which corresponds to the trival change of measure,
from being embedded in the class of flexible measure change functions. This means
that we implicitly assume that under the statistical martingale measure P the Lévy
process X is not a martingale.
Nevertheless, the factor 7 is important because it allows for an analytical evaluation
of the integrals with respect to K which appear in the Lévy-Khinchin representation.
The measure 7 K (dx) is finite, and this is precisely the reason why some compound
integrals that appear in the computations below can be written as a sum of simpler
integrals.
A last remark must be made as to how the term 27 influences the shape of y. For
large |z| the exponential part of a flexible measure change function is relevant for
integrability for |x| — oo. On the contrary, for small |z| the polynomial part is
essential. Its local behaviour at zero is y(z) — 1 = O(z7) for v > 2 whereas for the
Esscher measure we have y(z) — 1 = O(z). The following lemma is needed in the
sequel:

Lemma 2.2. For a,b > 0 we have
1-Vita+b?<201-Vi+a)?+201—-V1+b)2 (2.2.9)

Proof. The statement is equivalent to

fla,b):=6+a+b+2V1+a+b—4V1+a—4V1+b >0
which by substituting z := v/a+ 1 and y := v/b+ 1 becomes

2
(\/:c2+y2—1+1) 4z 4y—1)>0.

For the statement to be proved it is sufficient to show that the function h(y) :=
Va2 +y? —14+1-2y/x +y — 1 is non-negative for y > x > 1 with fixed z. We have
h(l) =|z|+1-2yz = (yz—1)2 > 0asz > 1, and for y > = > 1 we have by trivial
transformations that

W (y) d !

— - >0
Va4 y2 -1 Vety-1




2.2. MARTINGALE MEASURES FOR NIG LEVY PROCESSES 43

if and only if
vV(e+y) -2 —22+1>0.
But this is true because
Vety) 22— +1>2%2 -2 — (22 —1)> (22 — (z+1)(z - 1) >0
fory>ax > 1. O

Proposition 2.3. Every flexible measure change function y determines an absolutely
continuous change of measure, i.e. it is positive and satisfies

/_00( y(z) — 1)2K(dz) < . (2.2.10)
In addition, we have .
/1 (" — 1y(x)K(dz) < oo. (2.2.11)

Proof. For the first condition it suffices to consider the case n = m = 1 thanks to
Lemma 2.2 and a simple induction argument over n. The index 1 of the parameters
will be dropped in the proof. We have

/01(\/1 + avebr — 1)2 K(dz) < /01(\/1 t a2ebe 1)2 K(dz) <oo  (2:2.12)

2
because of (\/ 1+ z2efr — 1) = %2 + O(23) and (1.3.3). By the very special form

of K we have
J
" K (dz) = " KP(dx) = —aeexeﬁm]x\_lf(l(a]m\) dz = K0 (dx).
™

Going back to the definition of an NIG distribution K79 (dz) is again a Lévy measure
of an NIG distribution (with asymmetry parameter 546 instead of 3) if —a < f+6 <
«. But this is exactly what is assumed in Definition 2.1. Hence

/m<m—l)2[{(d$)</OoxVe“’xK(dg;):/OoxVKﬁ“’(dx)<oo'
1

' ' (2.2.13)
The first inequality is due to v/1 +a — 1 < y/a for a > 0, and existence results from
the fact that all moments of an NIG distribution exist, which implies via Lemma
1.17 that the integral in (2.2.13) exists.
Equations (2.2.12) and (2.2.13) imply (2.2.10) for the positive part of the real axis.
The negative one follows analogously.
As for condition (2.2.11) we write

n

/100(690 1)1+ Y @) K (dr) <Y /loo(em —1)(1 + 27 %) K (dx)
i=1

i=1
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because of (1 + > 1 ;i) <e(n+ >0 ai) = > c(l+a;) for a constant ¢ > 0,
a; > 0,1 € {1,...,n}. Furthermore

/100(696 — 1)(1 + 27¢) K (dx)

_ /1 " e K (da) — K{[1,00)} + /1 T TR () — /1 T STKP (da) < oo

The existence of the first integral follows from condition (1.5.2), and K{[1,00)} is
finite because it is a Lévy measure, i.e. (1.3.3) is fulfilled. The last two integrals are
finite using the same argument as in the first part of the proof if we take for granted
the admissible range of 6. O

For the main statement of the section the Bessel function K7 ocurring in the
NIG Lévy measure (2.2.1) has to be represented in a convenient form. From Watson
(1966), p.182, eq. (8), we have for x > 0

L[ -2 —lp(ut+d)
Kl (.’E) = = u e 2 u du'
0
Substitution u — % yields the simpler form”
L[> —Llyp(utl)
Ki(x) = e 2 udu. (2.2.14)
0
In addition we need Euler’s integral representation of the Gamma function® 2z — T'(x)
o0
INGY! :/ 7 te7tdt, 4 > 0. (2.2.15)
0

From (2.2.7) we have

PQ(2) = ibz —i—iz/

z(y(x) — 1) K(dx) + /(eim — 1 —izz)y(x)K(dx)
R

R

"For a compact account of Bessel functions see Cont and Tankov (2004b), Appendix A. A simple
substitution transforms representation (2.2.14) into the Sommerfeld integral representation of the
order one of the modified Bessel function of the second kind.

8See e.g. Abramowitz and Stegun (1972).
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00 0
= ibz+ iz/o xy1(z) K(dx) + zz/_ xyo(z) K (dz)
+ /Ooo(eim — 1 —izx)y () K (dzx) + /io(em” — 1 —izz)ys(z)K(dzx)
+pF (2) — ibz
oo 0
= ¢F(2) + iz/o zy1(x) K(dz) + zz/ xys(x) K(dx)
00 0
—|—/O (€ — 1 —iza)y; (z) K (dz) + /Oo(eizx — 1 —izx)ys(z) K (dx)
00 0
= WTE [ - D@+ [ = D) Kl
00 0
= P (2) +/O €%y (z) K (dz) +/ €Ty (x) K (dzx)
00 0
—/ y1(z) K (dx) —/ yo(x) K (dx). (2.2.16)
0 —o0

The last but one equality is justified by the fact that the measures y;(z)K (dz)
for ¢ = 1,2 integrate the function x — z due to the factor 7. For a convenient
representation of the results we set

7:(2,1,0) = / Ooei”yl(x)K(dmL
I5(2,T,0) = / e**yo(z) K (dx),

—00
where we suppress the dependence of Z; and Z5 of the parameters of X. The most
important thing is to evaluate efficiently the first two integrals in (2.2.16) because
in our algorithm they must be evaluated for many values of z. This will be done in
the next lemma.

Lemma 2.4. For the above integrals we have:

(Z . @) gi Z (F(/yk) /Ooo (l u’Yk)u+ %)’Yk d’u,) (2217)

P sou? — cp(z

and

2, T,0) = - ul du 2.2.18
Z( W], Gaeer ) -

where c(2) := 0+ B +iz and ¢j(z) = éj—ﬁ—iz forke{l,....,n},j€{l,...,m}.
For the special case vy, =5; =2 fork € {1,...,n},j € {1,...,m} this leaves us with

Il(z7 27 @> =
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— 3 J 2ck(2) + o 7T — 2arctan L(Z)
Zeam(a? —a(2)2) | (02 = c(2))1/2 o — ci(2)?
(2.2.19)
and
12(2,2,6):
3 0 2¢;(2) + o’ ~arctan | ——2E)__
=L@ —amn | @ | o
(2.2.20)

Proof. As before we will do this for the first integral and for n = 1, and the index 1
will again be dropped.

/ ei”yl(x)K(dx):/ e 27 K (d)
0 0

= da exp [(iz + 0 4 B)z] 27 K (az)dx
T Jo
1) o & 1 1
= % - exp [(iz + 0 + B)z] 271 /u:O exp [—§a:c(u + a)] du dx.

Here the integral representation (2.2.14) is used. The Fubini theorem, substitution
y = (3a(u+1)— 60— B—iz)x and Euler’s integral representation (2.2.15) for the
Gamma function yield

/00 e*%yy () K (dz)
0

ba [ (1 1 I
_ da 1 U -y, y—1
2m /uo (Qa(u * u) =0 ZZ) /yOe o

_ % r(y)/uoo <1a(u+%)—0—ﬁ—iz)vdu

2 o \2
e o u”

= —7T d 2.2.22
2 ™) /uo (au2 — (04 B+iz)u+ %)’ B ( )

The computation of the second equality, which recovers the gamma function, actually
involves a complex contour integral and can be justified as follows: If we set v(u) :=
sa(u+ 1) — 60— B for u> 0, the inner integral in (2.2.21) becomes

lim Yy te Vdy
t—oo j(t)

for fixed u > 0 after substitution where J(¢) := {(v(u) — iz)s|0 < s < t}. Using the
Cauchy theorem for integrals over closed contours we obtain

/ Yyl Vdy :/ Yyt Vdy —|—/ Y le Vdy
J(t) Ja(t) Ja(t)
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with J1(¢) := {v(u)s|0 < s < t} and Jo(t) := {—izs[0 < s <t}. Dueto u+ <+ >2
for u > 0 and Definition 2.1 we have v(u) > o — 0 — 8 > 1, and hence the first
integral on the right-hand side converges to the gamma function evaluated at v as
t — oo. The second one disappears for ¢ — oo because v(u) > 0 and

/ YTl dy
Ja(t)

where the integral on the right-hand side, depending on the value of v, displays an
at most polynomial increase in t.

2|
< w(u)e ! / lv(u)t —is|" " 1ds
0

For v = 2 with Bronstein et al. (1993), 19.5.1.2, formula 48, setting c(z) :=
0+ B + iz we have

M

= lim ey () K (dz)
M—oo 0

=2

/OO ey () K (dz)
0 y=2

_ ba I Jim { [ 2(2¢(2)? — a®)u — 2ac(2)

- a(a? = ¢(2)?)(au? — 2¢(2)u + a)

u=M
n 2 . < au — ¢(z) ) ] }
————————arctan | ——= .
2 _ 2)3/2 2 _ 2
(0@ = c(2)2) -l )|,
The limit of the complex arctan-function for a fixed imaginary part and the real part
of the argument tending to plus infinity is 7/2. Therefore

27 M—o0

dor .
= — lim
2T M—o0

2(2¢(2)? — a®)M — 2ac(z)
ala? — e(2)?)(aM? = 2¢(z) M + «)
2 < aM — c(z) )
g arctan | ———

(a2 = ¢(2)?)3/2 o? — c(z)

2ac(z) 2 —c(?)
TR @) @ (ﬁ) }

T 2ac(z)

5 o —c(?)
= —27r(a2 — {26(2) + —(a2 ) [7‘( — 2arctan < —— c(z)2>] } .

Note that for the second integral over the negative part of the real line we just have
to change the signs of § and z in order to apply the above calculations. U
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For general 7 solving the integrals in (2.2.22) requires the Appell hypergeomet-
ric function. For tractability reasons we will choose the special case where all -
parameters are equal to 2. This will also be our choice for the analysis in the next
section.

Now we have again a look at Theorem 1.22 and the martingale condition (2.2.6):

b—r+ /OO ((e* = 1Dy(x) — z)K(dx) = 0. (2.2.23)

—0o0

Lemma 2.5. Equation (2.2.23) is equivalent to

T1(—i,T,0) + Is(—i,[,0) — 7;(0,T,0) — Z(0,T,0) = r — log(p(1)). (2.2.24)

Proof. The integral in (2.2.23) is

|t - vye) - oy as))

= {(e =) +y1(2) >0 + y2(x) [r<0) — 2} K(dw)

88

0

e~ @K + [ (e - Do) K(da) +

[ .
oo
/ e’ —1—x)K(dx)
oo
0
| e = nm@@n) + [ @ - Dmk dn) + log(e() b
—00
because ¢YF(—i) = log(¢(1)) = b+ [ (e® — 1 — 2)K(dz). Note that condition
(1.5.2) ensures that (1) > 0 is finite and hence the domain of ¥ can be extended
such that ¥ (—4) is well-defined.
The statement follows from equation (2.2.23) and splitting the integrals, which is
possible due to the finiteness of all appearing integrals. O

Finally we have obtained an analytic expression of the cumulant function <:

Proposition 2.6. The cumulant function ¥Q of X under the flexible change of
measure with parameters ©, I', © and ' has the representation

V2) = YF (2) + T1(2,T,0) + Iy(2,T,0) — 7,(0,T,0) + 75(0,T, ©)

where ¥ has the form (1.5.8), and Iy and Iy are given by (2.2.17) and (2.2.18). O
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2.3 Option pricing with flexible measures

In this section we focus entirely on the easiest types of flexible measures by setting
n=m =1and 3 = 4 = 2 in Definition 2.1, where again the index 1 will be
dropped henceforth. We explore if they have the capability of significantly chang-
ing the pricing performance of the NIG-Lévy model in connection with the Esscher
transform. This model will be referred to as the NIG-Esscher model.

The procedure in this section is as follows: First, the solution of the martingale con-
dition (2.2.24) is computed in terms of the two remaining parameters # and 6. By
fixing v and 4 to be equal to 2 we lose control over the behaviour of y in the region
close to 0. Nevertheless, through the remaining single degree of freedom, which we
have through choosing # and @ under the constraint (2.2.24), we have enough flex-
ibility so as to obtain different shapes of the measure change function y, while still
retaining an acceptable degree of computational complexity. Then the FFT algo-
rithm from Section 1.6 will be employed for the computation of a whole range of
European option prices for strikes around the current price of the underlying. We
confine ourselves to call options in the sequel.

2.3.1 Differences among flexible measures

The first natural question to ask is about which of the many flexible martingale
measures provided by the solution of the martingale condition (2.2.24) should be
chosen. For this the zeros of the function®

(—a=Ba=pF-1)x(—a+f+1a+p)>(01,02) =
F(01’02) = Il(_ia2701) +1-2(_Z'72792) _11(072701) _12(072702) -r +1Og(§0(1))

have to be examined. This occurs exemplarily for a set of parameters'?, which are
detailed in Fig. 2.1, first keeping the interest rates at zero and then raising them
to the annual rate of 4%. Fig. 2.1 shows the graphs of F' on the top and its zeros
at the bottom. The different colouring of the bottom pictures indicates the form of
the measure change function y. We select three showcase points T1, T2, T3 where
01 € {—20,0,10}. T1 corresponds to an asymmetric measure while T3 determines
a symmetric measure. T2 is also symmetric, though its increase on the positive
real axis is of polynomial order because the exponential term vanishes. A positive
interest rate has the effect of lowering the graphs of F' in Fig. 2.1. The more the
interest rate increases the more downwards moves the line of zeros. For very large
values of the interest rate the graph of the line of zeros looks like the left graph in
Fig. 2.1 reflected at the diagonal of the rectangular, i.e. the 61-part of all martingale
measures becomes positive and we have only the symmetric shape. However, for
large values of 0, the pricing algorithm becomes unstable and produces prices which

9For convenience we set 62 := 0; such that we work with 6; and 65 instead of 6 and 6.
0These are the Volkswagen parameters used in the next but one section.
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Fig. 2.1. Visualization of the martingale condition for a« = 40, § = 1.3, § = 0.03,
= —0.0012, Sg =1, T = 1 day and an annualized interest rate of 0 % for the left-hand
side and 4 % for the right hand side. The pictures at the bottom each provide a top
view of the two-dimensional manifolds right above them. #; runs in both cases along the
horizontal axis. The line connects all the point which give rise to zeros of the function
F. The three selected points are the ones chosen for the analysis in the main text.

are not arbitrage-free. This is also the reason why T3 was not chosen to be bigger
than 6; = 10 in the first component.

The pricing behaviour of T1, T2, T3 is examined in Fig. 2.2. First we see the
different forms of the involved measure change functions discussed above. The values
of 81 and 65 enforce a considerable steepness of the functions such that the scaling of
the abscissa has to be adjusted carefully in order to discern their shape. The graphs in
the middle and at the bottom clearly show two things: First, the difference among the
various measures is tiny, almost not discernible in the pictures in the middle. Second,
zooming in yields that there is a certain structure among the measures going with
the order structure of the parameters 6, - the bigger 6 is the bigger is the option
price. This results in the following conclusion: Fine tuning of the measure to obtain
reasonable prices (e.g. prices of exchange traded options) is possible because we can
- at least in this and some other examples - obtain a higher resp. lower price by
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increasing resp. decreasing 61. However, the difference is very small and in some
cases even negligible.

This very last statement leads us to consider one representative out of the sample of
all flexible martingale measure and call it the flexible measure. Our choice is 81 = 0,
which will prove to be appropriate in the subsequent sections when assessing the
performance of the flexible measure relative to the Esscher-Lévy case and Black-
Scholes prices.

As to the question of the shape of the measure change function we see that its effect
on option pricing can be neglected in our framework.

2.3.2 Options sensitivities

Now that we have chosen a canonical flexible measure with #; = 0 we can compare
the NIG-flexible model, the NIG-Esscher model and the Black-Scholes model with
respect to their response to changes in the marginal distributions of the underlying
Lévy process for the stock price movement. These changes are best embodied by
mean, variance, skewness and kurtosis. As it is, these figures are not very intuitively
reflected in the NIG parameters («, 3, d, 1). The solution is to reparametrize the NIG
distribution in order to obtain parameters (&, x, o, m) which better suit this purpose.
They are derived in Appendix A.2. ¢ ranging from 0 to 1 is a measure of kurtosis
(the bigger ¢ the higher the kurtosis), x represents skewness, o and p are standard
deviation resp. mean. The time to maturity is 7' = 1 day, and the current price of
the underlying is normalized to 1 as well. As they are the most important factors,
the impact of kurtosis and volatility is presented in Figures 2.3 and 2.4.

The analysis is carried out in terms of the difference between Lévy prices and Black-
Scholes prices. The qualitative structure of the differences between the flexible prices
and the Black-Scholes prices on the one hand and between the Esscher prices and
the Black-Scholes prices on the other hand is the same. This is the first important
observation to make. At-the-money options are cheaper and away-from-the-money
options are more expensive in both Lévy models compared to Black-Scholes prices
whereas for options which are either far in-the-money or far out-of-the-money the
difference vanishes. The latter observation is more a consistency check of the pricing
method than a structural observation because in every sensible model prices have to
converge to 0 resp. to Sy if they are very far out-of-the-money resp. in-the-money.
In spite of this qualitative similarity the quantitative differences are sizable and grow
further with increasing kurtosis. The differences between Black-Scholes and Lévy-
flexible prices are also remarkable: For instance, in the high kurtosis case (£ = 0.8)
the ATM option is roughly 10 % more expensive in the Black-Scholes case than in
the Lévy case with the flexible change of measure. The case of volatility reveals an
even more marked distance. Note that the chosen parameters have all values which
are quite reasonable for empirical data.

The differences between flexible and Esscher prices is always positive and biggest for
options very slightly in-the-money, monotonically decreasing towards both sides. As
for the well-known problem of underpriced out-of-the-money options in the Black-
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Fig. 2.2. Pricing performance of different flexible measures for an annual interest rate
of 0% (left column) and 4% (right column). The top pictures graph the measure change
functions y for T1, T2, T3 as well as the corresponding Esscher measure change function.
In the middle the distance of these prices relative to Black-Scholes prices is given as a
function of the strike-price ratio. At the bottom the difference of T2 and T3 versus T1
is depicted.
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Fig. 2.3. The impact of changes of the kurtosis parameter £ on the difference be-
tween flexible price and Esscher price for y = —0.02, o 0.02, m = 0.0002 and
¢ € {0.4,0.6,0.8}. The first three pictures show the differences of both models with
respect to the Black-Scholes model (the solid line for the flexible measure and the dot-
ted line for the Esscher measure), the last one illustrates the differences within the two
classes of prices, each for the three values of &.

Scholes world flexible measures tend to provide a more pronounced correction to
option prices than Esscher prices do. An analogous examination of the effects of
skewness and mean lead to similar graphs like above. The impact of the mean is in
the same quantitative order as the one of kurtosis whereas skewness plays a minor
role.

2.3.3 A practical analysis of pricing performance

This section serves to demonstrate the pricing performance of the NIG-flexible model
compared with the NIG-Esscher model and the Black-Scholes model by means of em-
pirical data.
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Fig. 2.4. The impact of changes of the volatility ¢ on the difference between flexible

price and Esscher price for £ = 0.7, x = —0.02, m = 0.0002 and o € {0.02,0.03,0.04}.
The structure of the graphs is like in Fig. 2.3.

For each model we analyse call option prices on four German stocks - Daimler-
Chrysler (DCX), Deutsche Bank (DBK), SAP, and Volkswagen (VOW) - from dif-
ferent sectors which are traded on the electronic trading platform Xetra. For the max-
imum likelihood estimation of the Lévy parameters we use daily data from 1/1/1998
until 24/3/2003 in the case of Deutsche Bank, SAP, and Volkswagen. Daimler-
Chrysler stock price data are available since 27/10/98. This adds up to 1321 resp.
1114 observations. Dividends are taken into account through an appropriate one-off

increase of the returns whenever dividends are paid!'!. In Germany this occurs only
once a year.

"'See Eberlein and Keller(1995).
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The table on the right ‘ ‘ mean ‘ std ‘ skew ‘ kurt ‘ Jarque-Bera ‘
shows some basic statis- | DCX | -0.145 | 0.391 | 0.046 | 1.17 63.75
tical figures of the em- | DBK | -0.055 | 0.430 | -0.027 | 2.45 330.30
pirical distribution of stock [ SAP | -0.0225 | 0.625 | 0.299 | 6.02 520.23
log return data: mean, [VOW | -0.0625 | 0.417 | -0.030 | 1.95 209.32

standard deviation, skew-
ness, kurtosis and the test statistic for the Jarque-Bera test for goodness-of-fit to a
normal distribution. The scaling sensitive variables mean and standard deviation
are annualized using the convention of 250 trading days per year. It can be seen
that the hypothesis of normal distribution is clearly rejected for every stock (99 %
quantile of chi-squared distribution: 9.21).12

The parameters are estimated by a steepest descent maximum likelihood method.
For this we make use of the corresponding procedure in the C programme ‘hyp’ of
Bleesild and Sgrensen (1992) which was written for generalized hyperbolic distribu-
tions. The log-likelihood function for the NIG case is given in Section A.l in the
appendix. However, these parameters still have to be changed in order to use them
for pricing.

The role of the volatility in the sensitivity analysis of the last section suggests a
careful handling of this issue. Of course, the parameter estimates from the maximum
likelihood procedure determine something like a global variance over more than five
years. However, the effect of volatility clustering must be somehow taken into consid-
eration given that we do not explicitly model this phenomenon. Hence we estimate a
30 day historical volatility and rescale the parameters such that they yield this very
value of volatility, retaining the values of skewness and kurtosis. This procedure is
described in Prause (1999), p.38. Basic to this approach is the view that skewness
and kurtosis define roughly the shape of the distribution which remains relatively
stable over time. The rescaled parameters are given in Table 2.1 together with the
annualized historical 30 day volatility hist30 and the Esscher measure change param-
eter 6.

\ \ a | B | 5 | pt | hist30 | 0 |
DCX | 41.8274 | 3.6960 | 0.0462 | -0.0036 | 0.528 | -0.874
DBK | 28.7281 | -0.5901 | 0.0413 | 0.0004 | 0.599 | -0.132
SAP | 34.5103 | 1.6752 | 0.0363 | -0.0022 | 0.514 | -0.002
VOW | 29.9364 | 0.9825 | 0.0372 [ -0.0012 [ 0.558 | -0.484

Tab. 2.1. Parameter estimates of fitted NIG distribution after rescaling.

12t is interesting to note that the values of the kurtosis are remarkably lower nowadays than
they were ten years ago. This could be a result of an increasing trading frequency (due to electronic
platforms, growing importance of stocks among private investors) which could potentially lead to
less heavy tails via the central limit theorem.
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Fig. 2.5. Densities and log densities of empirical density function, fitted NIG and fitted
normal distribution for the Volkswagen data.

Fig. 2.5 exemplifies the good fit of the NIG distribution compared to the normal
distribution with Volkswagen data. The empirical density function is represented
using a Gaussian kernel estimator. Compared to the normal distribution the NIG
distribution has more mass around the origin and in the tails. Note that for evalu-
ating the fit in the tails the log density representation on the right hand side of Fig.
2.5 is much more suitable.

Fig. 2.6 depicts for each of the Lévy models the distance to Black-Scholes prices
for Daimler-Chrysler and Deutsche Bank, and time to maturity 7' = 1,5,10 days. In
the case of Daimler-Chrysler it can be seen that the different behaviour of flexible and
Esscher prices is quite striking. Whereas the Esscher price differences level off over
time, the difference between flexible and BS prices becomes much more pronounced
and the shape changes from an almost point-symmetric graph to a bell-shaped curve.
This can be of importance if the view is held that the Esscher price corrections of
the BS price are too small. Comparing the scaling of the DCX and DBK figures one
detects that the differences in the latter case are quite modest. A similar difference
can be recognized in Fig. 2.7 which shows these differences for VOW and SAP
across the dimensions strike-price ratio and time to maturity. Flexible prices tend
to become higher for Volkswagen with time to maturity growing both in comparison
with Esscher and Black-Scholes prices whereas for the SAP stocks the differences
flatten over time.

An interesting observation is that those stocks with big differences between Esscher
and flexible measure, i.e. DCX and VOW, are those whose Esscher parameter 6 is
close to zero, i.e. the processes under the statistical probability measure are already
close to a martingale. But this means possibly that a change of measure does not
bring about much, whether it be of the Esscher or the flexible type, and this could
be a reason why prices under these two martingales measures do not differ much.
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Fig. 2.6. Absolute price differences between the NIG-flexible model and Black-Scholes
(solid line) and between the NIG-Esscher model and Black-Scholes (dotted line). From
top to bottom time to maturity goes from 7' = 1 day via T = 5 days to T = 10 days.
The left hand side shows Daimler-Chrysler, the right hand side Deutsche Bank
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2.4 Conclud

This section presents an approach of pricing derivatives on securities whose prices

are modeled as exponential Lévy processes. Throughout the presentation we focus
on the special case of normal inverse Gaussian Lévy processes. As the model is in-
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complete a specific change of measure must be chosen in order to close the model.
We introduce the parametrized class of flexible martingale measures which are conve-
niently handled when calculating option prices via FFT methods - a property which
so far seems to be shared only by the Esscher measure.

We see that for a certain model flexible prices for different parameters of the mea-
sure change function change only slightly so that we chose one specific measure as
a credible representative of all the flexible measure. A comparison of the pricing
performance of Black-Scholes prices, Esscher prices and flexible prices yields an in-
teresting observation: The correction of Black-Scholes prices provided by Esscher
prices is qualitatively similar to the difference of Black-Scholes and flexible prices.
However, the deviation is more pronounced in the latter case, so it possibly provides
a better model in cases where the Esscher measure corrects Black-Scholes prices too
modestly.

The basis of flexible measures is the understanding that utility maximization in a
restrictive representative agent model and distance minimization are not very con-
vincing as a basis of choosing a specific change of measure. On the contrary in this
chapter the entirely practical view is held that it is enough to specify a measure
and let observed derivative prices decide on whether the proposed change of measure
does or does not make sense.

An additional result is that the chapter provides a small hint at the question about
the connection of Lévy processes and Lévy prices in a world where the incompleteness
appears to be of a hopeless degree. We chose the flexible measure whose measure
change function apparently deviates substantially from the one of the Esscher change
of measure, and nevertheless we obtain prices which exhibit a strong resemblance.
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Chapter 3

Moment-matching of the change of
measure

3.1 Introduction

The framework in this chapter is given again by a one-dimensional exponential Lévy
model of the form (1.4.2) and (1.4.3). We assume a time horizon of 7' = 1 which
is also the maturity date of the contracts which will be considered here. The class
of tempered stable Lévy processes, introduced in Section 1.5.2; lends itself in a very
convenient way to the problem to be solved in this chapter. X = (b,0, K)p denotes
a tempered stable Lévy process with its characteristic function yp equal to

XP(Z) _ EP [eith] _ etwp(z)

with the cumulant function

[e.o]

Up(z) = ibz + / (e — 1)K (dx).
—00

It is important to recall that we can choose the truncation function h(x) = 0. The

cumulant function has an infinite series representation! ¢p(2) = > 00 kn(i2)"/n!

in terms of the cumulants x,,. From this it follows directly that

1 o
o= G| (3.1.1)
and the cumulants are directly related to the moments of X under P. Changing
to another probability measure Q, which is absolutely equivalent to P and which
preserves the Lévy property, changes the Lévy triplet to (b',0, K')q where?

dK’
r) = y(z)

V=0 and dK()

!See Abramowitz and Stegun (1972), 26.1.12
2See Theorem 1.20.

61
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such that the cumulant function under Q is equal to

o0

Yq(z) =ibz +/ (e*® — 1)y(z)K (dz). (3.1.2)

—00

The relative entropy of Q to P

(Q,P) = EF (3.1.3)

Qe (99
P, *\ Pl

which is defined if Q|7 < Pz for all ¢ € [0,T]. We set I(Q,P) = ,(Q,P).
Following Theorem 1.20 giving a function y with the properties specified therein
determines a change of measure which, in addition, pins down a martingale measure
if the martingale condition

oo
b—r+ / (e® —1)y(z)K(dx) = 0. (3.1.4)

—00
holds. Usually, as for instance in the case of the Esscher transform, one chooses a sim-
ple functional form for y with one free parameter and then tries to solve (3.1.4) for it.

The method introduced in this chapter tries to find a more adequate answer to
this problem. Given the statistical distribution of asset prices and some moments
of the risk-neutral distribution, it gives a procedure of how to obtain a pricing rule
in the form of the measure change function y. This function determines completely
the change of measure in our setting where the asset price process follows a Lévy
process both under the statistical and the risk-neutral probability measure. In this
chapter we break the infinite-dimensional problem (3.1.4) into a problem with a fi-
nite number of degrees of freedom, i.e. we construct a finite-dimensional space )
of admissible measure change functions y. Though finite, the number of parameters
is in general quite large, contrary to the usual approach. We use these degrees of
freedom in order to equate not only (3.1.4) but also the empirical second, third, and
fourth moment of the risk-neutral distribution. As this problem is generically still
underdetermined we seek that y among the ones fulfilling the constraints which is
closest to the original measure P as measured by the relative entropy of Q with re-
spect to P. Briefly, this means that we are concerned with the minimization problem

min /(QY,P) (3.1.5)
yey
such that
e The martingale condition (3.1.4) is satisfied.

e The second, third and fourth moment of the risk-neutral distribution of Xy
equal the respective empirical moments.

e Certain regularity conditions hold.
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The following tasks remain to be done: Firstly, in Section 3.2 the set ) is designed in
such a way that the equality constraints are linear and the corresponding coefficients
can be calculated analytically. The final formulation of the central minimization
problem does not appear until the end of Section 3.3 which is preceded by an ana-
lytical computation of all coefficients and functions which are needed in this respect.
Section 3.4 reviews the linex pricing procedure while Section 3.5 gives a method of
how to obtain the required risk-neutral moments. Section 3.6 illustrates the results
with artificial data, and finally we conclude in Section 3.7.

For the practical use of this model it may be quite unrealistic to assume the risk-
neutral moments to be known. Nevertheless, these moments are directly related to
characteristics of market participants such as risk aversion. Hence the model can be
used in order to show the impact of such characteristics on the structure of option
prices.

3.2 Parametrization of the measure change function

We are given k_ negative real numbers z1,...,2;_ and k4 positive real numbers
Tk 415> Tk 4k, Where 1 < ... < @p_ and zg_y1 < ... < @p_4,. Together
with the origin they provide a partition of the real line. The unbounded intervals
(=00, 1] and [x)_ 4k, ,00) are called the boundary part of the real line. The origin
part is given by [xx_,0) and [0, xx_41), and, finally, the inner part consists of all the
rest.

For the distances between these points two different settings will be used:

o Equidistant spacing: The points are equidistant such that for d := (2_ 45, —
Tp_4+1)/(ky — 1) and d— = (z_ — z1)/(k— — 1) we have

T, = .%'k_+1+(’i—(k‘_+1))d+,ie{k_+1,...,k_+]€+}
and
Tr; = x1+(i—1)d_,i€{1,...,k_}.

e Geometric spacing: The distance increases by a factor o resp. 1/o_ as the

points tend to become bigger in absolute value. Formally, this means that for
ky—1
doy = (@p_4ky —Tp_41)(1 —01)/(1 =0 7) and dy_ = (2 — x1)(1 —

o_)/(1— O’Ii_il) we have

v o= wpp+or Fa, ie {1,k + k)
and
v, = z+od, i€ {1,...,k_}.
The constant d,_, for instance, comes about as follows: Given

ro=x1+d, x3=20+0_-d, ... T} =T} _1+ (U_)ki_2d
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summation over all intervals yields

k_—1 k_—1
_ 1—-0"
Tp_ —T1 = El(xﬂ_l—.%'i):d(l—l-U_-i-Uz+...+Uk_ 2)=d 1 — 0
1=

The only solution is d = d,_. We must require 61 > 1 and 0 < o_ < 1 in order
to obtain the desired effect of an increase of the length of the intervals towards
minus and plus infinity. This effect turns out to be quite useful in obtaining
solutions for the optimization problem in cases where the search algorithm fails
to find a solution for equidistant spacing.

The task is now to define a set ) of measure change functions, which lead to a
tractable option pricing formula. In order to separate integrability problems every
function y € ) is split into three parts according to the given partition:

y(@) =y (@) +y° (@) + y? (2) + yP T (2)

where y© defines the part around the origin, y®~ resp. y®* stand for the behaviour
of y for values which are great in absolute value, and y!, which covers the inner part,
fills the gap between the two. All three functions are positive on the real line but
with different support.

For the inner part we take a piecewise linear function whose kinks are determined
by the given partition of the real line. Defining the index set by K = {1,...,k_ —
Lk +1,...,k_ 4+ ki — 1} we define

I Yi+1 — Yi
=3 g+ () S g
v ieK [yz T $Z)$z‘+1 - ai.2i10)(7)

such that y!(x;) = y; for positive numbers y; where i € K.
For the origin we take the indicator function of the inner part, i.e.
o
y (x) - 1[1‘k_,£l?k_+1)(x)'

Note that (1.4.6) enforces y(0) = 1 for a general Lévy measure. For the boundary
part we assume an exponential behaviour with a fixed ‘exogeneous’ coefficient in the
exponent. We consider two types of qualitative boundary behaviour: risingor falling,
corresponding to different monotonicity behaviour of y, i.e. whether y is symmetric
or asymmetric. Depending on the sign of the coefficient the function either rises to
infinity or approaches zero. Thus we resume the corresponding discussion in Chapter
2 about the shape of the measure change function. We have

[xk_+k+,oo)(x) (3.2.1)

Yt (@) = y_gn, T )L

resp. . ,
yP (@) = g1~ g () (3.2.2)
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y(v)

1 _l e o o

| |
| |
| |
| |
| |
I I
X1 i) - Tk —1Tk_ Th_+1 Tk_+2

where 6, and 6_ are positive constants in the rising case and negative constants in
the falling case®. In any case they are required to satisfy 4 < Ay —1and §_ > —\_4%.
We now go on to show that for y € ) the conditions of (1.22) are satisfied.

Definition 3.1. A function y € Y is called linex measure change function due to
its partly linear, partly exponential shape. The measure QY obtained from P by a
measure change function of the form (3.3.3) is called linex measure.

We make a remark concerning notation: Given fixed coeflicients 64 and 6_ of
the boundary part of a linex measure change function, there is a one-to-one corre-
spondence between linex measure change functions x — y(x) and positive vectors
y € RE-*+ with 4, = yp_41 = 1 we will freely use the notation % for both objects.
Sometimes we will even consider y as vector in R¥=%+=2 in order to get rid of the
two components equal to 1. Which object is meant in each case will be obvious from
the context.

Proposition 3.2. Every linex measure change function y satisfies conditions (1.4.6)
and (1.4.7).

3The required linearity of the constraints of the minimization problem makes it impossible to
endogenize 4 and 6_.

4The conditions for 6, and 6_ are such that the functions A, A_,B,,B_ to be defined in
Section 3.3 are well-defined.
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Proof. For the positive boundary integral of (1.4.6) we have

x
/ (1-— Ve9+z)2x_1_”e_’\+mda¢ <
Th_ 4k
o0

1
/ (1 — Vel+o)2g=l7ve= 22y 4 / gV AT gy

min(zx_ 4k 1) max(z_ 4k, 1)

The inequality is valid because 0 < (1 — Vef+2)? = (1 — 2Veb+2) 4 e¥+% < e9+7 for
x > 0. The first integral poses no problem because it is either zero or finite because
the integration of the continuous integrand is over a compact interval. The finiteness
of the second integral can be shown with the same reasoning as above given the
restrictions on 04 and 6_. The negative boundary works the same way. Hence the
above integral is finite.

The integral (1.4.6) in the neighbourhood of the origin is zero, and the middle part
means again integrating a continuous function over a compact interval.

For the central part of y we have to check the integrability of a constant, the middle
part requires consideration of a function ¥y = mx+b- m and b are arbitrary constants
in R - whereas for the boundary integral to be finite the exponential function must
be integrated.

For (1.4.7) we have for the positive boundary integrals

o
/ (e — 1)ef+ % 17Ve M2y < 0. (3.2.3)
x

k_+ky

This is because the integrand (% —1)ef+#z =17V M2 = (e0+ A +D)7_e(04 —At)w) p—1-v
satisfies
(e(9+—)\++1)$ _ 6(9+—>\+)x)x—1—u

: — 1 O4—A4+Dz _ _(0+—Ap)zy,1-v _
o /2 nle e =0

due to 4 < A —1 < A,. Hence, the integrand in (3.2.3) is bounded by 1/z2
for large = with f(fo 1/x2dx being finite for all @ > 0. Hence all this results in the
existence of the integrals in (1.4.6) and (1.4.7). O
3.3 Formulation of the optimization problem

3.3.1 Technical part

First of all we recall that the integral

/ e dy (3.3.1)
0

converges if and only if v > 0. If so, then it is defined as the value of the gamma
function I' at v.
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For an analytic expression of the relevant integrals we can make use of the incomplete
gamma function®

oo
v, z] = / e e dy, v >0,z > 0. (3.3.2)
4

In order to make the notation more comprehensible, it is useful to give simple
expressions of the functions Ay, A_, B4, and B_ in the four variables a, b, A, and
v. Ay and A_ are used for the formulation of the martingale condition:

b

A+[a, b,G,p] = C/ (ez — 1)xp6955x_1—1/e—)\+mdx
ab

A,[a,b,e,p] = C/ (633_1)$p69x|x|7171/67/\_\x\dx'

Furthermore the functions By and B_ are helpful for the objective function and
the moment conditions:

b
Byla,b,0,p] := c/ aPefTp 1V e T gy
a

B_[a,b,0,p]

b
c/ 2P| e A 17l g,
a

The range of parameters as well as simple analytic expressions in terms of the in-
complete gamma function can be found in the appendix. The superscripts ‘+’ resp.
‘-7 refer to integration along parts of the positive resp. negative real axis such that
b>a>0resp. 0>b>a.

Objective function

Given a measure change function y, i.e. a measurable function R — R, the measure
change process is given by

7= QL _ey, (3.3.3)

- . =
where N; = (y(z) —1) % (u* —vF); is the jump-type stochastic integral process of the
time-independent random function y(x) — 1. This means that y determines entirely
the new probability measure Q, and we can express the relative entropy (3.1.3) of Q
with respect to P in terms of the measure change function by the following lemma:

Lemma 3.3. The relative entropy process has the following representation in terms
of the measure change function y

o0

1(Q.P) =t / (y(x) log y(@) — (y(x) — D)K(dz) < co.  (3.3.4)

—00

See Abramowitz and Stegun (1972), p.260, 6.5.1 and 6.5.2.
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Proof. See Cont and Tankov (2004a). O

The existence of the integral (3.3.4) for a linex measure change function y follows
from the following discussion. Note that the integrand is always nonnegative®, and it

is zero if and only if y(x) = 1 K(dx) — a.s. Unfortunately this integral cannot easily
be calculated for the inner part. By defining

f(@) = (¥ (x)log(y' (x)) — (y" () — 1)) k(x) (3.3.5)

and f; := f(x;) for i € K where y(z;) = y;, we can approximate the integral in the
inner part by the trapezoidal rule.

/“—*’“+ (yl(x) log yl(x) - (CUI(UU) — 1)k (dx)

Th_+1
k_+ky—1 Tig1
> [ s
i=k_+1 7T
| otk
M o5 > (i — @) (fipn + i)
i=k_+1
) kotki—1
5 | @rov2 = Tht1) fio1 + > (@i —wio)fi
i=k_+2
1
+§(9€k_+k+ — Tk gk —1) S 4k

k_+ki—1
1 +

Z (Tit1 — i) fi+ (k- thy — Tty —1) o thy
i=k_+2

The last equality is a sort of telescope sum”. It holds because f;_41 = 0 due to
Yr_+1 = 1. Likewise we have f;_ = 0 for the following term for the integration on

5See Abramowitz and Stegun (1972), p.68, 4.1.33.
"For the negative integral this can be seen by

e
—

Nl

I
=

(wi1 — 2i)(fir1 + fi)

(x2 —z)(fo+ f1)+ (xs —x2)(fs+ fo) + (a—x3)(fa+ f3)+ ...+
(@h_ -1 —@h_—2)(fo_—14+ fo_—2)+ (@r_ —@r_—1)(fro_ + fe_-1)
(z2—z)fi+ (s —z1)fo+ (xa—x2)fs+ ...+ (@p_ —xp_—2)fo_—1+ (Tp_ —xp_—1)fr_
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the negative real line:

/ "W @) logy! (@) — (v (2) — 1)k (da)
k_—1

1
~~ 5 (xg — SCl)fl + Z ($i+1 - %‘fl)fi
=2
Especially easy is the origin part where due to the constancy of y the relative entropy
is zero. The boundary part can again exactly be calculated. Purely formal calculation
for the negative part yields

/ " P (@) log v (2) — (4P~ (2) — )k (z)dz

—00

— /11 <yle9_(x171) log (yleQ_(xlfz)) ~ (yref-me) 1)> k()

—00

1
= / ((log y1 — Dyre? @170 4 0_ (21 — a)yre @70 4 1) k_(z)dx

—00
z1

e 0-Tk_(z)dx — O_y - / ze 0-Tk_(x)dx

—00

1

T -
+/ k_(x)dx

—o0
= (logy1 — 1+ 0_z1)y1e’ "1 B_(—o00, 21, —0_,0) — 0_y1e’*1 B_(—o0, 21, —0_,1)
+B_(—00,21,0,0)
= f"(n)
As all these terms in the last line are finite we can read the set of equations backwards

and confirm the finiteness of the relative entropy associated with y. Likewise we
obtain for the positive part

[ P @)ogy® @) - (07 (@) - D)k o)
Th_ 4k
= (o8 Yk t+hy — 1 — 04 Th_ ik, Uk rse HETR By (@ gy, 00,04, 0)
FO g ke TP Bl (2 1, 00,04, 1) + By (zg_ 14, ,00,0,0)
= [Tk tk,)

Hence we can write down the approximate relative entropy 7 (y) = 7 (Q,P) in terms
of the y;. Via definition of
fi = f(yi) = (vilogys — (y: — 1))

and K' = K — {1,k_,k_ 4+ 1,k_ 4+ k4 } we obtain

- 1 _ -

I(y) = 3llzz —@)f(y)k(z) + > @ipr — i) fya) k()

€K’
@k ke — T bs 1) Wb )b @) + 1)+ T (Ut )-
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Martingale condition

The aim is to get the martingale condition in an analytic form, i.e. to calculate

/00 (e = Dy(x)K(dx) =r —b. (3.3.6)

— 00

To start with, the measure change function y for the inner part can be written as

y'(z) = Z[(yi = zihi(yiv1 — yi)) + hiWir1 — ¥i)7| g, 2., ) (T) (3.3.7)
ieK

using h; :=1/(z+1 — z;), and we obtain

/ T e - Dy (@) ()

Tk_+1
k_ +k‘+ 1 lerl
Z / (€ = D[(yi — wihi(yirr — vi)) + hi(yiyr — yo)alz™ e M da
i=k_+1 Y%
ko tky—1
= Z (A [mi, w341, 0,00(yi — 2ihi(yir1 — ¥i)) + Av[2i, i1, 0, Uhi(Yiv1 — vi)
i=k_+1
ko tky—1
= Z {(Ay 24, 2i11,0,0](1 + 23hi) — Ay 24, 0341, 0,1]h;) s
i—k_+1
+ (At[zi, 2341, 0,1] — Ay [2i, 2341, 0,002;) hiyiga }

and likewise

/xk (e® — 1)y! (2)k_(z)dz
1 k_—1

Z { .’EZ,CCZJrl,O 0](1 +SU h; ) A,[IEZ‘,IEZ‘JA,O, 1]hz)yz

+ (A— [©i, xi+1,0,1] — A_[zi, ©i41,0,0]z;) hiyiyr }

For the origin part we have

0 Th_ 41
[ @i+ [T - 0@k @

= A_ [xk ,0 0 0]+A+[0 Tk +1,0 O]
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Finally, the boundary region is equal to

o0

[ e @@+ [ -0y @k o)

—0o0 xk_+k+

1
= c/ (e” — 1)y169*(’“_“5)\x]_l_”e_)‘*‘x‘dx

— 0o

> 0
+c/ (" = Dyr_4r,e @tk ) pmlov =Mz gy
Th_+ky
= A_[—o0,x1,—0_,0]?~ "1y + Ay[rp_4p,,00,04, 0]679+zk—+k+yk_+k+.
Using all this information we can define the vector i € RF-1%+=2 of coefficients
of the values y;:

(A_[Jfl,.’IJQ,O, O](l + xlhl) —A_ [Jfl,m’g,o, 1]h1) +
A_[—0c0,z1,—0_,0]e’-"1 i=1

(A—[zi, 2i11,0,0](1 + ki) — A [z, 2341, 0, 1]h;) +

(A_[zi1,24,0,1] = A_[w;1,2;,0,0]2; 1) hi 1 i=2,..., k-1
fi = ¢ (Aglmi, 201, 0,00(1 + z3hi) — Ay [wi, 2311, 0, 1]hy) +
(Aylwio1,2,0,1] — Ay 21, 24,0,0]2;-1) hi—q i=k_+2,...,
4k —1

{Af(er oo -1 @h_4k,,0,1]—
AL[@h gy 1, T4y 5 0, 0@k ey 1} Pk ke -1+
Aok, 00,04, 0] h=the i=k_ +ky.

Observe that in this representation we have already accounted for the condition
Yk_ = Yk_+1 = 1. Hence i has dimension k_ + k4 — 2 and not k_ + k4. We define
the real constant ( by:

B = r—b— (A7[$k7_1,$k7,0, ]-] _A*[xk‘f—laxk‘f)oaO]xk‘f—l)hk‘,—l
—Ay[Tr_y1, 0k 42,0,00(1 + 2p_y1he_41) + Ap[zr_ 41, Tk 42,0, 1hg_ 41
—A_ [U’Ck7 , 0, 0, 0] - A+[O, Th_+1, O, 0]

Then the drift parameter b in the Lévy triplet is given by®

b - u—/meM@

= u 4 C/OO .,11,714*(1*1/)67/\_513dm _ C/OO .,L.71+(1*1/)ef)\+xdm
0 0
= p+cW\T=XNTHT(A - v).

8For the parameter y = E¥[X;] see Section 1.5.2.
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Moment conditions

The objective is to compute the risk-neutral moments in a preferably simple way
in terms of the measure change function y resp. the values (y;);j=1,. k_+k,. The
starting point is provided by the standardized central moments of the distribution
of X1, which correspond to the log returns over one period of the considered asset
price process. These moments, namely mean value mean, volatility vol, skewness
skew, and kurtosis kurt are the ones which can intuitively be grasped and compared
to the respective values of other assets. Given the mean and standard deviation of
a distribution they are defined according to

skew = ,u_33 and kurt = ,u_44
Vo %)
where pn,, n =1,...,4 denote the central moments. Put differently we have
p1 = mean, po =vol®, 3= skew xvol®, 4 = kurt * vol*. (3.3.8)

It is well-known that the n-th moment is obtained by n-fold differentiation of the
characteristic function z — EQ[e?*X1] evaluated at z = 0 whereas the cumulants
of order n correspond to the n-th derivative of the cumulant function at z = 0
according to (3.1.1). Putting this together we can represent the cumulants in terms
of the moments:?

K1 =1, Ko =flg, K3 = M3, k4= [lg— 33 (3.3.9)

The cumulants are now the quantities whose theoretical values can be relatively com-
fortably computed in terms of (y;)j=1,. k_+k, by the formula (3.1.1). The following
inequality holds: .
/ lz[Fy(2)k(z)dz < co VEkeN. (3.3.10)
—0o0
Given the parameter restrictions the only thing which is to be checked is the finiteness
around zero. But this is clear due to k—v > 0 for £ > 1 which is necessary and - given
the admissible range of parameters - sufficient for the convergence of the integrals
that possess the structure of the gamma function and that will be calculated in the
sequel. Due to Lemma 1.17 equation (3.3.10) entails the existence of all moments
of integer order of the risk-neutral probability measure. We observe that X is no
longer a tempered stable Lévy process under Q.

Lemma 3.4. o
v (0) = zk/ aby(2)k(z)de Wk e N\ {1}. (3.3.11)

—0o
Proof. We have to differentiate the cumulant function of the risk-neutral probability

measure Q, i.e.
o0

Pq(z) =i’z +/ (e — 1) K'(dz).

—00

9See e.g. Abramowitz and Stegun (1972), 26.1.13.
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The k-th derivative of the integrand is (iz)¥e”*® and we have |(iz)Fe?*®| = |z|
for any non-trivial interval containing zero. As seen above |z|* is K’-integrable.
Hence according to the differentiation lemma (see Bauer (1992), Lemma 16.2) we
can interchange differentiation and integration. For z = 0 the result is obtained. [J

Formula (3.1.1) and Lemma 3.4 provide us with analytical expressions for the
cumulants of the distribution of X7 under the risk-neutral probability measure Q.
Examining the integral [*_a*y(z)k(z)dz more closely we obtain for the positive
inner part the expression

koths=1 g

> / = zihi(Yir1 = i) + hilyenr — yi)ala ™ e M de
i=k_+1 YT
k_+ky—1

= Y (Bilwi i, 0,k (yi — 2ihi(yir1 — yi)) + By [zi, g1, 0,k + 1hi(yisa
i=k_+1
k_+ky—1

= Z {(B+[zi, wi41,0, k(1 + ki) — By [wi, 2i41,0,k + 1]Rh;) y;
i=k_+1

+ (By[zi, 41,0,k + 1] — By [z, 2341, 0, ki) hiyi1}

and for the negative one

Th_

/ a2yl (2)k_(z)dx

1
k_—1

Z {(B-[zi, 2it1, 0, k](1 + z:hi) — B [2i, 2311, 0,k + 1]hi) ys

+ (B— (@i, 2i11,0,k + 1] = B_[2;,%541,0, k]a;) hiyip1} -

For the neighbourhood around the origin and for the boundary part we obtain

k

/: O (@)k_(x)dx + /xk " x)ky(x)dz
B_

[.%'k ,0 0 k‘] +B+[0 Tk +1,0 k]

—Yi))
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and

/I1 *y B (2)k_(x)dx + /00 2FyB+ (2) ko (z)dx

— 0 xk,+k+

z1
_ C/ xkylee_(xlfx)‘x’flfuef)\_\x\dx

o0
> 9
+c/ xkyk7+k+e @tk ) g lov o= Atz g,
Ik_+k+

= B_[-o00, 21, —0_,kle" " ys + Bilr_ju,, 00,04, Kle ey

Analogously to the case of the martingale condition the vectors u(”) € RF-+h+=2,
n = 2,3,4, of coefficients of the values y; are the following ones:

(B, [St?l,.’EQ,O,n](l + SUlhl) — B_ [SCl,IEQ,O,n + 1]h1)
+B_[—o00,x1,—0_,n]el-™ 1=1

(B-[zi, xit1,0,n](1 + z;h;) — B_[zi, 21,0, + 1]h;)
+ (B,[xi,l,:ci,o,n + 1] — B,[xi,l,xl-, O,H]Jii,l) hi_1 1=2,...,k_—1

i =8 (Bl wi1,0,n)(1 + 2ihi) — Bylai, wi41,0,m + 1)hy)
+ (BJF[IEi,l, z;,0,n + 1] - BJF[IEi,l, z;, 0, n]l‘ifl) hi_1 i=k_+2,...,
ko +ky—1
{Bilh_4hs—1, Tk 4y, 0,n + 1]—
Bil@h b 15Ttk 0,0) Tk ey 1§ My —1
+B[wg sk, 00,04, n]e” Ttk =k +ky
The real constants B(") are equal to
B(n) = KRp— (Bf[xkf—l)xkfaoyn—’_ 1] _B*[xkf—lamk;aO)”]l‘kf—l)hk‘,—l

—By[rp_ 41,2k 42,0,n](1 + 2 q1hk_ 1) + Bilrg 41,25 42,0,n + 1]hy_ 44
—B_[z_,0,0,n] — B+[0,z_11,0,n].

3.3.2 The optimization problem and regularity conditions

As mentioned, in the previous calculations we have already accounted for the condi-
tion yx_ = yx_+1 = 1 which comes from our assumption y(0) = 1. That is why the
vector-valued decision variable y has dimension k_ + k4 — 2. To indicate this, we
use the index j instead of i.

For a concise representation of the martingale and moment constraints of the mini-
mization problem set fi = (fij)j=1,. k_+k—2 ) = (/Z;.n))jzlw’k_JrkJr,g for n =
2,3,4, and M = [/](2),[L(3),/1(4),/1]’ e R¥*(h—+k+=2)  Moreover, we define the vector

B =[8?,5%,5%W, 5] e R*.
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Some additional constraints have to be imposed: First, all y; must be positive by
definition of an absolutely continuous equivalent change of measure. For numerical
reasons - the relative entropy is only defined for strictly positive measure change
functions - we impose the stronger condition that all components of y are bounded
below by some € > 0. Secondly, we must have in mind that after accounting for
the martingale condition and the moment conditions it remains still a considerable
number of degrees of freedom depending on the number of sampling points k_ + k..
In order to prevent an all too irregular shape of the measure change function we have
therefore the freedom to impose some regularity conditions on the shape. We try to
impose the symmetric shape, which means that we require y to rise as a function
of the absolute value of x. However, it turns out that in Section 3.6 for numerical
reasons we must admit an exception from this condition in the neighbourhood of
zero. Hence, the condition for symmetry reads like this:

Yi > yj+1 Vyi=1,...,k_ -2 and y; <y Vi=k_,...k_+k -3

Assuming {e1,...,ex_4k, 2} to be the standard basis in RF-Fk+=2_ this means
that for
¢; = —ej+tej € RF-Fh+=2 " 5= 1, ko —2;
gbj = ej —€jt1 € Rk7+k+_2, j=k_,...k_+ky—3
we have

P y S = Rk7+/€+—2

where ® = [¢1,..., ¢ty —a) € RE—HRe=Dxb-Fhe=2) and y = (y;)j21, b thy—2.
Finally, the following minimization problem is set up:

min Z 3.3.12
min (v) ( )
st. My=p0
Py <0
Y1y - 7yk7+k‘+—2 2 €

This means that we look for a positive vector y = (y;);=1,...k_+k,—2 Which mini-
mizes the relative entropy with respect to the original probabaility measure P un-
der the equality constraints of the martingale and moment conditions (represented
by My = [3) and inequality constraint of the regularity condition (represented by
®y < 0). The advantage of using linex measures is that the equality constraints are
linear. The only non-linearity in this optimization problem is the objective function.

Remark. The intention of the introduction of linex measures is to make the
problem (3.1.5) easier to solve. However, one can also try to solve it for a general
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measure change function y instead of requiring y € Y. If one is ready to skip the
monotonicity constraints, an application of standard optimization theory shows that
the optimal measure change function y* exhibits the following structure:

z_ 2 3 4
y*(x) _ 6)\1(6 1)+Aez?+ A3z + 4z )

The parameters Aq, ..., s must be such that the martingale equation and the mo-
ment constraints are fulfilled. Moreover integrability requires at least A1 and A4 to be
non-positive. Given existence, getting them in an explicit form is a rather difficult
task because it involves a non-linear system of four equations which are given by
integrals over the entire real line. Linex measures allow to simplify this problem and
to make it accessible for option pricing by Fourier inversion.

3.4 Pricing with linex measures

In general, when working on pricing derivative securities in the framework of the
mainstream arbitrage theory, one has to solve the following problem: Given the
stochastic process of the underlying security under the statistical probability mea-
sure P one has to find a probability measure Q under which the very same process
becomes a martingale. Q is therefore called martingale measure or risk-neutral mea-
sure. This means that there are two distributions, each equipped with its own char-
acteristics such as mean, variance, skewness and kurtosis. Arbitrage-free valuation
seen from this point of view amounts to making statements about the interrelation
between the two. The key to this problem is provided by the techniques of absolutely
continuous changes of measure, i.e. Girsanov’s theorems.

The most prominent model is of course the Black-Scholes model, for which this prob-
lem is immensely simplified. It assumes a Gaussian distribution for the returns of
the underlying with the two parameters mean and volatility, i.e. standard deviation.
The standard Girsanov theorem in the Black-Scholes world of geometric Brownian
motion now says that there is only one martingale measure which leads inevitably to
another normal distribution with (a priori different) risk-neutral mean and volatility.
For pricing we need only the parameters of the risk-neutral distribution. One state-
ment of Girsanov’s theorem in this case is that the risk-neutral mean is equal to the
risk-free interest rate, so we do not have to bother about estimation of the mean.
For the risk-neutral volatility we look for the market price of an option (or even of
several options) which is in some way similar to the one we want to price. Solving
for that volatility parameter which makes the Black-Scholes formula reproduce the
observed market price, we obtain the risk-neutral volatility, which the Black-Scholes
theory calls implied volatility. Strangely enough, this is not the only way of finding
a volatility estimate: Another way is to use the historical volatility estimated from
time series data. In general, this is wrong because historical volatility corresponds
to the statistical volatility under the measure P. However, this is permitted by a
second statement of Girsanov’s theorem saying that the statistical is equal to the
risk-neutral volatility. Hence, the Black-Scholes theory justifies the use of both, and
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it is left to the economic considerations of the user to choose one of them.

Yet this is different for models based on Lévy processes, partly because the martingale
measure is not unique. For pricing based on Esscher-type martingale measures one
estimates carefully the statistical distribution of historical return data, an approach
which lies at the heart of the theory of Lévy processes because the phenomenon
of skewed and leptokurtotic returns relates first and foremost to statistical returns.
Fixing then some martingale measure according to whatever criterion in fact gives
arbitrage-free prices. Nevertheless together with the martingale measure these mod-
els implicitly pin down all the risk-neutral moments and hence the shape of the
volatility smile, which may not correspond to the one obtained by analysing market
prices of exchange traded options. All told, caring too much about returns under
P while returns under Q are actually important is not quite appropriate for pricing
derivatives. Seen from this angle the use of Esscher-type martingale measures is even
a step behind Black-Scholes pricing combined with implied volatility.

This is now where the linex measures set in. We specify both the statistical and the
risk-neutral distribution, the latter only via the second, third and fourth moment,
and then try to find a change of measure - based on the sound foundations of the
theory of absolutely continuous changes of measure - that succeeds in transforming
one distribution into the other. The measure change function, which completely
describes the change of measure in the world of purely discontinuous stochastic pro-
cesses with independent and stationary increments, should be easy to handle, and
this is exactly what the shape of the linex measure change function, partly affine
linear, partly exponential, is supposed to do. A whole branch of the empirical lit-
erature, see e.g. Corrado and Su (1997), deals with the estimation of risk-neutral
distributions resp. its moments.

From this angle linex measures provide a natural extension of Black-Scholes implied
volatility pricing with the difference that in a Lévy world higher moments and the in-
completeness problem require to use more information in the form of both statistical
and risk-neutral parameters and a theory of connecting them.

3.5 Recovery of risk-neutral moments

One of the advantages of the linex change of measure is that for its application we
just have to have the second, the third and the fourth risk-neutral moments instead
of the entire distribution of returns. In theory we can recover these moments exactly.
Suppose we want to replicate the payoff f(F') where f is a twice differentiable payoff
function and F' is the forward price of the underlying security. Then we have from
Carr et al. (2000b) the following formula which results from a Taylor expansion with
arbitrary expansion point «:

£) = 1)+ £ (F -+ [ PR (F - KK /0 U)K — FYE.

where k4 > k and k_ < k. This equation implies that every payoff can exactly be
replicated by static positions in a bond, a forward contract and a continuum of plain-
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vanilla call and put options for which a market price is required to exist. Needless
to mention that this does not help for practical purposes. Instead we are forced
to approximate the occuring integrals by making use of exchange-traded options of
different (and usually very few) strikes.

The trick for solving our moment recovery problem is now to see that the definitions
of risk-neutral standard deviation, skewness and kurtosis can be interpreted as the
risk-neutral expectations of certain contracts, from here on referred to as the moment
contracts. Hence the above recipe can be used for this purpose. But under some
circumstances we can enormously simplify the problem by finding that there are
sometimes traded contracts whose payoff functions are themselves quite similar to
those of the moment contracts. For this reason we take a closer look at currency
options markets.

It occurs that in markets for currency options there are usually three exchange-
traded contracts for several currencies and maturities which represent each bets
on volatility, skewness, and kurtosis'®: the at-the-money straddle, the 25-delta risk
reversal, and the 25-delta strangle. The at-the-money straddle is a combination of
two long positions in a standard call and put options which are struck at-the-money.
The other two positions each involve a call and a put options which are both out-of-
the-money such that their deltas are equal to 0.25. Whereas the risk reversal requires
a short position in the put and a long position in the call, the strangle consists of two
long positions. This means that the strangle can be seen as a straddle which is pulled
apart symmetrically to its strike price. These three contracts give approximations of
the moments we are looking for.

In order to make this plausible, we make the simplifying assumptions that the riskless
interest rate is equal to zero and that the asset returns X; = log(St/Sp) in our
exponential Lévy model have zero expectation under any flexible martingale measure
Q. Maturity dates are always set to t = T'. Beginning with the straddle with strike
K =5y, its price Cyy is given by

Cool = E[(S — So) ] + EQ[(So — Sr) ] = EQ[|Sr — Sol]. (3.5.1)

Under our assumptions the risk-neutral variance of the returns X can be obtained by
valuing the contract paying (log(St/ SO))2 at maturity. A Taylor expansion around
Sp leads to

St

2
1
log [ == = |8 —Sol>+O(|Sr — S| for Sp— So.
{0g<50)} SS' ol“+ O(|St — Sp|° for Sp 0

Taking this approximation for granted, we obtain

1/2

£Q {log (%) }2] ~ [EQSy — Sof2]"? (3.5.2)

'9This remark is due to Peter Carr. See also Gereben (2002).

So
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Volatility Skewness Kurtosis
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Fig. 3.1. Comparison of payoffs at maturity of moment contracts and exchange-traded
combinations where the former are depicted by solid and the latter by dashed lines. From
left to right: Approximation of Sy times volatility by the straddle, of skewness by the
risk reversal and of the kurtosis by the strangle. Data of example: Sy = 10, ops = 0.4
and T =1

where the term in square brackets on the left hand side of (3.5.2) is equal to the
risk-neutral volatility. Moreover by Jensen’s inequality and (3.5.1) we have

(9187 — So2]'? < EQISy — So = Char. (3.5.3)

Now our line of reasoning becomes less formal: Given that the approximation (3.5.2)
is not that bad and the inequality (3.5.3) is rather tight, putting together (3.5.2) and
(3.5.3) imply that the payoff of the at-the-money straddle is approximately equal to
So times the risk-neutral volatility. But this means that an approximation of the
latter can be directly inferred from the market price of the straddle.

The first picture in Figure 3.1 shows the payoff function of the straddle and the one
of the left hand side of (3.5.2) for Sy = 10 and T' = 1. It suggests that the approxi-
mation is not that bad.

The standard deviation obtained through this procedure has been determined with-
out assuming any model for the behaviour of the asset prices. Contrary to this
procedure, it is market practice to use the implied Black-Scholes volatility o pg of
the straddle as the risk-neutral volatility. This proxy will be used for the scaling of
the third and fourth moment to obtain risk-neutral skewness and kurtosis.

The contracts for obtaining the exact values of skewness and kurtosis of the risk-
neutral return distribution are

1 St 3 1 St 4
L pa {10 <_>} resp. — EQ {10 (_)} . 354
=, el s, p T el s, (3.5.4)

We add the assumption of ogg = 0.4 to the above example and can once more see
from the second and third picture of Figure 3.1 that the risk reversal and strangle
should have prices pretty similar to those of the moment contracts in (3.5.4), i.e. to
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skewness and kurtosis.

As a matter of course, these conclusions do only make sense if the prices of those
three contracts are backed by a sufficient market volume, i.e. if their prices can
reasonably be regarded as true market valuations.

It goes without saying that as the above contracts are simple combinations of call
and put options, this technique is extendable to all options markets where call and
put options are frequently traded. The only problem could be to have the suitable
strikes available to synthesize these combinations.

3.6 Implementation and examples

In this section we will illustrate the application of the tool of linex measures by
means of an example. We choose a tempered stable Lévy process with parameters
c=03, A\_ =3.75 Ay = 4.0 and v = 0.6 yielding'! vol® = 0.28, skew® = —0.10
and kurt® = 5.81 for the statistical standardized central moments. The expected
value of the drift is set to a tiny 0.0002 % per year. The number of sampling points
on each side of the origin is taken to be eight, and the exponential parts grow with

the coefficient §_ = 6, = 1. The support of the inner part of the measure change
function is [~6.0...—1078]U[1078...6.0], which is partitioned by a geometric spac-
ing with parameters o_ = 0.7 and oy = 1.3.

We solve the minimization problem (3.3.12) for four different parameter constella-
tions which differ only in the risk-neutral standardized central moments vol Q, skew®
and kurtQ. The first case is a benchmark case. The second, third and fourth constel-
lations each change only one moment in order skew®, kurtQ and vol®. The change
in volQ is a special case, which remains to be seen in the following sections. The left
column of Fig. 3.2 gives all the necessary information.

3.6.1 Measure change functions

Theoretically, the problem (3.3.12) is a standard optimization problem. However,
there are a number of practical issues to be tackled in order to implement it on the
computer. The algorithm to solve (3.3.12) involves a line search at each optimiza-
tion step, which makes it quite possible to find a vector y with one or more negative
components. This means that occasionally the algorithm evaluates the relative en-
tropy for a measure change function which becomes negative somewhere and thus
gives a complex-valued result. This of course renders the obtained results useless re-
spectively causes the algorithm to diverge. The constituting function of the relative
entropy is y' — y'log(y’) — (v’ — 1). The solution to this problem is to extend this
function continuously in way that does not change its monotonicity structure. This
is done by
/ y'log(y')— (' =1 , ¥ >0
T R 65

11 A1l considered volatlites are annualized.
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Continuity, which is required for an application of the optimization algorithm follows
from lim,/ o4 3 log(y’) = 0.

The number of sampling points of the measure change functions in the example
is a compromise between having enough degrees of freedom and a relatively fast
computation. The number of variables to be determined must be bigger than the
number of equality constraints, i.e.

ky + k. —2>4 (3.6.2)

in order to obtain a solution. The appropriate type of spacing turns out to be the
geometric one because in this and in most other examples it proves to be more flexi-
ble than the equidistant spacing in finding a feasible linex measure change function,
i.e. one that satisfies all the restrictions of (3.3.12).

The determination of the optimal measure change function in the sense of (3.3.12)
proceeds as follows: First, assuming (3.6.2), we try to find a feasible solution by
solving all 4 x 4 subsystems of My = (§ that are not numerically singular and yield
a positive solution. A positive solution y* of these smaller problems is in any case
a solution of the original problem provided that the vector y* is extended by zeros
at those entries which correspond to eliminated columns. The mean of all these
solutions is again a solution and is taken as the initial value for the optimization
algorithm. This procedure results in most relevant cases in a positive solution of
My = . We call this solution the unconstrained linex measure.

Beginning with the found initial value we start the optimization algorithm and find
four measure change functions yi, yo, ys and y4 for each of the four cases we are
investigating. They are drawn in the right column of Fig. 3.2.

Unfortunately, we did not succeed in imposing a condition on the shape of the mea-
sure change function for the given parameter configurations. More exactly, a condi-
tion of this type causes the algorithm to diverge. The four resulting measure change
functions y1, ye, y3, and y4 are depicted in the right column of Fig. 3.2.

3.6.2 Pricing

For a demonstration of the technique of linex measures we have chosen a tempered
stable Lévy process because its characteristic function under the linex measure can
be analytically computed. The only challenge is to provide a fast algorithm for the
computation of the incomplete gamma function for complex arguments to which the
cumulant function (3.1.2) is reduced. Given such a representation of the cumulant
function we can then effciently price options by the Fourier inversion technique sum-
marized in Section 1.6.
For v < 0 we have

I(—v,z) = %(zﬂ’efz —T(1-v,2)). (3.6.3)
This follows from putting together three formulae from Abramowitz and Stegun
(1972): Combining the recurrence formula 6.5.22 for the incomplete gamma function
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Lévy process:

c=0.3 A_=3.75 A =4 v=0.6
Statistical parameters: Ot
Vol=0.28 Skew=-0.10 Kurt=>5.81
Risk-neutral parameters:
Vol=0.28 Skew=-0.10 Kurt=4 =20t
Linez specification of y(x):

k_—8 ki—8 60_—1 0,-1

Inner part: [-6 ... =107 U [1078 ... 6] -40 : . .
Spacing: geometric o_=0.7 o04=1.3 -5 0 5

log(y, ()

Lévy process:
c=0.3 A_=3.75 A =4 v=0.6
Statistical parameters: O logly,x)

Vol=0.28 Skew=-0.10 Kurt=5.81
Risk-neutral parameters:

Vol=0.28 Skew=-0.6 Kurt=4 =20+t
Linez specification of y(x):

k=8 ky—8 0_—1 0,-1
Inner part: [-6 ... =107 U [107% ... 6] -40 : : :
Spacing: geometric o_=0.7 o04+=1.3 -5 0 5

Lévy process:
c=03 A_=3.75 A =4 v=06
Statistical parameters: Ot

Vol=0.28 Skew=-0.10 Kurt=5.81
Risk-neutral parameters:

Vol=0.28 Skew=-0.10 Kurt=6 =20+t
Linex specification of y(x):

k-=8 ky=8 6_-=1 06,=1
Inner part: [-6 ... =107 U [107% ... 6] -40 . . .
Spacing: geometric o_=0.7 oc4+=1.3 -5 0 5

log(y,(9)

Lévy process:

c=0.3 A_=3.75 A;=4 v=0.6
Statistical parameters: Ot
Vol=0.28 Skew=-0.10 Kurt=>5.81
Risk-neutral parameters:
Vol—0.40 Skew—0.10 Kurt—4 -20¢|
Linex specification of y(x):

k-=8 ky=8 6_-=1 06,=1

Inner part: [-6 ... =107 U [107% ... 6] -40
Spacing: geometric o_=0.7 o4+=1.3 -5 0 )

log(y, (69)

Fig. 3.2. Parameter configurations and implied measure change functions for the four
cases: benchmark case, high negative risk-neutral skewness, high risk-neutral kurtosis,
high risk-neutral volatility (from top to bottom).



3.6. IMPLEMENTATION AND EXAMPLES 83

with 6.5.3 and 6.1.17 for the ordinary gamma function we derive (3.6.3). This equal-
ity reduces the computational costs by implying that it is enough to evaluate the
incomplete gamma function only for the first coefficent 1 — v although the algorithm
requires both I'(—v, z) and T'(1 — v, 2) to be evaluated for many different values of z.
Due to the special form of the linex measure change functions the really time-
expensive part of the pricing procedure is the computations of the coefficients of
M in (3.3.12). But they depend only on the statistical parameters. Given these pa-
rameters we can very fast calculate option prices for different settings of risk-neutral
parameters.

We compare the pricing performance of the linex measures with both the Esscher
change of measure and Black-Scholes prices. The Esscher transform comes along
with the measure change function y(z) = ¢ where 6 € R is the unique solution of
the martingale equation

b—r—i—/ (e* — 1) K (dz) = 0

which amounts to solve
b—r+ A_[-00,0,60,0] + A+[0,00,0,0] =0 (3.6.4)

for 6.

In order to show the inadequacy of the Esscher technique as regards the implied
risk-neutral moments, equalities (3.3.8) and (3.3.9) are used the other way round:
The cumulants k%° for j = 2, 3,4 are easily calculated from the risk-neutral cumulant
function such that (3.3.8) and (3.3.9) yield the standardized central moments under
Q¢ namely

es es
K3 Ky

es __ es es __ es —
vol® = \/KS*, skew® = 7(1%55)3/2’ kurt 3+ R (3.6.5)

For the example we price standard European call options on an underlying asset with
current price Sy = 20, time to maturity T' = 1 year, and a risk-free interest rate of
2% p.a. for strike prices around Sy'2.

Fig. 3.3 shows the results. The left column compares prices obtained with both the
linex and the Esscher change of measure with Black-Scholes prices by drawing their
difference whereas the right column shows the difference between linex and Esscher
measure. The rows show the four cases described in section 3.6.1. The abscissa
shows the moneyness K/Sy'3. Hence out-of-the-money (OTM) options are on the
right hand side of 1.

For the volatility parameter in the Black-Scholes formula volQ is used, which should

121t is understood that the choice of the time to maturity is just for illustrational purposes.
Significant deviations from Gaussianity can be observed for daily or intra-day data; hence one
would not use the present model for pricing options with as much as one year to maturity.
13Recall that in the literature there are multiple definitions of moneyness.
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Linex—-BS (1) and Esscher-BS (2) Linex—Esscher
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Fig. 3.3. Comparison of all four cases in terms of pricing behaviour: For the option
described in the text the left column shows the pricing performance of both the linex
measure and the Esscher measure compared to Black-Scholes prices. The right column
depicts the price differences between linex and Esscher pricing.

come close to some implicit volatility estimate. By this procedure we try to imitate
pricing by implicit rather than historical volatility. It would be quite unfair for the
Black-Scholes formula to use the latter one when comparing it to a measure which
is adjusted to risk-neutral parameters.

The Esscher corrections of Black-Scholes prices have the form which is typical for
Lévy prices. According to a general agreement in the literature the risk-neutral dis-
tribution has the same qualitative features as the statistical one - less mass for values
around the mean and more mass in the tails compared to the Gaussian distribution -
it can be seen from the pricing formula that Lévy prices are lower for options around
the at-the-money option and higher for those which are far out-of-the-money. The
reason for the latter observation is that in a heavy tail environment OTM options
have a greater chance to become I'TM than in the Gaussian case.

Linex prices have the same characteristics concerning the direction of Black-Scholes
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price corrections. In the benchmark case linex prices, which are by their definition
closer to the market, correct Esscher prices in the direction of Black-Scholes prices.
Hence Esscher prices deviate too much from Black-Scholes prices for both the over-
pricing and the underpricing case.

The case of high risk-neutral skewness gives a highly asymmetric picture. This phe-
nomenon corresponds to a situation where investors have a very pronounced degree of
risk-aversion and therefore put more mass on losses in their subjective expectations
of future asset prices. In such a situation the traditional instruments for protection
against downside risk, OTM put options, have a greater price as compared to the
benchmark case. The counterpart of this observation is that OTM call options are
relatively cheap. And the latter statement can be verified in Fig. 3.3 where the
prices of call options are drawn.

Volatility smile — Linex (1) vs. Esscher (2)
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Fig. 3.4. Volatility smile of linex prices (dashed lines) each compared with the Esscher-
implied volatility smile (solid line), which is identical for all cases. Note the different
scaling of the ordinate of the lowermost picture.
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Forcing up the risk-neutral kurtosis gives a picture which comes quite close to the
Esscher structure. This is not very surprising because the risk-neutral parameters
enforced by the Esscher change of measure are not far away from the ones of the linex
measures, i.e. vol@ = 0.28 vs. vol®® = 0.28, skew® = —0.1 vs. skew® = —0.3, and
kurtQ = 6 vs. kurt®® = 5.91. The skewness gap, which makes up the only significant
difference, can be seen from the third picture in Fig. 3.4 by the more pronounced
curvature of the Esscher volatility smile. All in all, this gives an indication that the
risk-neutral distribution is quite satisfactorily captured by the second, the third, and
the fourth moment.

A completely different picture is obtained in the latter case where statistical and
risk-neutral volatility are very different. As the Esscher measure does not take into
account risk-neutral volatility, it ignores this difference. On the contrary, Black-
Scholes prices do if implied volatility is used. Hence in this case they should be
preferred to Lévy-Esscher prices. Typically, in empirical studies (e.g. Corrado and
Su (1997)) the estimated risk-neutral skewness is highly negative - often even more
negative than in our high skewness case - , contradicting our Esscher-implied values,
and the kurtosis is not as big as in our Esscher case.

Fig. 3.4 is a very interesting conclusion from the pricing behaviour of the considered
models. It depicts the volatility smile which is implied by the different measures.
In our parameter configuration, the Esscher measure implies a very pronounced cur-
vature of the smile, and the smile is almost symmetric. Contrary to this, a high
skewness translates into a very asymmetric shape of the volatility smile, which is
then called volatility skew. But this is exactly what has been increasingly observed
since the crash of 1987. Hence, linex pricing in the scenario of the third case is much
closer to reality than pricing with the Esscher measure.

Again the case of a high risk-neutral volatility compared to the statistical one shows
how wrong Esscher pricing becomes in this case.

More interesting in practical terms are the relative instead of the absolute differ-
ences. Again, for all four cases, the solid lines in Fig. 3.5 show the relative percentage
differences between implied volatilities of Linex and Esscher pricing. And once again
we see that for the range of strike prices considered we have differences up to 20% in
implied volatility for the first three pictures and an even bigger discrepancy for the
difference in the case of differing risk-neutral volatilities.

The dashed lines in Fig. 3.5 examine a totally different aspect of the linex change of
measure. In Section 3.6.1 we have said what we understand by a unconstrained linex
measure: It fulfills all the equality restrictions of a linex measure, but it only served
as the initial value of the relative entropy minimization. The dashed lines show
the percentage differences of implied volatilities between the linex measures and its
corresponding starting values. Hence they are expected to reveal some information
about to what extent the three assumed moments pin down the price of an option.
If they covered all the information content in option prices the dashed curves should
be straight lines identical to zero. A large deviation would mean that we should add
higher moments in order to better capture the risk-neutral distribution. Fig. 3.5
reveals that the deviation is quite small with the exception of the high kurtosis case.
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Rel. differences of implied volatilities — Unconstr. Linex (1) / Esscher (2) vs. Linex
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Fig. 3.5. Volatility smile differences in % for the cases of Fig. 3.4.

It is in particular small for the high skewness case, which, as we said, is the most
likely scenario for present-day options markets.

3.7 Concluding remarks

This chapter has shown on the one hand that Lévy models are not always closer to re-
ality than the classical Black-Scholes setting. The reason is that the non-uniqueness
of the martingale measure gives rise to many methods of selection which may be
consistent with economic theory and lead to a fast and efficient pricing algorithm
but which are not in line with observed exchange-traded option prices, provided that
a sufficiently liquid market for the latter exists. Pricing with the Esscher trans-



88  CHAPTER 3. MOMENT-MATCHING OF THE CHANGE OF MEASURE

form is one example of this procedure: Esscher pricing only depends on statistical
parameters and implies a certain structure of the risk-neutral distribution which in
general is inconsistent with the risk-neutral distribution observed in the market. In
the above example, compared with the magnitude usually found by empirical stud-
ies, the implied risk-neutral skewness following the Esscher approach is too low in
absolute value. Moreover, the implied kurtosis is far too high.

On the other hand it has been shown that this deficiency can be mended by modelling
explicitly the measure change process so as to equate the theoretical risk-neutral
moments to the empirical ones estimated from exchange-traded option price data.
Hence we use statistical as well as risk-neutral moments to price options, contrary
to Esscher pricing (only statistical parameters) and pricing by statistical martingale
measures (only risk-neutral parameters). The approach of linex measures comes up
to these requirements by offering a flexible form of the measure change function,
partly linear, partly exponential, in such a way that finding a feasible solution is
essentially a linear, thus simple problem. Based on the analysis of an example we see
that linex measures have the potential to explain the volatility smile within a very
simple Lévy model. Through this approach we succeed in connecting the curvature
resp. the asymmetry of the volatility smile to the risk-neutral moments kurtosis resp.
skewness.

The entire analysis is performed with tempered stable Lévy processes offering both
a reasonable fit to stock return data and a simple structure of the Lévy measure,
which is essential to get analytical results.



Chapter 4

Non-linear dependence and option
pricing

4.1 Introduction

In this chapter an approach of valuing basket options is developed where the under-
lying assets are modelled by a two-dimensional jump-diffusion process with skewed
and leptokurtotic returns and a more general dependence structure than the usual
linear dependence in Gaussian models. The approach is based on the theory of Lévy
copulas, which originates from Tankov (2003) and which is outlined in Section 1.7.
Parts of this chapter are based on Wannenwetsch (2004).

The procedure is arranged in four steps. In Section 4.2 a comprehensive one-
parameter family of positive Lévy copulas is introduced. The aim of this construction
is to represent all possible degrees of tail dependence by a suitable choice of the
parameter. At the same time the tractability argument enforces it to be as simple
as possible in the sense that it should be possible to integrate the resulting Lévy
measure analytically in order to obtain an analytical expression of its characteristic
function via the Lévy-Khinchin theorem. This opens up the possibility of pricing by
Fourier inversion and Fast Fourier transform. All the analysis is limited to the two-
dimensional case. This restriction is unfortunate but the general case does not seem
to be a trivial extension. However, the main focus of this section is on highlighting
the effect of non-linear dependence on option pricing via a tractable model, and
for this purpose two dimensions are sufficient. Moreover, many interesting cases of
practical relevance can be traced back to the two-dimensional case.

With the help of the Lévy measure obtained this way Section 4.3 constructs a two-
dimensional version of Kou’s model, described in Section 1.5.3, which is given in
terms of its characteristic triplet and an analytical expression of the characteristic
function.

Section 4.4 gives a method of valuing basket options on a portfolio of two assets which
are modelled according to the new model. A strong point of the model is that all
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moments of the two-dimensional return process can very easily be exactly calculated
without having to resort to numerical methods. By a suitable transformation of
the payoff function of a basket option it is possible to reduce the multidimensional
pricing problem to a one-dimensional one which is solved by Fourier inversion.

The last step in Section 4.5 evaluates the model as well as its pricing performance
for a set of artificial data and tries to quantify the pricing error which traditional
models make by just using linear correlation as a dependence measure.

4.2 A comprehensive family of bivariate Lévy copulas

This section introduces a family of positive Lévy copulas in two dimensions. The
integral of the Lévy measure, which is constructed out of two marginal distributions
and a member of this family, can be comfortably decomposed into a sum of simpler
integrals with respect to the marginal Lévy measures. Finally, the questions of tail
dependence and simulation of the jump size distribution are dealt with.

4.2.1 Definition
Proposition 4.1. For 6 > 1 the following functions Cy : [0,00]? — [0, co] with

Co(u,v) :== H—il(min(ﬁu,v) + min(u, 6v)) (4.2.1)

form a comprehensive family of Lévy copulas. The complete dependence copula is
attained by 0 = 1, and 0 — oo yields the independence copula.

Proof. Tt can easily be seen that Cy is grounded and has the right margins. To see
that Cy is 2-increasing consider a 2-box [u1,ug] X [v1,v2], U < ug, v1 < ve and

Ve ([u, ug] x [v1, va])

1
- {VCH([Gul,HUQ] x [or,va]) + Ve ([un, uz] x [01}1,91)2])} >0,
which follows from the fact that C) is a Lévy copula and thus 2-increasing. The
other statements are obvious. U

We can construct new Lévy copulas by building convex combinations of some
copulas Cy. This can be done for discrete and continuous integrals which we denote
differently because they have rather different properties.

Definition 4.2. Let

Cuwy0(u,v) == de(H)CQ(u,v) (4.2.2)
/e

where © is a countable subset of [1,00] and wg : © — [0,1] is a weighting scheme
with Y pce wq(0) = 1. Moreover, let

Cu, (u,v) = /100 we(0)Co(u, v)db (4.2.3)
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where w, : [1,00) — Ry is continuous and such that [ w.(0)dd = 1.

Definition 4.2 assumes of course that w. and wg are such that the corresponding
integrals exist.

Proposition 4.3. For O, w. and wy satisfying the assumptions of Definition 4.2,
Cuy,0 15 a singular Lévy copula with support

U {(u,v) € [0,00)%|0u = v or u = v}
fcO

whereas Cy, s absolutely continuous with full support.

Proof. The first statement is obvious if one recalls that the complete dependence
copula is singular with support {(u,v) € [0,00]%|u = v}! and that a countable union
of sets of measure zero has again measure zero. For the copula C,, we have

Cu,(u,v) = /1 we(0) <0+L1 min(fu, v) + H—j—l min(u,@v)) do

max{1,v/u} CS)
1 0+1 max{1,v/u} 0+1

max{1l,u/v} oo
—i—v/ ch(e)de - u/ wc(e)de.
1 0+1 max{l,u/v} 0+1

For u > v this equals

v
1 0+1

o0 u/v oo
wel0) g 4y / Owel0) g oy [~ 20) 4
1 0+1 ww 0+1
where it can immediately be seen that C,,(u,v) is differentiable in the cone A; :=
{(u,v) € (0,00) x (0,00)|u > v}. By symmetry we have differentiability in A; U As
where A := {(u,v) € (0,00) x (0,00)|u < v}. We find that

0? u we(u/v) for u > v
T O uyv) =14 vouty 4.2.4
Judv () { %% , foru<w ( )

and for an arbitrary element (u,u) of the diagonal we have by the continuity of w

lim (ul,n wc(”l,n/”l,n)) _ wc(}) — lim (UQ,n wc(UZ,n/UQ,n))

Vin Ulp T Vin Van U2p + V2n

n—oo 2u n—oo

for sequences (41, V1,n)nen in A1 and (ug n, V2.5 )nen in Az both converging to (u, ).
|

!See e.g. Embrechts et al. (2001), p.8.
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The Lévy copulas given above are defined in a way to construct tractable bivari-
ate models for the joint movement of two dependent financial assets: Together with
some specific Lévy measures on R they result in a two-dimensional Lévy measure via
Theorem 1.31 that is easy enough to integrate analytically the exponential function.
But with Theorem 1.14 in mind, this means that one can build bivariate Lévy pro-
cesses with an analytical representation of their characteristic functions.

Cuy,0 and Cy, provide a more realistic structure of the jump copula than Cy does,
in the sense that they their support is bigger than the one of Cy, and there is no
economic reason why one should a priori limit possible jump sizes.

A final remark concerns the copula C,,,. As w, is a continuous non-negative function,
the finiteness of [ w(0)df implies that w(§) — 0 for § — oo, which in turn means
that the independence copula cannot be attained by any choice of w. A possible
remedy would be to build a convex combination of C, and the independence copula.
In the following, we will deal only with the basic Lévy copula Cy. This is because Cy
itself seems to provide quite a realistic dependence structure of equity returns, and,
secondly, because C,,, ¢ is simply a linear (possibly infinite) combination of Lévy
copulas of the type Cy, hence extensions are possible and trivial.

4.2.2 Integration of the Lévy measure

Throughout this chapter we will maintain the following assumption:

Assumption 4.4. For every one-dimensional tail integral U we have

U(0+) := tl—l>r(])n+ U(t) < o0.

Two remarks must be made: First, Assumption 4.4 means that only integrable

Lévy measures, which lead to finite activity Lévy processes, are considered. Second,
Definition 1.27 requires that U(0) = oo, hence we always have a discontinuity at zero
of all tail integrals.
Given two tail integrals U; and Us of one-dimensional Lévy measures K7 and Ko,
which satisfy Assumption 4.4, we can define a two-dimensional tail integral with the
help of the copulas introduced in the preceding section. As will be argued in Section
4.5 the very simple copula Cy already suffices to produce interesting and realistic
dependence structures. Hence we will restrict ourselves to this special copula in the
following. The step from this tail integral, denoted by Uy, to the corresponding Lévy
measure, called Ky, is done by Proposition 1.29. We have

Ug(z,y) = Co(Ur(z), Ua(y))- (4.2.5)
To ease notation we assume without loss of generality

Assumption 4.5.
Uz (0+)

Uy (0+)

> 1.
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As 6 > 1 this implies
U1(0+)
Uz(04)°

The support of Cy, which was derived in Proposition 4.3, implies a very special
structure of the support of Ky. It consists of parts of the axes, representing jumps of
only one component, and an off-axis part, where both components jump at the same
time. As for this point, the following proposition distinguishes two cases depending
on the size of 0:

0>

(4.2.6)

e 0> %83 Define the two functions g, 05 : R4 — Ry describing the off-axis

support of Ky by

0Ui(0q(y)) = Uz2(y+) and Ui(z+) = 0Uz(0p(2)).

Us(0+)
* < T
by

. In this case let ¢4,65 : Ry — R4 be the functions implicitly given

U (z+) = Ua(sa(z)) and Uji(z+) = 0Uz(sp(x)).

The support of the Lévy measure Ky is the union of the sets

X = {(z,y) ERiw:O}? Y :={(z,y) ERikC:O}
Do = {(2,9) € RV (0 +) = Ualy )}, Dy i={(z,9) € RY|Ua (o) = 0Ua(y+)}-

For § = 1 we have D, = Dy. If § > 1 we have for (z,y%) € D, and (z,y") € D, the
relation Us(y?) = U1 (Z) = 02U (y®) > Ua(y?), which means that y* < ¢°, i.e. D, is
completely below Dy, and there is no point of intersection. Both cases are depicted
in Fig. 4.1 for the special case where the graphs of D, and D, are straight lines. The
integration with respect to Ky proceeds as follows:

D,

X X
T T

Fig. 4.1. The supports (=union of X, Y, D, and D,) of the two-dimensional Lévy
measure Ky for the two cases 6 > Us(0+4)/U1(0+) (left) and 8 < Uy (0+)/U1(0+) (right)
which are considered in Proposition 4.6.
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Proposition 4.6. Let f : R2 — C be a continuous function, and let Assumption

4.4 be satisfied. If 0 > 5283 then

//fxngdxdy 9+1/ fxOKl(dx+—/ £(0,y) Ko (dy)

9+1/ fa:ab ))K1 dac +9+1/ fUa Kg(dy)

(4.2.7)
where z* = 04(0) and y* = 04(0), and i gfggig then
0
[ [ st = [ so.mmaa + 50 / £0.)Ka(dy)
g | s K + g [ @) Kadas)
with Yy = ¢4(0) and y; = (0).
Proof. Appendix C.1. O

4.2.3 Simulation of the jump size distribution

As the preceding calculation shows, the finiteness of the Lévy measures K; and
K> is passed on to the finiteness of Ky. Hence it defines the jump structure of a
bivariate compound Poisson process. This section describes how to simulate depen-
dent positive jumps which arise from Ky. This is essential for the simulation of the
jump-diffusion process to be defined in the next section under the name Kou’s two-
dimensional model.

We are given two one-dimensional Lévy measures with mass on Ry with tail
integrals Uy and Us. Coupling them with the Lévy copula Cy results in the two-
dimensional tail integral Uy given by (4.2.5). The resulting Lévy measure has mass

A= Kp(R ) Ui(0+) + U2(04) — Co(U1(0+), Uz (0+)).

This means that the jump size distribution II7 is given by its tail integral

- 1
W(X za,Y 2y) = 3Us(w,y), (4.2.8)
where X resp. Y are the random jump sizes of the first respectively the second
component. We start by computing the conditional distributions IT/ (X > x|Y = ¢/),
which splits up into a total of three cases depending on the value of 3’ > 0. We do
all this only for the first case considered in Proposition 4.6.
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Given that 0 < y <y’ < ¢, we obtain by definition of a conditional probability

j . . Cy(Ui(x),Uz(w) — Co(Ur(x), Ua(7))
WX 2ow<Y <9 = F0,0),0:) - Col01(0), Uala))
_ C@(Ul(x)7U2(y)) - CB(Ul(x)vUQ(g)) (429)
Us(y) — U () o

We observe that for y — 3/, ¥ — v’ and 3’ > 0 the tail integral of the conditional
jump size distribution can only take three different values: II/(X > z|y <y’ < 7) =
1or Wll or 0.

Coming back to the announced three cases we assume first that 3y’ > y* where y*
stems from the proof of Proposition 4.6. Let (z7,y’) and (z4,y’) be the points on D,
and Dy, corresponding to v/, i.e

U (1) = Ua(y) and  Us(zh) = 0Ua(y').

Then we obtain from (4.2.9) that I17 (X > z|Y = 3/) is the tail integral of a Bernoulli
distributed random variable where

; 0 ; 1
(X =21|Y =¢) = —— d V(X =Y =¢) = ——.
(X =afy =¢) = 75 and (X =ablY =y) = =
In a corresponding manner, the second case y’ < y* results in
Hj(X:O\Y:y’):L and HJ’(X:x’yY:y’):L
0+1 2 041

Finally, tackling the third case, we assume 3’ = 0, i.e. Y does not jump. This case is
different because conditional on the event {Y = 0}, X has a continuous distribution:

Ce(Ul(x),U2(0) Ul(x) 2(€))
limg,0(Co(U1(£), U2(0)) — Co(Un( ) 2(€)))
_ Ui (z) — 57 (Ua(e) + Ui ()

(

limg_o{U1 (&) — giq[U2(e) + Un

(X >z0<Y <e) =

Sli;

such that for € — 0 we obtain

HUl(Z') — U2(0+)

V(X >2]Y =0) = 0U1(0+) — Uz(0+)°

Given a random variable generator for the distribution of Y with the tail integral
Us(y)/U2(04), we are thus able to simulate the two-dimensional random variable
(X,Y). Kou’s model can easily be simulated by the standard inversion method
because the inverse of the jump size distribution function can be obtained explicitly
and is equal to (1.5.10).



96 CHAPTER 4. NON-LINEAR DEPENDENCE AND OPTION PRICING

4.2.4 Tail dependence of a Lévy copula

Tail dependence is an asymptotic concept of dependence for two random variables
X and Y which assesses how likely it is to have two big realizations of X and Y at
the same time, where big is meant in terms of the absolute value.

Definition 4.7. Let II7 be a probability measure which at the same time is the two-
dimensional jump measure of a jump-diffusion Lévy process and which is constructed
according to (1.7.2) from a Lévy copula C and two tail integrals Uy and Us. Then
Il has a coefficient of tail dependence \c

provided that this limit exists.

It is interesting to observe that tail dependence is a copula property, independent
of the marginal tail integrals resp. Lévy measures. Definition 4.7 is inspired by a
similar definition for probabilistic copulas?. The difference with this definition is due
to the fact that in our case we work with tail integrals instead of distribution func-
tions. The intuitive justification of the definition is as follows: Let (X,Y") be random
jump sizes with probability distribution I17, and consider for u < min{\1, Ao} (with
A1 and A2 denoting the masses of the Lévy measures of X and Y') the conditional
probability
(Y > Uy Hu)| X > U Hu)). (4.2.10)

Plainly speaking, this is the conditional probability of a big value of Y given that X
is big. The bigger u the more one approaches the extreme values of the jump size
distribution. Using the representation (4.2.8) of I17 and the definition of a conditional
probability, IV is equal to

V(X > Ufl(u),Y > U{l(u)) _ C(u,u)
(X > U; (u)) u

This interpretation makes clear that we have always A¢ € [0,1]. Having once more
a look at equation (4.2.10), one observes that u cannot be interpreted as a quantile,
which is the usual thing to do in the analogous definition for probabilistic copulas.
The reason is that U; and Us are not tail integrals of a probability distribution
but of a Lévy measure. Despite of this lack of interpretation, the coefficient of tail
dependence of Cy is in line with our intuition. We obtain

2

0+ 1

which means that for the complete dependence case § = 1 we have maximal tail
dependence A\¢, = 1 whereas A\¢, = 0 for two independent Lévy processes (6 — 00).

Hence Cy can incorporate all degrees of tail dependence in the sense of our Definition
4.7.

2See Embrechts et al. (2001), p. 15.

Ac,
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4.3 Kou’s model in two dimensions

This section develops a model which can be seen as an extension to two dimensions of
Kou’s model, which was sketched in Section 1.5.3. Kou’s model in conjunction with
the Lévy copula Cy results in a two-dimensional jump-diffusion process which can
incorporate some realistic properties while it is still tractable in the sense that it al-
lows to obtain an analytical expression of the characteristic function. This especially
entails the ability to exactly calculate all moments of this process.

4.3.1 Kou’s Lévy measure in two dimensions
Lévy measure for positive Lévy copulas

As a first step towards the extension of Kou’s model to two dimensions we deal with
the case of coupling two subordinators of the Kou type via the copula Cy. The tail
integrals Uy and U, are then given by

00, z=0 00, y=20
U(z) = pihaie™™#% 0<z<oo and Us(y) =<{ palee 2+Y 0 <y < oo
0, T =00 0, Y =00

where 0 < p1,p2 < 1, A1, A2, A1+, 24 > 0. Then the tail integral Uy(z,y) =
Cy(U1(x),Us(y)) of the resulting Lévy measure Ky is given by

- (min{&pl)\le’)‘H“, pg)\gef)‘%'y }

)
J:min{m)\le*h”, Opodoe 24V} | x>0,y >0

Ug(z,y) = ¢ pihre M+2, z>0,y=0 (4.3.1)
padoe™A2HY, =0,y >0
09, z =0,y =0.

The aim of this subsection is to compute the characteristic function of the two-
dimensional version of Kou’s model, which essentially amounts to applying Proposi-
tion 4.6 to the function f(z,y) = e HiEY e to compute

/ / 6izx+iz/yU9(dCL‘, dy)
=0 Jy=0

We still maintain Assumption 4.5, which in this case takes the form

g > A
P22

The sets D, and Dy from the previous section are

D, = {(az,y) € R3_|‘9p1)\1€_)\1+m = p2)\2€_)‘2+y} and
Dy = {(z,y) € Ri‘]ﬁ)\le_)‘l“” = 9]92)\26—)\2+y}7
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from which we have that

Aoy 1 ( pl)\l)
oaly) = 22y og (9P
(y) e\,
ALy 1 ( pz)\z)
op(x) =¢p(x) = —x+—1Ilog|O0—— |,
(@) = <o(@) Aog Aot & P11
ALy 1 (1102)\2)
Sol) = —ax+—log|-—],
(2) Aoy Ao+ & 0 p1A1

which are all positive at zero for the corresponding parameter configurations, thus

determining the points x*, y*, y;,y; > 0.
P22

In the light of Proposition 4.6 we obtain for the parameter configuration 6 > e

the integral over D, as
/ f Ua KQ(dy)

/ exp { [ Y+ —l <9pl—)\1)] + iz/y} Paadare 22+ dy
0 )\1+ A1+ p2A2

A o0 A
PaA2 A2t exp —1 HM / exp q — | Aoy — 22 gy y o dy
M+ P22 0 Ay

_ P2A2AL A2t ——exp [ i (07’—“1)] (4.3.2)
)\1+)\2+ — ’LZ/\2+ — 1z )\1+ )\1+ pg)\g

By analogy with (4.3.2), we obtain for the integration on D}, by interchanging indices
as well as z and 2’

5(0:27) = [ flaoo)Kido)

PIAIAL L A2 [izl ( P2A2>]
= - - exp |— log { 0——=]|. (4.3.3
A1+ Aoq — 1zA14 — 12/ Aoy P Aog & P11 ( )

The other case 6 < 2212 is done similarly, and one has

(02, 2) = Awf@xamﬂnwm

_ DIAIALL Aot exp |: 12 o <1p2)\2):|
)\1+)\2+ — iz)\1+ — iz’)\2+ )\2+ 0])1)\1

and

P;(0;2,2') = /000 f(x,sp(2)) Ky (dz) = BF(0; 2, 2').

From the arguments of the above exponential functions to be integrated - e.g. in
the line above (4.3.2) - one verifies that these computations can be done for (z,2’) €
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My = {(¢¢) € CPA Aoy + A2+ S(0) + Ay S(¢) > 0}

Hence, by Proposition 4.6 we have for 6 > Zi:\\f and f(z,y) = elzrtizly

/ / YR (e, dy) = 6—11Ll {®F(0;2,2") + @7 (0; 2, 2")
0 0
O | OP2dader mw'w*]} L (3a)

)\1+ — 1z )\2+ — 1z

and for 0 < %
P1M

0o poo ., 1
/0 /0 FTHEY Ko (dx, dy) = ) {0@2(6; z,2) 4+ ®5(0; 2, 2')
0 )\ )\ sl * sl * )\ )\ sl *
)\pg 2_ 2"; [e—(A2+—ZZ Wa _ o= A2y —iz )yb]} + fQ 2_ 2“"/ [1— e~y —iz )ya:l. (4.3.5)
24 — 12 24 — 12

The domain of existence for the one-dimensional integrals are M7 := {(¢,(’) €
C?I3(¢) > =M1+ } and MF = {(¢, ") € C?(¢") > —Aa4 }. Hence the above calcu-
lations can be carried out for® (z,2') € M N MF N M.

The first two terms in (4.3.4) and (4.3.4) are the ones that determine the depen-
dence structure of the Lévy process. For independent jumps, i.e. 8 = oo, they must
cleary vanish. Indeed: The mixed term of the first case is

O7(0;2,2") + @5 (0;2,2)

4.3.6
0+1 ( )
1 pg)\g)\1+)\2+ 12 p1)\1
_ —1 00—
0+1 {)\1+)\2+ — izt — 12/ A1g b A1t o8 P22
AMAILA ¥4 A
+ P1 1 1+ 2+. / eXp[ZZ log (01)2 2>]}
Al Ao — 1214 — 12/ Aoy Aog P11
P2A2A 1L Aoy [ 1z ( Pl)\1> ]
= - - exp |— log | 0—— | —log(0 + 1
)\1+)\2+ — ZZ)\2+ — ZZ/)\H_ P )\1+ & pg)\g g( )
PIAIAL; Aoy [ 7 ( p2)\2> }
- - ex log | 0——= ) —log(6 +1)| .(4.3.7
)\1+)\2+ — ’LZ/\1+ — ’LZ’)\2+ P )\2+ & p1)\1 g( ) ( )
The real part of the argument of the first exponential reduces to
A\ —3(z) 03%(2)
D1A2 | A+ 1+
1 e — . 4.3.8
o (p2)\2> 0+1 ( )

As %Erz) < 1 due to z € M for 8 — oo we have convergence of the argument of

the logarithm to zero, i.e. the first term in (4.3.7) vanishes. The second exponential

3Regardless of the value of 8, M7, is the domain of existence of the mixed term. The reason is

that for 6 < gfif equation (4.3.3) can be derived as (4.3.2) with the same integrability condition

but with a smaller domain of integration.
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is treated similarly. As for the integrals over X and ), * and y* go to infinity for
6 — oo. These considerations yield

00 oo A A2
Ghm / / ez tiz ng(d:L‘, dy) _ Z;l 1_1.+ + f\)Q 2_ 2'+/
—0 J0 0 1+ 1z 2+ (74

00 poO .,
= / / eFTTEVK | (dx, dy),
0 0

i.e. the sum of the two integrals of ¢* and e¥* with respect to the marginal Lévy
measures. And this is equal to the integral of f over the two-dimensional Lévy
measure K| with margins Ky and Ky linked by the independence copula C'; .

This result could have been established more elegantly but less intuitively by noting
that Cp(u,v) — C (u,v) V(u,v) € R? for § — oo and applying Proposition 1.32 on
weak convergence of Lévy measures.

4.3.2 General Lévy copulas and Fourier transformation

Up to now we have established all our results for positive Lévy copulas, i.e. for
copulas linking dependence of jumps which go in one direction. Any sensible model
for financial markets must allow for positive and negative jumps and thus account for
dependence modelling in every four quadrants of R?: Dependence of positive jumps
of one component with positive jumps of the second, dependence of positive jumps
of one component with negative jumps of the second, and so on. Thus we extend the
copula Cy to cover the case of coupling Lévy measures with support on the entire R.
The Lévy copula

Co,o_(u,v) = Cy+ (Jul, [v])1uz0>0y + Co- (|ul, [v])1fu<ov<0} (4.3.9)

was already mentioned in Example 1.39. Accordingly, we refer to Section 1.7.2 for a
mathematical treatment of general Lévy copulas. This is apparently a very simple
structure because we put no mass on the simultaneous occurrence of a positive jump
of one Lévy process and a negative one of the other. Consequently, we only model
positive dependence, which seems reasonable for modelling the price process of many
equities via a jump diffusion process. This could be, for instance, because the jumps
are held responsible for macroeconomic risk factors which are likely to move the
prices equities in the same direction, either both up or both down. In any case, the
general case of modelling all four quadrants of the two-dimensional Lévy measure
would be quite easy to obtain but would render the exposition of the model more
cumbersome.

What is still possible with the restricted model is to model separately the dependence
of positive and negative jumps via the parameters 6 and 6_. This is reasonable if
one thinks e.g. that the risks of downward jumps are more dependent than those of
upward jumps.

The tail integrals of the two considered marginal Lévy measures are subdivided into
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two tail integrals corresponding to the positive and the negative real axis, which
results in a function decreasing on both sides of zero. They are given by

%) z=0 0, r = —00
U1+($) = p1)\1e*>\1+x’ x>0 and Ul_(x) = —(1 _pl))\lew\l_m’ <0
0, T =00 —00, r =
(4.3.10)
respectively
o0, y=0 0, Yy = —00
Ui (y) = peroe™™+, y>0 and Uy (y) = —(1—p2)hee W,y <0
0, Yy=0o0 —00, y =0.
(4.3.11)

Analogously to the previous section the tail integral of the two-dimensional Lévy
measure Kyt g- can be defined for z,y < 0, and we obtain for x,y # 0

Ug+,0-(2,y) = Cop+ o~ (Ur(x), Uz(y)) (4.3.12)
where?

Ur(x) = U (2)1gz=0y + Uy (@)1gpeoy and  Ua(y) = U (1) 101 + Uy () 1iy<oy-
(4.3.13)
To compute the integral

o] oo .,
/ / ezzaz+zz yK9+,9_ (da:, dy)
—o00 J —00
0o roo L, 0 0 ) .,
= / / e*THEVK (dx, dy) + / / e# VK, (dx, dy) (4.3.14)
0 0 —o0 J —00

three cases must be distinguished for each of the integrals in (4.3.14). This is done
in Appendix C.2.

We have already seen that the first integral in (4.3.14) exists in M N Mg N M7,.
It turns out that both integrals are finite for (z,2’) € M = M; N Mg N Mis where
M1, Ms and M9 being given by

Mi = {(¢¢) € Ch- > 3(0) > — Mt}

My = {(¢¢) e Chm > S(() > =Xy}, and

Miz = {(¢.¢) € CHAt oy + A4 S(Q) + A+ S(¢) >0 A
Ar-Aa- — A= S(C) — M-3(¢') > 0}

Later it will only be important that a neighbourhood of (0,0) is in M which is,
of course, true if all X’s in the above formulae are positive. Finally, we have the
following result:

4Observe that this representation is valid because the four occurring integrals are defined such
that they have the same sign as their arguments.
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Proposition 4.8. The function g : C> D M — C with
[e'9) o .,
Ya(z,2") = / / (e =Y 1)Kg+ o- (dx, dy)
—o0 J —00

has the analytic representation
Ya(z) = /_ h /_ h eFTHEVK o (de,dy) — M — Ao+ Ag, o (4.3.15)
where the integral in (4.3.15) is given in the appendiz, and
Ao, 9 = Cyr(P1A1,p222) + Cp— (1 — p1) A1, (1 — p2)A2)

is a constant that tends towards zero for (0%,07) — (o0, 00).

Proof. Due to the finiteness of Ky+ g, 14 can be written as the difference of two
integrals, the last one being the mass of Ky+ »p—. But the mass is equal to the intensity
of the two-dimensional Lévy measure, which is equal to A1 + Ay — Ag+ o O

The analytical form of the characteristic function obtained by the preceding
proposition can now be used to calculate exactly all the mixed moments of the
Lévy process described by this characteristic function. This task requires the calcu-
lation of all the pure und mixed derivatives of the cumulant function (4.3.15). These
derivatives follow the pattern of the derivatives of the function ¢ that will be defined
in the lemma below. For any differentiable two-place function ¢ we use the notation

s,t / asat /
Lemma 4.9. Let
AN o i€z
o(z7) = B —ivyz — 02 €

and a, 3,7, 0,¢ € R. Then its mized partial derivatives for n,m € Ny are given by

n

— — iyz — 12! )itmtl’
]:

Proof. For m =0 (4.3.17) becomes

n

¢n70(27z/) _ aeiez Z

J=0

n! iyl eI

(n — ) (B —iyz —idz)it! (4.3.18)
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which can be proved by induction over n. For n = 0 the claim is true. Furthermore

0 n,0 /
&ﬁb (272)

D D ML LI = o N A" Bt
= Bz w1 T ) (5 )

j=0 Jj=0
B aeiez Z‘n+1€n+1 N n n! Z‘nJrl,.yjenfjJrl
B —ivz—idzs (n— ) (B —iyz —idz)iH!
n—1

Z‘n+1,yn+1(n+ 1)|
(B —iyz —idz")nt2

nl  ivTlydtlen=i(5 4 1)
Zn—j! B —iyz —iz')it2
=0

‘n+1_n+1 n ‘n+1.75, n—j+1
e i"Tle n! ) n! Ty T e
o /
1

B —iyz —idz + — (n—j)!+‘7(n—j+1)! (B —iyz —idz')7+t

N ,L'n+1,yn+1(n+ 1)
(B —iyz —idz")nt2
— ¢n+1’0(2’,z,),

observing that (n’l!j)! +7 (nf’;!ﬂ)! = (Tsﬁji)l!)!. The claim follows easily by taking the
m-th derivative of (4.3.18) with respect to 2z’ and Fubini’s theorem. O

4.3.3 Kou’s model in two dimensions

Let (92, F,P) be a probability space. Suppose we are given

2
b= < by > eER? and c= ( 1 Q1202102 > € R2%2
by 0120102 03

with 01,09 > 0 and —1 < p12 < 1. We want ¢ to be non-singular, hence we have to
exclude the case where we have perfectly positive and perfectly negative correlation.
Furthermore we are given two one-dimensional Lévy measures K1 and Ky of Kou’s
double exponential form, a copula Cp, g_ with parameters 6,0_ € [1,00] which
result in the two-dimensional Lévy measure Ky, g in (4.3.12). Now define the two-
dimensional Lévy process

(Xt, Y3 )o<i<t = (b,c, Ko, o_)P-

This definition implies the existence of a two-dimensional Wiener process W with
uncorrelated components W; and Wy and of a random measure u on [0,7] x R?
which is constructed from Ky, g according to Section 1.1. As a truncation function

h(z) = 0 is chosen. Hence the two jump processes X and Y are given by

. t B t
Xy ::/ / xu(ds,dx,dy) and Yt::/ / yu(ds, dx, dy). (4.3.19)
0 JR2 0 JR2
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Eventually, we obtain the following representation of the process (X,Y):
(X, Y3) = bt + /W, + (X1, V7). (4.3.20)

This is a two-dimensional jump-diffusion process with the diffusion part given by the
volatilities o1 and o9 and the correlation coefficient g12 of the diffusion part. We
equip the given probability space with the filtration

Fr=o(W, W2, X,,Y,,0< s <t),

which is the minimum filtration with respect to which all four processes are adapted.
The financial market is then given by two risky assets

SX = S exp(Xy) and SY = SY exp(Y;) (4.3.21)

and a riskless savings account
By = exp(rt) (4.3.22)

for a risk-free interest rate r > 0. This model is one possible two-dimensional version
of Kou’s model for one-dimensional asset price dynamics, and this is now the place
where the KTD model is explicitly defined:

Definition 4.10. The model (4.3.21) and (4.3.22) is called Kou’s two-dimensional
(KTD) model, and the stochastic process (X,Y") is called the KTD jump-diffusion
Lévy process.

Before we analyse the KTD process, a remark on the probability measures must
be made. We will make use of the KTD model in conjunction with the technique
of statistical martingale measures, i.e. we assume that X and Y are martingales
under the given probability measure P. As was explained in detail in the first
chapters of this thesis, this approach has meanwhile become the usual thing to do
in financial applications of Lévy processes, see for instance the books by Cont and
Tankov (2004b) and Schoutens (2003). Thanks to the copula approach the tasks
of adjusting the parameters such that both marginal processes are martingales are
independent from one another.

Here it is appropriate to introduce a useful definition: In case we want to highlight the
dependence of the characteristic function x(z,z’) or the cumulant function (z,2")
on the first parameters by and by of the Lévy triplet we write x(z,2’;b1,b2) and
¥(z,2'5b1,b2).

Recalling that the cumulant functions of the marginals are easily obtained from
¥(z,7') by setting z resp. 2’ to zero we obtain in the case of X from (4.3.21) and
the martingale condition Ele ™S ] = S5 (remember that X, = 0 by definition of
a Lévy process)

-0 1 0
et — E[eXz] _ et¢t(1/1,0, b1,0)  _ exp (t[bl + 50’% +/ (ex — 1)K1(d$)]>
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The parameter by is obtained in the same way, and thus b = (by,bs) is already
determined via the martingale requirement by

by =7 —(1/i,0;0,0) and by =7 —1(0,1/;0,0). (4.3.23)

Together with (4.3.23) Corollary 1.18 implies that the means (p1, u2) := (E[X1], E[Y1])
of X7 and Y7 are equal to

(s iz) = (r —(1/i,0;0,0) + Ay (ﬂ ! ‘p1> ,

My A
1—
r—(0,1/3;0,0) + A (p—2 - p2>>, (4.3.24)
Nov | Moo

and E[X;] = tE[X1] and E[Y{] = tE[Y1].

The following proposition follows immediately from the Lévy-Khinchin representa-
tion in Theorem 1.14 and Proposition 4.8 and summarizes what we have done so far
in this section.

Proposition 4.11. The characteristic function xi(z,2") of the two-dimensional Lévy
process (X,Y) exists for (z,2") € M and is given by

Xt(Z,Z,) = E[eith—l—iz’Yt] — et[¢c(z,z’)+wd(z,z’)}’

where
. R TR / 2.2
Ye(2) = ib1z +ibo2’ — 5(012 + 2012010922 + 052'7),

and g is provided by (4.3.15). O

The KTD process is a two-dimensional jump-diffusion process. The key to the
non-linear dependence is the use of Lévy copulas, which can of course be applied
to all kinds of Lévy processes. Nevertheless, they are tailor-made for the specific
features of Lévy processes with infinite Lévy measures. As for our jump-diffusion
case we deal with a finite Lévy measure, hence we could in principle also use prob-
abilistic copulas. The reason why we do not is chiefly based on the structure of
the independence copula: In the case of two-dimensional copulas, the probabilistic
independence copula is I12(u,v) = uv whereas the Lévy copula representing inde-
pendence is given by C (u,v) = ul{y—oo} T V1l{y=cc}. C1 cannot easily be adapted
such that - restricted to a suitable domain - it becomes a probabilistic copula, hence
it is a real problem to model independent Lévy processes by a probabilistic copula
linking two one-dimensional Lévy measures. In particular, this is a problem if one
wants to construct a comprehensive family of copulas, which is what we have done
by using Lévy copulas.

An alternative procedure to Lévy copulas would be the following: Suppose the com-
pound Poisson processes X and Y are used to model dependent equity price pro-
cesses. Modelling dependence must deal with two channels through with X and Y
are linked: the jump times and the jump sizes. Jump sizes can be modelled by a
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probabilistic copula, but the independence copula will not lead to independent X
and Y unless it is guaranteed that they do not have common jump times. The idea
of a Lévy copula is however a natural approach for Lévy processes because it speci-
fies the two channels at the same time, and modelling of complete dependence and
independence is quite easy with this approach.

Later we will often refer to the pure diffusion model. We will understand by this
notion an exponential Lévy model with a bond price process of the form (4.3.21) and
(4.3.22) where (X,Y) is a two-dimensional Gaussian process consisting of a drift and
a scaled Wiener process. In this model returns are only linked by linear dependence.

4.3.4 Decompositions of the KTD process

With the help of Proposition 4.11 we can deduce how the variances and the covariance
of X7 and Yr decompose into a diffusion part and a jump part. This will turn out
to be useful in Section 4.5. We have for the joint characteristic function xr(z,2’) of
X7 and Y

X3 (0,0) = Ty (0,0) + T?p10(0,0)%%1(0,0) = — E[X7Y7).

The means are T = %wl’O(O, 0) and poT = %wo’l(O, 0), and hence the covariance
of X7 and Y7 is given by

cov(Xp,Yr) = E[X7Y7] — pipeT? = =T441(0,0).

Writing down (0,0) more explicitly in terms of its decomposition into a diffusion
and a jump contribution results in

cov(Xp, Yr) = Tlerz — by (0,0)]. (4.3.25)
Analogously, the variances var(Xr) and var(Y7) can be written as

var(X7p) = Tlep — %21,0(0’ 0)]
V&I"(YT) = T[CQ - ¢2’2(07 O)]

The special feature of the KTD process is the kind of dependence of its two com-
ponents: The two diffusion components are linearly dependent (if o192 # 0), whereas
the jump components possibly show some kind of tail dependence, which is based on
the special construction of the Lévy copula (4.3.9). The law of the KTD process is
uniquely characterized by its characteristic function at an arbitrary ¢, say ¢ = 1. This
is because two random variables with the same characteristic function have the same
law and because a Lévy process is already characterized by the law of an arbitrary
increment.

Now we have a closer look at the jump parts (X,Y) of (X,Y’) which were defined
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in (4.3.19). Each of the two marginals of these jump processes disintegrates further
into two more jump processes:

% = X +x),

Y, = YA+ Y/;II.
The processes )Z'tl and f@l are independent, whereas X'll and 17;” jump at the same
time as prescribed by the copula Cy, g . In terms of the discussion of the Lévy
measure Ky in Section 4.2.2 and its extension to Ky, g_ in (4.3.9), this means that
we divide its support into a part on the axes and another one outside the axes.

Both one-dimensional marginal Lévy measures K and Kj are of Kou’s double ex-
ponential form with intensities

11161+ Ufr(fﬂ) + 111617 |Uf($)| = pl)\l + (1 — pl))\l =)\

resp. Ag. By integrating the two-dimensional Lévy measure we obtain the intensity
A of the process (X,Y), where®

A= At de— lim Cor (U (2), Uy (y) = lim G- (JU (@), Uy (9)])

z,y—0+

= A1+ A2 = Cyr (p1A1, p2A2) — Cp- (1 = p1)As, (1 — p2)A2).
This is exactly the sum of the intensity of (Xtu,ﬁ”), ie. of
Co+ (P1A1,p2A2) + Co—((1 = p1)Ar, (1 = p2)A2)

and of the intensities of the two independent jump processes th and f/#

A1 = Cg+ (P1A1,p222) — Cp— (1 — p1) A1, (1 — p2)A2)
and

A2 = Cp+(p1A1,p2A2) — Cp- (1 — p1) A1, (1 = p2)A2).
These results can be used for simulating the KTD process. The Lévy-Khinchin rep-
resentation shows that the cumulant function is the sum of the cumulant functions
of a drift, a scaled Wiener process, a positive jump part and a negative jump part.
But this means that they are independent and consequently can be simulated sepa-
rately, and the overall jump-diffusion process arises from the superposition of these
four parts. The simulation of a Wiener process on a fixed time grid is performed by
simulating normally distributed increments. The jump size distribution of positive
and negative jumps is simulated according to Section 4.2.3 where the numbers of
jump times in the interval [0, 7] are Poisson distributed with intensities

Tlp1A1 + pare — Cyt (P1A1, p222)]
for the positive jumps and
T[(1 = p1)A + (1 =p2)Aa — Cp- ((1 = p1)A1, (1 — p2)A2)]

for the negative jumps.

5This results from adding the masses of the margins and noting that by doing this one has
integrated the off-axes area of R? twice; subsequently it has to be subtracted once.
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4.4 Approximate basket option pricing

The purpose of this section is to use the KTD model to evaluate options on two
assets. One of the simplest classes of such options one can imagine are European
basket (or index) options: Given weights w; and ws, a strike price K > 0, and a
maturity date T > 0, the payoff C'r of a basket call option is

Cr = (w157 + w2 ST — K)¥,

i.e. it is simply an option on a portfolio of assets instead of single assets. This can
more conveniently be written as

(So(CDleXT + (I)QGYT) - K)Jr (441)

where Sg := wlsgf + wgsgf, and wy = wlsg(/So, g 1= szgf/So. The new weights
w1 and (w9 are non-negative and satisfy wy + wo = 1.

We will use two methods for pricing options: The first is based on the technique of
Fourier inversion and Fast Fourier transform, which is outlined in Section 1.6, and will
be the main focus of this section. The goodness of fit will be evaluated by a Monte-
Carlo simulation: Once given the results on the simulation of the KTD jump size
distribution in Section 4.2.3, the implementation of this method is straightforward.
However, as a plain Monte-Carlo method turns out to be not very accurate, we
apply a variance reduction scheme® which uses the technique of control variates.
The estimator Cj of the option price Cy at t = 0 is equal to

N
Gy = T2 3 {Or(y) — £T(wy) ~ B[N} (1.4.2)
j=1

for £ € R, a number N of replications of a simulation and a control variate I which
should be as highly correlated as possible with C'r. The variable w; indicates the
state of the world for the j-th simulation trial in the sample. The number £ is chosen
so as to minimize the standard deviation of (4.4.2). The resulting &, is the quotient
of the covariance of Cp and I' and the variance of I' which must be estimated by

Y M (Cr(w)) = Cr)(T(w;) = T)
YL (D(wy) —T)?2

fapt =

with C7 and T’ denoting the sample means of Cr and T.

All in all, it remains to choose a control variate with, first, high correlation with Cp
and, second, a conveniently computable expectation value, which enters in (4.4.2).
A common choice” is the weighted sum of two single-assets options on each of the

6See Glasserman (2004) for a general reference and Cont and Tankov (2004b) in the context of
basket options.
"See among others Laurence and Wang (2001) and Cont and Tankov (2004b), p. 375.
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two underlyings. By the convexity of the maximum operator and setting K := K /S0
we have for a path w;

+
Colw;) = e 7T (So(a)leXT(“’j)+026YT(°"7'))—K)

N o\t
= ¢S, (@(eXT(wj) — K) + @y’ Ts) — K))

< eirTSQ {@1(6XT(wj) — f()Jr + @Q(GYT(wj) — R)Jr}
The right hand side is therefore an upper bound of the option price for every path
wj, but nevertheless the random variables corresponding to the left and right hand
side are positively correlated.

In the rest of this section we will address the problem of finding an approximate
pricing method in the KTD model that is faster than a Monte-Carlo simulation.

4.4.1 Pricing methodology

For the one-dimensional exponential Lévy model there is a very convenient method
to obtain very fast and accurately the prices of a variety of European options: One
represents the price of the option as a Fourier integral of the product of the char-
acteristic function of the Lévy process and the Fourier transform of the underlying
asset. The method based on Raible (2000), which was presented in Section 1.6, works
instead with the Laplace transform, but essentially it amounts to the same thing as
the method of Lewis (2001) based on the Fourier transform. The obtained integral
can then be approximated via the Fast Fourier transform.

There is a variety of contracts which can be priced with this technique®. While many
common payoff functions do not have a classical Fourier transform (in the sense that
a Fourier transform is understood as a function with a real argument), the trick
of Lewis (2001) is to extend the definition of the Fourier transform to the complex
plane, thus possibly gaining integrability for certain arguments outside the real axis.
The most obvious example is the payoff function w(z) = (e — K)T of a European
call option with strike K > 0 whose Fourier transform z — w(z) exists only for
J(z) > 1.

We now turn to the KTD model given by (4.3.21) and (4.3.22). A priori, there is no
reason why the above described method should not be extended to cover the case of
payoff functions that depend on more than one assets. The standard but non-trivial
contract in this case is a European call option on a basket of two assets with payoff
function w(x,y) = (wie® + wee¥ — K)T for some positive variables wy, wy, and K.
However, its Fourier transform

o o i .
w(u,v) = / / MUY (g * + woe? — K)Tdydz,
r=—00 Jy=—00

8See again Lewis (2001) and Raible (2000).
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does not exist for any (u,v) € C? in the sense of absolute convergence: It suffices to
see that

o0 o0 . .
/ / | EFY (1 €* + wae¥ — K)T|dydx
y

T=—00

= / e~ SWr=S0Y (4 0% 4 woe? — K)Tdyda

=—00 Jy=—00

> / eSS (1) 6% 4 woe? — K)dydz  (4.4.3)
=—o00 Jy=log(K/w2)

where the latter integral clearly is not finite. The reason why one has integrability
in the one-dimensional case is that the corresponding integrand in (4.4.3) is forced
down to zero for x — oo by its first factor through an appropriate choice of (u)
and equals zero for negative x which are sufficiently large in absolute value because
K > 0. This argument ceases to hold in the multidimensional case. Although the
same kind of analysis for the put option reveals that it is indeed integrable, the re-
sulting expression cannot easily be integrated to obtain an analytic form.

All this means that even the simplest payoff functions cannot be explicitly priced by
Fourier inversion in several dimensions. The main idea for a possible solution to this
problem is quite common in the basket option literature: One tries to reduce the
multidimensional problem to a one-dimensional one. The following notation prepares
this technique:

We recall the representation (4.4.1) of the payoff function, which is written in view
of the later application of the Fast Fourier transform. This kind of approximation is
best for K near Sp?, and this is exactly the domain we are interested in for economic
reasons. Consider the random variables Z7 and Z}:

Zh = 7T .= 51eXT 4 GpelT (4.4.4)

ie. Zp = log[wleXT + (DgeYT]. If we had the characteristic function of Zp, we
could proceed directly with the methods of Lewis (2001) or Raible (2000), i.e. one
could price basket options with the tools of one-dimensional Fourier inversion and
Fast Fourier transform. Unfortunately, getting a computationally tractable form of
this function seems to be impossible, hence we have to be satisfied with a numerical
approximation.

The literature on basket option pricing in markets which are only driven by a Wiener
process in principle has to face the same problem: A sum of lognormally distributed
variables is not any more of the lognormal type. Thus in this case one usually re-
sorts to Gram-Charlier or Edgeworth series expansions!® of density functions where
usually the approximation is done using the first four moments of the true distribu-
tion. These approximations become the worse the more skewed and heavy-tailed the

9See Raible (2000).
19Gee e.g. Stuart and Ord (1987).
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underlying distribution is!'. But as just these phenomena are to be expected in a

Lévy environment where the single assets have skewed and heavy-tailed distribution
of returns, this approach is not convenient. This is still true if one includes more
than four moments, which leads to unstable results due to the well-known problem
of the occurrence of high-order polynomials. Alternatively, one could resort to a
saddlepoint expansion which in general gives quite good approximations both in the
centre as well as in the tails'?. But saddlepoint approximations require additional
information of the model which the KTD model cannot provide in a tractable way.
A second attempt could be to determine the characteristic function of Z/., thus
avoiding the inconvenient logarithm in the formulation of Zp. The calculation of
moments of Z/. then involves expressions of the form E[e/XTT*¥T] for j k becoming
as big as the order of the moment which is to be calculated. Clearly, this would mean
to evaluate the characteristic function xr of (X7, Yr) at (u,v) = (—ji, —ki) where
i = v/—1. Taking a look at its domain of existence M given in Section 4.3.2, it turns
out that these moments are less likely to exist the more heavy-tailed the distributions
are. But the feature of heavy tails is directly driven by the size of the parameters
Alt, Al—, Ao and Ao_. Taking a leap forward to the example in Section 4.5, Table
4.1 shows that the fourth moment of Z/. does not exist because —4 < —Xgy = —3.7.
This is the reason why we attach importance to the necessity of working with Z
instead of Z/.. In fact, the moments of Zr exist:

Lemma 4.12. For (Xp,Yr) as defined above we have
E [|log(weX” + e T[P] < oo, p>1.
Proof. First of all note that for a,b € R and p > 1
(a+b)? < [Ja]+b]]” < [2max(|al, [b)]” = 27 max(Jal?, |b7) < 2(|al? + 7). (4.4.5)
Then it follows that
E Ulog {17 + cJQeYT}|p]

E Hlog {max(ch,ch) (e'XT| + e‘YT‘> } ‘p]

< EHlog{Qmax(uil,wg)e‘XT‘HYT‘Hp]
< 2%{[log{2 max(wy,w2)}[" + E [(|X7| + [Y7[)"]}
< 2%[log{2max(wy,wa)}" + 47 {E[(|X7["] + E[[Y7["]},

where in the last two steps (4.4.5) was applied. Looking at the domain of existence
M of x(z,2') it is clear that the marginal moment generating functions of X7 and
Y7 exist in a neighbourhood of zero. Then by Lemma 1.16 all moments of X7 and
Yr exist, and the above expression is finite for any p > 1. O

See Stuart and Ord (1987), p.228/9. Jensen (1995), p.2, provides an example where the Edge-
worth expansion completely fails in the tails of the distribution to be approximated.
12Jensen (1995).
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The three step pricing procedure for basket option pricing in the KTD model will
be the following:

a) The cumulants of the two-dimensional ..
distribution (X7, Yr) will be calculated
by means of the analytic form of its
cumulant function and its derivatives.
These cumulants will be transformed to Y
obtain the moments. Furthermore the °
derivatives of the functions (z,y) —
(log(wie® 4+ w9e¥))P are computed for
p=1,...,4.

b) Via two-dimensional Taylor expansions X . _
: _ 4 btain the first Fig. 4.2. Approximate density of
TP =d-ns _We © aln_ ¢ HIst tour the distribution of log(e* + e¥) (solid
moments of Zp in a recursive form. line) and a fitted normal distribution

(dashed line).
c) The first four moments of Zp fix a

unique distribution of the normal inverse

Gaussian (NIG) form, which appears to

be tailor-made for this purpose. Know-

ing that the characteristic function of the NIG distribution has an easy ana-
lytic representation, one can then use the pricing procedure of one-dimensional
Fourier inversion.

The third step requires some explanation with the help of Figure 4.2. The graph
shows the approximation of the density function of the distribution of log(eX + e¥')
with normally distributed and positively correlated normal random variables!® X and
Y which is obtained by a Monte-Carlo simulation and a kernel-smoothed density
estimator. It can be observed that the shape of this density function is not very
different from the one of equity returns. But for the latter there are lots of parametric
models which allow to describe very precisely the distribution of returns and to
characterize the main sources of risk. Of course, this argument would not go through
for a density function with, for instance, two peaks and hence a risk structure totally
different from the one of returns, which therefore could not any more be sufficiently
described by the first four moments. But in our case we can go by what Jarrow
and Rudd (1982), p. 349, wrote it in the context of one-dimensional option pricing
where the density function of the distribution of the underlying asset is not known
explicitly, ‘Intuition suggests that for practical purposes the first four moments of
the underlying distribution should capture the majority of its influence as it affects
option pricing.’

13X and Y are jointly normally distributed with means zero, standard deviations 0.2 resp. 0.3
and correlation 0.5.
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The same way as in Chapter 4.2 throughout this chapter we will make use of the
notation (4.3.16) for abbreviating partial derivatives of a function. The following
three subsections each deal with one step of the pricing procedure sketched above.

4.4.2 Derivatives

A simple form of the characteristic function x of (X7, Y7) is given in Proposition 4.11,
and to obtain the moments of Z7 one has to calculate its derivatives. The procedure
starts by computing the derivatives of the corresponding cumulant functions, which
are easily computed using Lemma 4.9 for the jump part. For the diffusion we have
1, 0( 0, 1(

z,2) =iby — c112 — c127, 2,2') = iby — c292 — 122

wg’o(z,z’) = —cyq, 02(2 2) = —coo

Vel (2,2') = —cr2, and 12,2)=0 for s+1t>3

The second task in the first step of the pricing procedure is to transform the obtained
cumulants into central moments. The means 11 and pg of X7 and Y; were calculated
in (4.3.24). By using the Lévy-Khinchin representation for the characteristic function
Xt(z,2") of (X,Y:) we have

)Zt(za Z/; bl) b2) = E[eiZ(Xt7‘u1t)+i2/(Yt7‘th)]

—izpt—iz pat izXi+12'Ys /.
e TRt plete ] = xe(z, 2301 — p1, by — pa).

where X¢(z,2") = x¢(z,2';b1,b2) is the characteristic function of the vector (X; —
p1t, Yz — pat). The corresponding cumulant function is denoted by (z, 2’).

Given the cumulants, i.e. the appropriately scaled derivatives of the cumulant

function gnam
1
K = —— ———— (2, 2])

gntm §ondym )

z=2z'=0

and recalling that x(z,z') = e7%(*#") we can calculate the central moments
M™M= E[(Xr — 1) (Yr — u2T)™ (4.4.6)

of (X7,Yr) for n > 1 and m > 0 from the recursions by

1 o 1 orom _ ,
M= jntm X1 (0,0) = jntm aznaz/mXT(z’z) —o
z=z/=
1 on—lom 10
— T y IAYS /

n—1

T <~ (n— e
= Z.MmZZ(”j 1)( )wl’% N ()
j=0 k=0

1
_ 7 n—1Y\ (m o+ Lk g pr—1—jm—k
e S b ’

<

3
I

<
Il
o
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given all the moments M %™ for m > 1. The latter can recursively be obtained from

M0 =1 by
1
_ Tmz m—1\ okt1p,0m-1-k
- o\ k .

Before proceeding to the Taylor approximations, we are still in need of the partial
derivatives of log(3 7, @;e%). The rest of this section is devoted to the their time-
saving calculation, which goes along the lines of the method used to obtain the
moments M™™ ie. we will obtain them in a recursive form. We provide a lemma
which uses the following definitions: Let

and 9 I
wie
r1,%0) = —F(x1,x —_—
hi(@1,22) = 5 = F(a1,25) = S
as well as o
woe
= —F = .
Ja(w1, 29) o7 (71, 72) T o
As we have to consider the derivatives of the powers of F' we also introduce
¢ o5 0
F55M (2, 29) i= p " oe t [F(x1,22)]™, m € Ny, (4.4.7)

for all s < p and t < ¢, where clearly F$b! = F$! and we distinguish with an
abuse of notation the two classes of functions F*t™ and F*! by their numbers of
superscripts.

Lemma 4.13. Let 0<s<pand 0 <t <gq.
Step 1: The ‘pure’ derivatives of F are given by

= log(zwie“) and FY° = f and F%'=f,

and the recursive equations'®

s—3
FS,O — f 10 8 2,0 1 N fl Z <S ) iS—Q—LO (448)

Jj=0
and

t—3
FO,t 20t 1_ Ot 2(1 . f2) Z (t ; 2> f2()7jf207t727j (449)

7=0

14The usual sum convention > :=0 for n > m applies here.
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for s, t > 2.
Step 2: Given the derivatives of Step 1 the cross derivatives are, again by recursion,

s—1

Fs,lz s,O:_ < ) ]Osljo
5 > ;)8

j=0
for s> 1 andt =1. For the general case s > 1 and t > 2 we have

st — st 1 _ SZEI:ZQO(S >( ) f; Jit—2—k Z( > Jit—1 is—l—j,O.

J

(4.4.10)
Step 3: Given all the partial derivatives of F' from Steps 1 and 2 we have
FO’O’m = [F(l’l, xg)]m
If s > 1 and t =0, this yields by recursion
s—1 -1 ' '
Foom = m (8 . > [0m=1 s =50 (4.4.11)
=0 7
For s > 0 and t > 1 we have the recursive relation
t—1 ‘
Frtm =y Z ( > (;) FRim-lps=ht=k (4.4.12)
§=0 k=0
Proof. Appendix C.3. O

4.4.3 Taylor approximation
The intention of this section is to compute the moments of Zp:
E[Z%) = E[(log[w1e™T + @2e T])P] for p=1,2,3,4.
We define the joint law of X7 and Y7 by
Pr(B) == P((Xr(w),Yr(w)) € B), B e B([0,T)).
For a real-valued function f with domain D C R¢ the Taylor formula around some
point = € R? is given by
1
fle+h) =Y —0°f(x)h® + R
la<n

where

1 (6% o
R= > — 0 f(x+0h)h

|a|=n+1
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and the multiindex conventions |o| = a1+...+aq, al = ail-. . aq!, 2% = 2?

and 9% = 9l°l /™1y ... 9%z, for a multiindex a € N

The expansion point of the Taylor expansion is (u17, peT) = (E[Xr], E[Yr]) from
(4.3.24). Therefore considering B, ¢, (1117, p2T") to be the neighbourhood of the
point (u1T, u2T) where the Taylor approximation is ‘good’'® we obtain for (z,y) €

B61762 (:ulT’ M2T)

(%)
ezt

1 - .
(loglwie” + wae?])P = WF%’W(MT, paT)(w — TV (y — paT)* + Ry,
JHk<n T

where'® R, = o(|(z,y) — (1T, p2T)|") for (z,y) — (u1T, u2T), and |- | is any norm
in R2. Then we can integrate (log|w;e® + @qe¥])P with respect to z and y, and we
have

E[(log[wleXT + a)QeYT])p] = /_00 /_00 (log[wie® + woe¥])P Pr(dx, dy)

1. oo oo . _
= 3 P eT) [ [ @ Ty ) Pr(de, ) + EIR,)
jtk<n? —00 J —00

1 . .
= Y WFJvk’p(ulT,ugT)MJ”“+E[Rn].
jH+k<n <

where the moments M7* and the derivatives F7*? were computed in (4.4.6) respec-
tively Lemma 4.13.

Unfortunately a good estimate of the remainder F[R,,] is difficult to obtain. This is
partly due to the fact that the derivatives F7*P are not given explicitly but merely
in a recursive form. Therefore we restrict ourselves to showing numerically that for
the applications in Chapter 4.5 we indeed have a very good approximation for low n
leaving out E[R,].

4.4.4 Fitting an NIG distribution

The last step is to fit the parameters of a suitable distribution to the obtained four
moments of Zp. This can be done by a normal inverse Gaussian distribution. Its
characteristic function x y7q exists for z € {z € C|R(2) e R, —a—f0 < J(z) < a—f}
and is equal to

xnia(z) = e¥vie) (4.4.13)

where

Unig(z) = ipz 4+ 0y/a? — 32 — 6y/a2 — (B +iz)2. (4.4.14)

15 At this point we do not make precise this notion since we only discuss heuristics.
63ee e.g. Konigsberger (1997).
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The cumulants have the following representation'”:
o0 n do?
Kl = —— , Kg= ————
! /a2 — 32 " 2 (o2 — 32)3
S 2 5 2(.2 4 2
K3 = M, R4 = soa (a i /6 ) (4415)
(/aZ — 32)5 (Vo2 = B2)7
Given the first four (finite) moments u} = E[Z7],j = 1,...,4, of a random variable

Z the task is to invert (4.4.15) to obtain an approximation of its distribution within
the class of NIG distributions. After transforming the moments to cumulants, a
non-linear inverse problem must be solved for which a priori neither existence nor
uniqueness is guaranteed. However, the class of NIG distributions seems to be tailor-
made for this purpose because it turns out that, given the parameter restrictions, a
unique solution exists.

The idea is to break up the problem by choosing a different parametrization than the
one in terms of «, (3, §, and p, which corresponds more closely to the interpretable
parameters mean, volatility, skewness, and kurtosis. Most importantly, we introduce
two parameters y resp. &, which are scale and location invariant and represent
measures for the skewness resp. the heaviness of the tails of the distribution of Z.
The other parameters are the location parameter m and the scale parameter ¢, which
have an immediate interpretation in terms of mean and standard deviation. To cut a
long story short, we change the parametrizaton from (a, 3,9, 1) to (€, x,0,m). This
trick has already been used in Chapter 2, and the procedure is sketched in Appendix
A2

The first step to apply this result is to transform the moments u;-, j=1,...4 into
the central moments p;,j =1,...,4, by

pr = 0
/ 12
K2 = Mo — Hp
ps =y — 3phph + 2u7
pa = py — Ayl + 6ppul — 3uft. (4.4.16)

As we have
M2 = K2, U3 = K3, M4 = K4 —|—3/<a%

skewness fi3 and (excess) kurtosis fi4 are given by

K3
(/€2)3/2

H3 =

and [ig = ()

Using in addition the parameters ¢ and g with

(=0va2—p32 and p=f/a (4.4.17)

17See Rydberg (1997).
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we have from (4.4.15) that

¢ T 1-g

_ 0 X _
u3:3C1/2 :3(1—52)1/2 and g =3

Solving for £ and x in terms of fi3 and fig yields

B B 1/2 _ 1/2
‘e fis — 3103 and y = B 3
fis — 303+ 3 3 \Jia—303+3 ’

provided that ji4— % itz > 0. In order not to lose the overview the result is summarized
in the following proposition:

Proposition 4.14. Let p; = E[Z7] for j = 1,...,4 be the moments of a random
variable Z. The central moments p;,j = 1,...,4, are then given by (4.4.16), and
skewness ji3 and kurtosis ji3 by

_ u3 a4

3 =——= and [4=— —3.
ug/ ? "3
Then if
4
fia — iz > 0 (4.4.18)
the unique NIG approzimation to the distribution of Z in terms of matching the first
four moments is given by
_ 1/2
¢ < fia — 5/i3 )
= —
fla = 503 +3
1/2
X = b k
3 \fia— 33 +3
1/2
o = Mz/
= M1

O

As for condition (4.4.18), it should be added that it is not very restrictive. If
Z has a symmetric distribution under P, i.e. if i3 = 0, then every distribution
with heavier tails than the Gaussian distribution will satisfy (4.4.18). For the his-
torical distribution of stock returns typical values for the skewness range from —0.5
to +0.5, whereas the excess kurtosis is usually considerably bigger than 1. For this
range (4.4.18) is satisfied. For the distribution of the logarithm of the sum of expo-
nential Lévy processes under the risk-neutral measure condition (4.4.18) is also likely
to be not very restrictive.
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One general remark concerning the NIG distribution should be made: Pricing op-
tions by means of the above procedure has an important advantage. There are
at least three pricing methods which can easily be applied. First, as we already
saw, Monte-Carlo pricing is easily feasible. Second, given that we accept the mo-
ment approximation by the NIG distribution described in this chapter we can price
derivatives by numerical integration because the NIG distribution possesses an an-
alytical density function and is closed under convolution. Third, of course, one can
apply the technique of Fourier inversion introduced in this chapter.

The advantage of Fourier inversion is that it is by far the fastest way to compute
prices if one realizes that it is based on an efficient numerical evaluation of one
integral for many strike prices. In the realm of Lévy processes where analytical for-
mula are almost completely absent, it should therefore be applied whenever possible.
However, the other methods are suitable to check programming errors as well as the
goodness of the moment approximation in Section 4.4.3, which is clearly a precon-
dition for an application of the Fourier inversion method. This will be done in the
next section.

4.5 Applications

The goal of this section is to apply the KTD model to concrete examples of data
configuration in order to shed light on the model in three different aspects: We
want to highlight the statistical properties of the model, especially concerning its
modelling of the dependence between asset returns; we will be concerned about the
goodness of approximation of the prices obtained by the Fourier inversion method
introduced in the last paragraph; and we will compare the KTD prices with the ones
for the standard model of multidimensional diffusion and linear dependence.

4.5.1 Return distributions in Kou’s model

In this section we work with Kou’s model in two dimensions where the marginal
laws follow the one-dimensional Kou’s model. The time horizon is T = 1. The
parameters, which are maintained throughout the section, are given by the values
shown in Table 4.1. The index j is 1 for X7 and 2 for Y.

| Loj i 1A [N [N [voly [ skew; | kurt; |
Law of X; | 0.21 | 045 ] 0.25 | 4.1 | 3.6 | 0.281 | -0.357 | 7.714
Lawof Y; | 0.3 |05 |04 |37 |36 |0.387|-0.035 | 5.406

Tab. 4.1. Parameter values for the marginals.

As these data are chosen to model a risk-neutral distribution, X and Y must be
martingales. This is achieved by adjusting the drifts b; and by given the complete
specification of all other variables in the model. The part of linear dependence is
modelled by a correlation of 0.5. X; has a high negative skewness as well as a
high kurtosis. This means that its implied volatility smile is both very curved and
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(b)9+:10,0_:1 (C)9+:3,9_:2

Fig. 4.3. Monte-Carlo simulation of two-dimensional jump measure, 500 simulations.

markedly asymmetric. By contrast, Y7 implies a less curved and almost symmetric
volatility smile.

Fig. 4.3 depicts the results of a simulation of the jump size distribution of the

two-dimensional stochastic process (X,Y’). In the first line jumps are independent
(04 = 0_ = o00) whereas the lower two pictures show the simulation of dependent
jumps: Complete dependence of the negative jumps (6 = 1) of the left picture and
a smaller degree of dependence in all the other cases.
As already mentioned in Section 4.2.4, where tail dependence for a Lévy copula was
defined, it is rather difficult to say something about the relationship between tail
dependence of the (two-dimensional) jump size distribution and the probabilistic tail
dependence idea for the return distributions. This would be important because the
latter is the one which is in principle observable and from which the tail dependence
coefficient of the Lévy copula should be deduced.

The scatter plots in Fig. 4.4 reveal that - at least in our example - there should be
a positive functional relationship between the two measures of tail dependence. The
cases considered in Fig. 4.4 are the same as before except for the first one which
is obtained from a two-dimensional normal distribution. In order to exclude scale



4.5. APPLICATIONS 121
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Fig. 4.4. Monte-Carlo simulation of two-dimensional returns, 2000 simulations.

effects the latter has the same variances and covariance as the plot with independent
jumps.

Fig. 4.5 displays an empirical scatter plot of two stock index returns: the German
DAX and the Dutch AEX. By comparison with Fig. 4.4 we see that it has a similar
structure as the case (d). Judging just by the look of the scatter plots with due
care and attention, the index plot fits best with one of the two lowermost pictures
in Fig. 4.4, and the pure diffusion and the independent jump cases (a) and (b)
can be dismissed as not very realistic. This is an indication that a pronounced tail
dependence is likely to be present in empirical data. However, we must have in mind
that this comparison is not without problems because Fig. 4.5 shows a scatter plot
from a statistical probability distribution whereas for option pricing we always have
to be concerned about the risk-neutral distribution.
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Fig. 4.5. Scatter plot of weakly returns of DAX and AEX (taken from Cont and Tankov
(2004b), p. 166).

4.5.2 Goodness of approximation of the FFT pricing method

The key object of the Fourier method of Section 4.4 is the random variable Z, which
was defined in Section 4.4.1 to be

Zp = log[,€XT + Gpe¥T]

where (X,Y) is a KTD jump-diffusion process. Fig. 4.6(a) shows the convergence
behaviour of the moment approximations of Zp as a function of the order of the
Taylor approximation for a European call option on a basket of two equities with
marginal laws as in Table 4.1 and weights wqy = ws = 1. The current prices of the
equities are Sg( = Sg = 10, the correlation coefficient is 0.5, and the jumps are
linked by the parameters 0, = 3 and 6_ = 2 of the Lévy copula Cy, g_. The order
of the Taylor approximation on the abscissa goes from 4 to 12. It can be deduced
from Fig. 4.6(a) that a reasonable goodness of approximation is already obtained for
orders of 7 or 8, which allows for a very fast computation. In contrast to this obser-
vation, Fig. 4.6(b) reveals that the estimation of the same moments from simulated
data is quite unsatisfactory because the perceived convergence is very slow if visible
at all. The results are displayed as a function of the number of drawings in a plain
Monte-Carlo simulation which ranges from 20000 to 100000. The results become the
worse the higher the moment is, a fact which has long been known in the literature!®.

We now proceed to compare the approximate prices obtained by the Fourier in-
version technique with Monte-Carlo prices and, quite importantly, also with prices
obtained in the pure diffusion model'®. The latter model is important in the con-

183ee e.g. Cont (2001).
19This model was defined at the end of Section 4.3.3.
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(b) Moments of Z estimated from Monte-Carlo simulations with the
number of trials ranging from 2,000 to 10,000. The true values are
marked by horizontal solid lines.

123

Fig. 4.6. Moments of Z: Both figures display in their four parts the moments on the horizontal

axis: mean, standard deviation, skewness and kurtosis (from top to bottom).
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text of this section because it is a benchmark relative to which pricing errors of the
Fourier method in the KTD model must be assessed. For instance, a relative pricing
error of 1% can be regarded as negligible if the pure diffusion price deviates from the
true KTD price by 5% whereas for a 1% deviation the pricing error is quite big.
Prices in the pure diffusion model are computed with a very sufficient accurateness
by a Monte-Carlo method with variance reduction, which is outlined in Appendix
C.4 following Pellizzari (1998). As we have seen that a plain Monte-Carlo simulation
in the case of Lévy processes usually converges very slowly, variance reduction is an
even more pressing issue for simulating the KTD model, and we use control variates
according to the method sketched at the beginning of Section 4.4. One observes that
this method has a much better speed of convergence, and with 300,000 drawings the
prices can be regarded as quite precise in the sense that different simulations do not
visibly alter Fig. 4.7.

Fig. 4.7 compares different prices for strikes with moneyness ranging from 0.6 to
1.4, i.e. symmetrically around the at-the-money strike K = Sy = wlsz + wgsg.
In Fig. 4.7(a) the solid line represents Fourier prices in the KTD model, and for a
discrete set of strikes the dots stand for KTD Monte-Carlo prices, while the crosses
are prices computed in the pure diffusion model. The differences can be seen more
clearly in Fig. 4.7(b) which displays the relative price differences (in %) of KTD
Fourier prices and diffusion prices in relation to the KTD Monte-Carlo prices. The
latter are assumed to be accurate enough. For ITM options Fourier prices are quite
precise, but become less accurate for ATM options with a maximum error of a bit
more than 2%. But if we compare these differences to the intra-model differences
reflected by the dash-dotted line, the picture shows that it is still much better to
use the approximate KTD prices than prices in the diffusion model. For options far
out-of-the-money the approximation becomes worse.

These results lead to more profound problems. The Fourier inversion method to
determine approximate prices of basket options is accurate up to the first four mo-
ments of the distribution of the random variable Z7 from Section 4.4.1. This means
that the price inaccuracies are due to the effects of the fifth and higher moments. But
taking account of the fact that the estimation of the marginal return distributions
proceeds in most cases using a parametric family of distributions with no more than
four parameters and hence an exactness up to more than four moments is usually not
within reach, it becomes clear that the higher moments of Zp cannot be controlled.
Consequently, the approximate Fourier prices can be seen as equally well justifiable
as the seemingly exact Monte-Carlo prices. And for most strikes KTD Fourier prices
are much closer to KTD Monte-Carlo prices than to diffusion prices. These facts
should be taken into consideration when evaluating the goodness of the approximate
pricing method.
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Fig. 4.7. Comparison of call option prices in the KTD model obtained by the FFT method
and Monte-Carlo simulation, the latter both for the KTD and the common diffusion model.
The number of simulations in both models is 300000. Sy from (4.4.1) equals 20.
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4.5.3 Pricing with the KTD model

Once again coming back to Fig. 4.7(b) and the dash-dotted line we see that the
KTD model corrects diffusion prices qualitatively in the same way as in the better
known case of standard (one-dimensional) European call options (see Chapter 3 or
Chapter 4): Diffusion prices are too high for options around the ATM region and
too small far away-from-the-money options?’.

Fig. 4.8 deals with a small experiment, which helps to assess the effect of tail
dependence on basket option prices. The covariance decomposition (4.3.25), which
was

cov(Xp,Yr) =Tlci1a — ?/)Cll’l(oa 0)],

shows how the total covariance of X7 and Y7 is decomposed into the covariance of
the two involved Wiener processes and a part provided by the jump dependence. In
a thought experiment we can change the parameters 6, and 6_ of Cy +.,0_, Which
implies that wcll’l(0,0) is modified. The decomposition result allows to adjust cis
such that cov(Xrp,Yr) stays the same. This means that while altering the jump
dependence structure the only measure of dependence of a modeller who works only
with the pure jump model and hence with linear dependence does not change. The
result is that he cannot distinguish all these situations although they correspond to
rather different jump structures. Fig. 4.8 depicts the impact of such a change of 6
and 0_ on the computed prices. The largest price difference is equal to 0.17, which
is attained by the difference between completely dependent and independent jumps,
and this appears to be quite sizable.

Another interesting insight can be gained from Fig. 4.9 which shows in two graphs
the first four moments of Zp as a function of 1/6 4 = 1/6_. This inverse parametriza-
tion is chosen because the case of independence (‘1/60+ = 1/6_ = 0’) is more easily
represented. The difference between both figures is that contrary to 4.9(a), in the
second Fig. 4.9(b) the covariance of (X7, Yr) is held constant over all values of 1/6
and 1/60,. Interestingly, these graphs show that the distribution of Z7 can be posi-
tively skewed although the marginals are both negatively skewed. This effect emerges
even in Fig. 4.9(b), and it indicates once again that skewness, kurtosis and non-linear
dependence in the data lead to unforeseeable properties of the random variable Z,
which can be better captured by calibrating four rather than two moments.

4.6 Concluding remarks

This work belongs to a field of research starting with Tankov (2003) who proposed
a method of how to construct multidimensional Lévy processes. Only very few con-
tributions (e.g. Prause (1999), Rydberg (1997)) deal with this kind of problem.
The innovation of Tankov (2003) is to bring the statistical copula idea of separating
marginals and dependence into the world of Lévy processes and to provide a general

20Fig. 4.7(b) must be turned upside down to compare it to the corresponding figures in the
previous chapters because the differences in those chapters are defined the other way round.
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Fig. 4.8. Prices for a European ITM call coption (K = Sp) for different values of 1 and 6_
while at the same time the covariance is kept constant. The maximum difference is 0.17.

framework of constructing multidimensional Lévy processes rather than to generalize
a special distribution to the multidimensional case. But the real challenge of the idea
of a Lévy copula seems to be the requirement of tractability. And it is the tractabil-
ity property which is the leitmotif of this contribution. We deliberately stayed as
concrete as possible in order to find a very special model which can incorporate very
realistic features (leptokurtotic and skewed marginals, tail dependent jumps) and at
the same time remain tractable.

However, there are still some problems with this approach concerning the model it-
self as well as the proposed pricing methodology. As for the model techniques the
question of how to estimate the two parameters has not been tackled, which clearly
remains one of the most urgent things to do. More important than the technical
side of the estimation procedure is availability of data. As we have to estimate the
parameters of the risk-neutral as opposed to the statistical distribution there is a
need for market prices of basket options in order to capture the risk-neutral depen-
dence structure. It seems, though, that basket options are not very often traded
at exchanges. An alternative approach would be to find economic reasons why it
could perhaps be sufficient to take the statistical dependence structure. Of course,
it would also be interesting to study the interrelation between the risk-neutral and
the statistical dependence.

The pricing methodology in the KTD model immediately calls for an extension of
the model to more than two dimensions because realistic basket options are mostly
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Fig. 4.9. Parameters: 01=0.21, 02=0.3, p1=0.45, p2=0.5, A1=0.25, \2=0.4, A4 =4.1, Ao =3.7,
A1-=3.6, \2_=3.6. Moments of Y as dependent of 64 and 6_, which both are driven from 1 to
20. Note that the marginals both have negative skewness.
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claims on whole indices rather than on just two assets. The first thing would be
to extend the copula to more than two dimensions, which does not appear to be
a straightforward task. Secondly, computations would become much less tractable,
and it is not clear whether the feature of an analytical characteristic function would
be preserved.

Finally, we could consider different (preferably infinitely often) differentiable payoff
functions. If we define the strike price to be an asset, Eberlein and Papapantoleon
(2004) provide an exact method (in the sense of being directly priced by Fourier
inversion) to value a variety of exotic options depending on two assets. An in-
teresting example of such an option is the exchange option with payoff function
p(z,y) = (x — y,0)". But as soon as this option is coupled with a strike price
K >0, ie. p(z,y) = (x —y,K)T, we have three assets just like in the case of
the two-dimensional basket option, and the method of Eberlein and Papapantoleon
(2004) cannot be applied any longer. It seems that such an option can be priced by
a suitable modification of our approximation method.
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Chapter 5

Risk-minimizing hedging

5.1 Introduction

Models of financial markets with assets driven by Lévy processes are in general in-
complete. This means that not every contingent claim can be hedged completely,
and hence one is forced to think about hedging strategies which cover the risk as
well as possible in a certain sense. The hedging strategies that we consider here
are assumed to use only the underlying asset and a riskless bond. In a complete
market the hedging problem of a final payoff is solved by investing in a portfolio and
pursuing a self-financing trading strategy which produces the same final payoff. A
possible solution would be to maintain the latter payoff requirement while foregoing
the self-financing assumption. Such a strategy can be found in a trivial way! and is
not interesting at all. The idea of Follmer and Sondermann (1986) is to replace the
notion of a self-financing strategy by the weaker one of a mean self-financing strat-
egy (see below). This leads to a non-trivial optimization problem, and one comes
to the notion of a risk-minimizing hedging strategy, which we define in the sense
of Schweizer (1991). The objective of this section is to compute a risk-minimizing
strategy for options that depend on more than one asset in the framework of an
exponential Lévy model.

This chapter has two main sections. The main result will not appear until Section
5.3 where we give an explicit presentation of a risk-minimizing hedging strategy and,
correspondingly, of the minimal martingale measure in a multidimensional exponen-
tial Lévy world where the derivative is allowed to be written on more than one asset.
This general result is of a very technical nature, and therefore the main economic
ingredient might well be overlooked. Because of this, we decided to outline this pro-
cedure in Section 5.2 for the case where the derivative in question depends merely
on one asset in a way that makes the structure of the general result more lucid. In
doing this, we perform mere formal computations without bothering about whether
the calculated objects exist or not. In fact, all of the objects in this first section will
exist under suitable assumptions, but this will not be seen until Section 5.3.

!See Schweizer (2001).
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There is a second reason why the introductory Section 5.2 was included. Risk-
minimizing hedging can be given a twofold interpretation, depending on whether the
tracking error is to be minimized under a (however obtained) risk-neutral or under
the statistical probability measure. It will turn out that formally both approaches
amount to the same result, but their interpretations are quite different: The first one
is easier to obtain but has an economic flaw whereas the second one is mathemat-
ically more challenging but more meaningful in economic terms. Section 5.2 deals
with this problem, discusses the results and classifies the present literature accord-
ingly. The general result in Section 5.3 deals only with the second approach. The
very first thing to do is to define the notions that we are going to talk about.

Definition 5.1. Let M, N be square-integrable martingales. M and N are said to
be orthogonal if (M,N) = 0.

This is not the common way of defining the notion of orthogonal martingales.
Following the usual definition, two local martingales are then said to be orthogonal if
their product is again a local martingale. However, for square-integrable martingales
both definitions are equivalent.

Throughout this section we assume the asset price process to be given by a special
semimartingale S with Doob-Meyer decomposition

S=5+M+A

where M is a square-integrable martingale with My = 0 and A a predictable process
whose components have finite variation.

Definition 5.2. Let © denote the space of all predictable R™-valued processes 9 with

T T 2
[ oaonno, ([ 10.aa)
0 0

where (M) := ((M*, M?)); j=1...n-
A portfolio strategy is a pair (C,¥) where C > 0 and ¢ € ©. Its associated value
process is given by

E < o0 (5.1.1)

t
AR c+/ 0, dS,,.
0

We borrow from Choulli et al. (1998) the definition of a Follmer-Schweizer de-
composition:

Definition 5.3. Given a semimartingale S, we say that a square-integrable Frp-
measurable random variable H admits a Follmer-Schweizer decomposition if it can
be written as

T
H=H0+/ ﬁ;dsu—i-FT,
0

where Hy is an Fy-measurable random variable, 9 € O, and I is a square-integrable
martingale starting at zero which is orthogonal to all components of M.
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Central to finding a risk-minimizing hedging strategy is a martingale measure
with special properties, the so-called minimal martingale measure, which is con-
structed for stochastic processes satisfying the structure condition from Schweizer
(1994).

Definition 5.4. Let S be a special semimartingale with Doob-Meyer decomposition
S =50+ M+ A, where ‘ '
A< (MY, i=1,...,n

with predictable density v'. Moreover, let

ni=uix% for i=1,...,d (5.1.2)
and ( ) >
s d{M*, M7, o
Ei] ::T_Bt fOI‘ Z,j:17...,d.

B is understood as any fized increasing predictable cadlag process starting at zero
with (M?) < B. If there exists a predictable process A with

Sih =1, P —as. forte[0,T], (5.1.3)

and for the process K, which is called the mean-variance trade-off process, we have

. t
K; = </ )\;dMu> = / N, dA, < oo P —a.s. foralltel0T],
0 t 0

then S is said to satisfy the structure condition (SC).

As we will see later, for the case where S is an n-dimensional exponential Lévy
process we can choose B with By = t,t € [0,T], such that (5.1.2) considerably
simplifies to A

- dA;
i t
Mt dt

We give the definition of a minimal martingale measure in Follmer and Schweizer

(1991):

for i=1,...,d. (5.1.4)

Definition 5.5. A martingale measure P ~ P will be called minimal if any square-
integrable P-martingale I' which is orthogonal to M under P remains a martingale
under P .2

The minimal martingale measure is in general a signed measure. In the following
two sections we will give conditions under which it is indeed a probability measure.

Let a contingent claim H be given with assumptions made in Definition 5.3. The
price of this claim at time ¢ is denoted by V' (¢, S;) as a function of time and the price

2F5llmer and Schweizer (1991) assume in addition that P=Pon Fo. This condition is redundant
in our case because we have assumed that Fo is the trivial o-algebra.
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of the underlying assets S. The financial notion ‘risk-minimizing’ from the beginning
of the section translates henceforward into a mathematical definition. For this we
still need to introduce the cost process I' of a strategy .

t
Ft = V(t,St) - / ﬂ;dSu
0

The following definition is based on Schweizer (2001).

Definition 5.6. Let H be a contingent claim. A portfolio strategy (C,v) with C =
V(0,80), ¥ € © and V¥ = H P — a.s. is called risk-minimizing for H if 9 is such
that T' is a P-martingale which is orthogonal to M.

From the definition of the cost process we see that I'g = V' (0, Sp). This means that
with a strategy (C, 1) that satisfies only the martingale property of Definition 5.6 the
cost process oscillates around the starting point V(0,Sy). Such a strategy is called
mean-self-financing because I" is not identically equal to V (0, .S¢) as in the case of a
self-financing strategy but still equal to V'(0,S¢) in expectation. A risk-minimizing
strategy takes into account that Lévy markets are in general incomplete, and a full
elimination of the risk of a derivative by continuous trading in the underlying and
the risk-neutral asset is not possible. Hence it contents oneself with minimizing the
hedging error in a certain sense: The strategy is such that the hedging error I' is
orthogonal (in the sense of Definition 5.1) to the price process of the underlying, i.e.
it is the best possible way to cover the risk inherent in the terminal payoff H.

5.2 The one-dimensional case

In this section we use the one-dimensional case in order to assess the problems
involved with risk-minimization in a jump process environment and to calculate the
optimal hedge ratio for an exponential Lévy model. We assume throughout this
section that » = 0. In the end, we will show that this assumption can be easily
relaxed for a constant interest rate process. The hedge ratio can be interpreted in
two different ways, and the two points of view will be discussed. We recall that the
calculations in this subsection are completely of a formal nature and do not deal with
existence questions. We take as given two probability measures R and R where at
least the latter is a martingale measure.

Let the price process of a risky asset under the probability measure R be S; = SpeXt
with Sy > 0 and

X; = bt + VWi + h(z) * (1 — )i + (x — h(x)) * pi (5.2.1)

The Doob-Meyer decomposition into a martingale M and a predictable process A,
obtained by an application of It6’s formula, reads

S, — so+f/s AW+ (S_(¢" — 1)) % (X — v)y

+(b+§+/R(ex—1— dw)/ Sy_du. (5.2.2)
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Given the martingale measure R we can give the pricing functional in the form of
the risk-neutral pricing formula

V(t,S) == ERw(Sr)|F] = ER[w(Sr)|S: = S] (5.2.3)

where the last equality follows from the Markov property of the equity price process
S. Applying Itd’s formula to V' (-, S) yields

V(t,S) = V(0,S0)+ tg—g(u,Su)\/ESuqu
0
+[V (1, Sy_e®) — V(u, Sy )] * (™ — D)y (5.2.4)

where we have used the price process S under the risk-neutral measure R. The drift
terms actually showing up in (5.2.4) must add up to zero® because V(-,S) is an
R-martingale. We set

P = g—g(t,st_) and  ¢%(x) == [V (t,S_e") — V(t,S;_)]. (5.2.5)

Passing on to the actual hedging problem the cost process of the hedging strategy v
is defined by

¢
T, = V(£ S) / 9udSh.
0
The following assumption is worth emphasizing:
Assumption 5.7. T" is an R-martingale.

Therefore
t
Iy = / (¢S — )V CSy—dW, + [gbd —0985_(e* —1)| (,uX — V) (5.2.6)
0

where again the drift terms sum up to zero.
The hedging strategy ¥ must be chosen such that the two R-martingales I' and M
are orthogonal, i.e.

(T, M) = 0. (5.2.7)

3This condition gives a partial integro-differential equation which is the jump analogy to the
Black-Scholes partial differential equation. Explicitly, the PIDE is as follows

oV

v o’V _ov,
oS

o B9 555

(t,5)S* + /[V(t, Se) — V(t,5) t,8)S(e" — 1K (dz) = 0

R
and V(T,S) = w(St). Note that the coefficients are the ones under some arbitrary risk-neutral
measure R, which is where the incompleteness problem emerges. Cont and Tankov (2004b) give
a method of how to solve this equation (Cont and Tankov (2004b), equation (12.7), p.383) with
numerical methods.
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We have
t
(M), = / (¢S —0,)eS?_du
0

+ /O t /_ O; [(¢g(x) 98y (e® — 1)) Sy (" — 1)] K (de)du
hence we have to solve

(¢ —9)eS? + /

— 00

o0

(6r) =95 (e" = 1)) 5 (e" ~ 1)K (dx) =0

A~

which yields the predictable hedging strategy ¢ = 9

cptS_ + fR(e“ — 1)¢*(x) K (dz)
S_(c+ [p(e* —1)2K(dx))

It is intuitive to see how the results change if we set » > 0 in our setting. Because

9 =

(5.2.8)

of
Spi=e"8 = Spexp [(b—r)t + VW, + h(z) * (1 — v) + (x — h(z)) * 1" |

it suffices to replace b by b—r in order to incorporate non-zero (but constant) interest
rates according to the bond model (4.3.22). Going once again through the derivation
of the hedging strategy (5.2.8), one observes that its form is not influenced. However,
it should be self-evident that ¢¢ and ¢? look differently for different interest rates.

We now proceed to the economic interpretation of the abstract probability mea-
sures R and R in terms of the well-known probability measures: P is the statistical
probability measure, and Q is a martingale measure, which is typically estimated
directly from option price data, and P is the minimal martingale measure in the
sense of Schweizer (2001). One distinguishes between two ways of interpretation:

First case: R=R = Q.

This case is conceptionally the simpler one: One starts directly with the specification
of the asset price process S under a risk-neutral measure without any relation to
the statistical martingale measure P and uses Q for the definition of V' in (5.2.4).
Assumption 5.7 is trivially satisfied because I' is the difference between two Q-
martingales. Hence the orthogonality condition (5.2.7) is formulated in terms of
the risk-neutral measure Q which means that the parameters showing up in the
solution (5.2.8) are the risk-neutral ones, and the risk is minimized under Q. But
this is of course disputable: One would actually want to minimize the hedging error
under P because, as a matter of fact, the costs of mishedging occur under the real-
world measure P and not under Q, which is just a pricing rule and not a statistical
description of observed data*. Formula (5.2.8) in this context has been computed in
Cont and Tankov (2004b), equation (10.39).

“See Cont and Tankov (2004b), p.339.



5.2. THE ONE-DIMENSIONAL CASE 137

Second case: R =P, R=P.

This approach resumes that criticism. Here the starting point is indeed the statistical
measure P which is assumed not to be a martingale measure. Hence Assumption
5.7 is not fulfilled per se, and we need a very special change of measure. But this
is exactly what P does: Apart from being a martingale measure for S, it defines
the process V via (5 2.3) such that I" becomes a P-martingale. The measure change
process from P to P is completely determined by the Girsanov quantities ﬂ and g
(see Theorem 1.20) which are given by

Ve (b5 (e — 1= h(a) K (dr))
T ¢+ [o(er —1)2K (dz)

and
b+ 5§+ fR(e“’J —1—h(2")K(dz')
c+ [p(e” —1)2K(dx')

At this point we are concerned with a well-known drawback of the minimal martingale
measure and hence of risk-minimizing hedging: For many interesting asset price
models the minimal martingale measure is signed. It follows that prices obtained
by discounted expectation of a payoff function with respect to this measure are not
arbitrage-free. This is typically the case for Lévy processes with unbounded jumps.
But many Lévy processes used in finance have Lévy measures K with supp(K) = R.
Here emerges a further advantage of the exponential Lévy model as opposed to the
stochastic exponential Lévy model. In the latter case the measure change function
of the minimal martingale measure is y(z) = 1 — 6z for a fixed constant 6. Assuming
other conditions to be given, y being identically bigger than zero is equivalent to
y describing an absolutely continuous change of measure. But y for the stochastic
exponential Lévy model is affine-linear, hence positivity can only be achieved by
restricting the size of the jumps, i.e. the support of the Lévy measure.

For the measure change function (5.2.9) this is different. We define the constants a
and u by

gl@) =1- (e® —1). (5.2.9)

a = b+ g —l—/R (ex/ —1- h($/)) K(dm'),

uo= c+/R(exl—1>2K(d:p').

and we have

gx) >0 VzeR <1+g)—ge$>0
W I

(07

— -—-1<-<0. (5.2.10)
0

This means that, given (5.2.10), in an exponential Lévy model with a Lévy measure
even satisfying supp(K) = R the minimal martingale measure is a real probability
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measure®. Writing (5.2.2) in the usual shorthand notation for stochastic integro-

differential equations

dS B X ¢ x

5 = \/Eth—f—/R(e —1)(p* —v)(dt,dx) + <b+ 2 + /R(e -1- h(x))K(dx)) dt
and forgetting about mathematical rigour, we can consider adt and pdt as the mean
and the variance of the returns of S over an infinitesimal time increment dt. As
> 0 a necessary condition for (5.2.10) is that « is negative. Adding that for r > 0
b in o must be replaced by b — r this does not seem very unrealistic.

If (5.2.10) is not satisfied we have two alternatives: Either one restricts the sizes
of the jumps, i.e. the model must be adjusted to the properties of the measure, or
we accept that we have a signed measure. Though theoretically not meaningful the
hedging strategy ¥ and the measure change function y are still well-defined, and it
would be a matter of hedging error comparison in a simulation to decide whether
this approach is meaningful in a practical sense.

Clearly, the parameters in Jin (5.2.8) are now the ones under P, and the computation
of V' can be done in the usual way because S is again a Lévy process under P. This is
obvious from the observation that B and g are non-stochastic and time-independent
(see Theorem 1.20). Using a limit argument from a discrete-time argument éerny
(2004a) and Cerny (2004b) derive (5.2.8) with this interpretation as well as Colwell
and Elliott (1993) for a more general model comprising the exponential Lévy model.

5.3 The multidimensional case

5.3.1 Hedging an option depending on n assets

Now we describe how an option on a general number n of assets can be hedged
within the concept of risk-minimization. As the same ambiguity concerning the
interpretation of the ocurring probability measures arises we focus here straight away
on the second and more difficult case when the equity price process S is given under
the statistical probability measure P. In doing this, we clarify some technical issues
which we postponed to this section.

Let S¢ = SéeXZ with 5’8 > 0,7 =1,...,n, describe the dynamics of the n risky assets
under the statistical probability measure P where

Xe= (XL XD =bt+ Wy + h(z) * (0 — ) + (. — h(x)) * (5.3.1)

with o = (z!,...2"), b= (b!,...,b") and ¢ := /c denoting the square root® of ¢ =
(¥ )ij=1,..n- W is a n-dimensional Wiener process with independent components
and p~ a jump measure on [0,7] x R™. If we denote by h'(z) the i-th component of
the vector h(x) the components of X are given by

XP=bit 4 (@)YW; + hi(z) * (u —v)p + (2 — hi(2)) * X, i=1,...,n.

A similar result was obtained by Zhang (1994) in the framework of a jump-diffusion model.
5See the discussion in Section 1.3.
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Applying It6’s lemma one obtains for i = 1,...,n
4 4 t 1S t L 4
S = Sé+/ SZdX;+§Z(c““)2/ St odu+ (SE (" —1— b)) * pk
— Sl+bz/ St du+/ St (@Y dW, + (S_hi(x)) * (u™ — v);
HSL — @) i + S / S _du + (S(e —1— o)) 5 i
0
- Sﬁ/sz VAW, + (SL(" = 1)) % (¥~ ),

<b1+%+/n( 1 Rz da:>/ Si_du. (5.3.2)

Hence we have the Doob-Meyer decompositions S} = S§ + M; + Al of S where

M} ._/ Si (@) dWy + (S (e* — 1)) % (uX — v)y, (5.3.3)

and B .
Al = <bi + % + / (e —1— hf(dx))K(dx)) / St du. (5.3.4)

n 0

Moreover, given an Fpr-measurable payoff H with payoff function w, ie. H =
w(Sk, ..., S%), we define the value process V (-, S) of H as a risk-neutral expectation

with respect to P:

V(t, St ...,8") = EP[w(Sk, ... SH)|F]
= EP[w(Sk,...,S0)|St=581...,8"=8". (5.3.5)

V' is a uniformly integrable f’—martingale by definition, hence the drift terms cancel
after an application of It0’s lemma, and, given that W is a standard Wiener process
under P, we obtain

t R
V(L5) = V.50 + [(6)/Secdi+ 6w« =P 639
0
by defining the predictable processes
. v av '

and
xt n _x™ n
gl(x):[V(t,sg,e .., Se )—V(t,sg,,...,st,)]. (5.3.8)
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For this to be feasible we assume that V (¢, 5) is differentiable in ¢ and twice differ-
entiable in S.7

We recall the definitions J(z) := (e” —1,...,e"" —1) and S := diag(S?, ..., 5™
that we have made in Chapter 1.
We are now ready to define the constant matrix g € R™ ™ the constant vectors
a € R™ and the predictable R™-valued process d by

poi= c—i—/n J(x)J' (z)K (dz), (5.3.9)

a = (b@'+%”+/n(ef"—1-hl’(m))K(dx))i:1Mn, (5.3.10)

di = eS—¢i+ | ¢i(x)J(z)K (dx). (5.3.11)
-

By means of the representations (5.3.3) and (5.3.4) we obtain then explicit repre-
sentations of the processes (M* M7) and A’ for i,j = 1,...,n. They are given
by®
(M M7y, = pPSi S dt
dA! = o'Si dt.
Definitions (5.3.9), (5.3.10) and (5.3.11) allow us to give M and A compactly in
matrix notation:

M; = /t Sy_cdW, + (S_J(x)) * (u™~ —vF),, (5.3.12)

0
t

A = /Suadu. (5.3.13)
0

The main theorem can now be stated in terms of the previously defined constants.
We repeat that by | - | we refer both to a vector norm and to the matrix norm which
is generated by the former. We have in particular that |Az| < |A||z| for z € R™ and
A € R™™ for every m,n € N 7.

Theorem 5.8. Let S = Spe™X with Sy > 0,i = 1,...,n, be the n-dimensional
exponential Lévy process (5.3.1) with X = (b,¢, K)p and the Lévy-Ité6 decomposition
S =So+ M+ A with M and A given by (5.3.12) and (5.3.13), and let

/ 2K (dx) < oo. (5.3.14)
|z|>1

"For n = 1 there are convenient conditions in terms of the diffusion component ¢ and the Lévy
measure K for this assumption to hold. This is the case, for instance, for a jump-diffusion process
with a non-zero diffusion component (See Cont and Tankov (2004b), p.385 and Proposition 3.12.).
Unfortunately there does not seem to be a similar result for n > 1.

8We have used (1.3.2).

See e.g. Barnett (1990).
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Let the matriz p, which is given in (5.5.9), be non-singular P — a.s, and furthermore
suppose that
1—o'p (@) >0 Vaesupp(K), (5.3.15)

where o € R™ is given in (5.3.10).
The predictable processes ¥ = (Zij)i,j:17...7n € R™™ and n = (ni)i:17...7n € R" are
defined by
S =2 = pi80 87 = (S_pS-)Y
§=2 = pdStS = (SopS-)
and
n; = a'St = (S_a)".

a) Then there exists a predictable process \ that satisfies
YA=n P-—as., (5.3.16)

and the martingale measure P is given by the measure change process A , which is a
square integrable P-martingale:

A‘_@
LT ap

. =£ (— /O X’dM)t, t e [0,7). (5.3.17)

It is such that S is again a Lévy process under P.

b) Let H be an Fr-measurable random variable with E¥[H?] < oo, which is of
the form H = w(St) for a positive measurable function w : R™ — R that satisfies
for L > 0 the Lipschitz condition

jw(z) —w(y)| < Llx —y|, =y eR™

Then the process V(-,S) in (5.8.5) is well-defined. If we assume that V (t,S) is
differentiable, once int and twice in S, then via the use of definitions (5.53.7), (5.3.8)
and (5.3.11) we obtain the process § = (5i)¢:17,,,,n € R"™ by

6= d'S" = (S_d)".
Then there is a predictable solution U € O to the linear problem
S9=6 P—as. (5.3.18)

such that the process
t
Iy =V(t,S) —/ ¥, dS,,
0

1s a square-integrable real-valued P-martingale which is orthogonal to all components
of the n-dimensional vector process M.
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Proof. a) First of all, we state that condition (5.3.14) entails that M is square-
integrable martingale. The non-singularity of p implies the one of ¥ because § is
non-singular as S > 0 Vi = 1,...,n. Moreover, A’ is absolutely continuous with
respect to (M?). This observation and the fact that (M?) is absolutely continuous
with respect to the nonstochastic process B; = t entail the validity of (5.1.4), and
the problem (5.1.3) can indeed be reduced to (5.3.16). We have then the measure
change process as the stochastic exponential of the process

t t
- / NdM = — / NSVedW — [A’Sj(x)} s« (X —vP),
0 0

hence A . .
f'=-NSyec and g(z)—1=-NSJ(z). (5.3.19)

The problem YA = 1 becomes Squ\ = Sa, and we have a unique A= S ta

by invertibility of S and p. On the one hand this implies that the mean-variance
trade-off process K becomes

t t

K = / N, dA, = / ap '8 1Sadt = aptat,
0 0

which is deterministic and hence finite on [0, 7. Hence the structure condition (SC)

from Definition 5.4 is fulfilled.

On the other hand, we have the Girsanov quantities

B=-NSVe=—adp Ve and ylz)—1=-NSJ(z) = —a'p ' J(z) (5.3.20)

which are neither random nor depend on time. This implies that S is a Lévy pro-
cess under P. A short computation shows that condition (1.3.18) in Proposition
1.21 is fulfilled, therefore Z is a uniformly integrable martingale. As it is easily
seen, the form of the Girsanov quantities in conjunction with (5.3.14) shows the P-
square-integrability of [ AdM , hence the P-square-integrability of Z via the structure
condition (SC) according to Choulli et al. (1998), Proposition 3.7. By (5.3.15) the
measure change function y is positive on the support of K, from which it follows
that P is indeed a probability measure.

The probability measure P is a martingale measure: Changing the measure in (5.3.2)
leads to a drift part which is the time integral of the process

SVeB+S . J(@)(y(z) — 1)K (dz) — S

= ScSh+ SJ(z)J(x) SAK (dz) — Sa
Rn

= <ScS + SJ(:C)J(x)'SK(da:)) Y 1Sa—-Sa=0

Rn

because the term in brackets in the previous line equals X. Hence the drift term is
zero, and by Lemma (1.19) S is a true P-martingale.
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b) By Schwarz’s inequality EF[H?] < oo and the P-square-integrability of Z
imply that V'(-, S) is well-defined. The solution to problem (5.3.18) is again unique,
and we can write J = %14.

The next thing to show is that its solution J is in O, i.e.

T T 2
[ tiano, + ( / w;dAur)
0 0

We begin with the first integral. Using 0= S~ 'y~'d and ¥ = SuS we obtain

t

/79;d(M) /d’ ptd,du (5.3.21)
0

/w' Yl < ™ 1|/|d 2du,

hence it is sufficient to show that EF[|d|?] < oo. We have because of Lipschitz
continuity

EP < 0.

and subsequently

|V(t7 Stlf + A) SRR S?,) - V(t7 Stlfa SRR S;Lf)|
< EP[jw((SL + A)eXt—t, 82 XFot . S Xi)
—w(SLeXtor 82 Xhoe . gn Xior) |‘]~}]
< LIA|EP[XT|F] = LIA| P —aus.
because EP[ T HF] = EP[ Xp th\}"t] due to the property of mdependent and
stationary increments of X and the P- martingale property of eX¢, which implies
that the partial derivative of V with respect to S is P — a.s. bounded by the

constant L. Repeating this analysis for the other partial derivatives we see that for
a positive constant C; we have due to the equivalence of all norms on R"

|0¢] < C1[¢o0 < C1L =:C. P —a.s. (5.3.22)
where | - |o is the maximum norm |z| := max{z!,...,2"}. For a vector x =
(z!,...,2") we define e = diag(e™ ,...,e”") € R™*". Continuing with the treat-

ment of ¢?, we obtain for ¢¢(x) = V(¢t,S_e®) — V(t,5_)

1

V(t, St e ,...,8" ) =V (t,SL,...,S"|
< EP [|w(Stlfe‘TleXilF—t 8P e X T —w(SfLeX SR e T |‘]:t]

< LEP[|8,-e¥ 1 J(2)||F] < LIS | EP [|e¥X7||F] | (). (5.3.23)
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By linearity and monotonicity of the conditional expectation we have for the maxi-
mum norm | - oo

EP[leXTt|o|F] = EPmax{e’T—, ... Xi—}|F]

n
< ZEP[eX"}*t\}}] <n P-—as.
i=1

because all eX' are positive. Again due to the norm equivalence on R™*"™ we then
have from (5.3.23)
|67 ()] < nCalS;—|[J ()] (5.3.24)

for a constant C; > 0.
From (5.3.22), (5.3.24) and (a + b)? < 2(a? + b?) for real a,b we obtain

IN

2
P < 2ePls Pt v2 ([ oli@is)

s {lerc vt ( [ 1P )|

The integral with respect to K in this expression exists because of (5.3.14). This
term is P-integrable, which again entails P-integrability of (5.3.21). Likewise we see

that using Schwarz’s inequality
t 2
-1
( /0 dp adu) ]

t 2
( / é;dAu>
0
t
|,u10z|2tEP[/ |dy|*du] < oo.
0

IN

EP = EF

IN

All this implies that J € ©.
We show now that I' is a P-square-integrable martingale. First it is a local

martingale: V (-, .S) has the representation (5.3.6) under the measure P, and changing
the measure back to P results in the drift of the process I' under P which is equal to

—(¢°) S\/ep — . ¢ (y(z) — 1) K (dz) — 9 Sav.
Plugging in 3 and § from (5.3.19) and afterwards A = £~ 1Sa and ¢ = X184 yields
(¢°)ScSA + /R ) LT (2)SAK (dz) — 9 Sau
= <03¢c + . LT (x)K (dz) — d>/8218a =0

in view of the definition of d in (5.3.11). Here we have used that the matrices
S, c and ¥ 7! are symmetric. The symmetry of X! follows immediately from the
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considerations on p.15.
I is even a square-integrable martingale: As it is a local martingale, the drift is zero,
and we have

Iy =V(0,Sy) + /Ot(qb"‘ — ) Sy_edW, + [¢%(x) — I'S_J ()] * (u¥ —v). (5.3.25)

We must show that for u € [0,T] we have E¥[I2] < co. That I is a true square-
integrable martingale follows then from Protter (1995), Theorem 1.47, by

1/2 1/2
sup [Ty ]2 <2| sup EP [Fi] ,
u€[0,T] u€[0,T]

where we have used first Jensens’s and then Doob’s inequality!'®. The square-
integrability of both integrals in (5.3.25) can be seen from the isometry formulas!!
So we compute, using ¥ = S~ u~ld

EP [ /0 t (66— Du)ySue) du}

t t
< 2e® | [ (106PIS.-Paa] + 2 PilE® | [P

EP
u€[0,T]

sup rm] < <EP

This is finite given the P — a.s. boundedness of |¢°| and the P-square-integrability
of |d|. Likewise we obtain for the second integral considering condition (5.3.14)

EP [ /0 ' / ) (¢g(;¢) — @;Su,J(x))z K(d:p)du}
< 2 |f i it Praoda] + 2 PR | [ PP ]

The final statement to verify is the orthogonality of I' and M* i = 1,...,n. In view
of the representations of (5.3.3) and (5.3.25) an application of Proposition 1.7e yields

<F7Mi>t

t t
_ c 9V i Qi d Y i T
= [@—dysdsias [ [ @l - s a@)si e

i

— 1)K (dz)du

t t
= / (¢6) Sy_c'S!_du + / o3 (x)SE (% — 1)K (dx)du
0 0 R™

_/Ot 9 S, Si {ci + / J()(e* — l)K(dx)} du,

Gee e.g. Protter (1995), p.12.
See Revuz and Yor (2001), Theorem IV.2.2, for the first, diffusion-related and Proposition 1.7d
of this thesis for the second, jump-related integral.
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where the term in brackets in the last line is equal to u’. A look at (5.3.11) reveals
that the expression in the last but one line is equal to fot di St du. Therefore, plugging

in ¥ =dp '8! we obtain

. t . . t ~ . . t . . t . .
(r,M*) = / d;, S, du — / V'SS ptdu = / d;, S, du — / dp ' Stdu =0
0 0 0 0

because p~1u’ € R™ is a vector with 1 at the i-th place and 0 otherwise. Thus I is
orthogonal to M* fori=1,...,n. O

The economic interpretation of what we have done in Theorem 5.8 is provided
by the following corollary whose most important statement is that we have found
a risk-minimizing hedging strategy U in a rather explicit form. The process I' is
interpreted as the cost process of the hedging strategy.

Corollary 5.9. Given all the objects and conditions in Theorem 5.8, the measure P
is a minimal martingale measure, and (C,9) with

¢ = EP[H] (5.3.26)

1s the unique risk-minimizing hedging strategy for the contingent claim H in the sense
of Definition 5.6.

Proof. In Theorem 5.8 we have constructed the cost process I' such that:
T T
V(T, ST) =H = / ﬁ;dSu +Tpr =T+ / ﬁ;dSu + (FT — Fo) (5.3.27)
0 0

and I' — 'y is a real-valued square-integrable P-martingale starting at zero which is
orthogonal to all components of the martingale part of S. As S satisfies the structure
condition (SC), the assumptions of Choulli et al. (1998), Proposition 3.7, are fulfilled,
and Choulli et al. (1998), Theorem 5.5, guarantees the uniqueness (and existence)
of the Follmer-Schweizer decomposition of H. This shows that it must be given by
(5.3.27) and that 9 is unique.

In order to verify that P is a minimal martingale measure we must show that the
P-martingale I' is a f’—martingale as well. Moreover, for the calculation of C' we
prove that Gy(0) := fot 0’ dS, is a P-martingale.

G(i@) is a local P martingale, i.e. G(@)Z is a local P martingale!'?, because S is a
f’—martingale, and it is square-integrable for every ¥ € © by definition of ©. The
process I'Z is a local P-martingale as well'® because I' is orthogonal to Z due to
(T, M) = 0. Following Doob’s inequality supg<;cp |T¢| and supge;ep |Ge(D)| are
square-integrable with respect to P. Due to Schwarz’ inequality and Protter (1995),

23ee Jacod and Shiryaev (2003), I11.3.8.
13See the remark after Definition 5.1.
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Theorem 1.47,

EP | sup T4Z|| < ET| sup |y sup |Z|
0<t<T 0<t<T  0<t<T
2\ 2 2 %
< | EP| sup \Ft]] EY | sup |Z] < 00
0<t<T 0<t<T

IZisa P-martingale, hence I is a f’—martingale. Likewise, one proves that G (19) is
a P-martingale. Then taking the expectation with respect to P of (5.3.27) yields

¢ =T =V(0,Sy) = EX[V(T, St)] = E®[H].

Hence (C’ ) 1§) is a risk-minimizing portfolio strategy. O

5.3.2 Hedging in the KTD model

For more explicit results we go back to the case n = 2 of the KTD model of Sec-
tion 4.3.3. In this case we can even give a simple sufficient condition for the non-
singularity of p, namely ¢!, c??> > 0 and p # 0 where p is the covariance matrix of
the Gaussian part of S. In fact, we have for the determinant D of

Di=det(p) = p''p?—(u'")?

= (CH + /RQ(eml - 1)2K(d:z)> <c22 + /RQ(er - 1)2K(d$)>

- (012 + /R 2(6901 — 1) (" — 1)K(dx))2

= C1+02+Cs
where
Cl — 011022_Q2011022
2

Cy = / (e — 12K (dz) / (e — 1)K (dz) — ( / (e —1)(e” — 1)K(dx)>

R2 R2 R2
Cy = ol / (¢ — 12K (dz) + 22 / (' — 1)2K (dz)

R2 R2

—QQx/ch/cTz/Rg(ewl —1)(e” = 1)K (dx).

By assumption we have C7 > 0, and Cy > 0 due to Schwarz’ inequality. Finally
we have C'5 > 0 as a consequence of the second binomial inequality. Hence we have
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D > 0 and thus the non-singularity of 3. This means that for the KTD model the
structure condition (SC) is always fulfilled.
The solution to (5.3.16) which becomes SpuSA = Sa is then

A 1 A
A1 (,u22a1 — ,uma2) and Ao =

=D (M11a2 _ u12a1) _

S2D
From representation (5.3.17) we obtain the measure change process

E(BW!+ W2+ [j(ar,02) = 1)« (¥ = v).)

with
Bl - p-! {61 (,u22a1 o M12a2) + & (H11a2 o ,umal)},
B2 - p-! {62 (MHCYZ o ,umozl) + & (H22a1 o M12a2)}
and

§(z1,72) = 1+ D7 { (p2al — p'202) (e — 1) + (u'a? — p2al) (€72 — 1)}

Quite similarly, we obtain the optimal hedge ratio J = (191, 792)

1 22 71 12 52 0 1
SlD('u d —p d) and 192:SQD

01 =

(Hndz _ NlZdl) .

Now we can stop to reflect a bit on the economic implications of a risk-minimizing
hedging-strategy. Going briefly back to the one-dimensional case, we note that the
optimal hedging strategy was given by

5 _ c¢°Si— + [p(e” — 1)¢%(z) K (dz)
Se— (c+ [ple® —1)2K(dx))

The strategy 0 prescribes some sort of weighted average between hedging the diffusion
part and the jump part of S. Setting the Lévy measure K = 0 results in the common
delta-hedging approach. But this approach would be suboptimal in the sense of risk
minimization if it were maintained in the case with jumps'?.

In the two-dimensional problem the off-diagonal elements X'2 of ¥ are equal to

(m + /R (e ) - 1)K(dx1,da:2)> sis?. (5.3.28)

This is zero if S and S? are independent processes: Then p = 0, hence ¢12 = 0, and
the integral in (5.3.28) is also zero. This is because according to Proposition 4.6,
which says how to integrate a KTD Lévy measure, this integral is reduced to the sum

“See also Cont and Tankov (2004b), p. 337.
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of two one-dimensional integrals with respect to the two marginal Lévy measures.
But with f(z1,22) = (e** — 1)(e*2 — 1) we have f(z1,0) = f(0,22) = 0.

However, these conditions are not necessary: We might just as well imagine a very
special situation where the two terms in (5.3.28) sum up to zero because both depen-
dence structures go in different directions. In this case we would have a dependent
two-dimensional process but the hedge ratios would not depend on one another.
The reason for this strange behaviour is that risk minimization is a quadratic crite-
rion which just deals with the second moments, i.e. with variances and covariances.
Therefore (5.3.28), which is some kind of covariance, can stipulate an ‘independent’
hedging scheme when in fact S! and S? are dependent due to some higher moment
dependence.

5.4 Concluding remarks

There are two remarks which should be added to the above considerations: Beginning
with the one-dimensional case of Section 5.2, the optimal hedge parameter ) of (5.2.8)
is not yet explicit enough to obtain a numerical value. More precisely, the quantities
¢¢ and ¢%(x) in (5.2.5) involve the price functional V (-, S) of the option in the form
of its first derivative and the integral of V (-, Se®*) — V (-, S) with respect to the Lévy
measure. The solution lies again in the field of Fourier inversion: As V(-,.S) can be
represented as a Fourier integral'® the hedge parameter ¥ can also be written as a
Fourier integral if the technical conditions allow for an interchange of the order of the
necessary integrations. Looking a bit closer at this Fourier integral, the integrand
has an analytic form in terms of the cumulant function of the used Lévy process.
This fact stresses again the importance of having nicely computable expression for
the characteristic functions of risk-neutral distributions. In the case where we start
with the statistical probability measure, the martingale preserving property of the
minimal martingale measure is of great benefit in this respect.

The multidimensional case is more difficult. Calculating (5.3.18) by the same method
as in the one-dimensional case amounts to finding a Fourier transform representation
of the price process V (-, .S) of the option. But here we are back at Chapter 4, Section
4.4.1, where we argued that such a representation rarely exists. Using our moment
matching approach in the framework of the KTD model in this chapter is not feasible
because our variable Z7 which is to be approximated contains the current asset prices
in quite a complicated way; so differentiation is difficult. An additional reason is
that our method approximates the price, but does not necessarily provide a good
estimation of its derivative.

The second remark concerns extensions of risk-minimizing hedging. As this concept
says how to hedge an option using only the underlying variable and the riskless bond,
it is meant to improve on the usual delta hedging approach. A number of authors!®
have established connections between the gamma of an option and the hedging error

15See Section 1.6.
16See Cerny (2004b), paragraph 12.6.
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in a risk-minimizing strategy. It would surely be a very interesting approach to add
options to the portfolio and to formulate a modified delta-gamma hedging approach,
where delta is now given by a risk-minimizing strategy instead of the Black-Scholes

delta.



Final remarks

As the main part of the option pricing literature since the 1970s this thesis is con-
cerned with an extension of the method launched by Black and Scholes (1973) and
Merton (1973). In doing this, it should have conveyed a threefold basic message:
First, arguing for the use of Lévy processes in finance means essentially to say that
describing an evidently non-Gaussian distribution by means of its first four moments
is preferable to adjusting only for the first two. Of course, this is a trivial but
nevertheless important statistical statement. But in the same way as the fact that
chopping down a tree is better done with a hatchet than a knife does not lead people
to use the latter to this end, this statement should not be used to dismiss Lévy
processes as irrelevant. On the contrary, it should be a strong case for the further
use of Lévy processes in a field where seemingly small differences in results have a
big impact.

Second, as we observe consistently in science, the advantages of models incorporat-
ing new empirical findings must be weighed up with the experience that they are
almost surely less tractable than older models. But tractability matters in particular
in option pricing theory where the speed of the applicable pricing procedures is of
overwhelming importance. Providing tractable Lévy models was exactly the main
focus of this thesis where we defined implicitly tractability by the requirement of be-
ing easily used for fast option pricing by Fourier techniques. Tractability is a feature
of a concrete model rather than of a class of models. That is why most objects are
defined in view of how well they go together to result in a tractable model: the NIG
Lévy process with the flexible change of measure in Chapter 2, the tempered stable
Lévy process with the linex measure change functions in Chapter 3 as well as Kou’s
model with the Lévy copula Ky, g in Chapter 4.

The third message is a quite pragmatic view of the incompleteness issue. Lévy
markets are generically incomplete, and for a large class of Lévy processes adding
options to the market does not complete the market unless the number of options is
infinite. Hence we cannot assign unique prices to options. However, an incomplete
Lévy model provides a large number of degrees of freedom to be fitted to the prices
of a finite number of options, and by means of a well-posed calibration procedure
we are able to obtain a single risk-neutral distribution of the returns, although the
market remains of course incomplete in theory. This degree of freedom argument
is important to account for the phenomenon that risk-neutral distributions change
over time without a corresponding change of the statistical distribution.
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Appendix A

A class of tractable martingale
measures

A.1 Log-likelihood function

The log-likelihood function L of n independent observations x; from a NIG dis-
tributed sample is

L= nlog% +n(dv/ a? —52—5,&)‘1‘52@-
=1
+3 (1o Ko/ (o= %) - 5 108(8? + (01— "))

i=1

K, denotes the modified Bessel function of the third kind of the order v, and with

the convenient abbreviation R(-) = 28 we get

oL " .
e = \/752 ;\/5 1)2R(an/02 + (x5 — p1)?)

oL s
5 Z‘(’”ﬁ)

+
85 H)z 52 + (l’z — ,u)2
oL

Er ‘”“Zm
2 e
X( 52+(mi—u)2+aR(a 52+(xz~—u)2)>-
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A.2 Reparametrization of the NIG distribution

A more convenient parametrization can be given in terms of more intuitive parame-
ters, namely mean m, standard deviation o and two parameters y and £ representing
skewness and kurtosis. Given an NIG distribution with parameters («, 3,4, u) we
define!

(:=0va?2 -2 and p:=p/a (A.2.1)
as well as

=1+ and y:=¢o
The important thing about these parameters is that they are scale and location
invariant. The standard deviation o is given by?

2
pto 0 (A.2.2)

(a7~ 7

Using (A.2.2) and the definition of ¢ in (A.2.1) we have (after eliminating 3) two (non-
linear) equations in « and ¢, where the solution is unique given the sign restrictions
on both variables. Finally we have for the parameter transformation (¢, x,o,m) —

(o, 8,6, )
V<

o(1-¢?)
W
s
d = o/C¢(1-0?
p o= m—oo\/C (A.2.3)

where ¢ = ¢72 — 1 and o = Y/¢.
Vice versa we obtain for («a, 3,6, 1) — (&, x,0,m)

€ = (1462 —p2)"1/2 (A.2.4)
v = §(1+5\/m)—1/2 (A.2.5)
do?
(Ver— 2y
m o= pr—B (A.2.7)

'See Prause(1999).
2See Rydberg (1997).



Appendix B

Moment-matching of the change of
measure

B.1 The functions A,, A, B,, and B_

Depending on the range of v we have in each case two different representations. For
b>a>0,0<A;—1and p—rv <0 with pe NU{0} we have

b
A+[a,b,9,p] = / (6$ _ 1)$p691‘x—1—ue—>\+md$

a

b b
_ /x1+(pu)e(A+10)xdx_/ 1) g (i )z g,

(Ap—1-0)b
= (Ap—-1- 0)”_p/ TP e gy
(Ay—1-0)a

Ay —0)b

_ _ VP x,H(p,,,)e,x -

(A —0) /( o d

= A 10" P(Tp— Ay — 1—)a] — Tlp— v, (Ay — 1 — 0)b])
“(Ap = 0" P(Tlp— v, Ay — 0)a] — Tlp — v, (Ay — O)B]).

Given the range of v the only possibility to violate the inequality p — v < 0 is
the case p =0 and 0 < v < 1 In this case partial integration gives

b
Ayla,b,0,0] = / (e® — 1)ePT =1 Ve Moy

a

b
_ / (ef(/\+7179)x - ef()\_;_f@)x)xflfudx

1 . o i
_ —(6 (Ay—1 G)x_e A+ G)x)x v

v a

b
1 / ((A+ 1) P10 _(x, 9)6*<A+*9>x) e dx

v
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_ -1 ((e—(x+—1—9)b e ey (= —1-0)a _ e—(A+—9)a)a—u)

v
v r(AL—1-0)b
_Eii;;l;;ﬁli/%i_ ) A
v Ay—1-0)a
v Ay—6)b
_,_M /( o0 R G P
v Ay —b)a
_ _71 [( (A —1-0)b —()\+ g)b)b_ ( —(Ay—1-0)a _e—(>\+—6’)a)a—1/]
_91151@4ru—mu+—1—®M—FH—%M+_1_mW
Ay —0)
+%(r[1_y (A —0)a] —T[1 — v, (A\y — 0)b]).

Integration over subintervals of the negative real line is captured by the function A _.
For0>b>a,0>—-X_—1and p—v <0 with pe NU{0} we can make use of the
previous computations and obtain

b
Al 03] = [ (& = Dareela e bl
= o [ e - et e

_ (_l)p /a(e()\_+1+9)x _ ef(/\_JrG)x)xflJr(pfu)dx
—b

= (-D)PO-+14+0)"PTp—v,—(A-+1+0)b] —T'p—v,—(A_+1+0)a))
—(=1)PA_4+0)"PTp—v,—( A=+ 0)b] —T[p —v,—(A= + 0)a)).

Similarly, the case p =0 and 0 < v < 1 is covered by

b
A_la,b,0,0] = / (e — 1)eP|z| "t Ve 2l gy

—a
= / (e —1)e P17 ve 20y

—b

_ -t <(e()\_+1+9)a _ Oy (L)Y (A H1HOD e()‘—”)b)(—b)*”)

v

_Q;iéi@Qru—u—Q +140)b] —T[1 —v,—(A- + 1+ 0)a)]
A= Py ()] T - v~ (A +6)a)).

v
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For b > a >0, 0 < Ay and v < 0 the functions B_ and By are given by
b
Byla,b,0,p] = / aPed% Ve T gy
a

(As—0)b
= (A — 6)”p/ g e gy
(/\+79)a

= (A =0)"PTp—v,(Ar —0)a] = Ilp — v, (A4 — 0)]),
and for 0 < v < 1 this expression results in

b
B, [a,b,0,0] :/ e M0z gy

b _ b
B )‘Jr 6/ $7V€7(A+79)xdx

v

-1

_ _:C*Ve*(/\-k*@)x

X

a

oy -0
(a—ye—(AJr—G)a _ b—Ve—(A+—9)b) _ M / ’ x_l—"(l_y)e_md.%'
(

v Ay —0)a

RN~ |+

(afuef(/\_FfG)a - bfuef()\+79)b)

S O (0 — )] = Tl =, (0 — 6)8)

14

The negative branch of the real axis is covered by

b —a
B_ [a7 b7 0’p] — / :Cpeeﬂxrl*”g*’\_'z'dx — (_1)17 / x*lJr(pr)ef()\_JrQ)xdx
a —b

= (=1)P(A_ +0)"P(T[p— v, —(A— + 0)b] — T[p — v, —(A_ + 0)a))

for 0 >b>a, 0 > —A_ and v < 0. The exceptionel case is

B_[a,b,0,0] = / g e A-F0z gy
b
-1 —a _ —a
_ _:C—Ve—(kf—l—ﬁ)x _ A+ 0/ 2 Ve A-+0)z g,
v —b 14 —b

_ l(e*(/\—*")“a*" - e*(’\—"g)bb*”)
14

v —(A=+0)a
i ()‘— + 6) / x—l-l—(l—l/)e—zdx
v —(A=+0)b

(e—(A,—G)aa—V _ e—(A,—G)bb—V)
(A= +0)”

— (P = v, = (A= + )b = T[L = v, = (A= + 0)a)).

N

The variables a and b can become zero of infinity. In these cases we freely insert
the symbols for zero and infinity into the functions A4, A_, B4, andB_ where we
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actually mean the respective limits. The values for the limits are easily obtained by
noting that the incomplete gamma functions turn either to zero or to the ordinary
gamma function and by lim, () (e — e“®)/z =0 for ¢ > 0,¢ > 0,¢ # ¢ and
0 < v < 1, which can easily be derived by I’'Hopital’s rule.



Appendix C

Non-linear dependence and option
pricing

C.1 Proof of Proposition 4.6

Assume 6 > Uz(0+)/U;(0+4) such that also 8 > U;(0+)/Uz(0+). Define z*,y* by
z* = 0,4(0) and y* = 03(0), i.e.

U (z*) = Uz(0+) and 0Us(y*) = Uy (04)

where, given the assumptions, z* and y* are both unique and positive. Take z > x*
and ¥ > y* and choose m,q € N sufficiently large such that the implicitly defined
variables £ > 0 and y > 0

* 1 — * * 1 — *
OUL(2" + —(z —27)) = Ua(y) and OU2(y" + g(y —y))=Ui(z) (C11)

are such that!
0> Ui(z)/Us(y1) Ve >0 and 6 > Us(y)/Ui(x1) Yy > 0. (C.1.2)
This is possible because

Ur1(04) _ Ui(x) and 0>U2(0+) Us(y)

9> 00D ~ Ta(oD) U,(01) ~ U1(04)

for arbitrary x,y > 0 and due to the continuity of U; and U,. Now consider for
arbitrary n,p € N the points

. T+ L(z* — ), . i=0,...,n
e+ SR @ -2, , i=n+1,...,n4+m

!Geometrically the conditions (C.1.2) mean that in approximating the integral on D,, we do not
have to be concerned about D, because D, and the squares considered for the integration on D,
are disjoint. A corresponding statement applies to the integration on Dj.

159
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and

’ y* +Jqp(y y), , j=p+L....ptq,
which partition the intervals [z, Z] and [y,y] on both axes. Equations (C.1.1) and
(C.1.2) imply that?

U (z) > Us(y), =< Tps1 } and { Uz (y) > Ui(z) , ¥ < Ypt1 (C.1.3)
UL (z) < U2(y), =>Tnn1 0Uz(y) <Ur(z) , ¥ > ypr1

as well as

OUs(y) > Uy(z) YV >0 and OUi(z) > Ua(y) Yy > 0. (C.14)

Now define X; = [;, z41] % [0,4], X = U”+mX Vj = [0,2] X [y;,y;+1] and Y=
Uerq ;. Choose arbitrary points (£;,€) € X; and (n,1;) € V; and consider the sums

n+m
i f (&, ) Up(it1, w) — Up(wiv1,0) — Up(wi, u) + Up(z4,0)]
=0
n+m
= j_ 1 f(ézaf) [min(eUl(-TiJrl), UQ(y)) + min(U1 (:CZ'+1), GUQ(y))
=0

—min(0U; (z;), Us(y)) — min(Uy (z;), 8Ua(y))
—9U1( ) U1($z+1) + 9U1(£C@) + Ul(xl)]

= > (6 O (Ur(mi1) — Ur(:)),

=0

where (C.1.3) and (C.1.4) have been used for the latter equality. Note that for x > x*
all terms cancel out which is why the sum performs the integration only from z to
x*. Taking into account the continuity of f, this expression consequently converges
for n,m — oo towards

0+1/ f(z,0)Uy(dx).

The same line of reasoning applies to the integration over ) yielding

9+1/ F(0,y)Uz(dy).

If we then take into account that z > 0 and y > 0 could easily have been chosen
smaller they can be substituted by zero in the limit. Second, the mass of the axes
above z* and y* does not play a role, hence  and § can be replaced by infinity.
Finally, we have obtained the integrals over X and )Y from zero to infinity.

2Note that 2,41 = 2* + (T — 2*)/m and yp+1 = y* + (§ — y*)/q are the ‘threshold’ values from
(C.1.1).
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Now we are concerned with the integration over Dg Up DI and Dy, =

U 25]2 where D) = [, y5] % [, 1,y5+1] and Di = [4,9!] X [%i11,}+1). The
points z; and y; lie on D, and Dy, i.e. @ = 04(y;) and y; = op(x;). The fact thiit'
there is no point of intersection between D, and Dy allows to obtain for (§;,7;) € D}

1 pt+q
] > ) Us( g1, yi41) — Us(@y 1, 55) — U@, ysgn) + Up(a, ;)]
=0
1 pt+q
= 771 > F(&my) [min(OU (a4,), Uz(yj41)) + min(Uy (1), 0U2(y;41))
=0

—min(9U1 (), Ua(yj+1)) — min(Us (25), 0U2(yj41))
—min(9U (241), U2(y;)) — min(Us (241), 0U2(y;))
+min(0U; (25), Ua(y;)) + min(Us (25), 0Ua(y;))]

P,g—00 —1/
] floa(y),y)dUs(y).

For (&,m;) € f)}) we have the corresponding result

71 | e,

For z,y — 0 and T,y — oo we obtain the integrals of f over Dy and Ds.

Now we consider the second case where we have § < Us(0+)/U;(0+) and 6 >
U1(0+)/Uz2(0+). The following procedure is parallel with the one in the first case.
Define y; = ¢4(0) and y; = ¢4(0), i.e.

OU1(0+) = Usz(y;) and Ui(0+) = 06U (y;)-

We have then Us(y}) = 0U1(0+) = 0*Us(y;) > Ua(y;), ie. yi < y;. Let us now
suppose that y; < y;. Then there is z > 0 such that 0U;(z) > Ua(y;). Specifying
T>zand y >y, >y, >y we may then use the grid given by the points

7

ri=z+—(T—1z), i=0,...,n,
n
and
y+L(ys — w), , §=0,...,p,
yj = ya+jp(yb Ya)y > J=p+1L...,p+g
TR LAy —yy, . j=p+q+1l,...,p+q+m.

Overlapping again X, Y, D, and D;, by some rectangles X, ), 133 and 15% which
are defined exactly the same way as in the consideration of the first case. Take again
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some points (&;,§) € X; and (n,m;) € j}j. The integral of f over X is then the limit
of the sum

Zf &, &) (min(OU1 (zi41), Uz2(w) + min(Us (zi41), 0U2(y))

— mm(GUl(:cl), Uz (y)) — min(Uy(z;), 0U2())
— 9U1($i+1) - U1($i+1) + 9U1(£C@) + Ul(xl)] )

which turns out to be zero for every n. For the integration over )} we have the
following relations:

0U(z) < Ua(y) and  Uy(z) < 0Us(y) for y<y <y,

0Ui(z) > U2(y)  and  Ui(z) <O0Ux(y) for yz <y <y,

0U:(z) > Ua(y) and Ui(z) > 0Us(y) for y; <y <7g.

This entails that

ram
Z (n,m;) [min(0U1 (z), Uz(y;+1)) + min(U(z), 0U2(y;+1))
7=0

—min(8U; (z), Ua(y;)) — min(Uy(z), 0U2(y;))

—Us(yj+1) — OU2(yj+1) + U2(y;) + 0U2(y;)]
0 ptq

= = Fm,n)[U2(ysr — Ualyy)] — 1 > ) Ua(yjr1 — Ua(y;)],
=0 Jj=p

which converges to

0

- / " 0, Un(dy) — / " 50,9)0(d).
y 0+1

Again, we can let f run to zero and obtain the integral of f over ).

Integration over D, and Dy is done in the same manner as in the first case if one
takes into account that both integrations are in terms of x yielding for ( il, nzl) € 133
and (&7, 77) € Dj

0+1Zf§z’771 U1($Z+1 Ul( )]

for D,, and for Dy we have

0+1 Zf 5@)77@ Ul(:CZJrl Ul(xz)]

Hence, these expressions converge to

g1 | s e 7= [ e
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as n — oo. The limit cases of § — 1 and 6 — giggig can simply be calculated by

plugging in the values of # in the solution of the second case because of the weak
convergence of Ky as § — 1 resp. 6 — giggig Weak convergence follows from
Proposition 1.32. U

C.2 The integrals over Ky+ g-

To represent the integrals we need to distinguish some cases depending upon the
relation between pi, A1, p2, and Ag. This is a bit cumbersome because it is not
recommendable to maintain the w.l.o.g. assumption of the main text.

The sets Df and D;r are

Df = {(z,y) € Riw—’—pl)\le_)‘l“” = pz)\ge_)‘2+y} and
D; = {("E, y) S R?f' |p1)\1€_>\1+x = 0+p2)\26_)\2+y}

from which we have that

Aoy 1 ( pl)\l)
Oa = Zy4+—log (0o
) )\1+y A1t & P22
Ay 1 < 1 P2A2>
Golz) = —ax+—log| ———
(@) Aoy Aoy S\o+ P11
Aot 1 ( 1 Pl)\1>
g = —y++—log| ———
b(y) A WA
A 1 A
sp(z) = ﬁx + E log («9+§j)\i)

The expression
0o oo ,
I
0 0

is equal to

. O+ < PiM + < P22
Case I: 0 > and 6 > e

IR

- 9++1/0 R K (dr) +
0+

o+t +1

1
= {fbgb(ﬂﬂz,z') +®7(0; 2, 2)

>~ izaa(y)+iz’yK+ d
o+ s(0) N
[ oo

0+ +1

0a(0)
+ / 7 K (dar) +
0

0+ +1

AN JUITES [ — e~ (Ar+=i2)7a(0)] | 0 padaday - 6()\2+iz’)§b(0)]}

+ .
ALy — iz Aoy — 2!
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where
Ao iz P11
PI(OF;2,7) = P2 22T 2 ex [—lo <9+—>] )
( ) )\1+)\2+ - ZZ)\QJr - ZZ/)\lJr P )\1+ & pz)\g
AMALLA iz pz)\g
S (07 2,2) = P1 LEAR S ex [—lo (0*— .
b( ) )\1+)\2+ — ZZ)\lJr — ZZ/)\QJr P )\2+ & pl)\l

. O+ < PiM + _ P22
Case II: 0 > e and 6 < o

ot % isatizca(z) 1 o
_ iza+iz'sa(@) et (g izx+iz gb(x)K—l— d
‘9++1/oe 1<x)+‘9+1/06 | (dz)
ot [0 F(dy) O g F(dy)
+7/ YK y +/ P K y
0++1 ca(0) 2 0 2
1
= 1 {0+‘1>;(9+; 2,2") + @Z(9+; 2,2
+
0 pQ)\Q)\2+ [e_()\2+_iz/)§a(0) _ e_(>\2+_z‘z’)§b(0)] + pQ)\Q)\Q-F [1 _ e—()\2+—iz/)§a(0)]
)\2+ — 2/ )\2+ — 2
where
)\1)\1+)\2+ iz’ 1 pg)\g
S (T2 ) — D1 1 _— a7l
a( 152 ) )\1+)\2+ — iz)\1+ — iz’)\2+ xp )\2+ 08 0+ p1)\1 ’
AMALLA iz’ P22
S (02,2 = P1 LA S A ex [—lo (9*— )
ol ) Al Ao — 1214 — 12/ Aoy P Aog 8 P11

. g+ - P11 + < P22
Case III: 0 < ok and 6 > i

0" o 120 iz’
- 9++1/0 P (dy) +
0+
0+ +1

> izaa(y)Jriz/yKJr d
9++ 1/0 € 2( y)

9a(0) o5(0)
/ e K (dx) +/ e K (dx)
op(0) 0

1
= {0+<I>z<e+; 2,2) + @507 2,2)
0 prdidy [e—()\1+—iz)ab(0) _ e—()\1+—iz)0a(0)]} + P1A1ALL [1- e—(A1+—iZ)ab(0)]
Ay — 12 Ay — 12
1+ 1+
where
)\2)\1+)\2+ 1z P1A1
(07;2,2") = P2 : exp |[—log [ 0T=2) 1,
a( ) )\1+)\2+ — ZZ)\Q.’. — ZZ/)\H_ P )\1+ & pg)\g

AoAis Aoy iz 1 p1tA
@U 0+ ! e p2 N l
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Likewise, the sets D; and D, are

Dy = {(z,y) € RI07(1—p)Aie M ¥ = (1 —pg)hoe >} and
D = {(m9) € B0 p)he T =0 (- gy )

from which we have that

Ao 1 ~(1=p)M
= — — 1
_ 1 1 —
Salx) = i#x +t log (0—_E ?;;2)
2— 2— — P1)N
_ )\2, 1 1 ( — pl))\l
A_ 1 1—po)A
o) = ser s (i)

We have for the expression

0 0 ) L, o o . ’
/ / ez tiz yK0+’07 (dac, dy) _ A A el(*Z)x+Z(*Z )yKé+767 (dq;7 dy)

Case I: 9~ > U=pd o g— > (=p2)de

(T=p2)2e (1=p1)Ar’
L a0 ) 4800072, )
0_ + 1 b (el a »
B +(1 —
+9 g p1)%\1>\17 [1— e~ Ma-Fi2)oa(0)] 4 0t (1 pz).)\Ql)\zf - 6—(>\2+iz’)§b(0)]}
)\1_ + 12 )\2_ + 1z
where
_ 1 —p2)AaAi_Ao_ iz ~(=p)M
(072,) = —. el
al07:2,2") M e tizhg +igh P A 2 (T—pan /)
o 1 —p1)Ai A= Ao iz’ ~(1=p2)Ae
O (0 AN ( — I 0
p(0752,7) Ao F+izA_ +iz' Ao P Ao o8 (I =p)M

_ 1—p1)A - 1—p2)A
Case II: 0 >517§;§/\; and 6 <E17£3)§-

1 _ _
e 1 {0@2(9; z,2') + Q; (07 2, 2')
9+(1)\— p2).)\2/)\2— [e—(>\27+iz/)Ca(0) _ 6_()\2+iz/)§b(0)]} +
29— +12

APy o tizea(o)
Ao + 12!
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where
o 1 —p)AiAi-Ao- iz’ 1 (A —p2)hs
B35 = — - log (G
AU VIS VTINS5 W) Wiy [ N P\ T =pon ))
o 1 —p)AiAi- Ao iz’ ~(A=p2)Ao
s IR RETATAT |
b(0752,2) AM_Ag_ FizA_ + iz’ Ao P A o8 (I —p1)h
L o— o (A=pDA - < (=p2)A
Case III: - < (1723)\; and 07 > El,ﬁf»?
1 —Fo/n— ! Ho (O~ /
= =1 0~ D7(0 ;2,2 )+ PJ(0;2,2)
‘9_(1 — pl))‘l)‘lJr [67()\1_+z’z)ab(0) . ef(/\1++iz)aa(0)] +
Ay £ iz
A=pINA (e tizon(0))
Al— + 1z
where
o 1 — p2)Aadi— Ao iz L (1=p)M
(bo' 0 . / — ( __l - 7 -
b(0752,2) A Ao +izdo_ +i2' A P [ A1 o8 <9 (L=p2)A2 /]’

o 1 —p2)AaAi—Aae ] ~(A=p)h
wrion L g (- ()
al0752,2) AM_do +izdo +iz/ A P Ai— o8 (1= p2)A

C.3 Proof of Lemma 4.13

Step 1: First we remark that for fixed zo fl1 0 satisfies the ordinary differential

equation
1,0 8 w1 el

b0 Y wiem
Likewise we have f20 1 = f5(1 — f5). Equation (4.4.8) is obtained by

=fi—(f1)*= A1 f1).

s,0 __ s—1 _ a - _
F>7 = e —— (fi(1 = f1))
Ty

- 82<8 >joa”]< 1)
=0

S
iz Oz

= 1_f1 §<S ) 52]07

Jj=0

and (4.4.9) is obtained in the same way.
Step 2: From the relation dfy/0z1 = — faf1 we obtain

o o o o 0 ot ofy 0 o
-~ _ F _ .
afﬁi 8:6% (3717-752) a a t 1f2 angl 81“;71 oz, 81‘% a t—1 Oz s 1f2f1
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Hence equation (4.4.10) in the following way:

o8 8t 1
Fot = 28t = f2
a!El 8 t a1
_ o1 Szi (8—1> 7,0 ps—1—4,0
- t—1 i 2 J1
Oz, = J

s—1 t—1
_ (5 > < ) s 1—j,t—1-k
k=0
_ § (S 1) ( 1) %k fflfj,tflfk'
e J

Observing that f; 1=gt=1=k f;fj’tﬂ*k leads to

L gy 1\ ik ps—1—ji—1—k = (s — 1,5-1-4,0
e

7=0 k=0 7=0

s—1t-2 s—1
_ <8—1><t—1 jvksthk § — ]tlsljo
= . i 5

j=0 k=0 J J=0

Step 3: The proofs of (4.4.11) and (4.4.12) follow the same line of reasoning, namely

Fs0m mé’S_‘l{[F(xl el 0 e, m)}
8:{7;71 ’ a$1 ’
s—1 s 1
= m ) Fi0m—1ps—j,0
(")
7=0
and
as 8t_1 a
st,m -~ m—1_Y
F m@xf —(%vt{l {[F(:m,m)] 02g F(ml,xz)}
s t—1 (t—1> J ) ot—J
= — , X F(ry,x
Oxy jzo J axé (@1,22) 8:ct2 J (21, 22)
t—1 s . .
t—1 ok oI o5k i
= my < )<3> ——F(x1,22)" " o = F (w1, 02)
j=0 k=0 J 6 8902 8:61 ax
t—1 s
= m (t—. 1> (Z) Fh.im=1ps—kit—k
7=0 k=0 J
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C.4 Monte-Carlo pricing with variance reduction in the
diffusion model

We implement a variance reduction technique for basket option pricing in the pure
diffusion model described in Pellizzari (1998). We briefly describe the idea behind
this approach:

Given a European option with payoff Cr = (w195 +w2S¥ — K)* at time t = T and
strike price K its approximate price Cris given by

N
Cr=cT2N Op(w;
T=e NZ T(wj)

j=1

where the w;, i = 1,..., N, are states of nature drawn from ). The price could as
well be estimated by

7T'T]‘ Y
PR X Crlen) = M) + BT

where I' is a random variable defined on the same probability space.
Both estimators are unbiased, but if cov[l',Cr] > ivar[l] the estimator Cr has
smaller variance because

var[Cr| = var[Cr] + %(Var[I‘] —2cov[l', C7)).

This means that a random variable I' is wanted which is easy to calculate and has a
high correlation with the option payoff Cp. Pellizzari (1998) proposes

Iy = (wlS%( -I—LUQE[SIX] — K)Jr and I'y = (le[S%(] —|—w25¥ — K)Jr

where E[S¥] = Sg exp[T'(b1 + 3c1)] and E[S¥] = S{ exp[T'(by + 3¢2)]. The expec-
tation of I'; and T'y is readily evaluated by the Black-Scholes formula with S resp.
SY as the underlying security and by plugging in woE[S¥X] — K resp. w1 E[Sx] — K
as the corresponding strike prices.
It is worth mentioning that the parameters b; and by are adjusted according to
equation (4.3.23) to obtain

L,

1
blzr—iaf and b2:’l"—502

such that the two marginal diffusion processes are martingales.



Notation

{reR" -2z € A}, ACR"

transposed of a matrix A

i-th row of a matrix A, interpreted as a column vector
element in the i-th row and j-th column of a matrix A
at-the-money (for an option)

[al,b!] x [@®,0%] x ... X [a™,b"], a = (a',. ..
{yeR: |y — x| <6}

{(y1.92) € R?: [y1 — 21| < 01, [y2 — 22| < d2}
complex numbers

covariance of two random variables X and Y
domain of a function C'

(eX',...,eX") for X € R"
diag(eX',...,eX") for X € R"
%%[F(m,y)}m, m € Ny

imaginary part von z € C

in-the-money (for an option)

{1,2,3,...}

Nu{o0}

out-of-the-money (for an option)

%8872 (2,2")

extended real line R U {—oo} U {oo}
range of a function C

real part of z € C

variance of a random variable X

any norm of z = (z!,... 2") € R" for n > 2
Va2 forz e R
maximum norm max{|z!|,...,|[2"|} of x = (x!,...,2") € R"

stochastic process (X¢)¢>0 on (2, F,P)

Lévy process with characteristic triplet b, ¢ and K
under the probability measure P

the complex conjugate x — iy of z =x + iy € C
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