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Abstract

This Master’s Thesis explores the method of moments matching for pricing Asian op-
tions. In this thesis, the underlying asset is assumed to be non-dividend paying and its
price process either follows the standard geometric Brownian motion (GBM) or the more
advanced Heston volatility model. The average price process is either discretely monitored
or continuously monitored.

The thesis is organized as follow. In Chapter 1, we give a brief introduction to Asian
options, including their history, their advantage over the more classical European option,
and various methods of pricing. In Chapter 2, we outline the mathematical framework
for the equity price process, average process, and the risk-neutral price of a general Asian
option. In Chapter 3, we introduce the standard Black-Scholes model and the Heston
model. Then, for each model, we compute the first few moments of the average price
at maturity. In Chapter 4, we explore various distributions which are used to fit the
distribution of the average process at the maturity. In Chapter 5, based on moments fitting,
we derive the pricing formulae for fixed-strike Asian options. In Chapter 6, we present the
numerical results obtained by Monte Carlo simulation and by methods of moments fitting.
The latter results are then compared against those obtained by Monte Carlo simulation.
In Chapter 7, we draw some conclusions about various methods of moments fitting.
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Chapter 1

Introduction

Asian options are derivatives whose payoff is determined by the average value of the un-
derlying asset over some pre-set period of time. They were introduced in the oil market
in the late 1970s and are nowadays traded in over-the-counter (OTC) markets all over the
world. Asian options are path-dependent due to the averaging and they are often classified
as exotic options.

Compared to standard European options, Asian options have several advantages. First
of all, due to averaging, the volatility of the average value is generally lower than that of the
equity’s price. Asian options, in general, are cheaper than the European counterpart and
hence are better suited for hedging purposes. Secondly, since the average price is computed
by sampling the underlying equity’s price over a long period of time, Asian options reduce
the risk of price manipulation near the maturity date, especially when the underlying is a
thinly traded asset or commodity.

However, one major drawback of Asian options is that, except some rare cases (for
example, when the strike K = 0), in general, there is no known analytical formula for
computing its risk-neutral price. The difficulty comes from the fact that even under the
standard Black-Scholes model (in which the stock price follows the GBM model with
constant drift and constant volatility, and the short rate process is assumed to be a deter-
ministic constant) the average price at the maturity As is not log-normally distributed.
In order to obtain the risk-neutral price, we have to employ some approximation schemes.
Currently, we have the following three different approaches of approximation.

The first approach is to approximate the distribution of the random variable Ar by a
known distribution. The methodology of this approach is to choose suitable parameters
for a known distribution such that the first few moments of that distribution match with



those of the average price A7. Then we approximate the expectation of the payoff, say, in
the case of fixed-strike Asian call, E9max(Ay — K,0)] by [ max(z — K,0)du(x), where
i is the distribution measure of a known distribution. We hope that the known distribu-
tion is simple enough, so the integral can be computed relatively quickly by a numerical
quadrature method, and even calculated analytically.

The second approach is to price Asian options by a PDE method. For the case of
continuous averaging, the pricing problem reduces to solving a three dimensional partial
differential equations, that is, there are two spatial variables and a time variable. For
both fixed-strike and floating-strike options, the spatial dimension can be reduced by one
by utilizing some special techniques. For the case of discretely monitored averaging, we
notice that one spatial variable is missing between any two successive observation times.
Therefore, the problem reduces to a pseudo one-dimensional problem.

The last approach is to price Asian options by Monte Carlo simulation. The advantage
of this approach is that it is intuitive and simple. However, due to the nature of Monte
Carlo simulation, this approach is rather slow.

The thesis is organized as follow. In Chapter 2, we lay down the mathematical setting,
review relevant concepts such as filtration, conditional expectation, martingale, and define
the average process, the payoff of an Asian option and its risk-neutral price. In Chapter
3, we compute the first few moments of the average price Ar, where the equity price
process either follows the GBM model or the Heston model. Both discrete averaging and
continuous averaging are considered. In Chapter 4, we explore various distributions which
will be used to fit moments of the average price Ar. For each distribution, its probability
density function will be given, its first few moments will be derived and expressed in terms
of the parameters of that distribution. Lastly, the parameters are solved and expressed in
terms of moments, either in closed-form or by Newton’s method. In Chapter 5, we derive
the pricing formulae for fixed-strike Asian options, either in closed-form or as an integral
which is then calculated by Simpson rule. In Chapter 6, we show the numerical results of
pricing fixed-strike Asian call options. The numerical results obtained by various moments
fitting methods are then compared against those obtained by Monte Carlo simulation,
which serves as a benchmark. In Chapter 7, we draw some conclusions about various
methods of moments fitting.



Chapter 2

The Mathematical Framework for
Asian Options

In this chapter, we outline the mathematical setting and define the payoff, which is the
risk-neutral price of an Asian option. Throughout the thesis, the triplet (€2, F, Q) denotes
a complete probability space and (F;)icpo,00) denotes a filtration satisfying the usual con-
ditions. That is, for each t € [0,00), F; is a o-algebra on 2 such that for any s, € [0, 00)
with s <t, F, C F;, C F, and the following conditions are satisfied:

e completeness of ): For any A C ), A € F whenever there exists B € F such that
AC Band Q(B) =0.

e richness of Fy : For any A € F, if Q(A) =0, then A € Fy.

e right-continuity of filtration: For any t € [0,00), F; = N{F, | u € (t,00)}.

Given a og-algebra G with G C F and an integrable random variable X, there always exists
a unique (up to a ()-measure zero set, i.e. (Q-a.e.) G-measurable integrable random variable
Y such that for any A € G, [,YdQ = [, XdQ. Y is called the conditional expectation of
X given G, denoted by Y = E[X | G]. By a random process (X;);cs, we mean a family of
random variables indexed by a sub-interval I of [0,00), i.e., I is a sub-interval of [0, c0)
such that for each t € I, X; : Q@ — R is a F/B(R)-measurable mapping. We say that the
random process (X;)ier is (Fy)ier-adapted if for each ¢t € I, X, is F;/B(R)-measurable. In
this case, we say that (X, Fi)ier is an adapted process. If the index set [ is clear from
the context, we sometime simplify the notation and simply denote the adapted process by



(X, Fi)e or even (Xy); if the filtration is understood. An adapted process (X;, Fy)ier is
martingale if for each ¢t € I, E[|X;|] < oo and X, = E[X; | F;] whenever s,t € I with
s < t.

Throughout the thesis, we fix a time horizon 7' > 0. Let (ry, F)cjo,r] be the short
rate process, which is assumed to be sufficiently integrable. Let (By)cjor] be a risk-free
bank account, defined by B, = exp( f(f rydu). Here, we suppose that @) is a martingale
measure in the following sense: If (Il;, 7 );cjo,7] is the price process of a traded asset in the
market, the discounted price process, namely (g—;,ﬂ)tem,ﬂ is a martingale with respect
to the Q-measure. Let (Si, F)cjo,r) be the price process of a non-dividend paying stock.
In this thesis, (S;); is assumed to follow either a standard geometric Brownian motion
(GBM) or Heston dynamics, which will be discussed in more detail at a later time. Let
(At,./—'.t)te[()’T] be the average process associated with (S, F;);, defined as follow. For the
case of continuous averaging,

P if t =0,
C L S Sudu, it e (0,T).

For the case of discrete averaging, we fix a sequence (¢;)X, with 0 =ty <t; < ... <ty <
T. Then we define
0, if t € [0,t1),
A= %Zlestm if t € [tg,tgy1), fork=1,...,N —1,
LN S, ifte [ty T).

Now, we are ready to introduce Asian options mathematically. An Asian option with
strike K and maturity 7" is a contingent T-cliam whose payoft x at the maturity 7T is:

Fixed-strike Call: x = max(Ar — K, 0),

Fixed-strike Put: y = max(K — Ar,0),

Floating-strike Call: x = max(Sy — KAz, 0),

Floating-strike Put: x = max(K Ay — St,0).

By the general pricing theory, for each ¢t € [0, 7], we have
11, Lr X
Q| . N
By [BT ‘ ft} [BT ‘ ft} ’
and hence II; = B; - E9 [%ﬁ | .7-}} , (@Q-a.e.). In this thesis, we will only consider the case

of fixed-strike Asian options.



Chapter 3

Moments of the Average Price A

In this chapter, we give an introduction to the GBM model and the Heston model. Under
each of the models, we compute the first few moments of the average price Ar. These
results will be used in subsequent chapters for moments fitting to various distributions.

3.1 The Geometric Brownian Motion

The Geometric Brownian Motion (GBM) model, also known as the standard Black-Scholes
model, is one the oldest mathematical model used for pricing derivatives. It was first
published by Fischer Black and Myron Scholes in [3]. The main advantage of this model is
its simplicity. For example, under the Black-Scholes model, we have closed-form formulae
for the risk-neutral price of European options and continuously monitored barrier options.
However, it is well-known that Black-Scholes model is over simplified and cannot capture
the reality of the market. For example, the implied volatility of European options observed
from the market is not constant among different strikes and maturities. Therefore, more
advanced models like a local volatility model, a Heston model, etc. have been proposed
and studied in the literature. In this section, we define the GBM model and derive first
few moments of the average price Ar.

In the GBM model, the short rate process (r); is assumed to be a deterministic con-
stant, i.e., there is a constant r such that r(w) = r for any (t,w) € [0,T] x . Let
(Wi, Fi)iejo,o0) be a standard 1-dimensional Wiener process. The equity price process
(St)ecpo,r) is assumed to follow the dynamics:

dSt = St (Tdt + O'th) s

5



where the initial stock price Sy > 0 and the volatility ¢ # 0 are deterministic constants.

In the following, we consider two modes of averaging, namely, continuous averaging and
discrete averaging.

3.1.1 The case of continuous averaging

In this case, we can compute recursively the moments of Ay to an arbitrary order. However,
for our moments fitting purpose, only the first three moments are needed. Define an
auxiliary integral process (I;); by I; = f(f Sudu. In order to compute the moments of I,
we need the following lemma:

Lemma 3.1.1. Using the above notations, let 0 <t; <ty < ... <t, <T. Then we have

B[S, S, Si] = Siexp (r(ty +ta+ ...+ t,) + 07 [(n— 1)ty + (n — 2)ta + ...+ 1)) .

Proof. By Ito’s lemma, we have

1 1 -1
dlnSt = §d5t+ 5 : ?
t t

1
= (rdt+ocdW,;) — 502dt

dS;dS;

1
= (r—§02) dt + odWy,
sofor 0 <s<t keN,
t 1 t
InS, —InS, = /(T—§O'2) du—i—/aqu,
1
SFo= Sﬁexp{k(r—écﬂ) (t—s)+ka(VVt—Ws)}.

Therefore, we have
2 Lo o
U)(t—s)+§ka(t—s)}

= SF.exp {kr(t —8) + M02(15 - s)} :

E[Sf|]:s] = Sf~exp{l{:(r—%

2



Now, by the tower property of conditional expectation, we obtain

E [StlstQ to Stn] [Sh‘gtz Stn ’ "T_;fn 1”

E[E
E [S St2 ’ Stn 1 Stn 1 €Xp {T( tn—l)}]

E [E [StIStZ tp—1 'Stn 16Xp{7‘( - n 1)} ’ -Ftn 2“

E [St15t2 Stn , €XP {2r nel —tno) + 0% (tp1 —tn o) + 7ty — tn 1)}}

n—1
= Sgexp{r(tl +ilo 4+ ty) +02-Z(n—k5)tk}.

Next we compute moments of Ir.

Proposition 3.1.1. Using the above notations, the first three moments of Ir are

S
Ellr] = 70 {exp(rT) — 1},
5 252 ) , )
Bl = ooy on (o (@r+ o)D) = @r ot exp(rT) 41+ 07},
653 1 1 1 1
31 _ 0 ' oy . )
E[IT] - T+20‘2{27‘+302 3(r + 07) exp (3(7’+0 )T) R s exp((2r+a )T)

+< ( ! - ! )exp(TT)—i— ! + !

r(r+o0%) r(2r+30?) r(2r+302)  (r+02)(2r + o?)

1 1
_3(7‘ + 02)(2r + 302) B r(r+o2) |

Proof. Fix n € N. Observe that the cube [0,7]" can be represented as a disjoint union of
sets of the form {(¢;, ...,t,)|0 <t <...<t, <T} and a set of Lebesgue measure zero,
namely

0, 7" =UA(tr,....t:) |0 <t <...<t,, <T}UA,

where A is a subset of R" with Lebesgue measure zero and the union is taken over all
permuations 7 on the set {1,2,...,n}. For each permutation 7 on the set {1,2,...,n}, let

AT:{(t717t7'27"-7t7'n)|0<t7—1 <t7—2 < ... <t7—n <T}



and let
Al ={(tr,ta, -+ 1) [0 <ty <ty <...<t, <T}.

By symmetry,

E9[(Ip)"] = Z E° {/A S, Si, <+ Si, dA"

= (n!) / E9[S,, S, ... S, ]d\". (3.1)
For small n, the integral in (3.1) can be computed directly. For example, we have
T T S
E°[I7] = /0 EP[S,] du = /0 S exp(ru)du = 70{exp(7"T) —1}.
By Lemma 3.1.1 , we also have
E° [(Ir)?)] = 2! / , E[S,,S,,] d)\?
= 2 /A/ Sg exp {r(tl + ) + 02151} %

T to
= 2/ / S2 exp {r(tl + 1) + aztl} dt,dt,
o Jo

= 258 /T exp(rtz) {exp ((r + 0°)t2) — 1} dis
r+o2 J, ? 2
252 1 . 1
— (2r+o )T_1>__ rT_l
r+02{27“+02 <6 r<e )}

252
_ 0 {Te(Qr-i-a?)T _ (27_ + JQ)erT o4 02} )
r(r+o?)(2r 4+ o2)




Finally, we have
E? [(Ir)’] = 3 / E® Sy, 51, Sk3] dN?
A/
T t3 to
= 653 / / / exp {T(tl + tQ + tg) + 0'2<2t1 + tQ)} dtldtgdtg
0 0 0

653

T pts
T 202 /0 /0 exp {r(ty + t3) + 0’ta} {exp ((r + 20%)ts) — 1} dtodts

655 [T ., 1 5 (2r1302) 1 2
— r - r+30%) 1) . ( t3(r+o?) 1) dt
7’—1—202/0 ‘ 27"—1—302(6 r o2 \° ’
T
— 653 / ]' (63(T+0'2)t3 _ 67‘t3> o ]' (6(27‘+0'2)t3 o 67‘t3> dtg
r+20% J, | 2r+ 302 T+ o2
3 1 1 1
_ 65 <€3(r+02)T _ 1> 1 (erT _ 1) _
r+ 202 | 2r + 302 | 3(r + 0?) r

1 1 2 1
2r+o*)T 1) Y O A 1
r+o? {27“%—02 (e r(e )}}

_ 683 { 1 . 1 63(7‘+0'2)T . 1 1 6(2r+02)T +

r+202 | 2r+ 302 3(r+o0?) r+o2 2r+ o2

1 1 . 1 1
(r(r ) R 302)) R G R v S e e
1 1
3(r +02)(2r +302)  r(r +0?)

]

Remark 3.1.1. Since Ar = %IT, the first three moments of Ar can be written down



immediately as

_ 5o
ElAr] = —Aexp(rT) -1},
258

21 _ 0 2 _ 2 2

E[AT] - T(T‘ + 0'2)(27’ i 0'2)T2 {T exXp ((27” +0o )T) (27” + o )exp(rT) +r+o } ,
653 1 1 1 1

31 _ 0 _ iy ' ,

BlAzl = (r+202)13 { 2r+30% 3(r+o0?) exp (3(r+o4)T) rto? 2r o2 P ((2r+9T)

1 1 1 1
* (r(r + 02?) B r(2r + 302)> exp(rT) + r(2r + 302) * (r+02)(2r + o2)

1 1
C3(r4+02)(2r +302)  r(r+o2) [

3.1.2 The case of discrete averaging

Let T be the maturity time and let ¢i,ts,...,%, be discrete observing times, satisfying
0<t <ty <...<t, <T. Define Ir = ,_, Sy, and Ar = %Zzzlstk. We have the
following proposition.

k
Proposition 3.1.2. Using the above notations, we have:

Elly] = SOZeXp(rtk),
k=1

E[I}] = 2S; Z exp(r(t; +t;) + ot;) + Sp Z exp(2rt; + o’t;),
1<J =1
E[If] = 6S5 > exp (r(ti +t; + t) + 0>(2t + 1)) +
i<j<k
358 Z exp (r(2t; +t;) + 0°(3t;)) +
i<j
355 exp (r(t; +2t;) + 0(2t; + 1;)) +
i<j
S3 Z exp (3rt; + 30°t;) .
=1

10



Proof. By Lemma 3.1.1,

BB = 3 BlS,S,)

4,j=1

= 2 E[S,S,] + Xn: E[S7]

1<j =

= 257 Z exp (T(ti +t;) + U2t,~) + 52 Z exp (27‘tz~ + O'Qti) .

1<J i=1

n

E[[’?‘] = Z E[Stistjstk]

irj,k=1
= 31 ) E[S,8,S,] +5C1 Y E[SS,)]
i<j<k i<j
+3C1 Y B[S, SE1+ ) B[S
i<y =1
= 65; Z exp (r(t; +t; + tp) + (2t + 1)) +
i<j<k
358 Z exp (r(2t; + t;) + 0> (3t;)) +
i<j
358 Z exp (r(t; +2t;) + o*(2t; + t;)) +
i<j
Sg’ Z exp (37"tl- + 302ti) .
i=1

]

Notice that if the observation times ¢; are evenly spaced and t, = T, the moments in
Proposition 3.1.2 can be simplified as follows.

11



Proposition 3.1.3. Using the above notations and further assuming that t; = th, where
h = %, 1=1,...,n, we have:

1 — erhn

Ellr] = Soe™ T,

E[I2] _ S2 26(r+02)h - e2rh _ erh(n+1)
T 0 1 — elrtodh 1 —erh
62(2r+02)h _ 6(2r+02)h(n+1)
(1 _ 6(r+02)h) (]_ _ 6(2r+02)h)

T 0'2 n
LT
1 — e(2r+o2)h ?

—92.

66(6r+402)h 1— erh(an)
31 _ @3 .
Elly] = SO{ (1— 6(r+202)h) (1— e(r+02)h) 1 — erh
66(7r+502)h 1 — €(2r+a2)h(n—2)
- (1 — elrt20)h) (1 — elr+o?)h) T e@rtod)n
66(7r+602)h 1 — erh(n—2)
- (1 — elrt207h) (1 — r+307)h) T 1 _erh
Ged(r+o?)h 1 — e3(r+o)h(n—2)
T (r+202)h — (2r+302)h) — 3(r+o2)h
(1—e J(1—e ) l—e

3eldr+30?)h (1 _ erh(n—l)) 3eb(rt+o?)h (1 — 63(r+02)h(n71)>
T (1 — eCri3o2)h) (1 — erh) - (1 — eCri302)h) (1 — e3(r+o?)h)
36(5r+402)h (1 _ e(2r+a2)h(n—1)> 366(r+a2)h (1 _ e3(r+02)h(n—1)>

+ (1 _ e('r+202)h) (1 _ 6(27’+02)h) B (1 _ 6(7’+202)h) (1 _ 63(T+a2)h)

63(r+cr2)h <1 _ 63(r+02)hn) }

+ 1 — e3(r+o?)h

Proof. By Proposition 3.1.2,
n n . 1— erhn
ElIr] = So Z_Zl exp(rt;) = Sy Zexp(zrh) = Sge"hm.

i=1

12



Next, we compute Y _,_.exp (r(t; + t;) + ot;) and D1 | exp(2rt; + ot;).

i<j
Z exp (r(t; +t;) + o°t;)

n j—1
= Z Z exp (rh(i+ j) + o”hi)
j=2 i=1
n . ) 1 — e(rto®h(i-1)
= Z eXp(Thj) - eXp ((T to )h) ’ 1 — elrto?h

j=2
r+o? rh(n— r+o2)h(n—
— elrte)h . eth . 1—erhtnb) _ 67(7"+02)h . €2h(2r+02) . 1 — eCrieinin=l)
1 — e(rtodh 1 —erh 1 — e@r+o2)h
e(r+02)h €2rh _ erh(n—l—l) 62(2r+02)h _ e(2’r+02)h(n+1)
T T et 1 —eth (1= etk (1 — ek’

n - 2y, 1 — 6(2T+02)hn
Z exp(27’t¢ + 0’2152-) = Z exp(2rhi + O'Zhi) — e(2r+a )h
=1 i=1

1 — e(2r+o02)h °
Hence, we have

2€(r+0'2)h e2rh _ erh(nJrl)

21 _ @2
Ell7] = SO{ 1 — e(rtodh 1 — erh

2(2r+02)h __ €(2r+02)h(n+1)

€
(1 _ e(r+02)h) (1 _ €(2r+02)h)

r+o2)hn
1 —elrier) 6(2T+02)h}.

—92.

+ 1 — e(2r+o2)h

To compute the third moment E[I3], weneed Y7, ., exp (r(t; +t; + ) + 0*(2t; + 1)),
ZK]. exp (r(2t; + t;) + o*(3t:)), Zi<j exp (r(t; + 2t;) + 0*(2t; + t;)), and Y., exp (3rt; + 30%t;) .

13



Z exp (r(t; +t; + tp) + 0>(2t; + ;)

1<j<k
n k-17-1
= D> > exp (rh(j + k) + 0*hj) exp ((r + 20%)hi)
k=3 j=2 =1
n k-1 2 |
L (r+20%)h(j-1)
- 2 ) . (r+202)h ] 1 e
) kzs ZZ o ((r e )h] " rhk) ‘ 1 — e(r+202)h
=3 j=
_ e(r+202)h n rhk k—1 (r4+0?)hj —(r202)h_(2r+302)hj
= DD (e s
k=3 j=2
e - r4o2 _
_ M Zerhk 62(T+02)h . 1 — e(rto®)h(k—-2)
= 1 — 6(7"+2O'2)h — 1 . 6(7"‘1‘0'2)]1
74302 _
e (rt20%)h | (2r+30%):2h 1 — e@rt309)h(k=2)
1— 6(27“+302)h
elortirh an 1 — erh(n—2)
= . 1t
(1 — elr#209n) (1 — elrtotih) 1—eh

r4+o2)h(n—
_6—2(T+02)h . €(2r+02).3h . 1 — e@r+o®)h(n—2)
1 — e@r+o®)h

e(dr+602)h o 1— erh(n—2)
- (1 — e(r+20h) (1 — ¢(2r+307)h) e 1 — erh
T 0'2 n—
_e—(4T+60'2)h ) 69(T+0.2)h ) 1-— 63( +0%)h(n—2)
1 — e3(r+o?)h
e(6r+402)h 1 — erh(n—Z)
T (1= et r2eRR) (1 — elrtoBh) 1 — erh
6(77’+502)h 1— e(2r+02)h(n—2)
(1 — elrt20Dh) (1 — e(rtoDh) ] — grto?)h
6(77“—}—6(72)h 1 — erh(n—Q)
(1 — e(rt20%h) (1 — e(2ri3e®)h) ] — grh
69(7’—i—02)h 1— e3(r+02)(n—2)h
+(1 — e(r+20)h) (1 — eCri302)h) 1 _ gdlrto®)h
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Next, we compute the quantity >_._.exp (r(2t; + t;) + o%(3t;)) as follow.

1<J

Zexp (2t; + t;) + o°(3t;))

n j—1

= D) exp ((2r + 30%)hi + rhj)

=2 i=1

n j—1

. 2 .

_ 2 erh] . § e(2r+30' Yhi
j=2 i=1

- T 0'2 h(71—
— Z erhj . 6(2T+302)h . ]‘ - 6(2 +3 ) 2(] 1)
- 1 — €(2T+30' )h

(2r+3o‘2)h iy (2 502

= T (r+o?) r+3o
o 1 — (2r+3a2 Z e Z €
_ 6(2r+302)h o 1— erh(n 1)
- 1 — e(2r+30?)h € 1 — erh

_—1 . 66(r+02)h . L — eSrtonnin Y

1 — e(@r+302)h 1 — e3(r+o2)h
e(dr+302)h (1 _ erh(n—l)) eb(r+a®)h (1 — 63(r+02)h(n71)>

(1 — e@r362h) (1 — erh) (1 — e@r+30D)h) (1 — dlrto?)h)
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For 37, exp (r(ti +2t;) + 0*(2t; +t;)) , we have

> exp (r(t; +2t;) + 0 (2t + 1;))

n j—1
- Z Zexp ((2r + 0®)hj + (r + 20°)hi)
j=2 i=1
1 — 6(r+202)h(j71)

. T 0’2
= Zexp ((2r + Jz)h]) TAARELE 1 — e(r+202)h
j=2

r+20? r+o02)h(n—
_ el {62(2r+02)h 1= erien)h(n—l)

1 — e(r+202)h ’ 1 — e(2r+o?)h

r+02Yh(n—
*(T+20’2)h . 66(r+02)h ) 1 — 63( + )h( 1) }

—€ 1 — e3(r+o2)h
€(5r+402)h 1— €(2r+02)h(n—1) e6(7‘—}-02)]1 1 — e3(r+02)h(n—1)
T 1 _ett2odDh T ] _ ook ] _ ert202h ] _ g3(rto?)h

Lastly,
1— 63(r+a2)hn

n n
Z exp (3rt; + 30°t;) = Z Br+odhi _ 3(r+a®)h
=1

i=1

1 — e3(r+o2)h *
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Therefore, we have

66(6T+402)h 1— erh(n_Q)
31 _ @3 .
Ell7] = SO{ (1 — e(r+20)h) (1 — e(r+o®)h) 1 — erh

66(7r+502)h 1— €(2r+a2)h(n—2)

o (1 _ 6(7"+202)h) (]_ _ 6(r+a2)h) ’ 1 — e@r+o2)h
Ge(Tr+602)h 1 — erh(n—2)

(1 — e(rt20?h) (1 — e(2ri30D)h) ] — grh
669(r+02)h 1— 63(r+02)h(n72)

+ (1— e(r+202)h) (1— 6(2r+302)h) "] _ e3(rto?)h

36(4T+30_2)h (1 . eTh(n—l)) 366(T+02)h (1 _ 63(7'4-0'2)’1(71—1))

(1 — e 307k (1 — erh) (1 — e@ri80%)h) (1 — e3(ria®)h)
36(5r+4a2)h (1 _ 6(2r+02)h(n71)> 366(r+0'2)h <1 _ e3(r+02)h(n71)>

T (1 — e(r+20)h) (1 — e(2r+a)h) N (1 — e(r+20)h) (1 — e3(r+a?)h)

e3(r+02)h (1 _ 63(7"+a2)hn> }

1 — e3(r+o2)h

+

Remark 3.1.2. Consider the case when n — 0o, or equivalently h — 0. As expected, we
will see that moments of Ar approach those where Ar is defined by continuous averaging,
i.e., Ap = %fOT Sudu. Recall that in the discrete case, Agl) = %Z?:l Sy,. Therefore, the

limits of moments are given as follow:

limE[Agpn)] = lim —e

h—0 h—0 % 1 —erh
SO rT\ 1:
N T(l—e )llllg(l)l—e”h
So, .1
= —(" —=1).
rT(e )

In the above, we evaluate the limit by L’Hospital rule: lim, o1 =7 = lim, o —1_=

—rerT
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Similarly, we have:

. (n)2
}LL)I%E[AT ]
S8 : h h(1—e™) (2r+02)T 1; h h
= {2 e e 2 ) I T T e
28 S e A SR
7 | —(r+o?) —r —(r+o02) —(2r+o0?)
— 1—¢" 9 —(1— 2r+0)T }
T2 (r + 0%)(2r + 02) {a-eN@r+ot—(1-e r
— 25 {r + 0 — (2r+o%)et + re(2”+“2)T}
T?r(r + o2)(2r 4 02?) ’
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and

lim E[AY
h—0
Sg rT : h h’
773{6 (=) flzli% 1 — e(rt20h " 1 — e(rtodh 1 _ erh
h h h
61— (2r+02)T> i : :
6 <1 € ]llg% 1 — e(rt202)h 1 _ e(r+o?)h | _ p(2r+o2)h
h h h
—_— —_— TT . 1 . .
6 (1 € ) }lllif(l) 1 — e(rt202)h | _ p(2r+30%)h 1 _ erh
_ 3(r+02)T) i h : h : h
16 (1 € }3_)1/% 1 — e(r+202)h 1 _ o(2r+302)h | _ e3(r+o?)h
6S8 _ (1 _ e7“T) N 1— e(2r+o-2)T
T3 | (r+202)(r+o%)r (r+202)(r+02)(2r +o?)
1—¢7T 1 — 63(1"—1—0'2)T
Tt 209 @+ 3001 (r+20%) (2 1 30%) 3 (r + 0%)

655 -1 1 - 1 — o2rto”)T
+ (1 —e ) +
T3 (r+202%) | |r(r+o2) r(2r+302) (r + 02) (2r + 02)

1 — e3(r+o)T
3(2r 4 302) (r + 02) }
653 { e3(r+a?)T p(2r+a?)T
(r+202)T3 | 3(r+02) (2r+302) (r+o02)(2r+o?)

1 1 . 1 1
* [r(r+02) a r(2r+302)} < r(2r 4 302) i (r +o0?) (2r + 02)

1 1
_3(r+02) (2r 4 302) B r(r+o?) |
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3.2 The Heston Model

The Heston Model, proposed by Steven Heston [5], is a more advanced mathematical model
for modeling the evolution of the price of an asset. Under the Heston model assumption,
the volatility of the price process of an asset is no longer deterministic. Rather, it is
stochastic and follows the Cox-Ingersoll-Ross model (CIR-model), first studied in [1]. The
main advantage of the Heston model over the GBM model is that the Heston model is more
flexible and can capture the reality of the market better. However, due to its complexity,
in general, it is much more difficult to obtain closed form formulae for pricing derivatives.
In the following, we define the Heston model, derive the first moment and approximate the
second moment of the average price Ay, where the average price is computed in continuous
basis.

In the Heston model, the short rate process (r); is assumed to be a deterministic
constant, i.e., there is a constant € R such that r,(w) = r, for any (t,w) € [0, 00) x §2. Let
(Wi, Fi)tejo,0) be a correlated 2-dimensional Wiener process (under the Q-measure), i.e.,
W, = (W}, W2), with a quadratic covariance process [W!, W?|, =pt, where p € [—1,1],
known as the correlation (sometime denoted by dW}!dW}? = pdt.). The variance process
(Vi)telo,00) 15 @ (F)tefo,o0)-adapted process, satisfying the following conditions:

e 1} is deterministic and V; > 0, and

o dV; = a(b — V;)dt + c¢/VidW?, where a,b,c € R are constants, with a > 0, b > 0,
c#0, 2ab > 2.

The constants a, b, ¢ are known as the mean reversion rate, the anchor, and the vol-vol
respectively. Moreover, the condition 2ab > ¢? is known as the Feller’s condition which
guarantees the existence of a strictly positive solution of the SDE. The stock price process
(St)tefo,00) 18 (Ft)iecpo,00)-adapted, satisfying the SDE: dS; = S, (rdt + \/thth) , and the
initial condition that Sy is deterministic and Sy > 0. We define the integral process (I;);
by I, = fot S(u)du.

We follow [2] and consider the transformation X; = In(S;) — rt. By Ito’s lemma, we
have that

1 1 /-1
dXt = EdSt + 5 <S—tz) dStdSt —rdt
1
- (rdt + \/thWf) — 5Vt —rdt
1
— —§tht +\/ VidW .
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Hence, the system of SDEs becomes

1
dX, = —§tht+\/ﬁdW£,
dV, = a(b—V,)dt + cr/V,dW2,

with initial conditions Xy = 2o = In(Sp) and Vy = vg. Fix t > 0. By page 4 of [2], there
exists an open neighborhood U of 0 such that for each u € U, we have that

EQ [e"X1] = "™ A(t)B(t),

where -
pla—cpu) E2
A(t) = t a—cpu _: t )
cosh (LP(u)) + Aoy sinh (LP(u))
2
u— sinh (LP(u))
B(t) :exp{—vo - tPP( ) aiciu ey ’
cosh (£ P(u)) + Py Sin (LP(u))
and

P(u) = \/(a —cpu)® + 2(u — u?).

Using this formula, we are able to compute moments of S;, the first moment of I; and

an approximation of the second moment of I;. Notice that S* = e . ¢“Xt and hence
EQ[SY] = ert . B9[]

We follow the idea of [1] and have the following.

Proposition 3.2.1. Using the notations as above, fort € [0,00), we have that

Rl

B9[] = (e -1),

2 3r+u 1
Q2] ~ 292 0,3
E°[I7] =~ 250{2+ AR

[7(Tr + 5vg) + ab + vo(2cp — a) + vg) t4},

where the right hand side of the second expression is the Taylor expansion of E®[I?] about
0 up to order 4.
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Proof. Observe that (%i) is a martingale under the measure (). In particular, for any
t

u € [0, 00),

E?[S,) = E9|E“|S,

— EQ|E@Q|Z%

= E9|Z=B,

Therefore, we have

t t
E€ (1] :/ EX [S,] du :/ Spe"du = @ (ert _ 1)‘
0 0

T

Next, we compute the second moment.

t t
E°[I7] = E° { / Sudu - / Svdv}
. tO 0
= //EQ[SuSU]dudv
0 J0

. / / E9[S,5,] dX2(u, v)
{(u,v) | 0<u<v<t}
t po
= 2 / / EY[S,S,] dudv
0 Jo
t prv
= 2// E® ]—"u”dudv
0Jo
t prv
= 2/ / E9 [er(“_“)Sﬂ dudv
0Jo
t v
= 2/ e”’/ e ER [Sﬂ dudv.
0 0

For simplicity, we denote §(t) = E? [I?] and compute the derivatives of  at ¢ = 0. Clearly,

E?|S,S,
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0(0) = 0. 0'(t) = 2¢" [ e ™ E?[S?] du, so #(0) = 0.

t
0"(t) = 27’6”/ e TUE? [S2] du + 2¢"te Tt E? [S7]
0
= r0'(t)+2E% [S]] .
Therefore, we have 6”(0) = 252.
0" () = r0"(t)+ 2% {e*'e*™ A(t)B(t)}
= r0"(t) +4rE? [S}] + 255* {A'(t)B(t) + A(t)B'(t)},

where A(t), B(t) are the functions defined in above with v = 2. Now,

2ab
82 1

2ab ela=2cp)3

2 (COSh(%P(2)) + a];éc)p sinh (%P(Q))>
a—2cp a—2ep, t a—2cp . t
{ g e (PO + i s (5P))

e {@ sinh (%P(2)> + 22 cosh (%P@))] }/

[cosh <%P(2)) + a;é)q’ sinh <%P(2))] 2

At) =

~ 2ab (e“fcpt>2:2b c? sinh (£ P(2))
= = ) . =
C P@) [COSh (LP(2)) + a;é‘:)p sinh (%P(Q))} ChE
_ 2ab Jfa=2e0) 2Bt sinh (£ P(2)) b
2a 17
P@) [cosh (%P(Z)) + a;éc)p sinh (%P(Q))} ="
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and

B(t) = B{t)- ng) : {@ cosh (%P@)) [cosh (%P(2)> + a;é)c’) sinh (%P(Q))}
_ sinh (%P(Q)) {@ sinh <%P(2)) ;¢ _22” cosh (%P(2))} } /
[cosh (%P(Z)) + a;éq’ sinh ( )}

~ 2vg ,TQ)[COSh2( P(2 )_Sm (2 )}
PR) [cosh (5P(2)) + 5 sinh (£P(2)|

P()

Hence, we have

1z " - 2ab a—2c %;
0"(t) = r0"(t) +4rE? [S7] + 2S7¢? tB(t){—P<2) (a=2cp)- 5t
sinh (£ P(2
(2 ( )) 2ab +
2ab g

|:COSh (%P(Q)) + a;éc)p sinh (%P(Z))} c

e(a 2cp)- 9t
Vo - 2%117_‘_2
[cosh( 2)) + % QCP smh( P(2))] ‘
2
¢

_ 7”6”( +47‘EQ [ } 2r+ (a— 2cp) )t . B(t) .
13?21’) sinh (£P(2)) [cosh apéc)p sinh (3P (2))] + v
52
[cosh (LP(2)) + “;(226)” sinh (%P(2))] ‘

In particular, we have
0"(0) = 2rSg+4rSs + 2S5,
(67 + 2vp) Sp.
Lastly, we compute the quantity #(¥(0). Denote

0= { (0= 2) )
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and

20 sinh (LP(2)) |cosh (LP(2) + %552 sinh (§P(2)) ] + vo

D(t) = o

2

[cosh (LP(2)) + a};éc)p sinh (%P(Q))]

We now compute the quantities C’(0) and D’(0). We have that
b a
C/(t) = (27’ + (a — 20,0) . a_2> . 6(2T+(a726p)'£)t7
c

so C'(0) = 2r + (a — 2cp) - %. We further write D(t) = %, where

F(t) = % . sinh (%P(Q)) : [Cosh (%P(Q)) + “;é;p sinh (%P(2)>] + v,

and

Now

and hence f'(0) = ab.

i = (242 o 1) 28 (1))
() =20 )]

2 -2
J(0) = (ib+2>.1.a cp

so, we have

c? 2
ab
= (g—l—l) (a —2cp).



Therefore, we obtain

f"(0)g(0) = f(0)g'(0)
[9(0)]”
ab-1—wvy- (£ +1) (a—2cp)
1

b
= ab—y (Z—2+1) (a — 2cp).

Finally,

0D (0) = 7 (6r+200)S2 +4r - (2r +1)S2 + zsg{ {210 + (a — 2¢cp) - a—f}
C

2 -to-)] |

devg+1-v9-v9+1-1- [ab—vo~(
c

b
= 1S3 (14r + 6vy) + 257 - {vo [27’ + (a — 2¢cp) - ¢ } + 3

b
+ab — vy - <a—2+1> (a—QCp)}
¢

= 1S3 (14r + 6v) + 257 {ab+v0(2r—i—20p—a —i—vo}
= 1S5 - (14r + 10v) + 255 {ab+ vo(2¢cp — a) + v }

and hence we have obtained the following approximation

1 1
0(t) ~ 0(0)+6'(0)t+ 56)”(0)752 + 59”’(0)753 + 4‘9 )(0)t
1 1 1
= 257 {§t2 + 6(37“ + g )t* + oY [r(7r + Bug) 4 ab + vo(2cp — a) + vg) t4} :

26



Chapter 4

Distributions and Moments Fitting

In this chapter, we explore several distributions, namely, log-normal distributions, shifted
log-normal distributions, skew-normal distributions, and log-skew-normal distributions.
We also compute their first few moments and express the parameters in terms of moments.
These results will be used in the next chapter for pricing Asian options.

4.1 Log-Normal Distributions

In this section, we firstly define a log-normal distribution, then we derive the formulae for
moments fitting of the average stock price.

Log-normal distribution is a very common distribution used in the financial industry. In
fact, if the stock price (S); process follows the GBM model, the stock price Sr at the time
horizon T is log-normally distributed. One of the advantages of the log-normal distribution
is its simplicity and its nice behavior. For example, for this distribution all moments exist
and have closed-form formulae. Another property of the log-normal distribution is that
a log-normally distributed random variable is strictly positive which is a nice feature to
model the price of a stock.

Definition 4.1.1. Let X be a random wvariable. We say that X follows a log-normal
distribution with parameters p and o if In(X) is normally distributed with mean p and

variance o?.

Proposition 4.1.1. Let X be a log-normally distributed random variable with parameters
p and o. Define Z = In(X) and let ¢x, ¢z be the probability density functions of X
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and Z respectively. Then ¢x and ¢z are related as follow. ¢x(x) = 0, if v < 0 and
ox(z) = %(Z)Z(ln:c), if x > 0. ¢pz(2) = px(e%)e?.

Proof. By definition, since In(X) is well-defined, X > 0 everywhere. Therefore P [X < 0] =
0. In particular, ¢x(z) =0if x < 0. For z > 0, P[X < z] = P[Z < In(z)]. Differentiating
both sides with respect to z yields ¢x(z) = ¢z(In(z)) - . Let z € R, then P[Z < 2] =
P [X < e?]. Differentiating both sides with respect to z, we obtain ¢z(z) = ¢x(e*)e*. O

Proposition 4.1.2. Let X be a log-normally distributed random variable with parameters p
1
and . Then the first two moments of X are given by E[X] = /727" and E [X?] = e2+20°,

Proof. Let Z = In(X) distributed normally with mean p and variance ¢, then

E[X]

! e 37 1 gy

E
oo 2ro

[¢7]
oo

et
o 2mo
oo

i
Note that 27 ~ N(2u,40?), so by the previous result, we have
B [Xz} —F [622] _ p2uthedo? _ 2ut20”.
[

We are now ready to state the general result for moments fitting by the log-normal
distribution.

Proposition 4.1.3. Let F be a distribution such that its first two moments exist. Let
my = [*2 xdF(z) and my = [*°_a?dF(z). Suppose further that my > 0 and my > 0. Then

there exists a log-normally distributed random variable X with parameters p and o such
that E [X] = my and E[X?] = my. Moreover, u and o are given by

) ()
=1In L), ando=/ln(— |.
g (W "
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Proof. Let X be a log-normally distributed random variable with parameters u and o. By
the previous proposition, we have that F [X] = e**27° and E [X?] = e2*t27”_ Suppose that
E[X]=m; and E [X?] = ms, then

1.2
{6%2(7 = M

2
62,u+2a my.

Solving the above simultaneous equation leads to the desired result. Conversely, let X

N
In <%), then by a direct calculation, we have F [X] = m; and E [X?] = m,. O

be a log-normally distributed random variable with parameters p = 111( i ) and 0 =

4.2 Shifted-Log-Normal Distributions

Log-normal distribution has a drawback that it can only fit the first two moments because
there are only two parameters. We slightly modify it and define the notion of a shifted
log-normal distribution.

Definition 4.2.1. A random wvariable X 1is said to be shifted-log-normally distributed if
there exists o € R, and a normally distributed random variable Z ~ N(u,0?), where p € R
and o > 0, such that X = o + exp(Z).

A shifted-log-normal distribution admits a probability density function which can be
calculated as follows.

Proposition 4.2.1. Leta € R, p € R, 0 > 0, and let Z be a normally distributed random
variable with Z ~ N(u,0%). Let X = a + exp(Z), then X admits a probability density
function ¢x. Moreover, ¢x, and ¢z, the probability density function of Z, are related

through
0, if v € (—oo,
¢X (l’) = 1 . ( ]
QSZ (ln(x - Oé)) r—a’ fo € (Oé, OO):
and ¢z(z) = px(e* + a)e®.
Next, we consider the problem of matching the first three moments of a given distri-

bution by a shifted-log-normal distribution. Before we state and prove the main theorem,
we need the following lemmas.
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Lemma 4.2.1. Let a € R be a constant, then the cubic equation 2 — 3x + a = 0 has at
most one root (counting multiplicity) in [2, 00).

Proof. Define a function f : R — R by f(z) = 2* — 3z + a. We prove by contradiction and
suppose to the contrary that the equation has at least two roots in [2,00). If 2y € [2,00)
is a repeated root, f'(zg) = 0. However, f'(zq) = 322 — 3 > 0 which is a contradiction.
Suppose that the equation has roots z1, xs € [2,00) with with 21 # x2. By Rolle’s theorem,
there exists £ strictly between z; and x5 such that f/(£) = 0. However, since & > 2, we
have that f'(£) = 3¢2 — 3 > 0 which is again a contradiction. ]

Lemma 4.2.2. Let a > 0, b > 0 such that ab = 1. Then a + b > 2 and the equality holds
iof and only if a =b=1.

Proof. Observe that (\/5—\/5)2 > 0,80 a+b—2vab>0and hence a+b> 2. Ifa=b=1,
we clearly have a + b = 2. Conversely, suppose that a +b = 2, then (y/a — \/1_9)2 =0. It
follows that \/a = v/b and hence a = b = 1. O

Now, we are ready to state and prove the main result.

Theorem 4.2.1. Let F' be a distribution. Suppose that the first three moments of F', i.e.
7 xdF(z), [7_2?dF(z), [7 23dF(z) ewist and the centered second and third moments

are non-zero, i.e., [*. (x — x)?dF(z) # 0 and [~ _(x — x0)*dF(z) # 0, where xo =
ffooo xdF(x). Then there exist unique o, u,0 € R with o > 0 such that if a random variable
Z is normally distributed with Z ~ N(pu,0?) and X = a + e?, then E(X) = [~ xzdF(x),
BE(X?) = [7_2?dF(z) and E(X?) = [7._a*dF(x). Moreover, o, ji, 0 are given explicitly

as follows. Denote the centered second and the third moments by b and c respectively,
ie, b= [T (v —x9)*dF(x) and ¢ = [ (x — 20)*dF(z) and let d = g-ﬁ + 2. Let 2’ be
the unique root in (2,00) of the cubic equation x®> — 3z —d = 0. Then o0 = y/In(z’ — 1),

c 1 1 __ [°© c 1
p=In (E @@ \/:C’—1> s and a = [° 2dF(2) = § - Grayerm-

Proof. Firstly, we prove the uniqueness part. Suppose that there exists «, u,0 € R with
o > 0 such that if Z ~ N(u,0?) and X = a + ¢, then E(X) = [*_adF(z), E(X?) =
[ a?dF(z) and [7_a*dF(z). For convenience, we denote the first three moments of F
by mi,ms, and mg respectively, and denote the mean, the second and the third central

30



moments by a, b, ¢ respectively, i.e.

my = /_iﬁdmx),
ms — /_Zx?’dF(x),
b = /_li(as—ml)zdF(x),
¢ - /_Z(a:—ml)?’dF(a:)

We remark that a, b, and ¢ can be expressed in terms of my, ms and mg, namely, a = my, b =
my—m? and ¢ = mz—3myma+2m3. Since 2Z ~ N(2u,40?) and 3Z ~ N(3p,90?), we have
that E(e*?) = exp(2u+ %1-402) = exp(2u +20?) and E(e3?) = e}ip(3,u—|— 1.907%). It folltg)ws
that F(X?) = a? 4 2ael 27" 4 e2+20° and E(X3) = a® 4+ 3a2et 27" 4 30e2120" 4 e3t307
Now, we have

2 2 2 2
b= Mo — m% — 62,11,—1—20 _ 62,u,+<7 _ 62u+0 (ea _ 1)’

and

c = mg—3mims+ Qmi’

1. 2 2 9 2
< 3 3 2€,u+§0 3 e2u+20 e3,u+§a )
1,2 1.2 2
3 ( elt3o ) ( 2 2ettzo 62,u+20 )

+2 <a3 + 3a26“+%”2 + 3ae2hto’ + 63“+%‘72>

= W27 _ 3BtE0T | 9pditao”

= (oY (s a).

1.2 2
Define ¢ = /127" = ¢, then we have

a = a+ o, (4.1)
b = ¢2(77 - 1)7 :
c = ¢n-1°n+2). (4.3)
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By assumption, b > 0, so & is well-defined. By (4.2) and (4.3), & = (n — 1)(n + 2)*
Therefore 7 satisfies a cubic equation. We try to get rid of the square term by considering
the Tschirnhaus transformation 2’ = n+ k, where k will be determined later. We have that
m—1Dn+22?=a”+[-(k+1)—2(k—2)]2%+ -+ ,soweset —(k+1)—2(k—2)=0,
i.e. k= 1. Formally, we define ' =1+ 1, then

2
e (' —2)(2' + 1) = 2" - 32 — 2.
Define d = g—§+2, then 2® — 32’ —d = 0. Observe that 2’ = n+1 > 2, so by Lemma 4.2.1, 2/

is uniquely determined by d. Now ¢ = /In(n) = /In(2/ — 1). By considering (4.3)/(4.2),

we obtain { = ¢(n —1)(n + 2) and hence ¢ = § - m As ¢ = et\/n, we have

= (%) =n (¢ ooy =)

— _ 1
Lastly, CY—CL—Qb—(I—%‘m.
mi, Mg, M3.

This shows that «, u, o are uniquely determined by
Secondly, we prove the existence part. By the previous discusssion, it prompts us to
consider the cubic equation 2® -3z = d, where a = my, b = mya—m?, ¢ = mz—3mima+2m3,
and d = g—z + 2. We show that the equation indeed has a solution in (2,00) and can be
solved explicitly by Cardano’s method. Write z = u+ v, where v and v will be determined
later, then we have:

? — 3z = u®+0° +3uv(u+v) —3(u+v)
= v’ +0° + 3(u+v)(ww - 1).

Now we impose another condition on v and v, namely, uv = 1, and try to solve the following
simultaneous equations

uwv =1
Clearly, u? = 4Ev/d"—4 V2d2_4. Notice that d > 2, so the roots are distinct and positive. If we
choose 3 = 4+Yd*=4 V2d2_4, then v = & = d_v2‘12_4, and vice versa. Formally, we define

sfd+d?—4

u = — 5

s/d—d?>—4

vo= _—
2



3

and define xy = u + v. By direct calculation, u*v® = 1 and hence uv = 1. Clearly, u # v,

so by Lemma 4.2.2, xq > 2. Lastly,

zy =310 = (u+v)®—3(u+v)
= v’ +0° —3(u+v)(uw —1)
= u+0?
= d.
This demonstrates that the cubic equation x® — 3z = d has a root zy € (2, 00). Lastly, we
— _ c 1 1 _ c 1
define 0 = /In(zg—1) > 0, p = 1In (,—) R eyl \/acofl> and @ = a = § * 55T

It is now a routine to check that if Z ~ N(u,0?) and X = a + €Z, then E(X) = my,
E(X?) = my and E(X3) = ms. O

4.3 Skew-Normal Distributions and Log-Skew-Normal
Distributions

4.3.1 Standard Skew-Normal Distributions

In this section, we firstly define a standard skew-normal distribution, then we compute the
first three moments of the standard skew-normal distribution. In the second half of this
section, we consider affine transformation of the standard skew-normal distribution.

Proposition 4.3.1. Let ¢ : R— R, & : R — R be the probability density function and
the culmulative distribution function of the standard normal distribution, that is, ¢(x) =

\/%76_%”2 and ®(z) = \/%ffoo e~2dt. For each a € R, define fo : R =R by fo(z) =

20(x)®(cx). Then fo(z) > 0 for each v € R and [°°_ fo(x)dz = 1. Hence, fo is the
probability density function of some distribution.

Proof. Clearly fn(z) > 0 for each # € R. It remains to show that [~ f,(z)dz = 1.
Define g : R — R by g(a) = ffooo ¢(x)®(ar)dx. Note that the integrand is positive with
o(z)P(ax) < ¢(x) and ¢ is integrable, so g(«) is well-defined. Observe that

gl = | " g(a)bloz)rdz =0,
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because the integrand is an odd function, |¢(z)¢(ax)z| < |¢(z)x|, and the right hand side
of the above first equation is integrable. Therefore, g is a constant function. In particular,
we have

1 [ 1
@) =90) =5 [ la)de =3
It follows that [ f,(z)dz = 1. O

Definition 4.3.1. The standard skew-normal distribution with parameter o is the distri-
bution with probability density function f, defined in Proposition 4.3.1.

Remark 4.3.1. If a = 0, the skew-normal distribution defined in above reduces to the
standard normal distribution.

Proposition 4.3.2. Consider the standard skew-normal distribution with parameter o and
probability density function f,. Then:

(a) Moment of any order exists,

(b) The first three moments are given by

a > ]2 o
mp = /_OO T fo(z)dz = \/; \/ﬁ’
mo = / :L‘Qfa(l‘)dl' = 17

—0o0

o 2 Q a?
/_oonga(x)dx_\/;.——14—042.{3_—14—042}'

Proof. Let ¢ and ® respectively be the probability density function and the culmulative
distribution function of the standard normal distribution. For any non-negative integer n,
we have that

[I>

ms3

/ " e fu(a)de < / e 26(2)de < oo,

(o.9)
since the moment of any order exists for the standard normal distribution. Therefore
the moment of any order exists for the standard skew-normal distribution with parameter
a. Let mq, mo, mg be the first, the second, and the thrid moments of the skew-normal
distribution with parameter a respectively. Define ¢g; : R — R by g;(a) = ffooo T fo(x)dx,
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then

@) = [ 2o(n)0(ax))ds

—00

_ / " 20(2)6(ax)2ds

x 1 2200 1 e
_ —5(1+a*)z 2(1+a d
e ] e [
1 1 1,2
- —e_ﬁyd
1+a2/_oo\/1+a2 Y
3
1 2
(i)' v=

Nl 3= N =

1+ a?
1
(1402

B 2 da
ne) = 7 | e
2
= \/7/sec 30d6’ let a=tanf )
sec
= f(sm@%—C)
2 Q
=\ - |——=+C].
\/;(\/l—l—ozz )

Observe that since the function z¢(z) is odd, we have

gl<o>=/°° vo(z)d

Therefore, we have

2
It follows that C' = 0. Hence m; = g1(« = \/1+7

Next, we define g, : R — R, go(ar) = foooo 22 fo(x)dz. We have that

dia) = / " 20 $(a)d(ax)eda = 0,

o0
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since the integrand is an odd function. Therefore g5 is a constant function. In particular,

g2(a) = g2(0) = /OO v*¢(x)dr = 1.

Hence my = 1.

—00

Lastly, we define g3 : R — R, gs(a) = [*2_a®fo(x)dz, then

gy(@) =

1 —ZES 1 2y,.2 o o0 1 2y,.2 3ZE2
— —_ *§(I+CM ):B *5(14*(1 )LE . d
W{[1+oﬂe }OOJF/_OOG 1+a2™
— l . 3 . /Oo x2€_%(1+a2)w2dl‘
T 14+a? J_ o
3
1 3 1 R —
p— —_— . . 2
™ 14+ a2 <1—|—a2) T
2 1
= 3 -—.
T (1+a?)z
Hence, we have
2 da
g3<oé) = 3. _/—5
™ (1 +a2)2

o0

1/°°
™ —00

/_ ey 2¢(x) (o) zd

_1 2) 2
1'4 e 2(1+a )z dr

2 2
34/ —- / sec” 60 (let a=tan@ )

T secb 0
2
3-\/j-/cos30d9
T
2 1
3- —{sin&——sin39}+0
T 3

2 a o?
3.4/2. 1 C.
\/; \/1+a2{ 3(1+a2)}+

|

Note that 23¢(z) is an odd fuction, so g3(0) = [ 2*¢(x)dz = 0. It follows that C' = 0

and hence mgz = \/g .

[e]

V1+a?

-

— 0
_a®_
1+a2
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We can also compute the mean, the variance, and the skewness of the standard skew-
normal distribution.

Proposition 4.3.3. The mean psnk, the variance 0%y, and the skewness of the standard
skew-normal distribution with parameter o are respectively given by:

2 16
USNK = \/;'—m,
2

2 o

T 1402

i 1 2 4 ] o 3
skewness = — -4/= . (2 1) —n-) .
o3 T oA\ V1t a2

Proof. The mean is just the first moment, and hence

2
OSNK

_\/5 o
s T V1+a?

For the variance, we have that

variance 02 = second moment — mean?
2 o?
T 1+ a2

Denote the probability density function of the standard skew-normal distribution with
parameter o by f,, and denote the first, the second, and the third moments by my, ma,
and mg respectively. We have that

ffooo(l‘ - :U’)gfoz (ZL’)de’

o3

skewness =

1
= = {ms — 3umsy + 3p*my — 1}

3
1 2 a 5 a? 3\/5 a 149 \/5 a
o T V14 a? 1+ a? T 1+ a? T 1+ a2

B 1 2 a 3 a? 3+4 o?
B T 1+ a2 1+ a2 T 1+ a?

2 () ()
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4.3.2 Affine Transformation of Skew-Normal Distributions

Since a standard skew-normal distribution is governed by one variable « only, it is quite
restrictive. We increase the degree of freedom by considering an affine transformation of
it.

Definition 4.3.2. Let X be a random variable, distributed standard skew-normally with
parameter . Let £ € R andw > 0. DefineY = wX+&. We say that'Y is a random variable,
distributed skew-normally with parameters o, w, and &. w is called the scale parameter while
¢ 1s called the location parameter. We are ready to derive the mean, the variance, and the
skewness of Y.

Proposition 4.3.4. Let Y be a random variable distributed skew-normally with parameters
a, w, and . Let ¢ and @ be the probability density function and the culmulative distribution
function of the standard normal distribution. Then the mean, the variance, the skewness,
and the probability density function ¢y of Y are respectively given by:

\/5 a Le
mean = —_—— W ,
T V14 a?

, ) ) 2 o
variance o- = w1 ——- ,

skewness =

br(y) = éw(yw;f)cp(ayw;f)

Proof. Define X = (Y —¢)/w, then X is distributed with the standard skew-normal dis-
tribution with parameter «. That the mean, the variance, and the skewness of Y are given
as above follows immediately from the general theory of probability and the results in the
previous proposition. For example, the variance of Y is w? times the variance of X, and the
skewness of Y is the same as the skewness of X. Denote the probability density function

of X by ¢x. We have that

P[YSy]-P[wX+§§?J]—P[X<—

Differentiating both sides with respect to y, we obtain

o -on (59 L (59 (o 259,
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Remark 4.3.2. We can express the parameters o, w, and & in terms of the moments
of Y. More precisely, let mp = FE [Y’ﬂ , for k = 1,2,3, be the first three moments of
Y, then we write the mean, the standard deviation o, and the skewness in terms of the
moments. For example, mean = my, standard deviation ¢ = \/mo —m?, and skewness =
(m3 — 3mymy + 2m3) /o3, Now denote the skewness by c, and solve for « in the following

equation:
3
2 (4 ] o 3 ] 2 a? 2
i —_ JE— =C P .
T\ V1 4+ a2 T 1+ a?
1
3

If ¢ # 0, we let p = ﬁ and a = (l- 2, (% — 1)) , then the equation is simplified

c ™

toaf =4/1— %52 Therefore 32> = . Notice that a and 3 are of the same sign and a

a2+%
and ¢ are of the same sign, so 8 and ¢ are of the same sign. Hence we have:

\/%, if the given skewness ¢ > 0,
224 2

6 p— 1
—— if the given skewness ¢ < 0.
A /a2+% ’

; _ B _ _
Note that o and 8 are of the same sign, so a = S If ¢ = 0, we clearly have a = 0.
Once we obtain o, w s given by

g
w =
2 a?
1 T 14+a?

Finally, & is given by

2 aw
5 = ml — e ——
T V1+a?
Lastly, we derive the moment generating function of the standard skew-normal distri-

bution with parameter . This result permits us to study the moments of log-skew-normal
distribution in the next section.

Proposition 4.3.5. Let f, be the probability density function of the standard skew-normal
distribution with parameter a. Denote the probability density function and the cumulative
distribution function of the standard normal distribution by ¢ and ® respectively. Then the
moment generating function of this distribution is given by

0(u) = /°° e fo(x)dx = 2% ® (%) .
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Proof. Fix u and define g(«a) = ffooo e f,(x)dx, then we have

g'(a) = /_ ) e - 2x¢(x)p(ax)da

oo
1 e 1 2),.2
_ _/ meuxefi(lJra )z dr
T J -
0 2
1 2 2,1
_ l/ $€_§(1+a )(ac—1+ua2) +§'11_:?d$
T J -
1 1 w2 e TRy
= g2 T+a? re 3(1+a?)(@z—7s) dz.
™ —00

Now let y = 1+ o?(x — 143042)7 then the integral becomes:

o Y u Ly 1
= + 3 e 2 —dy
—0o0 V1+a2 1+Oé \/14_042
04— _vam
2

(1+a?)
Hence, we obtain
2 U 1, _w?
gla) =2 — bt
s (1 + oﬂ)i
1 _w?_
Next, we compute the indefinite integral [ (1+22)% -e? 1+a?da. Let y = \/%, then

dy =u .
Y 1+a? (1+a2)s
Also, y? = fifz which implies a? = u2y_2y2. It follows that 3 - 1112 = “2;3’2. Therefore, we
have u l.L u27y2 u?
/—3 ce? el do = /e2dy =ezV21d(y) + '
(1+a?)2

and hence, we have

u? u? au
g(a)zQe?@(y)+C:2e2¢(ﬁ)+C
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On the other hand,

= ez,

It follows that C' = 0 and hence 0(u) = g(a) = 2ez ® (\/ff?) : O

4.3.3 Log-Skew-Normal Distributions

One drawback of the skew-normal distributions is that the probability of the skew-normally
distributed random variable being negative is positive. This phenomenon makes them
inappropriate to model the average stock price since the latter one is always positive. One
way to overcome this difficulty is to consider the exponential of a skew-normal distribution.

Definition 4.3.3. We say that a random variable X is log-skew-normally distributed if
In(X) is skew-normally distributed.

Proposition 4.3.6. Let X be a log-skew-normally distributed random variable with In(X)
distributed skew-normally with parameters o, w, &. Then the first three moments of X are
respectively given by

E[X] = 2exp <§+%2> o (\/%)

E[X?] = 2exp (26 +2w%) @ <\/%) ,

9 3wa
E[XY] = 2exp (3 +_w2)q>(—>,
[X°] P < ¢ 2 1+ a2
where ® is the culmulative distribution function of the standard normal distribution.

Proof. Let Y = % which is a random variable distributed standard skew-normally
with parameter a. Let 6(u) = E [¢*Y] be the moment generating function of Y. Observe
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that X = exp(wY + &), and hence, by the previous proposition, we have
E[X] = €E[e]
— 59(

B ( 1+a2)

: ( 7) (A=)
E[X? = e*E[e*]
= *0(2w)

B ¢ 402 o 2w
= €% .22 q><—m)
2wa
= 2 26 4+ 2% & | ——
exp(§+ w) <m),
E’[X?’} = XF [63‘”}
= %0(3w)

= %22 | ——
(\/1—1—042
9 3
L]

Remark 4.3.3. Unlike the skew-normal case, it is very hard, if not impossible, to express
the parameters a,w,& in terms of the moments of X analytically. Here, we solve the
problem numerically. Let my = E[X*], for k = 1,2, 3, be the first three moments of X. Let

Fi(a,w,§)
Fla,w, &) = | Fa(a,w, &) |,
F3(a,w,€)

where

w? wo
Fl(oc,w, ) = 2€Xp <§+ 7) ) (ﬁ) — my,

2w
Fo,w, = 2exp (2¢ + 2w? @(—)—m,
(@ @) pE+2A) O s | e

9w? 3w
F3(a,w, = 2exp |3+ — || —— | — ms.
3( ) P<§ 9 ) ( ’—1—1—042) 3
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Then the Jacobi matriz of F at (o, w,§) is

dF (a,w, &) =

where all partial derivatives are evaluated at the point (o, w,§).
Fla,w, &) = (0,0,0)" by multi-dimensional Newton’s method. Let x, =

Ba

Bw

R
OF,

%,
¢

We solve the equation
(an’wn7£n)T, fO/r'

n=0,1,2,..., where xq is an initial guess, and x,11s defined implicitly in terms of x, by

the equation

AdF(x,)(Tps1 — xp) = —F(xy).

The 3-by-3 equation in above is solved numerically. In the following, we work out the

partial derivatives.

)

wo

\/1—|—a2) ' Vlioﬂ} ’

Qwa) « }
Vi+az) V1+a2|’

ok = 2€€+“22¢< wa )

da V1+ a? (1—|—a2)%
oF, 462£+2w2¢( 20w ) . w
Ja V14 a? (1+ a2)%
or 6635+3w2¢( Swa ) v
o Vita?) (1+a2):
oOF, W? ( wa )

— = 2500 —— |,

35 ’/1‘1—042

6F2 9 2 ( 2wa )

I = 4T ——— ),

65 ’/1+Oé2

OF; 36492 < Bwa )

—2 = 630 —— ),

86 ’/1+Oé2

or w? wor

— = 287 [w@ <—) + (
Ow V1+a? ¢
8F2 2 2 2w

2 getwt o [

o = e () o
0F; 3649 2|: ( Bwa ) (
— = 6T 3w [ —— ) +
ow ¢ v V14 o? ¢
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Chapter 5

Pricing Asian Options by Moments
Fitting

In this chapter, we derive the pricing formulae for Asian call and Asian put options, where
the distribution of the average price at the maturity 7', i.e., Ar, is approximated by the
respective distributions discussed in the previous chapter. Here, we consider the cases
where A7 is approximated by log-normal distributions, shifted-log-normal distributions,
skew-normal distributions, and log-skew-normal distributions. Throughout the chapter,
we denote the maturity and the strike of Asian options by T and K respectively.

5.1 Approximation by log-normal distributions

Suppose that we approximate the distribution of the average price Ar at the maturity
T by a log-normal distribution, i.e., Ay ~ eZ, where Z ~ N(u,0?), in the sense that
the first two moments of Ay and e match. Then the pricing formulae for Asian call
and Asian put options reduce to the usual Black-Schole formulae. Let ¢(z) and ®(z) be
the probability density function and the cumulative distribution function of the standard
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normal distribution respectively.

Price of Asian Call

where I; and I, are the integrals [ exﬁe_za%(’”_”)rzdx and [ Kﬁe‘ﬁ(”“)gd

Then the price of Asian call at the time t = 0 is:

(Ar — K)*
= { Br }
= e "TE[(Ar — K)*]
e "TE[(e” — K)*]

= eJT/ (" — K) - ! e~ 32 @1 gy
In K 2mo

= (I, - L),

respectively. For the first integral, we have

L - /
In K

o0
a /nK(u+02) Vor

1

2ro

o~z lr— (o) | 50 2p) g,

o

! e~ 2V dy - 3"+

o

—  e3(@®+2u) [1 ) <1DK— (N+02>>}

o
2
S ICREDL Y al nK+o ).
o
For the second integral, we have
L = K P(y)dy
InK—p
In K —
- K {1 B Y “)}
o
—InK
= ko,
o

Therefore, we obtain

Price of Asian call

Q

_ 152 M
et rT+50 q)(

K
) — KeTol— 12,

o o

—InK + o2
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Lastly, by observing that (ATE; TK )T (K ’I;;T)Jr = A’%;K and taking expectation on both sides,

we obtain

Price of Asian put

In K —
n :u) o eu—rT—l—%o‘Q@(
o g

InK —p—o?

~ Ke Td( ).

5.2 Approximation by shifted-log-normal distributions

The pricing formulae for Asian options, where Ar is approximated by a shifted-log-normal
distribution are very similar to those in the previous section. Suppose that Ar is approxi-
mated by a shifted-log-normal distribution Ay ~ a + eZ, where a € R and Z ~ N(u, 0?),
in the sense that the first three moments of Ay and « + e? match. Let K; = K — «, then
the price of Asian call option is

Price of Asian call
_ IO+
_ E {(AT K) ]
Br
~ e TE[(e” — K1)T]
G_TT <€M+%02 - K1> s if K1 S 0
e#—rT+%cr2(I) <u—1nK1+a2) _ Kle—rT(I) (M—lnlﬁ) . i K >0 '

Similarly, the price of Asian put option is

Price of Asian put

- 5
~ e TE[(Ky — )]

0, if K; <0
| KT () —en T (—‘“’“*’“"2) . K, >0

g

5.3 Approximation by skew-normal fitting

Suppose that we approximate A7 by a skew-normal distribution: Ar ~ wX + £, where
w > 0,¢& € R, and X is standard skew-normally distributed with parameter o, in the sense
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that the first three moments of A7 and wX + £ match. Recall that the random variable
wX + ¢ admits a probability density function ¢(z), given by p(z) = %(b(%_f)q)(a : ’%5),
where ¢ and ® are the probability density fucntion and the cumulative distribution function
of the standard normal distribution respectively. Note that, due to the complexity of ¢(x),
we are unable to obtain closed-form pricing formulae for Asian call nor Asian put options.
Rather, we compute the expectation by a numerical method. For the price of Asian call
we get

Price of Asian call
_ (Ar — K)*
_ x5 [ -
~ e E[(wX+&—K)T]
= o [ K)pla)de,

K
where the integral is calculated numerically by Simpson’s rule. Similarly, the price of Asian
put is

Price of Asian put

[

~ ¢"TE [(K — (wX + f))ﬂ

- [ et

—00

where again the integral is computed by Simpson’s rule.

5.4 Approximation by log-skew-normal fitting

Suppose that we approximate Ay by a log-skew-normal distribution: Ay ~ e***+¢ where
w >0, €& € R, and X is standard skew-normally distributed with parameter «, in the sense
that the first three moments of A7 and e“X*¢ match. Denote Y = wX + ¢ and Z = €¥.
Observe that for z > 0, P[Z < z] = P[Y < Inz|. Differentiating both sides of the equation
with respect to z, we obtain:

d 1

EP[Zgz] = gby(lnz);
2, Inz—-¢ Inz—-¢. 1
= oS )

47



In another word, Z has a probability density function ¢(x), given by

2p(mEE)P(a - 22y L0 i g > 0
p(z) = . :
0, if x <0

Now the prices of Asian call and Asian put can be computed numerically as:

Price of Asian call = e_’"T/ (x — K)p(x)dz,
K
and
K
Price of Asian put = erT/ (K — x)p(x)dx.
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Chapter 6

Numerical Results

In this chapter, we present the prices of various Asian call options computed by Monte
Carlo simulation and by moments matching approaches discussed in Chapter 5. The prices
obtained by the Monte Carlo simulation act as benchmark values and are used to compare
with those obtained by various moments matching methods.

For the GBM model, we sample the stock price 1000 times per year and compute the
average; while for the Heston model, we sample the stock price 100 times per year and
computer the average. More precisely, let T" be the maturity of the option. For the GBM
model, let n = max{k € Z | kK > 0 and Tkoo < T by = ﬁ, for k = 1,2,...,n, and
let Ap = L1370 S, For the Heston model, let n = max{k € Z | k > 0 and £ < T},
ey = %, fork=1,2...,n,and let Ap = % > h_ St,. In this way, these discretely averaging
average prices can be considered good approximations of continuously averaged prices.

We employ Milstein’s scheme for the Heston model. Recall that if p = p(t,x), o =

o(t,x) are C'? functions and (X;); is an Ito’s process satisfying the SDE:
dXt = ,u(t, Xt)dt + O'(t, Xt)th7

Milstein’s scheme states that for ¢ > 0 and small A > 0, we have:

1
Xepn = Xi 4+ pu(t, Xe)h + o(t, Xo)(Wign — Wi) + 50(757 Xi)oo(t, Xe) [(Wisn — Wy)? = ]

We recall the Heston model:
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dSt = St (Tdt + \/thth) )
AV, = a(b—V,)dt+ c/V,dW?,

where (W}, W?), is a two dimensional Wiener process with dW;'dW? = pdt. We apply
Milstein’s scheme to the variance process (V;);. For t > 0 and small h > 0, we have:

2
Vien & Vi + alb = V)l + e/ Vi (Wi = W2) + T [(W2i = W22 = h]

To be more precise, let 0 = t5 < t; < ... < ty be time points. Let (21, 22,...,22n)
be a realization of a random vector (Zy,Zs,...,ZoN), where Zy,Zy, ..., Zon are inde-
pendent, identically distributed random variables with the standard normal N(0,1) as
the common distribution. Define yl(l) = /t; — ti_122;—1 and yi(z) = p(Vti —ti—122i-1) +
V1—=p2(/ti —ti_122;), for i = 1,2,..., N. Suppose that we have already generated S,
and V, fori=0,1,...,k—1, and that V;, >0 for ¢ =0,1,...,k — 1. We define

_ @, [ @)
Vtk T Vtkq + a<b - ‘/;/k—l)(tk - tk*1> +c Vtquk + (yk > - (tk - tk*1> )

4
and
Sy, = Sy, exp ((r - %V}k_l)(tk —lp—1) + Vik_lyi(gl)) .
If V;, <0, we discard all the results, choose another random sample (21, 22, . . ., 22n), and

repeat the whole procedure.

When computing the prices of various Asian options by Monte Carlo simulation, we
use 100 million paths for both the GBM model and the Heston model.

In the following, the percentage error is defined by

Price by moments matching — Price by Monte Carlo simulation

Percentage Error = x100%.

Price by Monte Carlo simulation

6.1 Pricing of Asian Call Options, for the GBM Model

In this section, we assume that the stock price follows the GBM model and show the prices
of various Asian call options computed by Monte Carlo simulation, matching moments by
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log-normal distributions, matching moments by shifted-log-normal distributions, match-
ing moments by skew-normal distributions, and matching moments by log-skew-normal
distributions. In the following, the initial stock price Sy for all cases is set to 100.00.

In Table 6.1, columns 7T, r, Sigma, Strike, MC, Std Err, LN, SLN, SN, LSN, and Err
(%) represent maturity T, constant short rate r, volatility o, strike K, prices by Monte
Carlo simulation, standard error of the simulation, prices by log-normal fitting, prices by
shifted-log-normal fitting, prices by skew-normal fitting, prices by log-skew-normal fitting,
and percentage error respectively.

Table 6.1: Pricing of Asian call options, GBM model

[ T | r | Sigma [ Strike | MC [ Std Err ][] LN [ Err (%) ] SLN [ Err (%) ] SN [ Err (%) ]| LSN [ Err (%) |
50 49.9790 8.52E-04 49.9821 0.01 49.9821 0.01 49.9821 0.01 49.9821 0.01
75 26.1984 8.52E-04 26.2017 0.01 26.2016 0.01 26.2017 0.01 26.2016 0.01
0.15 100 4.6868 6.06E-04 4.7019 0.32 4.6907 0.08 4.6817 -0.11 4.6887 0.04
125 0.0429 5.51E-05 0.0377 -12.03 0.0429 0.04 0.0421 -1.75 0.0435 1.59
150 0.0000 8.74E-07 0.0000 -50.79 0.0000 -4.09 0.0000 -66.04 0.0000 8.64
50 49.9787 1.14E-03 49.9821 0.01 49.9821 0.01 49.9821 0.01 49.9821 0.01
75 26.2056 1.14E-03 26.2122 0.03 26.2088 0.01 26.2109 0.02 26.2096 0.02
0.05 0.20 100 5.7638 7.97E-04 5.7875 0.41 5.7690 0.09 5.7592 -0.08 5.7649 0.02
125 0.2488 1.66E-04 0.2290 -7.95 0.2491 0.12 0.2496 0.30 0.2506 0.72
150 0.0030 1.67E-05 0.0020 -34.39 0.0030 -1.96 0.0018 -40.87 0.0032 4.85
50 49.9785 1.43E-03 49.9821 0.01 49.9821 0.01 49.9821 0.01 49.9821 0.01
75 26.2510 1.42E-03 26.2703 0.07 26.2535 0.01 26.2543 0.01 26.2570 0.02
0.25 100 6.8529 9.96E-04 6.8886 0.52 6.8598 0.10 6.8582 0.08 6.8528 0.00
125 0.6669 3.21E-04 0.6285 -5.76 0.6682 0.20 0.6782 1.69 0.6692 0.34
1.00 150 0.0324 6.71E-05 0.0243 -24.99 0.0320 -1.20 0.0240 -25.89 0.0333 2.65
. 50 49.9480 8.43E-04 49.9526 0.01 49.9526 0.01 49.9526 0.01 49.9526 0.01
75 26.8702 8.43E-04 26.8748 0.02 26.8748 0.02 26.8749 0.02 26.8748 0.02
0.15 100 5.5127 6.42E-04 5.5323 0.36 5.5176 0.09 5.5085 -0.08 5.5162 0.06
125 0.0686 7.03E-05 0.0618 -9.80 0.0687 0.18 0.0684 -0.17 0.0695 1.31
150 0.0001 1.54E-06 0.0000 -46.40 0.0001 -3.16 0.0000 -58.68 0.0001 8.14
50 49.9478 1.13E-03 49.9526 0.01 49.9526 0.01 49.9526 0.01 49.9526 0.01
75 26.8747 1.13E-03 26.8818 0.03 26.8793 0.02 26.8811 0.02 26.8799 0.02
0.08 0.20 100 6.5180 8.33E-04 6.5478 0.46 6.5240 0.09 6.5109 -0.11 6.5207 0.04
125 0.3327 1.93E-04 0.3109 -6.53 0.3333 0.19 0.3362 1.08 0.3346 0.58
150 0.0048 2.10E-05 0.0033 -31.18 0.0047 -1.59 0.0031 -34.87 0.0050 4.34
50 49.9476 1.41E-03 49.9526 0.01 49.9526 0.01 49.9526 0.01 49.9526 0.01
75 26.9083 1.40E-03 26.9262 0.07 26.9124 0.02 26.9138 0.02 26.9154 0.03
0.25 100 7.5545 1.03E-03 7.5977 0.57 7.5620 0.10 7.5528 -0.02 7.5561 0.02
125 0.8165 3.55E-04 0.7777 -4.74 0.8184 0.24 0.8339 2.14 0.8186 0.26
150 0.0440 7.82E-05 0.0341 -22.55 0.0436 -0.91 0.0346 -21.45 0.0451 2.39

ol
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Table 6.1 — Continued from previous page

[ T ] r | Sigma | Strike | MC | Std Err ] LN | Err (%) ] SLN [ Err (%) ] SN [ Err (%) ]| LSN [ Err (%) |
50 49.8250 1.43E-03 49.8283 0.01 49.8283 0.01 49.8283 0.01 49.8283 0.01
75 28.3322 1.43E-03 28.3456 0.05 28.3346 0.01 28.3356 0.01 28.3371 0.02
0.15 100 9.4629 1.13E-03 9.5180 0.58 9.4671 0.04 9.4435 -0.21 9.4637 0.01
125 1.4130 4.76 E-04 1.3736 -2.79 1.4151 0.15 1.4486 2.52 1.4126 -0.03
150 0.1132 1.31E-04 0.0943 -16.67 0.1125 -0.63 0.1001 -11.54 0.1147 1.31
50 49.8247 1.92E-03 49.8285 0.01 49.8283 0.01 49.8283 0.01 49.8284 0.01
75 28.4953 1.89E-03 28.5503 0.19 28.4938 -0.01 28.4399 -0.19 28.5052 0.03
0.05 0.20 100 11.0936 1.49E-03 11.1881 0.85 11.0999 0.06 11.1040 0.09 11.0918 -0.02
125 2.8727 8.24E-04 2.8255 -1.64 2.8798 0.25 2.9962 4.30 2.8690 -0.13
150 0.5691 3.70E-04 0.5085 -10.65 0.5688 -0.06 0.5519 -3.03 0.5717 0.45
50 49.8264 2.42E-03 49.8345 0.02 49.8296 0.01 49.8283 0.00 49.8310 0.01
75 28.8801 2.34E-03 29.0093 0.45 28.8705 -0.03 28.5178 -1.25 28.8952 0.05
0.25 100 12.7795 1.87E-03 12.9293 1.17 12.7883 0.07 12.9393 1.25 12.7744 -0.04
125 4.5346 1.21E-03 4.4997 -0.77 4.5500 0.34 4.8357 6.64 4.5270 -0.17
3.00 150 1.4202 6.95E-04 1.3180 -7.19 1.4244 0.30 1.4590 2.74 1.4219 0.13
50 49.5726 1.39E-03 49.5772 0.01 49.5772 0.01 49.5772 0.01 49.5772 0.01
75 29.9160 1.38E-03 29.9256 0.03 29.9201 0.01 29.9214 0.02 29.9215 0.02
0.15 100 11.7674 1.19E-03 11.8282 0.52 11.7713 0.03 11.7376 -0.25 11.7721 0.04
125 2.2739 5.94E-04 2.2480 -1.14 2.2779 0.18 2.3219 2.11 2.2723 -0.07
150 0.2387 1.89E-04 0.2115 -11.39 0.2382 -0.21 0.2292 -3.97 0.2405 0.75
50 49.5724 1.86E-03 49.5773 0.01 49.5772 0.01 49.5772 0.01 49.5773 0.01
75 30.0050 1.84E-03 30.0451 0.13 30.0059 0.00 29.9719 -0.11 30.0148 0.03
0.08 0.20 100 13.0935 1.55E-03 13.1997 0.81 13.0980 0.03 13.0453 -0.37 13.0965 0.02
125 3.9207 9.40E-04 3.9011 -0.50 3.9298 0.23 4.0658 3.70 3.9157 -0.13
150 0.8981 4.58E-04 0.8331 -7.24 0.8993 0.14 0.9097 1.29 0.8999 0.20
50 49.5731 2.35E-03 49.5807 0.02 49.5778 0.01 49.5772 0.01 49.5786 0.01
75 30.2625 2.29E-03 30.3665 0.34 30.2555 -0.02 29.9636 -0.99 30.2782 0.05
0.25 100 14.5467 1.92E-03 14.7126 1.14 14.5518 0.04 14.5906 0.30 14.5470 0.00
125 5.6658 1.31E-03 5.6705 0.08 5.6824 0.29 5.9996 5.89 5.6570 -0.16
150 1.9415 7.97E-04 1.8487 -4.78 1.9488 0.38 2.0478 5.48 1.9412 -0.01

In Table 6.1, we notice that if the option is deeply in-the-money, the price computed
by any method of moments fitting is highly accurate. This phenomenon will be explained
in the next chapter. The accuracy of all methods of moments fitting decreases as we move
from deeply in-the-money towards deeply out-of-money. Since the method of moments
fitting by the log-normal distribution only matches the first moments of Ar, it gives, as
expected, the least accurate results. For the other three methods, all of them match the
first three moments of Ar, so they yield more accurate results. For the method of moments
fitting by the skew-normal distribution, we observe that the skew-normal distribution has
a defect that it has a positive probability of being negative, so it gives less accurate results
than the methods of fitting by the shifted-log-normal distribution or by the log-skew-normal
distribution. This problem is especially serious when the option is deeply out-of-money.
Regarding the method of moments fitting by the shifted-log-normal distribution and the
method of moments fitting by the log-skew-normal distribution, for options with short
maturity, the former one gives slightly better results. For options with long maturity, both
methods give results with similar degree of accuracy.
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6.2 Pricing of Asian Call Options, for the Heston
Model

In this section, we assume that the stock price follows the Heston model and show the
prices of various Asian call options computed by Monte Carlo, and matching moments by
log-normal distribution. In the following, the constant short rate r, the initial stock price
Sp, and the mean reversion rate a are set to 0.05, 100.00, and 1.0 respectively for all cases.

In Table 6.2, columns T, Vp, b, ¢, rho, strike, MC, Std Err, LN, Err (%) represent
maturity 7, initial variance V{, anchor value b, vol-vol ¢, correlation of Wiener processes p,
strike K, prices by Monte Carlo method, standard error of simulation, prices by log-normal
fitting, and percentage error respectively.
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Table 6.2: Pricing of Asian call options, Heston model

[ T ] Vo | b ] c | rho | strike | MC [ Std Err ]| LN [ Err (%) |
50 | 49.9770 1.43E-03 49.9797 0.01
75 | 26.2444 1.42E-03 26.2677 0.09
0.50 100 6.8477 1.00E-03 6.8846 0.54
125 0.6903 | 3.33E-04 0.6271 -9.16
150 0.0377 | 7.44E-05 0.0242 -35.81
0.0625 | 0.0625 | 0.0225 50 | 49.9771 1.42E-03 49.9797 0.01
75 26.2549 1.41E-03 26.2652 0.04
-0.50 100 6.8536 | 9.88E-04 6.8562 0.04
125 0.6421 3.11E-04 0.6144 -4.32
1.00 150 0.0277 | 6.03E-05 0.0231 -16.82
50 | 49.9757 | 2.34E-03 49.9849 0.02
75 | 26.8304 | 2.25E-03 27.0406 0.78
0.50 100 10.1334 1.69E-03 10.2997 1.64
125 2.9743 | 9.89E-04 2.8310 -4.82
150 0.7883 | 5.23E-04 0.6232 -20.94
0.16 0.16 0.1 50 49.9784 2.29E-03 49.9836 0.01
75 | 26.9515 | 2.18E-03 26.9714 0.07
-0.50 100 10.1225 1.60E-03 10.1043 -0.18
125 2.7223 | 8.74E-04 2.6778 -1.63
150 0.5857 | 4.03E-04 0.5596 -4.47
50 | 49.8262 | 2.43E-03 49.8314 0.01
75 | 28.8547 | 2.36E-03 28.9723 0.41
0.50 100 12.7694 1.89E-03 12.8215 0.41
125 4.5851 1.23E-03 4.3937 -4.17
150 1.4809 7.22E-04 1.2586 -15.01
0.0625 0.0625 0.0225 50 49.8274 2.41E-03 49.8306 0.01
75 | 28.9062 | 2.32E-03 28.9358 0.10
-0.50 100 12.7868 1.85E-03 12.7073 -0.62
125 4.4803 1.18E-03 4.2812 -4.45
3.00 150 1.3603 | 6.61E-04 1.1964 -12.05
50 | 49.9547 | 4.13E-03 50.1537 0.40
75 | 31.0331 3.88E-03 31.6623 2.03
0.50 100 17.9288 3.35E-03 18.3896 2.57
125 10.1811 2.74E-03 10.1693 -0.12
150 5.8516 | 2.20E-03 5.4922 -6.14
0.16 0.16 0.1 50 | 50.0368 | 3.90E-03 50.0655 0.06
75 | 31.2507 | 3.62E-03 31.2259 -0.08
-0.50 100 17.8744 | 3.05E-03 17.6493 -1.26
125 9.7521 2.41E-03 9.3808 -3.81
150 5.2215 1.83E-03 4.8290 -7.52

In Table 6.2, we notice that the method of moments fitting by the log-normal distribu-
tion gives accurate results if the option is deeply in-the-money. However, the accuracy of
the results decreases as we move from deeply in-the-money towards deeply out-of-money.
Also, we observe that initial volatility Vj, the anchor value b and the correlation p have
an impact on the accuracy. In general, the method of moments fitting by the log-normal
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distribution yields better result if the initial volatility V and the anchor value b are small.
Moreover, in general, for the Heston model, if the correlation p is negative, the average price
A is more accurately approximated by the log-normal distribution, and hence it results in
a more accurate pricing.

Remark 6.2.1. In the above, we have tested only the pricing of Asian call options but not
Asian put options. This is because the prices of Asian put options can be computed by put-
call parity. More precisely, let T be the maturity, and let Ar be the average price at time
T, ie., Ar = %fOT Sydu. Let r be a constant deterministic short rate and let By = exp(rt)
be the risk-free banking account. Let K be the strike. Let xo and xp be the payoffs
of an Asian call and an Asian put respectively, with maturity T and strike K. That is,
Xc = max(Ar—K,0) and xp = max(K—Ar,0). Denote the prices of the Asian call and the
Asian put at the time 0 by I1(0) and I1p(0) respectively. Observe that xc —xp = Ar— K,

so B9 [%} = E9 [AT_K] , and hence 1o (0) — Ip(0) = E9 [g—ﬂ — Ke™ ™. The term

Br

E9 g—f; 15 computed by observing that g—tt 15 a martingale, namely
t

AT e—rT T St Soe—rT
EIQ i EQ Mt rt — rT' 1) .
[BT] T /O [Bt ertdt = = (e )

In the above, E9|[---] denotes the expectation under the Q-measure.
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Chapter 7

Conclusions

Firstly, we consider the pricing results where the stock price process follows the standard
GBM model. By comparing the numerical results obtained from Monte Carlo simulation,
matching moments by log-normal distributions, matching moments by shifted-log-normal
distributions, matching moments by skew-normal distributions, and matching moments
by log-skew-normal distributions, we conclude that, in general, the methods of matching
moments by shifted-log-normal distributions and by log-skew-normal distributions give the
most accurate results; while the method of matching moments by log-normal distributions
gives the least accurate results. In general, if the option is deeply in-the-money, all the
methods give very accurate results. This phenomenon can be explained as follow. Let T be
the maturity, K the strike, A7 the average price at time T and r the constant deterministic
short rate. If K is small compared to Ar, the payoff max(Ar — K,0) of the Asian call
option can be approximated by Ar well, and hence

Price of the Asian call = F [maX(AT — K, 0)] ~F [

erT

erT ’
where the expectation in the last line is model independent. Regarding the methods of
matching moments by shifted-log-normal distributions and by log-skew-normal distribu-
tions, although both give fairly accurate results, fitting by shifted-log-normal distributions
results in a closed-form pricing formula; while fitting by log-skew-normal distributions re-
quires solving a system of 3 x 3 non-linear equations, and computing the prices requires
a numerical integration. Due to the simplicity of the former one, that method is widely
adopted in the industry.

Secondly, we consider the pricing results where the stock price process follows the
Heston model. Due to the complexity of the model, we are only able to compute the first
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moment of Ar exactly and a good approximation of the second moment of Ay. Therefore,
we consider the method of matching moments by the log-normal distributions only. Again,
this method gives accurate results for in-the-money options but inaccurate results for out-
of-money options.
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