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Abstract

Robust pricing is a concept of generating practical value bounds, where the actual price of the
derivative lies within, based on the market information instead of relying heavily on any specific
model for the dynamics of the underlying price process. This thesis aims to explore three methods
of robust pricing which lower the model risk: Uncertain volatility model(UVM), Martingale optimal
transport(MOT) and Model-independent methods for path-dependent options, and to check their
validity via numerical implementations. The standard UVM and Lagrangian UVM will be studied
for the value bounds with optimal hedging strategy. The MOT problem can be reduced into a
linear program(LP): the primal or the dual problem, then the solution to LP tells the best possible
value bounds and hedging portfolio. Approaches to finding optimal value bounds for the Lookback,
Digital and Barrier options will also be discussed.

The numerical results for these three methods prove their effectiveness, that is the market prices
indeed lie within the value bounds generated. Furthermore, the value bounds are reasonably narrow
so that arbitrage opportunities could be detected when the derivative is overpriced or underpriced.
A comparison between UVM and MOT will be conducted. In general, the performance of UVM
is slightly better than that of MOT. The reason behind it and other factors which may influence
the final results will be analysed.
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Introduction

The standard method of pricing options is to derive prices of options such as Call and Put under
the assumption that the behaviour of underlying prices follows certain models, with risk-neutral
arguments. By choosing reasonable models and parameters, the derived prices are expected to
approximate the prices at which derivatives are actually traded. However, the model risk may
arise due to inadequate models. Sometimes models may oversimplify the reality such as volatility
surfaces which cannot be generated by the simple Black-Scholes model. Instead, the overfitting
problem may appear due to complex models containing a large number of parameters.

In order to reduce the model risk, that is to lessen the exposure to potentially deficient models,
alternative approaches to option pricing will be introduced in this paper. These methods, called
'Robust Pricing’, depends rarely, or even not on the assumption that the real world is correctly
described by any proposed models; they mainly rely on the information from the market. The aim
is to produce optimal value bounds where the price of derivatives should lie within. At the same
time, some hedging strategies will also be discussed to improve the bounds of the price.

This paper contains three parts: i) Uncertain volatility models, ii) Martingale optimal transport,
iii) Robust pricing for path-dependent options with alternative methods. The first part introduces
the uncertain volatility model, which assumes the real volatilities lie within a value band with-
out depending on any deterministic models. Then the optimal value bounds for derivatives can
be obtained by utilising extremes of volatilities and the Black-Scholes-Barenblatt equation. The
Lagrangian UVM which optimises the hedging strategy for a best possible value bound will also
be studied. The second part describes the optimal transport problem and subsequently the mar-
tingale optimal transport problem. The methods of reducing MOT into two linear programs(LP):
the primal and the dual, and their solutions for finding the optimal value bounds with hedging
strategy, will be presented. The last part will mainly focus on model-independent approaches to
pricing path-dependent options: Lookback, Digital and Barrier options. The objective of these
three methods is to generate robust upper and lower value bounds containing the actual derivative
prices almost surely. The analysis of these methods in a theoretical and numerical sense will be
conducted. The source code for numerical implementations in this thesis can be found HERE.

Literature review

The framework of uncertain volatility models mainly relies on the work of Avellaneda, Levy and
Paras in [21]and [22]. The approach is first to study the standard UVM, thereby introducing
the Lagrangian UVM, which utilises portfolios containing hedging instruments to obtain optimal
value bounds. The hedging strategies in A-UVM are also enhanced by Karoui and Quenez[26] and
Paras[3].

The martingale optimal transport part mostly depends on the book Model-free Hedging: A Mar-
tingale Optimal Transport Viewpoint, of Henry-Labordere[32]. Baker[8] and Guo and Obtéj[12]
introduces the methods of solving the MOT primal. The study on MOT dual problem can also be
found in [32].

The alternative method of robust pricing for Lookback options is discussed based on the view
of Hobson[10]. Brown, Hobson and Rogers[13] present pricing methods for Digital and Barrier
options.

Many other research papers are also studied and contribute to the completion of this thesis. Some
of them will be cited specifically throughout the thesis.


https://colab.research.google.com/drive/1-YgUa_xYASD51i2o3wqV3ZARAnxepkIE?usp=sharing

Chapter 1

Pricing and hedging derivatives
using uncertain volatility models

1.1 Introduction

Volatility is the key parameter in pricing financial derivatives. Many efforts have been made to
estimate it. For example, the volatility of returns of underlying assets is assumed to be constant in
the Black-Scholes model. However, this is not observed in real markets, and we can find volatility
smile or skew from the graph of the implied volatility instead. Local volatility models, which regard
the volatility as a function of both the current asset level and of time, might be a solution to this
problem. Stochastic volatility models is also an approach to model derivatives accurately; they
treat the underlying security’s volatility as a random process.

Apart from the above methods, there is an alternative way to deal with the volatility: the uncertain
volatility models. When using this method, the value of volatility is assumed to lie between two
extreme values 0, and 0,4z, instead of following any deterministic or stochastic model. These
two bounds could be, for instance deduced from extreme values of the implied volatility. Then we
are able to derive a value band where the real portfolio price will lie within. Besides, the model of
underlying assets is presumed to be in the form dS; = rdt 4+ o;dW, so that the discounted stock
process is still a martingale under the risk-neutral probability measures.

In this chapter, the framework of the uncertain volatility models will be demonstrated firstly.
Methods of pricing and hedging financial derivatives under this framework will be subsequently
discussed. Finally, some applications of uncertain volatility models will be shown via numerical
implementations.

1.2 The uncertain volatility model

1.2.1 Basics

In this section, the basic definition of Uncertain Volatility Model(UVM) will be discussed. And
firstly, we will follow the common assumption that the price of an underlying is in a form of It6
process without any dividend:

dSt/St = ,L,Ltdt + O'tth,

where oy and u; are non-anticipative drift and volatility respectively, and W; is a Brownian motion.
We will assume the drift p; is constant and only study the volatility o;. After some transformations
such as change of numeraire, we can obtain an equivalent martingale measure(EMM) under which
the discounted stock price is a true martingale:

dSt/St :Tdt+0tth. (121)
And we suppose the value of volatility lies between two extreme values:

Omin S Ot S Omazx- (122)
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1.2.2 Calibration

Intuitively, we may encounter unrealistic option prices if the volatility takes values in an extensive
range. However, spurious arbitrage opportunities may appear if the volatility band [6min, Tmax]
is set to be too narrow when we conduct the calibration[22].

According to classical valuation theory, we know that the spot volatilities is mathematically related
to implied volatilities calculated by Black-Scholes formula. Furthermore, if we assume that spot
volatilities lie within a band, then implied volatilities of options traded would lie within predeter-
mined bounds over certain periods. This means the assumption of volatilities bands indicates an
upper bound of the purchase price and a lower bound of the sale price of traded options.[22]

If we assume o,,;, and 0,4, are constant, then
Omin < Cimpl(t, T) < Omaa-
where 0mpi(t, T') is the implied volatility of an option with maturity 7" at time t.
If we assume that the bands are time-dependent deterministic functions
Omin = Omin(t);  Omaz = Omaaz(t),

then we will have
1 g 2 2 1 g 2
T4 Omin(W)du < o (t, T) < T4 O rmax (W)du
t t

In summary, we could determine the volatility band to be either constant or time-dependent.
The critical point in calibration is that the historical option prices should be utilised so that we
can obtain a range of implied volatilities. By doing this, we need to ensure implied volatilities lie
within the bands that we propose. At the same time, bands are supposed to be reasonably narrow.

1.2.3 Derivatives pricing under the UVM framework
We will now introduce the method of pricing derivatives under the framework of the uncertain

volatility model. Our aim in this section is to drive bounds for the value of a derivative.

Suppose the derivative security on a stock with price process (S;)¢>0 is path-dependent and spec-
ified by a stream of cash flows

Fl(St1)aF2(St2)aF3(St3)7 "'7FN(StN)’

where FJ() are payoffs due at each settlements date t; < to < t3 < ... < ty. And we denote the
class of all equivalent martingale measures to be P such that equation (1.2.1) holds for volatilities
lying within the band (1.2.2), and non arbitrage opportunity exists.

If we calibrate the volatility band accurately, then the value of this derivative V (¢, S;) is supposed
to lie between the following bounds:

N
VT (S, t) = sup EP[Z e_r(tj_t)Fj(St].)}, (1.2.3)
PeP J=1
and
N
- — i P —r(ti—t) p.
VI(Si, t) = inf B [;e Fj(S,)), (1.2.4)

where measure P belongs to the set of all EMMs P and Ef is the conditional expectation under
P given information up to time ¢[21].
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The above two functions could be calculated by solving dynamical programming differential equa-
tions if we regard it as a stochastic control problems with control variable o4[27]. Therefore, when
we consider the simple case that N = 1,t; = T, F; = F, then these extreme functions can be
transformed into a final-value problem[21]:

VvV (S,t) VvV (S,t) 1 ,[0%V(S,t)] ,0?V(S,t)
= - = 1.2.
5 + T<S 5 V(S t) |+ 57 552 S 552 0, (1.2.5)
with terminal condition
V(S,T) = F(S).
And VT could be obtained by setting
Omaz 1 X > 0.
olX] = { Omin if X <0. 7 (1.2.6)
in equation (1.2.5).Similarly, we obtain V'~ by setting
Omaz 1f X <0.
olX] = { Omin  if X > 0. (1.2.7)

If we consider general case that there are multiple payoffs, we firstly solve equation(1.2.5) for
ty_1 < t <ty with terminal condition V(S,txy) = Fn(S). Then at time tx_1, we set the value
function to be

V(S, thl) = }gr(l) V(S, tN—l + t) + FNfl(S)

The first term on the right hand side represents the value at date ty_; right after the cash flow
Fn_1(Sty_,) is paid out. Then we use equation (1.2.5) to calculate the value at time ty_o etc.

It is worth noting that this non-linear PDE (1.2.5) is, in fact, the Black-Scholes-Barenblatt(BSB)
equation, which is commonly used when the volatility is uncertain and the generalisation of stan-
dard Black-Scholes PDE where the volatility is constant(omin = Omaz). We will demonstrate how
to price derivatives using this equation via the trinomial tree method in Section 1.3.

1.2.4 Delta-hedging

In the previous section, we have defined the bounds for the value of a derivative under several
assumptions. It is easy to find that the value of the derivative in equation (1.2.3) is the worst-case
scenario of volatility path since the stream of cash flows reaches its largest possible value under an
equivalent martingale measure among P. This means

02V T(S;,t)
052 ’

g = U[
so o] satisfies equation (1.2.6).

If we are interested in conducting a standard Black-Schole style delta-hedging strategy to replicate
this derivative, we can construct a self-financing portfolio containing long positions on A\; shares
of the stock J—
t
A75 = ( L )7
oS

and B; units of bonds
8V+ (St7 t)
oS

Since the volatility is assumed to lie within the band, this portfolio with initial value V*(S;, ),
which is the largest possible cash flows caused by the volatility path, will have a non-negative final
value after paying out all cash flows. This means a short position in the derivative will be risklessly
hedged.

Bt = V+(St,t) — St X

Moreover, according to Avellaneda, Levy and Paras[21], this strategy is optimal since its initial
cost is the least possible value among all other dominating strategies using only stocks and bonds.
And the initial cost cannot be lower due to the worst-case scenario.
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1.2.5 Risk Diversification

One of the important characteristics of the UVM is that it allows us to quantify the diversification
of volatility risk in portfolios containing derivatives. Let us consider a portfolio that consists of
two derivatives with discounted payoffs

and
Nl
U (Sy, 1) = e "HTNG(Sy),
k=1

With the knowledge of previous sections, we could regard V' as the offer price and V'~ as the bid
price of a derivative, and V* — V= is the bid-ask spread. Also, it is easy to show that

sup EP[® + U] < sup EF[®] 4 sup EP[¥],
PeP PeP PeP

and

inf EX[® + U] > inf EP[®] + inf EF[T].

PEP PEP PepP
This means the best risk-avoiding offer price of this portfolio is lower than the sum of the separate
optimal offer price of two derivatives. Likewise, the bid price of the portfolio is higher than the
sum of individual bid prices. So the bid-ask spread becomes narrow.

This can be explained from the viewpoint of option portfolios in the UVM. Because options prices
in the BSB equation are obtained with either ¢,,;, or om.; and they are convex in S, the price
bounds for standard options are the Black-Scholes prices directly calculated by extreme volatilities.
Whereas the portfolio containing several options has more complex convexity. It will be priced dif-
ferently since the BSB equation uses volatility path that results in optimal non-arbitrage offer/bid
prices[21], which means pricing the whole portfolio is more efficient than pricing and adding up
each component. One can also imagine intuitively that volatilities of different options offset each
other, thereby narrowing the volatility bands, so the extreme values of portfolios in BSB equation
are reduced.

1.3 The Lagrangian uncertain volatility model(\-UVM)

In this section, we will illustrate the methods of hedging with derivatives such as options. The
Lagrangian Uncertain Volatility Model(A-UVM) and its connection with standard UVM will be
introduced. Also, the framework of the trinomial tree for the numerical implementation of A-UVM
will also be discussed.

1.3.1 Optimal static hedging

Suppose there is a derivative on a stock with price process (S¢):>o0 is path-dependent and charac-
terised by a stream of cash flows

Fl(Stl)aFZ(St2)7F3(St3)7 "'7FN(StN)a

where Fj(-) are payoffs due at each settlements date t; <t < t3 < ... < ty, so the discounted payoff
of this derivative at time t is & = Ef\;l e "=t [;(S,;,). We also assume that there are M European
options available for us to hedge, with payoff G;(S,) and expiration 7; for 1 < 7 < ... < 7.
And the prices of these options are Cq, Ca, ..., Cyy.

Suppose we hold a short position on this derivative and are interested in the optimal number
of options to long/short in order to hedge it efficiently. We construct a portfolio of options for
hedging, the number of each option is Aj, Ag, ..., A\ps respectively. So at time ¢ this portfolio is
worth U = Z;\il Aje "N G(S,).
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Therefore, the residual liability after we short the derivative and construct the hedging portfolio is

N

Z —r(ti— t)F St Z}\e r(7;— t)G (S )

=1

And the total cost of hedging with the cost of options, in the worst-case scenario, is

V*@@nAh“WMﬂ—-waP{E:eru”F (S4.) }:Ae*“ﬂ%ky }+§:Ac7 (1.3.1)

pPeP i=1

The portfolio that we construct will be optimal when the total cost of this hedging strategy is
minimised, so we have an optimisation problem.

inf V(¢ Sy A1, o, A, (1.3.2)
ALy AM

and we call it the Lagrangian Uncertain Volatility Model(A-UVM).

Similarly, if we try to hedge a long position on this derivative with options, the worst-case cost of
hedging V~ is

— . . P r(t;—t) th
V(&JJMMAMy_ggE{EZe Fi(S,) E:Ae i } E:Aq,133

then we have another optimisation problem

sup V7(t, S5 A1, ooy Am)s
ALy AN

Therefore, with A—UVM we can deduce the optimal value bounds of a portfolio if we hedge
derivatives with options through solving Lagrangian dual-style optimisation problems, and these
bounds can be solved by PDEs described in Section 1.2.3. We also assume the vector (A1, Aa, ..., Aar)
is constrained into a reasonable range due to the liquidity considerations. Then As may take
arbitrary positive or negative values within the following constant bounds

- +
A7 <N <A

According to Avellaneda and Paras[22], the value function V' is convex in (Ag, ..., A\ps) since the
value function is a supremum of linear functions in A. The value function becomes the standard
UVM valuation if the A vector equals zero, which means we hedge in the cash market. Moreover,
the minimum of problem (1.3.2) could be obtained when A; # 0. This is because the implied
volatility is in the volatility band so that the options can be bought at lower prices and sold at
higher prices at 0,42 Or omin. Therefore, the cost of hedging strategy with efficiency will be less
than the expected cost of delta-hedging strategy under the worst-case scenario. Also, the convexity
of the value function ensures the uniqueness of the A vector when the minimum is attained[3].

Unlike the delta hedging, the hedging strategy we propose is static since we do not need to change
the option hedge-ratios A;. Moreover, this is the only way to hedge options with no gamma risk and
to hedge volatility[26]. However, it can be easily enhanced by implementing dynamic strategies.
For instance, A—UVM can be applied to the liability of the previous trading day with the new
options issued and changes in prices, and no additional volatility risk will be added[22].

1.3.2 Trinomial tree framework

The trinomial tree framework that will help us to solve the previous optimisation problems will
be introduced in this section. Suppose the stock price Sy may change after each trading period
At into three different prices: Spou, Som and Spd. The maturity of derivative is T' and we divide
it into IV steps t1, o, ...,tn so that each trading period is At = % We construct the model to be



1.3. THE LAGRANGIAN UNCERTAIN VOLATILITY MODEL(A-UVM) 12

recombining such that ud = m? and d < m < u, so the number of possible stock prices at time ¢
is 2t + 1 (rather than 3! which is the total number of distinct price paths up to time ).

Trinomial Tree

t t t, t,
S}, =u3S
S%,=u?s, S?, =u’mS§,
Sl,=us, » S, =umS§, £ S, =m?us§,
So S =mS§S, S% =m?S, S%=m3S, = ...
S$1,=dSs, $1,=dms, $1,=m2dS,
$2,=d2S, S2,= d?m S,
S3, =d*S,

Figure 1.1: Trinomial Tree model.

We notice that the choice of probabilities of the stock price process going to three price levels
P,, P,,, P; is non-unique, so the trinomial tree model has one degree of freedom at each node.
Also, the larger spot volatility will be generated if the probability assigning weight to extreme
values is greater than probability assigning weight to the central. Therefore we may choose a
reasonable probability set such that the volatility of stock price lies within the band that we
expect[22].

According to Avellaneda, Levy and Paras[21], we define the parameters as follows:

w= eamax\/EJrrAt’ m = erAt’ d= e*ffmax\/EJrTAtv
and
OmazV At OmazV At
Pulp) =p(1 = —5—), Pnlp)=1-2p, Pualp) =p(l+—3—),
where p satisfies
2
Uml7l 1
<p< —
202 —=P=75

max

to exhibit different choices for probabilities, as well as spot volatilities at each node.

1.3.3 UVM algorithm

In order to determine the value bounds of a hedging portfolio, we need to derive the supremum
and infimum of the expected residual liability by using the standard UVM:

M
LT =supE {Ze_r(t ol ) (St,) Z/\Je_r(Tj_t)Gj(STj)} = sup EP{ Ze_r(t O Stl,)\l, ...,/\M)},
Jj=1

PepP

I
A

i=1 j i=1

PepP peP
(1.3.4)
and
N M N’ R
L™= grelngP{ Ze_r(ti_t)Fi(Sti)_Z )\je_T(Tj_t)Gj(STj)} = inf EP{ Ze_r(ti_t)Fi(Stﬂ)\ly...7>\M)}7

(1.3.5)
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where N’ = max(N, M) and F} represents the cash flow at time step ¢;. After we obtain LT and
L™, we add the amount E?il A;C; gained by hedging the derivative, to derive the final value
bounds V* and V.

We will construct a N-period recombining trinomial tree model first. We denote the nodes of
trinomial tree by pairs (7, ), where ¢ represents the time and j indicates the price level at the
node, : = 0,1,...,N and j = —i,...,i — 1,4. Each node (7, ) will approach one of three possible
nodes in the next time step: (i +1,7+1),(i+ 1,7) and (¢ + 1,5 — 1). We build the price process
at node (i, j) with the parameters defined:

S = 80 . e omas VAFITAL
1 .

We use W,/ and Wi_’j to represent the values of L™ and L~ at node (4, j) respectively and go

3
through the price Sg at each nodes and compute the corresponding payoffs F,-J = FZ(Sf ). We will
compute the terminal residual liability W7, first, then loop backward in time for i = N —1,...,1,0
to compute W/ for each j = —i,...,i — 1,i by applying the following algorithm|[21]:

WHT = B+ BB W] = B oS Wi 4 pdfe) (136)
where
i = (1= 22 B g s o 2o Bl oty s
Similarly,
W = F,] + Efj (Wita] = Fz’j + eJm(W;f- er—li_-d)
where

j VA ; VA , ,
10 = (1= TVl (g Tmes VAL gt gy

+1 9 9 1+1 i+1°
And p satisfies: ‘ ‘
12 if 1775 >0, [ 1)2 if 1, <0,
P 02202, 1 <0, T\ R /2080, i1 >0,

When p = %, the extreme cases(u and d) carry 100% of the probability and the local variance
reaches the extreme value. And equation (1.3.7) can be regarded as the discretisation of the sec-
ond derivative of V[22].

If we would like to deduce the optimal hedging value bounds, we will need to conduct the opti-
misation in Section 1.3.1. to get the optimal hedging strategy thereby obtaining an optimal value
bounds.

1.4 Numerical implementation

1.4.1 UVM: Call options

In this section, we will conduct the numerical implementations of the classic uncertain volatility
model. We will consider a simple case of pricing a Call option under uncertain volatility model.

We choose the underlying of the European Call option to be Amazon stock(AMZN) in the NASDAQ
market. The data of Call prices quoted in the market are taken on 12" August 2020, and the
corresponding spot price of Amazon Sy is 3118. And the expiration date of this option is on 21"
August 2020. We select the range of strike price K to be 2860, 2870, 2880, ..., 3500.

After determining the parameters of this option, we firstly will derive the implied volatility in
order to choose a reasonable volatility band. As we discussed in the previous section, the implied
volatility should lie within the volatility band. Therefore we choose 7,4, = 0.6 and ¢, = 0.1 to
cover the range of implied volatilities. Moreover, according to the market information, we set the
risk-free interest rate to be r = 0.64%.
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Implied volatility
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- |mplied volatility
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Figure 1.2: Implied volatilities for different strikes.
So far we have determined a plausible volatility band [yin, Omaz] = [0.1,0.6], then we will con-

struct a trinomial tree based on the previous algorithm to compute the bounds for the value of this
option VT and V. Notice that we are only price an option by trinomial tree method under UVM
framework, so the payoff and cost of hedging instruments G';(.S-;) and C} in equations (1.3.1) and
(1.3.3) are zero here.

Value bounds under UVM using trinomial tree method

—— Market prices
—
250 1
— L
200 1
150 ~
100 4
50 -
D_ —
T T T T T T T
2900 3000 3100 3200 3300 3400 3500
Strike

Figure 1.3: Value bounds of option with volatility band [0.1,0.6].

To demonstrate the importance of volatility band calibration, now we will compute the value
bounds using the same procedure but different volatility band [omin, Omaz] = [0.3,0.5]. And we
plot the value bounds together to show the effects of different choices of volatility bands
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Walue bounds with narmrower volatility bands
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Figure 1.4: Value bounds of option with volatility band [0.1,0.6] and [0.3,0.5].

Obviously, the value bounds get narrower when we use a narrower volatility band; this is in line
with our idea before. However, the value spread is still large, compared to the real market bid-ask
spread in this case.

In fact, in equation (1.2.5), we find that the implied volatilities of value bounds depend on the sign
of 82‘;);(25”5) and 62"6;257”. Furthermore, since the derivative we priced is simply a Call option in
this example, we know the Gamma of Call options is always positive. Thus, according to equations
(1.2.6) and (1.2.7), the volatilities which is used to calculate the derivative value V' and V~ are
Omaz and o, respectively. This means the upper bound and lower bound of the derivative value
computed via UVM algorithm are actually Black-Scholes prices calculated with extreme volatility
values. To certify this numerically, we plot the implied volatilities of value bounds computed with
the trinomial tree model under UVM framework, together with the implied volatility. The result

in the figure below is consistent with our idea.

Implied volatility

| — |mplied volatility
(.55 Implied volatility plus
—— |mplied volatility minus
o5 -
045 -
040 -
035 1
030 1 —
T T T T T T T
2900 3000 3100 3200 3300 3400 3500

Strike

Figure 1.5: Implied volatilities of upper and lower bounds prices.
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1.4.2 Lagrangian UVM: Hedging with one Call option

We shall implement the A—UVM with the same derivative(Call option) in the previous section.
Nevertheless, the difference is that we will use European Call options on the same stock to hedge
this derivative here.

Firstly, we will use one unit of a Call option with the same expiration date and strike price
K = 3110 as the hedging instrument, which is almost the at-the-money call. The volatility band
will also be [0min, Omaz] = [0.3,0.5]. However, this time we should slightly modify the algorithm for
constructing the trinomial tree. Since the expiration date of the hedging instrument and derivative
is the same, so we only need to consider their payoffs F;(S;,) and G;(S-,) at the maturity. Moreover,
the residual liability computed should be added by the price of hedging instruments C; in the end.
Then we obtain the value bounds with this hedging strategy.

Value bounds under Lagrangian UVM with one hedging instrument

= Market prices
250 1 —_—
—_—

200 1
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100 4
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2900 3000 3100 3200 3300 3400 3500
Strike

Figure 1.6: Value bounds of the portfolio with one hedging instrument.

Implied volatility
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Figure 1.7: Implied volatilities of upper bound price.
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As we can observe, the value spread between upper bound and lower bound of this portfolio has
been considerably shrunk, compared to that under standard UVM framework in Figure 1.4. This
can be interpreted as the improvement made by A—UVM on the wide spread of the standard UVM.

And we also plot the implied volatility computed by the upper bound of the value. In contrast to
the observation in Figure 1.5, the implied volatility is no longer the extreme value in the volatility
band. This is mainly because the BSB equation utilises the volatility path, which seizes the optimal
non-arbitrage offer/bid prices.

1.4.3 Lagrangian UVM: Hedging with three Call options

Now we will use one unit of each following three European Call options to hedge the same derivative.

Expiration | Strike | Market price
2020-08-21 | 2870 261.6
2020-08-21 | 3110 73.85
2020-08-21 | 3470 5

Table 1.1: Hedging instruments

Then we perform the same procedure as before to obtain the value bounds of this portfolio and
also plot the value spread of this portfolio and the previous portfolio using one hedging instrument.
For more straightforward observation, the values of spreads are divided by Sy. It can be observed
that the value spread of portfolio with three instruments is wider than that of the one-instrument
portfolio when strikes are close to the initial asset price, but narrower as K goes to both sides
of the strike range. The reason behind this phenomenon might be that even though we gener-
ate the hedging strategy with the optimal combination of the three given instruments, but this
three-instrument strategy may not be the best choice to generate the optimal value bound of our
derivative. Therefore we may try a portfolio containing a large number of hedging instruments by
using A—UVM for obtaining narrower value bounds.

Value bounds under Lagrangian UVM with three hedging instruments

—— Market prices
— V4
200 -
150 A
100 A
50 1
O L T T T T T T
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Strike

Figure 1.8: Value bounds of the portfolio with three hedging instruments.
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Price spreads under Lagrangian UVM using one and three call options to hedge
0.012 A

0.010 4

o
(=]
o
0o
1

0.006

0.004 A

Spread/Asset price

0.002 4

—— One call option
0.000 - —— Three call options

2900 3000 3100 3200 3300 3400
Strike

Figure 1.9: Comparison between portfolios with one and three hedging instruments.

1.5 Conclusion

In this chapter, we have discussed the method of managing the volatility under the uncertain
volatility model framework. The assumptions we made are that the stock price follows a stochastic
It6 process and the volatility lies within a predetermined range. We basically utilised the implied
volatility based on the market information to construct a volatility band which covered values of
implied volatilities and conducted the calibration. We also discussed how the derivative could be
risklessly hedged under UVM and the effects of risk diversification.

Then we introduced the Lagrangian uncertain volatility model which allows us to use options
as hedging instruments and the concept of optimal static hedging. The trinomial tree model, a
method that helps us to implement the UVM numerically, has also been presented. Consequently,
we showed the detailed UVM algorithm, thereby implementing the standard UVM and A—UVM
with different hedging strategies. By doing this, we showed what value bounds would be with
a different choice of the volatility band, as well as the improvement on value bounds made by
A—UVM. At the same time, we investigated the implied volatility driven from the value bounds
we established.



Chapter 2

Martingale optimal transport

2.1 Introduction

In the last chapter, we have introduced the UVM that allows us to find bounds on option prices in
the sense of robustness. The assumption in UVM is that the stock price is a Geometric Brownian
motion, with unknown volatility lying within given bounds. While in this chapter, we will discuss
an alternative way of robust hedging and pricing: Martingale optimal transport(MOT), where the
marginals of stock are assumed to be known under any risk-neutral measure in MOT.

We will introduce some basics first. If a market is complete, then the payoff of a derivative could
be replicated by self-financing strategies. Moreover, the price of this derivative is equal to the cost
of replication under the arbitrage-free condition. Also, there exists a unique equivalent martingale
measure(EMM) under which the derivative price equals the expected value of its discounted payoff.

However, if the market is incomplete, there will be multiple EMMs which also leads to a fair price.
Like what we have done in Chapter 1, in order to find a reasonable value bound of a portfolio, we
will seek for an EMM where the derivative price obtained is in tune with the market information.
Along with the standard optimal transport, we will discuss the financial application of MOT in
this chapter.

2.1.1 Trading 7-Vanilla options

We assume that the T-Vanilla options on an asset S are traded on the market, whose payoff is
A(St) with a maturity 7. In practice, the Vanilla’s payoff could be replicated by a long position
of some Put and Call 7-Vanillas through the Taylor expansion formula [28]:

A(ST) = A(So) + N (So) (ST — So) + > N'(K)(K — Sr)tdK
0

+ /S T V(K (S — KK

0
where (K — St)t (resp. (St — K)T) is the payoff of a Put (resp. call) option. The second
derivative A”(K) can be regarded as a probability function. We also define the pricing operator
I1[-] and suppose it is linear, so that

H[Z Xi(St — Ki)+] => Al {(ST - KZ-)J“}
Also, due to the arbitrage-free condition, we have
M) =e ", T[Sy] = Sy (2.1.1)

At the same time, II[(S7 — K)*] should be non-increasing, convex with respect to K and II[(S7 —
K)T] > (So — Ke "T)*. According to Riesz’s representation theorem, with the condition that the

19
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market price of a Call option with strike K approaches to 0 as K — oo, we then should have a
probability measure P™** such that[32]

Pmkt

C(K)=1[(St - K)T]=E"" [e7""(Sr — K)7]

where EF™ [e="TSr] = Sp.

Again by using the linear property, we could obtain the market price of the payoff A(St) in terms
of market prices of Put and Call T-Vanillas.

So
A(ST)] = A(So) + [ N(K)E™ [(K — Sr)T|dK
o (2.1.2)
+ [ N(E)EF™[(Sy — K)TdK
So

Pmkt Pmkt

II[A(S7)] = E

Based on the value C*(K) of a Call option with strike K and maturity T on asset S; in the market,
we define the T-marginal distributions

PMY(S; = K) = 0% CYK), i=1,2. (2.1.3)

Note that this second-order derivative exists almost everywhere due to the convexity of C*(K)[11].

For simplicity, we assume the riskless interest rate is zero in the rest of this chapter; this can
be easily recovered by introducing a multiplicative factor e~ to the relevant terms in formulas.
We also clarify that P (P!, P2) is the set of all probability measures, while M (P!, P2?) is the set of
all martingale measures satisfying the following.

M(PL,P?) = {Q € P(PL,P?) : EY[S,] = Sy}

2.2 Optimal Transport Problem

2.2.1 Monge-Kantorovich duality

We will first introduce the optimal transport(OT) in this section due to its close connection to our
method in MOT. Also, its interpretation in mathematical finance will be discussed.

Let us begin with two underlying assets S7 and S; with the same maturity 7" and define a payoff
function ¢(s1, s2) in terms of these two assets. And we denote S; = 571« and Sy = S%.

Assumption 2.2.1. ¢: R%? — [—o0, 00) is a continuous function such that
ct(s1,80) < K- (1+ 51+ s2)
on (R4 )? for some constant K.

Then we define the model-independent super-replication price(consistent with Call options on S;
and Sz) as

Definition 2.2.2. ,
MK,= inf E” [A(S1)] +EF [Ao(S 2.2.1
2= nf [A(S)] +E™ [A2(S2)], (2.2.1)
where P*(P!,P?) is the set of all functions (A1, A2) € L*(P!) x L?(IP?) such that
)\1(51) —+ /\2(52) Z C(Sl, 82) (222)

for Pl-almost all s; € R, and P2?-almost all s5 € Ry. \;(s;),i = 1,2 is the payoff of Vanilla Call
options.
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The linear program (2.2.1) is called Monge-Kantorovich formulation, and we regard it as the dual
problem. The infimum in (2.2.1) could be obtained and its value will not change if the definition of
P*(PL, P?) is restricted to some bounded and continuous functions[7]. Thus, the inequality (2.2.2)
holds for all (s1,s2) € RZ. Note that if (A1, A2) € P*(P*,P?), then (A + C, Ay — C) € P*(P,P?)
representing constant shifts in European payoffs, so this infimum is not unique[32]. From equations
above We could deduce that the static super-replicatwon strategy containing Vanilla payoff A1 (s1)
and Ay(s2) with market prices EF [A;(S1)] and EF’[A;(Ss)] generates a portfolio Ay (s1) + Ag(s2)
whose value is greater than or equal to the payoff ¢(s1, s2) at maturity. We can interpret (2.2.1)
as the robust super-replication price of ¢ within the framework of mathematical finance.

2.2.2 Optimal transport formulation

The equation (2.2.1) could be transformed by adding a Kuhn-Tucker multiplier, which is a positive
measure on R?, to the inequality (2.2.2)[32]:

Theorem 2.2.3.
MKy, = sup EF[c(Sy,Ss)], (2.2.3)
7)*(11:)17]1»2)
where P*(PL,P?) = {P: S; ~PLP: Sy ~ P?}.

We call this expression the primal problem. When (2.2.3) is equal to (2.2.1), this equation is known
as the Kantorovich duality. Keep in mind that the OT problems are usually written with an ’inf’
rather than a ’sup’, while this optimisation M K> is to maximise the cost function E¥[c(S], S2)]
over the convex set of joint measures with P! and P2. If the cost function is continuous and the
set P* (P!, P?), then the supremum over P*(P!, P?) can be obtained by Prokhorov’s theorem. This
proves the existence of a P* € P*(P', P?)(may not be unique) such that MKy = EF [¢(S1, S2)][32].

Moreover, the following proposition will show that the infimum in Monge-Kantorovich formulation
can be attained by a pair (A, A*) of bounded continuous c-concave functions.

Proposition 2.2.4.

MEK; = inf EF [\ (S0)] +E¥[A(S2)) (2.2.4)

where \*(s1) = supy, g, {c(s1,82) — A(s2)} is the c-concave transform of A.

2.3 Martingale optimal transport

In this section we will discuss the martingale optimal transport(MOT). Firstly, some basics will
be introduced.

Let us consider one asset with payoff ¢(s1, s2) evaluated at two dates t; < t3. We suppose the
Vanilla options of all strikes whose maturities are t; and t5 can be traded, so the distribution of S
and S3(S1 = St,, S2 = St,) can my implied. Then we define the model-independent value upper
bound, which is consistent with ¢; and ¢5 Vanilla options, to be the OT problem in a martingale
version. We construct the dual problem:

Definition 2.3.1.
MKy = inf_ EP[A(S)] +EF [\o(S 2.3.1
2= Jof A (SD]+E7 [A2(S52)], (23.1)
where M* (P!, P?) is the set of function \; € L*(P!), Ay € L'(P?), and H is a bounded continuous
function on R4 such that

)\1(81) + )\2(82) + H(Sl) . (82 — 81) Z C(Sl, SQ),V(Sl, 82) S ]Ri (232)
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This represents a semi-static hedging strategy containing European Call options with payoffs \;
and Ao and a delta strategy at time ¢q, it generates a Profit & Loss(P&L) at time ¢o with zero
cost. A delta-hedging Hy(So) - (s1 — Sp) can be performed but since it could be incorporated into
A1(s1), so it is not included[32]. We could have also added any intermediate delta-hedging term
H;(So,...,8¢,) - (8t;4, — S¢;) With 0 < t; < t;41 < to, but the optimal solution is obtained when
H; = 0. A corollary later will support this.

Compared m to the OT M K5 in equation (2.2.1), we can deduce that m < MK, because
of the existence of the function H.

2.3.1 MOT formulation

Similar to what we have done in the previous section, the MOT duality (2.3.1) can be formulated
as below: the primal problem.

Definition 2.3.2. .
MK, = sup EF[c(Sq,5)], (2.3.3)
Pe M (P1,P2)

where M (P!, P2) = {P : EF[S3|S1] = 51,51 ~ PL,P : Sy ~ P2} is the set of discrete martingale
measures on R with P! and P2

The set M(P!,P?) is convex and weakly compact, so @ can be achieved at the extremal
point[32]. The proposition below will show the sufficient and necessary condition such that this
set is not empty.

Proposition 2.3.3. The set M(P,P?) is non-empty if and only if the mean of either P* or P?
is So and P* < P? are in convex order[1}].

Definition 2.3.4. P! < P? are in convex order if and only if
EF'[(S, — K)'] < EF[(Se — K)T], VK €R,.

In addition, we can reconstruct M (P!, P?) by its extremal points, according to the Krein-Milman
theorem. We now present the following theorem characterizing extremal points:

Theorem 2.3.5. For P € M(P!,P?), the properties below are equivalent(19]:
o P € Ext(M(P,P?)), which is the set of extremal points.
e The set of all functions ¢ € L*(P) is dense in L*(P), where
c(s1,82) = A1(s1) + Aa(s2) + Hi(s1)(s2 — s1), P —a.s.
for some Ay € LY(PY), \y € L?(P?) and H € L°(P!)

Based on this theorem we find that a payoff ¢ € L' ()P could be roughly replicated in the semi-static
sense. Thus, there exists some point P € Ext(M(P!,P?)) in a robust, complete model where all
payoffs ¢ € L'(PP) are obtainable by the semi-static hedging.

Now we introduce another important theorem.

Theorem 2.3.6. Suppose that P < P? are probability measures in convex order on Ry with first
moment Sy, and Assumption 2.2.1 holds, then MKy = MK,.

The theorem tells us if the assumptions above hold, then there is no duality gap. With our
knowledge of duality so far, we introduce the following corollary to explain why we do not include
any intermediate delta-hedging in Definition 2.3.1.
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Corollary 2.3.7. Define

MEK; = inf  EF [\ (S)]+EF [Aa(Ss)],

where M3 o (P, P?) is the set of functions A1 € L'(P'), Ay € L'(P?), and H(resp.Hys) is bounded

continuous function on Ry (resp.R%) such that V(s1, 53/2,52) € R3. And
A1(s1) + Xa(s2) + H(s1)(83/2 — s1) + Hgja(s1,53/2) (52 — 83/2) > c(s1,82), V(s1,52).

Then we have
_——_3/2

MK, =MK,.

This corollary shows that there is no need for the delta hedging at intermediate dates since the

_——_3/2 —
optimal value for M Ko / and M K5 are the same.

2.3.2 Connection with Hamilton-Jacobi-Bellman equation

We will show that the minimisation in MOT can be restricted to the class of concave envelope.
For a function g, its concave envelope is the smallest concave function greater than or equal to g.

Proposition 2.3.8. For probability measures P < P? in conver order on Ry with mean Sy, and
Assumption 2.2.1 holds. We have

M2 = )\EiLI}fIP?)E]P [(e(S1,-) = ALD™ (S +ET [A(S2)], (2.3.4)

where A\** denotes its concave envelope[25].

By using the formulation (2.3.4), we may connect the martingale Monge-Kantorovich formulation
with the solution of Hamilton-Jacobi-Bellman equation:

Corollary 2.3.9.

T . Pt 2
MEz = ol e B [u(0, S1, S1)] + EF [u(1, S2)],

where

u(0, 81, 82) = s[up ]Ep[c(sl,ST) —u(1,S7)|Sy = $],
o€|0,00

and dSy = 0¢dBy. B is a Brownian motion and o is an adapted(w.r.t the filtration of B) unbounded
control process.

If s is fixed, u(0,s1,s) represents a value function of a stochastic control problem containing
the maximisation of the expectation of c(s1, St) — u(1,S7) over all controls o. In the view of
mathematical finance, the SDE of S; represents an unbounded uncertain volatility model[32].

If we assume that the dual (2.3.1) can be obtained by (Aj, A5, H*), then the primal (2.3.3) tells
that the payoff could be perfectly dynamically replicated under P* € M(P!, P?), i.e.

AT(s1) + A5(s2) + H*(s1)(s2 — s1) = ¢(s1,82), P* —a.s. (2.3.5)

for the optimal martingale measure P*. Equation (2.3.5) holds because

EF[N5(S1) 4 A5(S2) + H*(S1)(S2 — S1) — (S, 85)] =
EP' [\1(S1)] + EF°[A5(S5)] — EX"[¢(S1, S)] = 0.
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2.3.3 The discrete martingale Fréchet-Hoeffding solution

In this section, we will demonstrate the explicit solution to m under the martingale Spence-
Mirrlees condition 0s,s,s,¢ > 0, which gives a martingale measure similar to Fréchet-Hoeffding
solution. Under this condition, the optimal measure will be independent of payoff and only depend
on P! and P2. Then the infimum in the dual problem could be obtained.

Explicit solution for the primal
The extremal probability measure P* coincides with the unique left-monotone martingale transference[24]:

Definition 2.3.10. P € M(P!,P?) is left-monotone if we can find a Borel set I' C R x R such
that P[(X,Y) € T] = 1. And Y(x, 1), (z,92), (z,y) € T with & < z’, then 3 ¢ (y1,y2).

For simplicity, we assume that ' = F»— F has a unique maximum m. In real market, distribution
implied by Vanilla option also satisfy this condition[32]. Now we will characterise P* in terms of
ODEs by using the primal formulation, and we denote F; and F5 to be the cumulative distribution
functions of P! and P2.

We define P* € M(P!,P?) as
P*(ds1, dsa) = P! (ds1)(q(51)0m,(s,)(ds2) + (1 = (51))d7,(s,) (ds2))

with the maps Ty(x) <z < Ty (x), Ty, is increasing and Ty is decreasing. They are defined by
Ty(z) =Ty(x) =z, z<m

1 (2.3.6)
T.(z) = Fy Y(Fy(x) + 0F (Ty(x))

and ’
: Ty(x) — £y (x)
Td(x) = _T ( T 7 7
u(@) — Ta(x) Fy(Ta(x)) — Fi(Ta(x))
We need to solve the first-order OED (2.3.7) with the initial condition T4(m) = m to find Ty(z)
for x > m. Also, T,;(x) can be expressed as the unique solution ¢t € Ry of

(2.3.7)

—lmwmxy—owF@w+/7wcww—<ME«J=m (238

m

where g(z,¢) = Fy '(Fi(z) + 0F(¢)) and t < m < x.

Explicit solution for the dual

We first define a triple of dual variables (A}, A5, H*) with a smooth function c.

The dynamic hedging component H* is defined by

ooy L Csi(s1,Tu(s1)) — sy (s1,Ta(s1))
A (s1) = Tu(s1) — Ta(s1)

,Vs1>m (2.3.9)

The payoff function A3 is defined by

’

3 (52) = eua (T (s2), 32) — H' 0T (s2) . Yoz = m 210
= ¢, (T ' (82), 82) — H* 0 T; ' (s2) , Vs2 < m.
And A7 is
Xi(s1) = E¥ [e(S1, S2) = A5(S5)[Sh = s1] (2.3.11)

— qls1)(elst, ) = M) x Tols1) + (1 — q(s1))(cls1, -) = A3) x Tals) , Vo1 € Ry

With the theorem below we are able to obtain the solution for the dual.
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Theorem 2.3.11. For probability measures P* < P? on Ry with first moment Sy, and the as-
sumption that 6F = Fy — Fy has a unique mazimum m holds. And we further suppose that
AT e LYPY), A5 € LY(P?), and the partial derivative of cs,s,s, €xists with cs s,s, > 0 on R2.
Then

o (A}, A\, H*) € M*(P, P?).

e the strong duality holds for the martingale transport problem, P* is a solution of W; and
(N, A5, H*) is a solution of M Ko:

EF" [¢(S1, S5)] = MKy = MK+ =EP [A}(S1)] + EF*[A3(S2)].

2.4 Methods for numerical implementation

In this section, we will explore how to find the optimal solutions to the MOT primal and dual
problems, and what computational techniques should be utilised. For simplicity, we will consider
the case of one asset evaluated at two dates t; < to with the corresponding Vanilla options. And
Assumption 2.2.1 holds for the remaining part of this chapter.

2.4.1 U-quantization

Before introducing the method of solving the MOT primal problem numerically, we discuss some
foundations related to this method. This is because we need to reduce the primal problem to a
linear program by quantising measures. Baker[8] presents various methods for the quantisation of
measures, for example, the L2 quantisation. However, it has been proved that the L2 quantisation
does not preserve the convex order|[8]. By Proposition 2.3.3 we know that the set M (P!, P?) will
be empty if P < P? are not in convex order. Therefore, Baker[8] introduces another method called
U-quantisation.

Definition 2.4.1. For a probability measure with distribution function F(x), its quantile function
is

F~l(p)=inf{zr e R:p< F(z)}

Definition 2.4.2. For an integer n, define a probability measure p € P(R) with distribution
function F'(u) = ffoo dp(x). Then the U-quantization of p is

1< w
Ular,...,an) = - Zéai, where a; = n[_l F~Y(u)du, (2.4.1)
i=1 n

and ¢, is the Dirac point mass at x. And its distribution function F* is

0 ,z2<a
=,z € [a,ai41)
1, x> ay,.

Fr =

Some useful properties of U-quantisation that convince us to use this method for numerical imple-
mentations will be shown below.

Theorem 2.4.3. (U-quantization preserves the mean of a measure) Define a probability measure
w with distribution function F, and U(ay, ..., ay) to be its U-quantization. Then p and U(aq, ..., ap)
have the same mean.

Theorem 2.4.4. (U-quantization preserves the convex order) For p,v € P(R) with U-quantizations
Ulai,...,an) and U(by,....,by,). If u < v are in convex order, then U(ay,...,an) < U(by,...,b,) are
in convex order.

As we discussed before, there is no duality gap if Proposition 2.3.3 and Theorem 2.3.6 hold, so
that m can be attained. Therefore, the theorems above assure us that the duality gap will not
appear if we utilise the U/-quantisation, since the mean and convex order of original measures will
not be changed.
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2.4.2 Solving the MOT primal problem

Now we will discuss how to solve the MOT primal by using the U-quantisation. Firstly, we will
need the implied probability measures P! and P? from the prices of Vanillas with a range of strikes
K quoted in the market. However, not all options with desired strikes are traded in reality. Thus
we will use interpolation methods to build a complete spectrum of strikes with the available market
information. The details of this step will not be presented here.

We emphasise that the implied probability measures P! and P? can be obtained by differentiating
the market values of Calls twice with respect to strikes K, as Breeden and Litzenberger[11] claim.
So after acquiring Call prices with desired strikes, we could approximate the partial derivative of
C(t;, K) by differencing it over small step sizes and repeat the same process to get the second-order
derivative of C(t;, K), thereby obtaining the marginals.

We quantilize P! and P? with distribution function F and G, for fixed integers n and m respectively:

1< w
P'(ay,...,a,) = — Z a,s where a; = n/ F~Yu)du,
i=1 =

and

1 & 0
P%(b1, ..., by) = - Zébj, where b; = mﬁil G~ (u)du,
j=1 =

Also, we discretise the price of underlying such that asset takes n possible values (z;)1<i<, at time
t1 and takes m possible values (y;)1<j<n at time to.

According to Guo and Obl6j[12], we could transfer the MOT primal (2.3.3) into the following linear
programming problem:

n,m
(pi,j)1§i§n,1§j§7n€R+'

U(K) = max Zmec(:ci, Yji) (2.4.2)

subject to:

m
Zpi’j = Q;, 1= ]., ey N
j=1

n

Zpi’j = b]'7 ] = ]., L. m
i=1

m
Zpi,jbj =a;zi, 1=1, ..., n
j=1

For the lower bound:

L(K)= min Z Zpi)jc(xi, Yji)s (2.4.3)

(Pi,j)1<i<n,1<j<m€RY™ =11

subject to the same constraints above.

We summarise the steps of algorithm below:
e Interpolate t{- and t5 Vanillas available in the market to derive options prices with desired
strikes.

e Use (2.1.3) to calculate the second-order derivative of market values of Call options w.r.t the
strike K, to obtain the implied measures P! and P2.

e Discretise the asset prices s; at time t; and sy at time t3 on a two-dimensional grid.
e Conduct U-quantization on P and P?, to obtain ajs and b/s.

o Use the simplex algorithm to solve the linear programs (2.4.2) and (2.4.3).
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2.4.3 Solving the MOT dual problem

According to Pierre Henry-Labordere[32], we could solve the MOT dual problem by linear pro-
gramming.

We transfer EP' [\ (S1)] and EP* [\5(.S,)] into a sum of weighted prices of Call options in the market
and the value v of other components in the portfolio. There are N Calls whose strikes ranging
from [y %, as%)] x Sp maturing at time ¢, and to respectively.

N N
E™ A (S0)] + EX a(S2)] ® v+ > wiCty, Ki)+ > wiClta, K3),
j=1 =

where C'(¢t;, K) is the market value of a Call of maturity ¢; and strike K.

Then the upper bound of the portfolio m becomes

N N
UK)= min v+ Y wiC(t, K{)+ > wiC(ts, KI) (2.4.4)
0,(wi),(w3),H (") —
subject to:
v—&—Zw{(sl +Zw2 so— K;) T+ H(s1)(s2 — s1) > c(s1,82), V(s1,82) € R3.

In addition, we could also discretise the price of underlying s; with n possible values (z;)1<i<n
and sp with m possible values (yx)1<k<m at time ¢; and ¢, respectively. Then the linear program
(2.4.4) will have n x m constraints:

N
vt wlle - K +Z% T H(i)(y; — 20) > clwi,yy), Y(wiy;) € R2,

for1<i<n,1<j<m.

Thus, we have reduced the MOT dual problem for the upper bound into a standard linear program
U(K), which could be numerically solved via optimisation algorithm.

As for the lower bound, we simply need to replace min by max in (2.4.4), and reverse the inequality
sign in constraints.

L(K)=  max v+Zw C(ty, Ki) +Zw20 (ts, K3) (2.4.5)
v, (w]),(w3),H () =
subject to:
N
U+Z +Zw2 +H(£L’Z)( l) Sc(xiayj)7 v(xiayj) G]R%—a
j=1

for1<i<n,1<j<m.

We summarise the steps of algorithm below:

e Determine the number and range of strikes of Vanillas, and collect the market prices C(¢;, K).

e Discretise the asset prices s; at time ¢; and s9 at time ¢35 on a two-dimensional grids to build
the constraints.

e Solve the linear program.
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2.5 Numerical implementation

2.5.1 MOT primal

In this section, we will focus on how to conduct the U-quantisation by utilising the market informa-
tion. The reason that we will not show the full implementation is that in practice the option prices
are influenced by various factors such as intrinsic value, time value and the methods of pricing in
reality. The assumption that marginals we obtain by differentiating the Call prices with respect to
strikes are in a martingale measure may easily be violated, so the mean of U-quantisation points
in P*(ay,...,a,) and P%(by, ..., b,) may not be the same. Besides the above reasons, the choice of
Call prices due to bid-ask spread, different interpolation methods and numerical accuracy may also
influence the measure we intend to acquire. Therefore, the probability measures built up by solely
relying on Call prices in the market might not be ’perfect’ enough to solve the linear program
(2.4.2). So the consistency of observed Vanilla prices is a crucial step, which is hardly met in
practice and is one of the greatest challenges in the algorithm. Still, we will present the results of
U-quantisation.

Firstly, we collect the data of Call options on the stock Amazon ”AMZN” with strikes ranging
from $2950 to $3500 on 21 August 2020. The expiration dates of two options are t; : 28 August
and to : 4 September 2020 respectively, which means the maturities are 7 days and 14 days. Not
all options with strikes on [2950, 3500] are available in the market, so we conduct the interpolation
on option prices and corresponding strikes by the spline method. We will show only the case of
the first option with maturity 7' = 7 days, the similar results of the other option can be found in
the code link.

Interpolation

350 A

Spline interpolation

¢ Real values

300 A

250

200 A

150 A

100 A

50 A

3000 3100 3200 3300 3400 3500
Strike

Figure 2.1: Interpolation on available Call prices with strikes.

After doing this, we are able to utilise the desired Call prices with strikes depending on the number
of points we set in the interpolation.

Then we compute the implied marginals of stock from the second derivative of Call prices w.r.t.
strikes. Due to the fluctuation of Call prices, some values of 9%C?(K) become negative, but the
probability should be non-negative. So we also smoothen the curve for Call prices in the process
of interpolation. Also, in order to prevent obtaining unrealistic Call prices, we do not interpolate
any prices whose strikes are not in the range [2950, 3500] supported by the real market. Then we
standardise the probability measure we obtain since we assume the sum of all marginals should be
equal to 1.
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Implied probability marginals

I Marginal
0.020 1
0.015 A
0.010 1
0.005 1
0.000 -
3000 3100 3200 3300 3400 3500

Strike
Figure 2.2: Implied probability marginals after interpolation.
Subsequently, we build the CDF and quantile function by equation (2.4.1) to U quantise the

measures P! and P? from the implied probability marginals, with n = 10. The results are as
follows:

U-quantization a;’s and b;’s
PY(ay,...,a,) | 2961, 3084, 3137, 3212, 3254, 3311, 3339, 3368, 3401, 3447
P?(by, ..., b,) 3002, 3139, 3171, 3209, 3236, 3243, 3280, 3320, 3363, 3403

Table 2.1: U-quantization

This means, for example, we predict that the stock s; on the date #1: 28 August 2020 will have
the following probability distribution function:

0 ,x < ap
F*(SL‘) = %0 RS [aiuai+1)
17 X Z aio,

where a;’s are listed above.

2.5.2 MOT dual

In this section, we will implement a numerical example for the MOT dual problem.

We will use the options on the stock Amazon in the previous section to find the value bounds for a
Call option expiring at ¢1, along with a hedging strategy containing one ¢;-Vanilla, one t5-Vanilla
and some risk-free bounds V', and the delta at ¢t;. The market prices of ¢1- and to-Vanillas are
$108.85 and $106.05, strikes are $3210 and $3260 respectively. After interpolating Call prices and
discretising the asset prices on a two-dimensional grid of 100 values, we solve the linear programs
(2.4.4) and (2.4.5) to obtain the value bounds of this portfolio. As we can see in the figure below,
except the lower bound reduces to zero for large strikes, the real market values indeed lie with the
bounds we implement.
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Value bounds in MOT dual problem

—— Upper bound
350 A1 )

Market price

300 4 —— Lower bound
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Figure 2.3: Value bounds produced by linear programs in MOT dual.

2.5.3 Comparison between UVM and MOT

Comparison between MOT and UVM

1.75 A
—— UVM spread

MOT spread

= = =
o N wu
o &) o

1 1 1

0.75 1

0.50 +

Spread/Market prices

0.25 1

N

0.94 0.96 0.98 1.00 1.02 1.04
Strike/Asset prices

0.00 A

Figure 2.4: Comparison between UVM and MOT in numerical implementations

We also present the spreads of value bounds obtained by using A-UVM and MOT in previous
sections. In order to compare the performances in their numerical implementations more straight-
forwardly, we divide strikes by the initial asset price and value spreads by corresponding market
prices of the derivative to standardise the x- and y-axis. Note that we are trying to observe some
potential differences between these two methods; hence not all characteristics may appear in this
numerical comparison. We find in Figure 2.4 that, when strikes are close to the initial asset price,
the value bounds of MOT are slightly narrower, but there is no much difference between two value
spreads in the most of these cases. Furthermore, the UVM works well when the strike is much
smaller than Sy; its value spread presents a trend converging to zero. The value bound of UVM is
also narrower when K is slightly large than Sy. So the performance of UVM is moderately better
than that of MOT. In general, the UVM requires more assumptions that the asset price process
behaves under some specific models, and its volatility band needs to be calibrated. So the accu-
racy of UVM depends on several factors, and any violation of these assumptions may compromise
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the model. In our implementations, we chose the trinomial model to simulate the price process.
In fact, the usage of other models may also affect the numerical results. As a whole, the UVM
performs well since the value bounds we obtained in the last section is relatively narrow and it
based on more assumptions. When it comes to MOT, just like the problem we discussed in Section
2.5.1 for the primal, the points in U-quantisations of probability measures with the same mean are
hard to obtain from the market due to various reasons, and the marginals obtained may not be
in a martingale measure. Also, it is difficult to ensure the implied probability marginal obtained
are in a martingale measure, and the interpolation we used may also cause the uncertainty. For
the MOT dual, the linear programming form of it can be easily implemented and solved, although
different methods for solving linear programming might influence the value bounds. In summary,
we may obtain better value bounds for derivatives by using the method based on more assump-
tions. However, these assumptions might be violated in the real world. Therefore, it is essential to
consider carefully about the trade-off between the robustness and model assumptions in order to
produce practical value bounds when the model risk is acceptably low at the same time.

2.6 Conclusion

In this chapter, we first discussed the optimal transport problems, which subsequently leads us
to a similar problem with a martingale constraint, namely MOT. We deduced the primal and
dual problems for MOT with important properties and presented the methods for their numerical
implementations, which allows us to reduce the MOT problem into a linear program.

Finally, we demonstrated how to conduct the U-quantisation and presented the value bounds for a
derivative with hedging strategy in the MOT dual problem. Then the comparison between MOT
and UVM in terms of their numerical performances and basic properties was conducted.



Chapter 3

Robust pricing for
path-independent options with
alternative methods

3.1 Introduction

In this chapter, alternative methods of pricing path-dependent options, such as Digital, Lookback
and Barrier options, will be discussed. Our objective here is to deduce the optimal upper and
lower bounds which are in line with the market information. For the sake of simplicity, we will
suppose that the riskless interest rate is zero. Furthermore, we will assume the case that all Calls
and Puts with the desired strikes are available on the market, which can be implemented through
interpolation methods similar to the previous chapter.

The technique is similar to what we used in the first chapter. We studied the uncertain volatility
model, where the calibration of the volatility band and the assumption of underlying’s behaviours
are required. In contrast, in this chapter, we only need the Vanilla options market prices to generate
value bounds for path-dependent options. The main idea is to use super-replicating strategies to
produce the value bounds, then to examine whether those bounds are optimal by utilising the
assumption that asset prices process is a martingale consistent with the market information under
the equivalent martingale measure with zero interest rate. Also, we need to deduce the probability
marginals for Vanilla at certain points.

We will introduce basic definitions and properties of the Digital, Lookback and Barrier options,
then the optimal value bounds in a discrete sense. Finally, some numerical results will be presented.

We assume the Call option can be traded at prices C'(K) with all possible strikes K and maturity
date T' =1 year. We further assume Sy = 1, by defining the EMM Q and the probability law p of
ST, we have the mean of p to be 1 due to the martingale property of S. Then we know the Call
price is

C(K)=E%(Sr — K)] = /Oo(x — K)p(dz), VYK >0 (3.1.1)

Note that we have C'(K) = —p([K,0)). And if the function of Call price w.r.t the asset price
x — C(x) is twice differentiable, then we also have p(dx) = C"(z)dz. The details can be found in
[11]. So the Call price is

C(K) = /Ooo(x — K)C"(x)dz, VK >0.

32
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3.2 Lookback options

We define the price for the underlying asset to be (S:)i>o with Sp = 1, and the payoff of the
Lookback option with maturity 7" to be
sup S;.
0<t<T

We suppose the continuous updating of the maximum. The upper and lower bound will still be
valid even if the asset prices are observed in discrete time. Since in a discrete sense, the payoff
can only be shrunk for the upper bound. Setting T" to be one of the updating points leads to the
soundness of the lower bound.

Before we present the value bounds for the Lookback option, we need the following assumptions[10]:

Assumption 3.2.1. (Continuous market) We can find a family of Call options with maturity T’
the continuum of possible strike prices exists for each of them. Moreover, we are able to long Calls
in arbitrary amounts, including fractions, and short them at the same price, which is independent
of the quantity.

Assumption 3.2.2. (Regularity of Call prices) The price of a Call option C(K) is a decreasing,
convex function of K with C'(0) =1 for K > 0, and C(K) reduces to zero as K goes to infinity. If
we sell a European Call before its maturity, then its value will always be the intrinsic value of the
corresponding American Call option. So at time ¢t < T we can sell a European Call with strike K
for at least (S; — K)*.

We firstly define the barycentre function b,

by () = ——

o((z,0)) /@,m) yo(dy).

For a random variable X with continuous distribution v, then we define the Hardy-Littlewood
transform of v to be v*, which is the law of b,(X). More specifically, b,(k) is the point on the
x-coordinate where the tangent at K to the function Cy(K) = [,(y — K)Tv(dk) intersects the
x-axis, and v*((b,(K),00)) is the modulus of the slope of this tangent. More details about the
barycentre function can be found in [10]. Then we show the value bounds for the Lookback option.

Proposition 3.2.3. Under the above assumptions, the upper bound for the price of the Lookback
option s

U= /xp*(daf%

and the lower bound is
L=C(1)+1.

Proof. Here we will only prove the lower bound, the proof of the upper bound can be found in
[10]. It is obvious that
sup Sy > (S — 1) +1, So =1, (3.2.1)
0<t<T
which can be interpreted as the payoff of the Lookback option is greater than the payoff of a Call
option with strike 1 plus 1. So we are able to pay L = C(1) + 1 for the Lookback option without
any risk.

We consider a price process containing a single jump at time 7'/2 with Sy = 1. The jump follows
the law p corresponding to C(K) in (3.1.1). Thus, the process is a martingale since

EYSy —0] = /Oo(x — 0)p(dx) = C(0) = Sy = 1.
0

By taking the expectation on both sides, the inequality (3.2.1) becomes equality. So C(1) + 1 is
the largest lower bound for this Lookback option. O

Note that U denotes the lowest price at which a risk-averse dubious investor is willing to sell the
Lookback option; L denotes the highest price that he/she is willing to pay. The arbitrage-free
condition tells that the price of the Lookback option has to lie within the interval [L, U].
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3.3 Digital options

Now let us consider the Digital option, whose payoff is one unit if the price of an underlying asset
crosses a constant Barrier B before the maturity 7' = 1, and the payoff is zero otherwise. Suppose
the initial price Sy < B, and we denote Hp to be the first time of the asset price reaching the
Barrier, so Hp = inf{t : Sy > B} and the option has the payoff 1y, <1;. We preclude the extreme
case that Q(S7 < B) = 1 which leads to the Call price C(B) =0, so C(B) > 0.

Now we construct a model-independent lower bound on the value of the Digital option. Intuitively,
we know that at maturity 7" the asset price may be lower than the Barrier B even if it crosses B
at any time before T, so {S1 > B} C {Hp < 1}. We take the expectation on both sides of the
following inequality containing the Digital’s payoff[13]

s, >By < Lmp<iys

we have
—C'(B) = p([B,)) = Q(S1 > B) < Q(Hp < 1) = Ell{z,<1y].

Proposition 3.3.1. The largest lower bound L on the value of a Digital option is —C'(B), where
C = C(K) is the price of a Call option with strike K.

L = —(C'(B) is the largest lower bound because if the asset price process S is 1 for ¢ < T and it
jumps to value above the Barrier B at time T', the above inequalities become equalities.

Now we work on the model-independent upper bound of the Digital. We consider a super-
replicating strategy for the one-touch Digital option whose arbitrage-free price is D(B): long
(B — K) unit of a Call option with strike K and short (B — K) forward contract of the underlying
asset whenever the price of underlying crosses the Barrier. So we have

(St — K)* +SHB—ST
B-K B-K

]I'{HBﬁl} < X ]I'{HB§1} (331)
Let us first check the inequality (3.3.1). If the underlying does not reach the Barrier, then the
left-hand side term reduces to zero and the right-hand side term is non-negative. In the other case,
the value on the left becomes one and Sg, > B. If we replace the part (Sr — K)* by (St — K)
to make the right-hand side value even smaller, the inequality holds.

We take the expectation and optimise the amount of the Call to obtain

. C(K)
D(B) < inf 2L
(B) < jnf 57 +0

where the zero term on the right-hand side means the zero cost of a forward.

C(K)

Proposition 3.3.2. The smallest upper bound U on the value of a Digital option is infx«p 5.

we also examine whether the upper bound U is optimal[9]. Recall that C is differentiable and

C(B) > 0 so the infimum infx<p g(_}% can be obtained at some point a(p, B) < B and —C’(a) =

g(“g. We also have Q(St > a) = p([a, >0]) = —C’(a). Let v € (0,5p) solve

50*’)’: C(a)
B—-y B-a

We also build S to be a constant except at time 7'/2 and T'. S/, takes value B with probability
% and value 7 otherwise. Furthermore, restrict the law p of St to {S7 > a} on Sr/o—p and the
law p of Sy to {St < a} on Sr/9—q. So {S7/2 = B} = {Sr > a} and we obtain

Cla) _ 5 Cla)
Bfa_BBfa

Stls,,,=p}] = Cla)+a-P(S7 > a) = C(a)+a = B-P(St > a) = B-P(S7)3 = B),



3.4. BARRIER OPTIONS 35

and {St/2 =} = {Sr < a}. So

BC(a)
B—-a’

ElStlis, =y} = E[ST(1 = L{sr>a3)] = So —

which implies E(St) = So and E[Stl(s, ,=,}] is equal to

So—v (B - 5) — 50 So— 7

Sy — B = -
0 B -~ B -« B -~

) =P (Srp2=1) -

Then we find that E[St|Fr /o] = Sr/2, which means E[Sy /5] = E[St]. And also S is a martingale
since E[Sy/2|Fo] = E[S7/2] = So = E[S;]. With the law p of St, {Hp < 1} = {Sr), = B} =
{St > a} and Q(ST > a) = —C'(a) = g(fi, we conclude P(D) = U in this case and thus U is the
optimal upper bound.

Proposition 3.3.3. For B < Sy the optimal value bound for this Digital option, with payoff
l{HB§1} and Hg = ll’lf{t : S < B< So}, 7/8/13/

1+ C'(B), 75_(‘% ,

where d is the point where infi<p z(fB) is attained, and P(K) is the price of the Put option on

the same underlying with strike K.

Note that the upper and lower bounds we obtain are fully model-free. None assumption of under-
lying asset’s behaviour is needed since the dynamics of S is built up by the market information,
i.e. Call option prices on the market.

3.4 Barrier options

In the previous section, we have developed the optimal upper and lower bounds for the price of
Digital options. Let us now derive the value bounds for another path-dependent derivative, namely
single Barrier options. We will particularly focus on the upper bounds for up-and-in and up-and-
out Calls and Puts since the prices of down-and-in and down-and-out Barrier options could be
driven by ’up’ Barriers[13], and the lower bounds can be obtained by utilising the ’in-and-out’
parity.

Similar to the technique we used in the previous section, we aim to obtain the optimal value bounds
for Barrier options via the construction of a super-replicating strategy which bounds the payoff.
Then the optimal results can be proven by introducing the martingale property such that the
bounds can be actually obtained. In this section, only proofs of optimal value bounds for certain
Barrier options will be presented, proofs of rest of value bounds could be found in detail in [13].

3.4.1 Upper bounds of Barrier Call options

Up-and-in

We keep Hp to be the same as the previous section. The payoff of the up-and-in Call Barrier with
strike K and maturity T = 1 is the same as that of a Call if the price of an underlying asset crosses
the Barrier B before T, and is zero otherwise, i.e.

(St — K) pp<ry-

Note that if K > B, then the payoff is simply the payoff of a Call. So we will consider the case

B > K. Recall that a(p, B) is the point where the infimum infx.p g(f? can be reached.
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Proposition 3.4.1. For K < B, the optimal upper bound for the price of the up-and-in Barrier
Call option is

C(K) vifa(p, B) < K
B=K . C(a) ,otherwise.

Proof. We construct a super-replicating strategy: long (B — K)/(B — ) unit of Call option with
strike 8 and short (8 — K)/(B — ) unit of forward contract of the underlying asset whenever the
underlying crosses the Barrier. So we have

(Sl — K)+1{HBS1} < M M(B — SI)I{HBSI}a V3 € (K,B) (341)

This is because if (S; < K) or (Hg > 1), then the left-hand side term reduces to zero and the
right-hand side term is positive. Also, if (S; > K) and (Hp < 1), then (3.4.1) becomes the equality
for (S1 > ). For K < 57 < 8 we then have the strict inequality.

(51 -8t +

We denote the price of this Barrier option to be CBa7""(B), and know the cost of a forward
contract is zero. By taking expectations we obtain

(B - K)

Barrier <
C (B)< G5

-C(B) +0.

When we examined the upper bound in Proposition 3.3.2, we know the infimum of the first term
on the right-hand side above can be attained at § = a(p, B) V K. According to Brown et al.[13],
we could build the price process S, which is a martingale, then we have

(S1>a)C(Hp<1)C (51 2>a),

If a < K then (S1 — K)*1{g,<1; = (S1 — K)* and the equality holds in (3.4.1). If @ > K then
(S —a)T=0on (Hg >1) and

(B - K)
(B —a)

(a - K)
(B —a)

(Sl—a)++ (B—Sl):(Sl—K)

on (Hg < 1). So we obtain the equality for 8 = a and for all possible values of S; in (3.4.1).
Therefore we have shown that there is a price process for which the expected payoff of the option
equals the value bound we have advanced. O

Up-and-out

The payoff of the up-and-out Barrier Call option is
(ST — K) "Ly
For K > B the option will be knocked out for a positive payoff, so option always has zero value.

Proposition 3.4.2. For K < B, the optimal upper bound for the price of the up-and-out Barrier
Call option is

C(K) = C(B) = (B = K)p([B, >)) =C(K) - C(B) + (B - K)C'(B)

And here we only consider the case that the price process of the underlying is discrete.
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3.4.2 Upper bounds of Barrier Put options

Up-and-in

In this section, the optimal upper bounds of Barrier Put options will be presented. The payoff of
an up-and-in Put option with strike K and maturity T =1 is

(K — ST)+1{HBST}’

We will use the fact that the supremum supy g % can be attained at point a(p, B) [13].
Proposition 3.4.3. For K < B, the optimal upper bound for the price of the up-and-in Barrier

Put option is

g:a .C(B) + %iK - P(a) , otherwise,

«

{PUQ vif a(p, B) > K

where P(K) is the price of the Put option with strike K. For B < K, the optimal upper bound is

K —-B
B—a

C(K) + C(a).

Proof. For K < B, we build a super-replicating strategy: long g—:g unit of a Call option with
strike B and % unit of a Put option with strike 3, also short % unit of a forward contract of
the underlying asset whenever the underlying crosses the Barrier. So we have

K —B) (B - K) (K —B)

K-S)"1 <(7S—BJr (-8 T+——"2(B-5)1 . (3.4.2
( 1) {Hsgl}_(B_ﬁ)( 1—B) +(B—ﬁ)(ﬁ 1) +(B—ﬂ)( Dng<iy- (34.2)
By taking the expectation on both sides, the construction of martingale S and choice of § = aV K,
we obtain the desired result, including equality.

For B < K, we transfer (3.4.2) into the following inequality[13]

K- B K-8
(K = S1) " yg<ny < (S1— K)" + ((B_B))(Sl —B)" + <(B—5))(B =S mp<ny. (34.3)
The optimal choice of # is § = a. By constructing a martingale S as we did in the proof of
Proposition 3.3.2, we can show the equality in (3.4.3). O

Up-and-out
The payoff of an up-and-out Put option is
(K — ST)+1{HB>T}-

Proposition 3.4.4. For K < B, the optimal upper bound for the price of the up-and-in Barrier
Put option is P(K). For B < K, the bound is

P(B) + (K — B)(1 + C'(B)).
3.4.3 Lower bounds of Barrier options

Let us recall the ’in-and-out’ parity.
(St — K) " Wp,<ry = (S7— K)* = (S — K) Limysmy (3.4.4)
If we substitute (3.4.4) into the left-hand side of (3.4.1), we obtain

-8+ P g g,

B-K
(81 = K)" = (S1 = K)oy <! : (B —5)

(B—5)
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By taking the expectation on both sides and the knowledge of minimum point of g__g -C(B), we
obtain

B-K
B—-a
Thus, we deduce the optimal lower bound for the up-and-out Barrier Call option. A similar

technique can also obtain the bound for the up-and-in.

C(K) C(a) <E[(S1 — K) g, <1y

Proposition 3.4.5. For K < B, the optimal lower bound for the price of the up-and-in Barrier
Call option is

C(B) — (B — K)C'(B).
For B < K, the lower bound is C(K).

Note that the up-and-out Call becomes worthless when K > B. Furthermore, if a < K < B, then
the lower bound we deduced becomes negative. So the lower bound in these two cases is 0.

Proposition 3.4.6. For K < a < B, the optimal lower bound for the price of the up-and-out
Barrier Call option is
B-K

C(K) 5.

C(a)

Similarly, to derive optimal lower bounds for Barrier Puts, we use the following ’in-and-out’ parity:
(K = St) Ymy<ry = (K = S7)" — (K — S1) g om

Proposition 3.4.7. The optimal lower bound for the price of the up-and-in Barrier Put option
is[13]

0 yif K < B,
P(K)-P(B)—(K-B)(1+C'(B)) ,if B<K.

The optimal lower bound for the price of the up-and-out Barrier Put option for K < B is

0 Jif K < a,
P(K) - %£=2.C(B) — 2= . P(a) , otherwise.
And when B < K, the lower bound is
K- B
K-Sy — . )
So 54 C(a)

3.4.4 Optimal bounds for other kind of Barrier options

In addition, we will summarise the optimal value bounds for other kinds of Barrier options in
discrete sense, according to Brown et al.[13].

Lemma 3.4.8. For B < Sy and Hg = inf{t : Sy < B < Sy}, we define d(p, B) and 6(p, B) to

be the points where the infimum infx~p Ilz(_KB) and ian>B%

then we have

can be obtained respectively,

P(Hp < 1) <

and
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Proposition 3.4.9. The optimal upper and lower value bounds for ’down-and-in’ and ’down-and-
out’ Barrier Call and Put options are as follows:

(i) The optimal value bound for ’down-and-in’ Call option for K < B is

[C(K) —C(B)+ (B—K)-C'(B), P(K) + 5:5 : P(d)} .

For B < K the bound is

(i1) The optimal value bound for ’down-and-out’ Call option is: for K < B,

[so ~ K~ i:g - P(d),C(B) — (B~ K) - C’(B)],
for B< K
{C(K) - W .P(B) - % : C’((SVK),O(K)}

(iii) For B < K, the optimal value bound for ’down-and-in’ Put option is

K-B

[P(B) + (K — B)(1+ C'(B)), UrE) B

- P(dA K)] .
For K < B, the price of 'down-and-in’ simply becomes the price of a put.

(iv) For B < K, the optimal value bound for ’down-and-out’ Put option is

[P(K) - % -P(dANK),P(K)— P(B) — (K — B)(1 + C’(B))} .

For K < B, the price of 'down-and-in’ reduces to zero.

3.5 Numerical Implementations

3.5.1 Introduction

In this section, we will numerically implement the value bounds for some path-dependent options.
We initialise the condition that the underlying asset price Sy = 2.5 and the maturity of options
T =1 year, with zero interest rate and no dividend.

We will first construct an arbitrage-free SVI volatility surface introduced by Gatheral and Jacquier[17],
then compute the Black-Scholes Call and Put prices, which we assume to be the market prices,
in order to obtain the value bounds for those options based on theoretical results in the previ-
ous sections. Then we will use Monte-Carlo simulation to compute the values of options under
Black-Scholes model, and CEV (constant elasticity of variance) model as Browns et al. did in [13],
thereby examining whether values actually lie within the bounds obtained.
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3.5.2 Barrier options
Black-Scholes Model

Since the interest rate is assumed to be zero, we will first use the following Black-Scholes model to
simulate the Barrier option prices.

Before computing the optimal value bounds, we need the volatilities in (3.5.1) and use them to
simulate Call and Put prices with different strikes. We follow Gatheral and Jacquier[alt.01], who
introduced the SVI volatility surface, to generate arbitrage-free volatilities which exhibit similar
behaviours as the market, as shown below. We assume these values are true volatilities of the
prices of the underlying asset with different strikes in the market.

SVI volatilities

— SVI
0.19 4

0.18 1

0.17 4

0.16 7

0.15 7

Strike

Figure 3.1: SVI arbitrage-free volatilities.

Then we use the Black-Scholes analytical solutions to compute the Call and Put option prices with
the corresponding strikes and volatilities we obtained, which are assumed to be real market prices.
Note that the purpose of this numerical implementation is to examine whether the optimal bounds
we derived in previous sections are valid under some models. So even if the market prices are not
'real’, the effectiveness of value bound can still be proven as long as the environment where we are
working represents the similar behaviours as the real market and is rational.

Black-Scholse call prices Black-Scholse put prices

—— BS call prices 251 — BS put prices

2.01
2.0

151
1.5

1.0 1.0

0.5 1 054

0.01 0.0 A

4] 1 2 3 4 5 (0] 1 2 3 4 5
Strike Strike

Figure 3.2: Black-Scholes Call and Put option prices.

Now we use the Monte-Carlo simulation to generate the 'up-and-in’ and 'up-and-out’ Barrier Call
and Put options respectively. The time of simulations is M = 100000, and the time step is 1/250

year. We define the initial underlying asset to be Sy = 2.5 and Barrier B = 2.6. At the same
C(K)
B—-K

arg maxg < p respectively. Then we use the formulas in Section 3.4 to compute the
theoretical optimal upper and lower bounds for the values of those Barrier options. The results
are shown in Figure 3.3.

and

time we calculate C’(B) by central difference method, ¢ and « by solving arg ming . p
C(B)-P(K)
B-K
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Figure 3.3: Optimal value bounds for 'up-and-in’ and 'up-and-out’ Calls and Puts under BS model.

In Figure 3.3 we observe that the prices simulated under the Black-Scholes model lie perfectly
well within the theoretical value bounds. We notice that the upper and lower bounds coincide
when K > B for 'up-and-in’ Call, this is because the option reduces to a simple Call for K > B.
Moreover, the 'up-and-out’ Call is knocked out when K > B. Other seemingly coincidences of
value bounds for two Barrier Puts result from small values of these bounds, which are close to zero.
We also consider the case that the volatility that we use to price options is not consistent with
the market information. For example, we assume that the volatility is always a constant o = 0.2
and never changes, and use it price all Barrier options above with different strikes, then check the
connection between the optimal bounds and the simulation results.
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Figure 3.4: Optimal value bounds for 'up-and-in’ and 'up-and-out’ Calls and Puts under BS model
with constant volatility ¢ = 0.2.

As we can see, the prices simulated with constant volatility more or less cross the theoretical
optimal value bounds. This means, for instance, some arbitrage opportunities appear when the
simulated price is above the optimal upper bound because we overprice the option. So volatilities
we use should always be consistent with the market information.
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CEYV model

We now use another model which was introduced by [16], called Constant elasticity of variance
model(CEV):

dSt = U(K)\/ Stdt,
where the elasticity is chosen to be -1. Similarly, we use this model to simulate the prices of four

Barrier options above, then compare these value with the corresponding theoretical optimal value
bounds. The results are summarised in Figure 3.5.
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Figure 3.5: Optimal value bounds for 'up-and-in’ and ’'up-and-out’ Calls and Puts under CEV
model.

Optimal value bounds for other Barrier options

Moreover, we also simulate the prices of ’down-and-in’ and ’down-and-out’ Barrier Call and Put
options respectively under the BS model, and compute their optimal value bounds according to
Proposition 3.4.9, for the sake of completeness. The Barrier we set for those options is B = 2.4.
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Figure 3.6: Optimal value bounds for ’"down-and-in’ and ’down-and-out’ Calls and Puts under BS
model.
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It is obvious to see the prices lie within the bound. The reason for the coincidence of upper and
lower bounds for ’down-and-in’ Barrier Put option is that for K < B, the Barrier option reduces
to a simple Put option.

3.5.3 Digital option

We also compute the optimal upper and lower bounds for Digital options in two cases that 2.5 =
Sy < B = 2.6 and Sy > B = 2.4, according to Section 3.3. The prices of options are again
simulated by the Black-Scholes model. As we can see below, the prices of Digital options lie within
the theoretical optimal value bounds.

Optimal value bounds for digital option when B > SO Optimal value bounds for digital option when B < SO
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Figure 3.7: Optimal value bounds for Digital options under BS model for Sy > B and Sy < B.

3.6 Conclusion

In this chapter, we demonstrated the methods of robust pricing for Lookback, Digital and Barrier
path-dependent options. By utilising the Vanilla prices in the market, we are able to produce the
optimal value bounds for these options. Then, some of these theoretical value bounds were verified
under the Black-Scholes and CEV models by numerical implementations.

Also, the consequence of using constant volatility that is independent of market information was
presented in an example. Therefore we generated volatilities based on SSVI to examine this model-
indenpendent method.



Conclusion

In this thesis, we studied three methods of robust pricing. Although a few assumptions were still
proposed, these methods have significantly reduced the dependence of obtained value bounds on
deterministic models, thereby reducing the model risk. We first explored how to derive optimal
upper and lower bounds for derivatives by assuming a volatility band and utilising BSB equation.
Then we introduced the Lagrangian UVM to find the optimal combination of hedging instruments
for the best possible value bounds. The properties and theorems of optimal transport problems
and martingale optimal transport were discussed, so we were able to reduce the MOT into linear
programs: the primal and the dual problem. Then we studied the methods of solving LP to obtain
optimal value bounds. Finally, the robust approaches to pricing path-dependent options such as
the Lookback, Digital and Barrier options have also been studied.

The only inputs we needed to generate robust value bounds were market Vanilla prices since all of
these methods are exogenous. In our numerical implementations, the prices of the actual deriva-
tives indeed lied within the value bounds generated by these three methods. In the comparison
between numerical performances of UVM and MOT, we found that the methods based on more
assumptions may produce a better/narrower value bounds. In contrast with MOT, which needs
fewer assumptions, UVM requires that the actual volatility lies within the predetermined volatility
band and the discounted underlying price process is a true martingale under some EMMs. So
we should carefully balance the robustness and model assumptions when pricing derivatives, since
narrower value bounds are based on the assumptions that may be violated and not correctly de-
scribe the real world, while too wide bounds are without any practical use.

The additional study could be put on the calibration of the volatility band in UVM since the width
of the band indeed influence the final results. The MOT primal problem is difficult to solve since
the quantisation points of implied probability measures obtained from the market may not have
the same mean and the implied probability marginals may not be in a martingale measure. So
possible alternative numerical methods of solving the MOT dual worth investigating. Moreover,
the numerical methods discussed in this thesis are mostly in the discrete sense, so further research
on their continuous version and the corresponding effects may be beneficial to the field of robust
option pricing.
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