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Abstract. The aim of this paper is to analyze the problem of digital op-
tion pricing under a stochastic volatility model, namely the Heston model
(1993). In this model the variance v, follows the same square-root process
as the one used by Cox, Ingersoll and Ross (1985) from the short term
interest rate. We present an analytical solution for this kind of options,
based on S. Heston’s original work [3].

1. Introduction

Options on stock were first traded in an organized way on The Chicago Board
Option Exchange in 1973, but the theory of option pricing has its origin in 1900 in
“Théorie de la Spéculation” of L.Bachelier. In the early 1970’s, after the introduction
of geometric Brownian motion, Fischer Black and Myron Scholes made a major break-
through by deriving the Black-Scholes formula which is one of the most significant
results in pricing financial instruments [1].

We begin by presenting some underlying knowledge about basic concepts of
derivatives and pricing methods.

A financial derivative is a financial instrument whose payoff is based on other
elementary financial instruments, such as bonds or stocks. The most popular financial
derivatives are: forward contracts, futures, swaps and options.

Options are particular derivatives characterized by non-negative payoffs.
There are two basic types of option contracts: call options and put options.

Definition 1.1. A call option gives the holder the right to buy a prescribed asset,
the underlying asset, with a specific price, called the exercise price or strike price, at
a specified time in future, called expiry or expiration date.

Definition 1.2. A put option gives the holder the right to sell the underlying asset,
with an agreed amount at a specified time in future.

The options can also be classified based on the time in which they can be
exercised:

e A European option can only be exercised at expiry;
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e An American option can be exercised at any time up to and including the
expiry

1.1. Payoff Function. Let S be the current price of the underlying asset and K be
the strike price.Then, at expiry a European call option is worth:

mazx(St — K,0) (1.1)

This means that, the holder will exercise his right only if S > K and than his gain
is St — K. Otherwise, if S < K, the holder will buy the underlying asset from
the market and then the value of the option is zero.
The function (1.1) of the underlying asset is called the payoff function.
The payoff function from a European put option is:

max(K — St,0) (1.2)

Any option with a more complicated payoff structure than the usual put and
call payoff structure is called an exotic option. In theory exists an unlimited number
of possible exotic options but in practice there are only a few that have seen much
use: digital or binary options, lookback options, barrier options, compound options,
Asian options.

Digital options have a payoff that is discontinuous in the underlying asset
price. For a digital call option with strike K at time T, the payoff is a Heaviside
function:

1 ifSy > K
DC(S,T) = H(Sr — K) = { 0 if S”;: s K (1.3)
and for a digital put option:
1 ifSyr < K
DP(S,T) = H(K — Sr) = { 0 if S; S K (1.4)

1.2. Black-Scholes Formulae. In 1973 Fischer Black and Myron Scholes derived
a partial differential equation governing the price of an asset on which an option is
based, and then solved it to obtain their formula for the price of the option, see [1].

We use the following notation:

S - the price of the underlying asset;

K - the exercise price;

t - current date;

T - the maturity date;

T - time to maturity, 7 = T — ¢t;

r - the risk free interest rate;

v - standard deviation of the underlying asset, i.e the volatility;

1 - the drift rate.

The assumptions used to derive the Black-Scholes partial differential equa-
tions are:

e the value of underlying asset is assumed to follow the log-normal distribu-
tion:
dsS = pSdt + v SdWv, (1.5)

84



PRICING DIGITAL CALL OPTION IN THE HESTON STOCHASTIC VOLATILITY MODEL

where the term W (t) is a stochastic process with mean zero and variance
t known as a Wiener process;

the drift, x4, and the volatility, v, are constant throughout the option’s life;
there are no transaction costs or taxes;

there are no dividends during the life of the option;

no arbitrage opportunity;

security trading is continuous;

the risk-free rate of interest is constant during the life of the option.

Further, we give the most important result of stochastic calculus, It&’s lemma.
1t0’s lemma gives the rule for finding the differential of a function of one or more
variables who follow a stochastic differential equation containing Wiener processes.

Lemma 1.1. (One-dimensional Ité formula). Let the variable x(t) follow the sto-
chastic differential equation

dz(t) = a(z, t)dt + bz, t) dW.

Further, let F(x(t) , t) € C?*! be at least a twice differentiable function. Then the
differential of F(x , t) is given by:
F F 10°F F
dF = 8—a(x,t) + or + fa—b2(x,t) dt + ib(m,t) aw . (1.6)
Tz x ox
Proof: The proof of this lemma and the multi-dimensional case can be found
in [4].
Using It6’s lemma and the foregoing assumptions, Black and Scholes have
obtained the following partial differential equation for the option price V(S , t):

2
7+702528—+r5—77"/:0. (1.7)

In order to obtain a unique solution for the Black-Scholes equation we must consider
final and boundary conditions. We will restrict our attention to a European call
option, C(S , t).

At maturity, ¢ = T, a call option is worth:

cS,T) = max(Sr — K, 0) (1.8)
so this will be the final condition.
The asset price boundary conditions are applied at S = 0 and as § — .
If S = 0 then dS is also zero and therefore S can never change. This implies
on S = 0 we have:
co,t) =0. (1.9)

Obviously, if the asset price increases without bound S — o0, then the option will
be exercised indifferently how big is the exercise price. Thus as S — oo the value
of the option becomes that of the asset:

C(S,t)~S,8 — oo, (1.10)
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We have now the following final-boundary value problem:

ac 1.2 @2 9*C aC _
W+§U58S2+T5ﬁ—7“0—0

C0,t) =0;C(85,t) ~ SasS — o0

cS,T) = max(St — K, 0)

The analytical solution of this problem has the following functional form:

C(S,t) = SN(d) — K e T8 N(dy) (1.11)
where
_ log(S/K) + (r + 3 0*) (T — t)
dy = Y (1.12)
and

log(S/K) + (r — 20%) (T —t
dy = 9(S/K) ( 2 ) ( ) (1.13)
vVT — t
N (xz) is the cumulative distribution function for the standard normal distribution.
Similarly the price for a European put option is:

P(S,t) = —SN(—dy) — Ke T N(— dy) (1.14)

In the digital option case, where we have the following final condition
DC(S, T) = H(Sr — K), the solution for the option price equation is:

DC(S, t) = e T~ N(dy) (1.15)

2. Heston’s Stochastic Volatility Model

In the standard Black-Scholes model the volatility is assumed to be constant.
Naturally the Black-Scholes assumption is incorrect and in reality volatility is not
constant and it’s not even predictable for timescales of more than a few months. This
fact led to the development of stochastic volatility models, in which volatility itself is
assumed to be a stochastic process.

We assume that S satisfies

ds = p Sdt + v SdWwy, (2.1)
and, in addition the volatility follows the stochastic process:
dv = p(S, v, t)dt + q(S, v, t)dWs (2.2)

where the two increments dWW; and dWs have a correlation of p.

In this case the value V is not only a function of S and time ¢, it is also a
function of the variance v, V(S , v, t). The partial differential equation governing
the option price is a generalization of Black-Scholes equation:

W L, @®V PV L L PV
ot 2 95z TPV A5, T 21 B2
oV v
TS@‘F(p*)\q)%*TV—O. (2.3)

where A is the market price of volatility risk.

86



PRICING DIGITAL CALL OPTION IN THE HESTON STOCHASTIC VOLATILITY MODEL

Examples of these models in continuous-time include Hull and White(1987),
Johnson and Shanno(1987), Wiggins(1987), Stein and Stein(1991), Heston(1993),
Bates(1996),and examples in discrete-time include Taylor(1986), Amin and Ng(1993)
and Heston and Nandi(1993).

Among them, Heston’s model is very popular because of its three main fea-
tures:

e it does not allow negative volatility;

e it allows the correlation between asset return and volatility;

e it has a closed-form pricing formula.
Heston’s option pricing formula is derived under the assumption that the stock price
and its volatility follow the stochastic processes:

dS(t) = S(t) [pdt + /olt) dWi(t) ] (2.4)

and
do(t) = k(0 — o)) dt + € /u(t) dWs(t) , (2.5)
where:
Cov|[ dWi(t) , dWa(t)] = pdt. (2.6)
Finally, the market price of volatility risk is given by:
A(S,v,t) = Aw. (2.7)

According to the pricing equation (2.3) we have the following partial differ-
ential equation for the Heston model:

87‘/_’_}@52627‘/_’_ v S aQV _|_1 2v82v
ot 2 a5z T P7" 5500 T 27 ¥ a2
oV 2%

The details of deriving the above equation and its closed-form solution, for a European
call option, can be found in Heston’s original work [3].

3. A Closed-Form Solution for a Digital Call Option in the Heston Model

In what follows we solve the partial differential equation (2.8) subject to the
final condition:

1 ifSyr > K

0 ifSy < K (3.1)

DCO(S, v, T) = H(St — K) _{

In order to simplify our work it is convenient to make the following substitution
x = In[S],U(x, v,t) = V(S, v, t). Then the equation (2.8) is turn into

ot 2 a2 P hzaor T 2 a2 2 oz
+[k(9—v)—v)\]g—g—rU:O (3.2)
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By analogy with the Black-Scholes formula (1.15), we guess a solution of the
form:
DC(S,v,t)y =e"TP (3.3)
where the probability P correspond to N(ds) in the constant volatility case. P is the
conditional probability that the option expires in-the-money:

Pz ,v,T; InK]) = Priz(T) > In[K] [ z(t) = x, v(t) = v]. (3.4)

We now substitute the proposed value for DC(S , v , t) into the pricing equation
(3.2). We obtain:

e T 8P + rPe”"T 4 1 2,Ue—r‘r aQP + ve T aQP =+ 1,06—1'7' aQP +
il Zo o -
ot 2 a2 P dzdv " 2 a2
1 P P
+ <r - 21}) 67”—% + [k(0 —v) — v)\]e*”aa—v —rPe” =0. (3.5)

This implies that P must satisfy the equation:

opP 1, 0°P 0?P 1 9P 1 oP
+ -0 + povwv +§v—+ r—§U ——

ot 2 Y 02 0xdv ox? ox
P
+[k’(9—v)—v)\]aa—vzo (3.6)
subject to the terminal condition:
P, v, T; In[K]) = Ly > k) - (3.7)

The probabilities are not immediately available in closed-form, but the next part
shows that their characteristic function satisfy the same partial differential equation
(3.6).

3.1. The Characteristic Function. Suppose that we have given the two processes

da(t) = (r _ h(t)) dt + \/olt) AW (#) (3.8)
dv(t) = [k (0 — v(t)) — Av()] dt + o y/u(t) dWa(t) (3.9)
with
cov[dWy(t) , dWa(t)] = pdt (3.10)
and a twice-differentiable function
f@@), v(t), t) = Elg(x(T), o(T)) [ z(t) = z, v(t) = v]. (3.11)

From It6’s lemma we obtain:

(1, 07F 0% f 1 0%f 1 of
df—(av—i—pau —l—gv@—&— U

2 ov? Oz0v
of of
+[k(ﬁv)v)\}av+at) dt
1 0
—|—<r—2v>ag;dW1+[k(9_U)_U)‘]dW2

88



PRICING DIGITAL CALL OPTION IN THE HESTON STOCHASTIC VOLATILITY MODEL

In addition, by iterated expectations, we know that f(x(t) , v(t) , t) is a martingale,
therefore the df coefficient must vanisch, i.e.,

1 5, O%*f o*f 1 0*f
27 Y 2 +p‘”axav + 2U8x2+
1 af af of
- = - k(0 — — v A = — =0. 12
(r 2v)8x+[( v) v}av 5 0 (3.12)
Equation (3.11) imposes the final condition
fl, v, T) =gz, v) (3.13)
Depending on the choice of g, the function f represents different objects. Choosing
g(z , v) = €% the solution is the characteristic function, which is available in
closed form. In order to solve the partial differential equation (3.12) with the above
condition we invert the time direction: 7 = T — ¢. This mean that we must solve
the following equation:
1 5, 0*f 0% f 1 0%*f
2782 TP e T2 T
1 of of af
- = — kO — — VA= - = = 14
<r 2v> 8m+[( v) U]8v 5t 0 (3.14)
subject to the initial condition:
flz, v, 0) = ¥ (3.15)
We guess a solution, from this equation, of the form:
f, v, 1) = )+ D) vtier (3.16)

with initial condition C(0) = D(0) = 0.
This “guess” is due to the linearity of the coefficients.
Substituting the functional form (3.16) into equation (3.14) we find that:

1 1
§o2vD2f+vai<pr— ivga2f+

(r=gv)ivf + @ -0 —0NDf - (@ + D0 f =0
Therefore

1 1 1
v <202D2+paich— §<p2 — §i<p— (k:—i—A)D—D’) —+

+(rie + k6D — C") = 0.
This can be reduce in two ordinary differential equations:

1 1 1
a)D’:502D2+p02'90D—§<P2—§i¢—(k+)‘)D (3.17)
and
O = rip+ koD, (3.18)

Basic theory on differential equation, including the Riccati equation, can be found in
[7]
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a)We shall solve the Riccati differential equation
1 1 1

D':502D2+(p0i<p7k7)\)D7§g027§i50
using the substitution:
E/
D = — —
S E
It follows that
y . / 0'2 1 2 1 .
E — (poip —k — \NE —l—? —5¥ T iy =0 (3.19)

Then the characteristic equation is
. g .
2 — (poip — k — Nz + T (—¢> —ip) =0.
Consequently, if we make the following notation

d=lpoip —k —XN> -0 (—¢2 —igp),
then the equation (3.19) has the general solution
E(t) = Ae™7 + Be™ |

where
poipy —k — X+ d

2

T12 =

The boundary conditions
E(0) = A+ B
Azy + Bzg = 0

yield
4 - 9EQO
g —1
5 B0
g — 1
where g = % Hence we obtain
E
Br) = 20k (genm - o)
E0
E'(r) = ©) (g z1 €7 — a9 €™7)
g —1
and thus 5 B )
6127‘ . 6I1T
PO = - g = @ a g
Therefore our equation has the following solution:
E4+X+d—popi [1 — e
D = 3.20
") - — (3.20)
where
d=\pogi—k—XN—a2(-¢* — iy (3.21)
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popt —k — X —d
= 3.22
g popi —k — X+ d ( )

b)The second equation can be solved by mere integration:

0 E'
c(r) :ri(pT—i-k@/ - ) g

T E(s)
, 2k6 [YE(s)
=rieT - —; / E(s) ds
_ 7__2k;<9lnE(7')
Tty o2 U E(0)
It follows that
k0 1— dr
C(r) = ripr + — {(k+A+d—paw>r—2ln (gdﬂ : (3.23)
o 1 —ed7

3.2. Solution of the Digital Call Option. We can invert the characteristic func-
tions to get the desired probabilities, using a standard result in probability,that is,
if F(x) is a one-dimensional distribution function and f its corresponding character-
istic function, then the cumulative distribution function F'(z) and its corresponding
density function ¢(x) = F’(x) can be retrieved via:

— / e 7 £(1) (3.24)

F(x)=%+% 0°°”f )i_t ﬂxf() (3.25)
F(z) = % — % /OOo Re [612{@)] dt (3.26)

This result is showed by J.Gil-Pelaez in [2].
Thus, we get the desired probability:

1 1 00 —ipln K
Plz,v,t; nK) = 5—!—7/ Re[e f(;:SD’U’T’QD)} de  (3.27)
™ Jo

We can summarize the above relations in the following Theorem:

Theorem 3.1. Consider a Digital call option in the Heston model, with a strike price
of K and a time to maturity of 7. Then the current price is given by the following
formula:

DC(S,v,t) =" P
where the probability function, P is given by:

1 1 oo —ipln K
P(Q?,U,t;lHK):fﬁ»—/ R€|:€ f({b’v”r790) dQD
0 ip

2 0
and the characteristic function is:

f(SL' v, 7_) _ eC(T) + D(7) v + ipx

where C(7) and D(T) are given by (3.23) and (3.20) respectively.
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