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Abstract: Using the Donsker-Prokhorov invariance principle, we extend the Kim-Stoyanov—Rachev
—Fabozzi option pricing model to allow for variably-spaced trading instances, an important
consideration for short-sellers of options. Applying the Cherny-Shiryaev—Yor invariance principles,
we formulate a new binomial path-dependent pricing model for discrete- and continuous-time
complete markets where the stock price dynamics depends on the log-return dynamics of a market
influencing factor. In the discrete case, we extend the results of this new approach to a financial
market with informed traders employing a statistical arbitrage strategy involving trading of forward
contracts. Our findings are illustrated with numerical examples employing US financial market data.
Our work provides further support for the conclusion that any option pricing model must preserve
valuable information on the instantaneous mean log-return, the probability of the stock’s upturn
movement (per trading interval), and other market microstructure features.

Keywords: path-dependent binomial option pricing; Donsker—Prokhorov invariance principle;
Cherny-Shiryaev—Yor invariance principle; informed traders; statistical arbitrage based on forward
contracts

1. Introduction

The Donsker—Prokhorov invariance principle (DPIP), also known as the Functional Limit Theorem,
is a fundamental result in the theory of stochastic processes and a limit theorem for sequences of
random variables.! Cox et al. (1979) were the first to use DPIP in their seminal Cox—Ross—Rubinstein
(CRR)-binomial option pricing model.?> Although there are several extensions of the CRR model?,
rigorous proofs of the corresponding limit results leading to continuous-time option pricing formula
are often not provided.* In this paper, we provide the proofs for various extensions of DPIP to obtain a
variety of new binomial option pricing models. A second, but far more disturbing, issue observed in
the literature on binomial option pricing is the often-seen statement that binomial option pricing does

1 See Donsker (1951); Prokhorov (1956); Major (1978); Billingsley (1999), Section 14; Gikhman and Skorokhod (1969),
Chapter IX; Skorokhod (2005), Section 5.3.3; Davydov and Rotar (2008); and Fischer (2011), Section 7.3.

Cox et al. (1979) used the central limit theorem for triangular series, which can be viewed as a special case of DPIP.

3 See Jarrow and Rudd (1983); Hull (2018); Boyle (1986 1988); Madan et al. (1989); Rubinstein (2000); Jabbour et al. (2005);
Whaley (2006); Florescu and Viens (2008); Yuen et al. (2013); Sierag and Hanzon (2018).

On rare occasions, the weak convergence of the cadlag price process generated by the binomial (trinomial or multinomial)
pricing tree is shown.
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not depend on the underlying stock mean log-return and the probability for upward movement in
the binomial model. This leads to the binomial discontinuity option price puzzle, based on the claim that
regardless of how close the natural (historical) probability pa; € (0,1) of a stock’s upturn movement
(in a given trading period At) is to 1 or 0, the binomial option price stays unchanged, but when pp; =1
(or par = 0) the option price jumps to the price of a risk-free asset. This erroneous conclusion results
from the third step in the following 3-step sequence of arguments in binomial option pricing.

Step 1: Introduce a continuous-time arbitrage-free model for the underlying stock price, for example,
a geometric Brownian motion with instantaneous mean log-return p > r and volatility ¢ > 0,
where r is the risk-free rate.

Step 2: From the arbitrage-free asset pricing model®, obtain the continuous-time risk-neutral option
price dynamics. In the case of geometric Brownian motion in the first step, these dynamics
depend only on r, o, and the option’s contract-specifications.

Step 3: Construct a binomial tree on the risk-neutral world, ensuring convergence® of the pricing tree
to the limiting, risk-neutral, continuous-time price process.

Obviously, the third step of binomial option pricing is misguided. In continuous-time option
valuation, the self-financing portfolio, which replicates the option value, can be updated continuously
in time without any transaction cost, which is an absurdity in any real trading. As a result, regardless of
whether i goes to oo, the option price stays unchanged. Due to Step 3, the binomial option pricing
formula loses valuable information about the mean log-return y and the probability pa;. As shown
in Kim et al. (2016), Kim et al. (2019) and Hu et al. (2020), preserving p and p; can be achieved in
complete market binomial models by (a) determining the delta-position in the underlying stocks using
the arbitrage-free argument, and then (b) passing to risk-neutral option valuation without using any
continuous-time option model.

All risk-neutral trinomial and multinomial option pricing models, starting directly in the
risk-neutral world, approximate the dynamics of the continuous-time risk-neutral pricing process.
The trinomial and multinomial approaches leave unanswered the question of which discrete
arbitrage-free pricing model in the natural world leads to the corresponding discrete risk-neutral
pricing model. One way to resolve this issue is to replace risk-neutral hedging with mean-variance
hedging.” This approach is generally used when the market for the underlying is incomplete. In this
paper, we only deal with risk-neutral hedging in our general binomial pricing models.

To illustrate our approach in resolving the issue of a binomial option pricing formula being
independent® of u and pa; € (0,1), we consider the basic one-period option pricing model. The stock
price at the terminal time At is given by’

S .p.
SAt - { g Wp pAt ’ PAt € (0/1)/ O(At> = 0/
Sod w.p.1— pas

This step is based on the Fundamental Theorem of Asset Pricing, see Delbaen and Schachermayer (1998), Duffie (2001),
Chapter 6.

The convergence is either (a) in terms of one-dimensional distributions of the process generated by the risk-neutral pricing
tree, or (b) in terms of multivariate distributions, or (c) in Skorokhod D|0, T]-topology.

7 See Duffie and Richardson (1991); Yamada and Primbs (2004).

8 See, for example, Hull (2018), Chapter 13.

We denote “with probability” as “w.p.” for brevity. The condition 0(At) = 0 guarantees that the binomial series
generated by Sp; over multiple time steps is recombining. It also enables the analysis to pass naturally to the classical
Black-Scholes-Merton continuum limit. We note that the same argument can be extended for any At > 0; see Rendleman
and Bartter (1979), and Hu et al. (2020) for various extensions. Under these extensions, the forms for u and d become
more complicated.
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with the log-return time series Ry; = In (Sp;/Sp). Choose parameters u and d, so that E (Ry;) = pAt
and Var (Rp;) = 0?At, ¢ > 0. This implies

=14 bt oy PR d =1 4 At — o, | PO /Ar,
pat 1—pat

Then, the arbitrage-free argument leads to the one-period option price
— d
fo=e™ (quﬁ”t‘) +(1- th)fit)) /

where ga; = par — 0+/par(1 — par)At and 6 = (4 — 1) /0 is the market price of risk.'” The comment
in Hull (2018) “The option pricing formula in equation (13.2) does not involve the probabilities of
the stock price moving up or down.” is erroneous. As a matter of fact, if pa; T 1, then go¢ 1 1, and if
pat 4 0, then ga¢ | 0, and this observation resolves the binomial discontinuity option price puzzle.
Furthermore, the risk-neutral probability ga; does depend on p. Addressing the misconception about
binomial option pricing being independent of i and p,; is the main motivation for the results in
Sections 2 and 3 in this paper. In these two sections, general binomial option pricing formulas are
derived and the corresponding continuous-time limits are shown by applying DPIP. Motivated by the
Ross Recovery Theorem!!, the implied ps-surface is introduced and estimated on real financial data.
The main conclusion derived from Sections 2 and 3 is that the information on pa; and u should be
used in binomial option pricing. Estimating ps; and y from historical data and using those estimates
in binomial option pricing could deliver more flexible and realistic option pricing models.'?

Next, we consider possible applications of non-standard invariance principles'? to option pricing
theory. We are convinced that non-standard invariance principles should serve as a great source for
introducing new types of valuable discrete-time option pricing models. These new discrete-time option
pricing models, together with the corresponding limiting continuous-time option pricing models,
could exhibit features already observed in empirical studies on option pricing but not presented in the
current theoretical option pricing models. In Sections 4-6, we illustrate the usefulness (to the theory of
option pricing) of one non-standard invariance principle, the Cherny—Shiryaev—Yor Invariance Principle
(CSYIP) by Cherny et al. (2003). In Section 4, applying an extension of the CSYIP, we derive a new
binomial stock pricing model where the underlying stock price depends on the log-return trajectory of
another stock, or stock-index, or any observable risk factor influencing the underlying stock dynamics.
We provide a numerical illustration of the model. In Section 5, we derive a new option price formula
based on the stock binomial price model introduced in Section 4. We estimate the volatility surface
based on this new option price model. In Section 6, we extend the results in Section 5 to markets with
informed (and misinformed) traders. Here, we follow the general framework of a financial market
with informed, misinformed, and noisy traders introduced and studied in Hu et al. (2020). Using the
call option where the underlying stock is Microsoft (MSFT)!4, we estimate the implied information rate
of MSFT call option traders. Our conclusions are summarized in Section 7.

10 See Kim et al. (2016) and Kim et al. (2019) for the multiperiod extension.

11 See Ross (2015), Audrino et al. (2019), and Jackwearth and Menner (2020).

12 See Johnson et al. (1997) and Yamada and Primbs (2004) for similar considerations.

13 For example, Billingsley (1962); Silvestrov (2004), Chapter 4; Gut (2009), Chapter 5; Tanaka (2017), Chapter 2;
Cherny et al. (2003); and Crimaldi et al. (2019).

14 The options data are from CBOE options on MSFT, see https:/ /datashop.cboe.com/option-trades.
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2. Donsker-Prokhorov Invariance Principle and Binomial Option Pricing

The classic CRR-binomial option pricing and Jarrow-Rudd (JR)-binomial models!® do not
include the probability p; for a stock’s upturn as a parameter. The KSRF enhanced binomial model
(Kim et al. 2016), extended CRR- and JR-binomial models to include pa; as a model parameter. In this
section, we apply DPIP to further extend the KSRF model to allow for variably-spaced trading instances,
which, for example, is of critical importance to the short seller of an option.

Consider the classic Black-Scholes-Merton market model.!® Assume the dynamics of the risky
asset!” follow geometric Brownian motion,

2
St —Soexp{(y—(fz)t—i—aBt}, So>0,u>0 0>0,te][0,T] 1)

In (1), the price process S; is defined on a stochastic basis (Q,]F ={F = ‘T(Bu>}u§t,0§t§T ,IP)

generated by the standard Brownian motion (BM): BI%T] = {B, }o<t<7- The dynamics of the risk-free
asset!® with the risk-free rate r is given by

B = Boe™, Bo >0, u>r>0,tc0T]. @)

Let f; = f(St,t), t € [0, T] be the price dynamics of a European Contingent Claim (ECC)! with
terminal time T > 0 and final payoff fr = G(St). We construct a general binomial pricing model
applying DPIP.

2.1. Donsker—Prokhorov Invariance Principle

The following version of DPIP is based on the Davydov and Rotar (2008) “non-classical” treatment
of the DPIP.
(DPIP) Consider two sets of triangular series of random variables ¢, 1,.-.,Cuk,r Mnisr--- s Tnk,, N € N =
{1,2,...}, satisfying the following conditions:

(i) foreveryn e N, &,1,...,Cyk,, is a sequence of independent random variables, and 1,1, ..., 1 , s a
sequence of independent normal random variables;
(i) E(Cni) =E(mur) = ank, Var(C,x) = Var(n,x) = Ur%,k’ k=1,...,ky. Let

XLO'T] = {Xn(t) = Xn,kr te [tn ks nk+1) k=0,. /knflf XH(T) = Xn,k ’ Xn 0 = XnO}/
0,T
YL ] = {Yn(t) = Yn,k/ te [tn,k/ tn,k—l—l)/ k= 0/~'-/kn—1/ YH(T) = Ynk ’ = nO}

where: Xnk: %Zk (gni_ani) nO—O Ynk— \ o Zl 1 ’7n1 an,i)/ Yn,OZO;
cn = fn g2 and t, j = le nl,tno—Ofork—l k.

11n1’

(DPIP1) If
Cn
—a < axi]2) - <
nToo /{x|x|>e} ’ (6’“ a””xVT> P(”’“ ”’“xVT)

15 See Cox et al. (1979) for the CRR-binomial option pricing model; Jarrow and Rudd (1983) and Hull (2018) for the JR-binomial
option pricing model.

16 See Black and Scholes (1973); Merton (1973).

17" The risky asset is the stock and will be denoted by S.

18 The risk-free asset will be a bond and will be denoted by B.

The option or derivative will be denoted by C.

dx=0,Ve >0, (3)
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then, T, EM(XET YR = 0, where FM(X,Y) = sup {|E(£(X)—£(Y))|}2 is the
feFM

Fortet-Mourier metric?! in the Polish (complete separable metric) space of random elements with values

in the Skorokhod space (D[0, T],d®).

(DPIP2) If

2

o

my; = max Atnk:tnkftnk_lzTL’k — 0, asn 1 oo,
k=1,...kn ! ! ! Cn

then, lim,;1o FM (YLO’T], BIOTI) = 0. Furthermore, condition (3) matches Lindeberg’s condition:
1 & ’
}}ch{‘o o ;E(Cn,i —ay;) I{|§n'i,an'i|>em} =0, Ve >0, (4)

which leads to lim, 10 FM (x0T o)y = .

The FM-convergence of random elements with values in (D[0, T], d ()) is characterized by the
following proposition.
(Convergence in the metric FM) Let X,,, n € N and Y be random elements with values in
(D[0, T],d©)) with E (d(o)(Xn,(D)z) < oo, and E (d(o) (Y,®)2> < oo. Then the following statements
are equivalent:

(i) limyye FM(X,,Y) = 0;

(i) Xy, weakly converges (Billingsley 1999) to Y as n — oo, and lim,;4 E(d©)(X,,a)7) = E(dO(Y,a)T),
for every q € (0,2] and a € D[0, T|;

(iii) There exists?®> a probability space (Q*, F*,P*) with random elements X;, n € N and Y* with
values in (D[0,T],d)) such that (a) the probability law of X} coincides with the probability law
of X, (ie. P§§;§ = Px,), forall n € N; (b) P%. = Py; (c) P* (limyeo X, = Y*) = 1; and (d)
lim 100 EF” (d(X,,a)1) = EF (4O (Y, a)1), for every g € (0,2] and a € D[0, T).

(Dual representation for FM) The following Kantorovich mass-transshipment duality representation holds:

FM(X,Y) = inf {/D[ d© (2, b) max (1,d<0>(a,®),d<0>(uo,®)) Q(da x db), Q € Q(Py, IP’Y)},

0,T]xD[0,T]
where Q(Px, Py) is the space of all positive Borel measures on D[0, T| x DI[0, T| satisfying the marginal

condition,
Q(A x D0, T)) ~ Q(D[0,T] x A) = Py(A) — Py(A)

for any Borel set A in (D0, T],d®).
According to DPIP1, in general the weak limits for XLO’T]
As those are not necessarily semimartingales, the study of binomial option pricing based on DPIP1,

consist of connected segments of BM.??

£(a)—£(b
20 See Rachev (1985), FM = {f :D[0,T] = R: ||f|lpm = SUP,, beD[0,T],axb 710 (alb)mlxéi;(o)((a,){‘))ydw)(h@)) < 1},
where o(t) = 0, t € [0,T]. The Skorokhod space DI[0,T] is the space of all functions a

[0,T] — R that are right continuous with left-hand limits (cadlag functions), and d©(a,b) =

inf) A max {SupU§s<t§T |In w |, supg<rer [a(t) — b (A(L)) |}, which is the Skorokhod-Billigsley metric in

D[0,T] with A = {allstrictly increasing continuous functions A : [0, T| — [0, T], A(0) =0, A(T) =T} being the
Skorokhod-Billingsley metric in P[0, T|; see Section 12 of Billingsley (1999); Skorokhod (1956).

21 See Fortet and Mourier (1953); Dudley (2018).

22 See Skorokhod (1956) and Dudley (1968).

2 See Davydov and Rotar (2008).
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while of interest*, requires significantly different dynamic asset pricing methods and will not be

discussed in the current paper.> We next apply DPIP2 to a general binomial pricing model.

2.2. General Binomial Pricing Tree and Its Limits via DPIP2

Consider a triangular array of binary random variables ¢, 1,6n2, - - -, Gnk,, 1 € N, satisfying the
following conditions: (a) for every n € N, 1,62, ---,Gnk, is a sequence of independent random
variables; and (b) P(¢,x = 1) = 1 —P(gux = —1) = pux € (0,1), k = 1,...,ky, n € N.
Consider the discrete filtration F(") = {]—"(”/0) = {@,Q},]—"(”'k) =0(Gnas--/Gnk) k= 1,...,kn}.
Define the following general binomial pricing tree®.
(General Binomial Pricing Tree) Fork =1,...,k,, n € N,

@) lett,r, O0=t,0<--- <ty <---<tyi, = T, be the times at which an option trader, who holds
a short position in the C-contract, effects trades; and
(ii)) define the nth—pricing tree, n € N, which (a) is F (”)—adapted, (b) is determined by the nodes

S(n), k=1,...,ky, SS”()) = 5y, and (c) has the price dynamics,

tn,k n, -

, 1-p,; o2 1—p,, .
(n) _ Slg:ku) - SIS”}Z 1 XP (‘M o P;k/k %) Aty +o P : V Atn,k} , if Gk =1, )

ng;d) Sf ,2 L &Xp (# - p;;kk T ) Aty — 04/ 15';;’;,”/@} s g =—1,

where Aty =ty —tye—1, Kk =1,...,kp. In(5), pux € (0,1), k =1,...,ky, n € N is the
probability for upward movement of the stock price in At,, .

Let: &y = R") 1= 1n( /s 1) k=1,..k, n€N;ay = E(gnk) - (y——) Aty i;

and 02, = Var (§,x) = o Atn,k- Thus, ¢, = 1‘11 02, = 0?T and t, ) = Z nl, k=1,...,ky,
tn0 = 0. If we assume that maxy_y,_, At,r = O(T/n) and maxy—g,__ x,—1 \Pn,k Pn,k+1| = (T/n),

then the tree is recombining.
Consider the discrete log-return process,

RO = (R = (R, 1€ g tua) k=0, b~ 1), B = RY) =0, R =R 1.
In order to satisfy Lindeberg’s condition (4), we assume that p,, , = p(o) + p(l) A+ p(Z) Aty x €
(0,1), k=1,...,ky, n € N, for some p(o) € (0,1), p(l) € R, and p(z) € R. Then, Ve > 0,

lim — anIE(R(")—a )2
weo e i [Ra

<limI ?T=0.
>€\/a} ntoo {max<717p(0) 20 )Uzmn>€2}

p(© 71,0

2
Let X, =1 [2{;1 R} — (y - 07) tn,k} for t € [typ tugr1), k=1,...,ky, and X, (T) = X, . .

2 Applying DPIP1 to binomial option pricing will allow the trading of the replication portfolios to occur in time-instances

with general time-varying trading frequency F(t, At), t € [0, T], which is an important issue in market microstructure.
To go beyond the dynamic asset pricing model of Delbaen and Schachermayer (1998) will require approaches based
upon market microsctructure. (See, e.g., O’Hara (1998); and Hasbrouk (2007).) We believe that DPIP1 will provide a
bridge between dynamic asset pricing and market microstructure. Applying DPIP2 restricts the trading frequency to
F(t,At) = At +o(At), t € [0, T].

Coviello et al. (2011) discussed dynamic asset pricing models based on so-called A-semimartingales. A-semimartingales
can appear as limits in the DPIP1. This paper falls within the framework of reconciling dynamic asset pricing theory with
market microstructure.

26 See Kim et al. (2016) and Kim et al. (2019).

25
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Consider the log-return process in continuous-time

2
R,LO’T] _ {Rt =In (?) = (y— Z) t4+ 0B, t € [O,T]}.
0

Weset ;= Re,, —Rs,, ,, i = 1,...,ku. Applying DPIP2, we have lim,,1,, FM(XL'T, BIOTI) — 0.

Furthermore, there exists a space (Q*, F*,P*) with random elements X,LO’T]*, n € N and
BIOTI* with values in (D[0, T],d®)) such that [P;;[o,n* = PXLO'T] foralln € N, Prip. = Pyon,

n

n,i ni—17

and P* (limn_m XLO'T]* = ]B%[O'T]*> = 1. Thus, we have

ng)ﬂ - {sf”) = 5" € [tuptugr), k=0, —1; 8"y = 5o, 87 =5}") }

2
S[o,T] = {St—Soexp{<y—02> t—|—aBt}, te [O,T]},

and ng, )T] converges weakly to Sy 1) in (D[0, T],d (0)). We note that in using DPIP2, the discrete pricing
tree (5) depends on y and p,, x while the continuous option price S|y 7] only depends on .

2.3. Estimation of p, a

(n)
(0,7]

weakly to 5o 7).% Kim et al. (2016) studied the rate of convergence of ng )T] to S[O,T]-28 The rate

of convergence deteriorates as p, o; approaches 1 or 0. We illustrate the convergence issue with a

Let At = Aty = T/nand p, = puat, Kk =1,...,n. As shown in Section 2.2, S converges

27

numerical computation, the results of which are shown in Figure 1.

10%

108

= 102}

1071

0 0.2 0.4 0.6 0.8 1
Pn.At

(m)

tun”

Figure 1. Convergence rate, measured as n = T/At, of S(Tn> to Sgﬁ ) as a function of p, . Sgwn) =S

where St is defined in (1) and Sg:i in (5). Here, T = 1 and convergence was considered achieved when

(S — S7)/So| < 1076,

Given py, o+ € (0,1), we compute the value of 7 needed such that ‘S(T") - ST’ < 107*. In the limit
(n 1 oo, At | 0), the importance of p, a; vanishes since the trader taking a short position in C is allowed
to trade continuously in time (which, indeed, is a fiction in real trading).

27 For recent results on the rate of convergence in the central limit theorem see the survey in Senatov (2017). Their results
indicate the reason behind the rapid increase on n when p,, o; approaches 1 or 0.

2 The theoretical bounds for the rate of convergence in DPIP have been the subject of numerous papers, see for example,
Borisov (1984). In our univariate (t = T) case, the theoretical bounds of the rate of convergence are known as Berry—Esseen
bounds; see for example Chen et al. (2011), Chapter 3.
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We argue that an option trader should use the information incorporated in the estimates of the
probability p, o;. To emphasize this point, we provide estimates for p, A; based on 25.5 years of the
SPDR S&P 500 ETF (SPY)? historical price data. We use a window of one year to construct a moving
window strategy to estimate

number of days with non-negative log-return in the current window
total number of days in the current window )

Pu,at =

The estimates for p,, o; are shown in Figure 2.

0.75 . —T . . ' I ] [ ] '
—ﬁn,Af,
07k ---- Upper bound for p, a¢ ]
’ Lower bound for p,, o
L(CRR)
pn,At
065 il |—»/%
i 1
i 1 bl ‘I"d
N ! ‘(v'ﬂil ;w ‘
0.6 mfﬁ ﬁ“.l ‘\I i IN“,'\\,‘[’\%
! ]
ll 'J ! !,” \ri‘ ‘. !
- LIfLS % 1), |
45055 ‘ | N” | | ‘N d
= i ‘ Hn‘lll‘u
o |
0.45 |- i
0.4F |
0.35 1 1 I I | | | 1 1 1 1 1 1
™ o A (o) N %o} \») A O N ) D o Q) Q
TGS q,QQ ‘)9Q Q,QQ ‘],QQ ‘],QQ ’LQ\ ’LQ\ ‘)9\ ‘19\ ‘19\ ‘b&
R A A SR S I S « R A 4 SN
P O F P W@ O Y
) NN QQ/ Q}‘ N 6\ o ’]/’\' NN ‘]:d N th’ ®

Figure 2. Values of p,; of the SPY daily log-returns computed from a one-year moving window over
the time period 27 January 1994 to 31 July 2020. Additionally displayed are values for fJElCAIfR) and f’ggt)

computed as described in Section 3.1.

We split the time series p,, ¢ into non-overlapping intervals (weeks, months, and years) and apply
the two-sided sign test on each interval with Hy : p, A = 1/2. Figure 3 shows the results for the
hypothesis test in terms of box-whisker plots of the p-values.

2 See https:/ /finance.yahoo.com/quote/SPY?p=SPY&.tsrc=fin-srch.
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Figure 3. Box-whisker plots of the p-values for two-sided sign tests on the values of p,; of the SPY
daily log-returns shown in Figure 2. The solid red line indicates the 0.05 significance level.

The plots: indicate there is insufficient evidence to reject Hy at the 0.05 significance level for
weekly intervals; imply rejection of Hy in most monthly intervals; and imply rejection of Hy in all
yearly intervals.

3. General Binomial Option Pricing

Following the framework of the CRR-binomial pricing model, our next goal was to use the
general binomial tree (5) to derive the discrete price dynamics ft(,:l,gf k=0,...,k,_1 of an ECC having

terminal payoff f%") = G(St ) Fork=0,1,. k — 1, consider the replicating risk-neutral portfolio

(n) nk nk ftnk nk+1 = Dt(:z Sgn " ft o , with Dt( Lbemg the “delta" position, and Sg 12+1
determmed by the pricing tree (5). From the hedge position,
(n) o(n,u) n,u) (
Dtnkstn k+1 ftn k41 bk tn k+l ftn k17
it follows
(nu)  (nd)
(n) k1 bkt
= 7 6
tn,k Sgnlzel,{Athﬁ,l {eMl _ eMz} ( )
where

k 10' k+1
M, = == Pk Atn k1t o 2= Pt \/ Dtuk+1s
Pnk+1 Pnk+1
Pnk+1 ‘7 Pnk+1
My = — Pkt Ty o [ Ay
1= Puis1 2 et 1= puri it

(n) _ (n)g(n) —rAt (n,u)
As ftn,k = Dtn,kstn/k —e nk+1 Ptn,k+1’ we have

,d
) = ertnien {qn fin) + (1= qus) fid ]
where the risk-neutral upturn probability g, y.1 for the time period [t, t, f, k+1) is given by

e(rfy)Atn,kJrl — eMZ
Ink+1 = M _ oM, ’ (7)




J. Risk Financial Manag. 2020, 13, 321 10 of 33

with M; and M, defined in (6). Assuming all terms of order o(At,, ;) are negligible in (7), we have

Ank = Puk — 9\/pn,k(1 - pn,k)Atn,k/ k=1,...,ky, n€N, ®)

where 6 = (u —r) /0 is the market price of risk.

(n)

Furthermore, the delta-position Dtn . in (6) becomes

o _ (£ = 0 pnga (D=, 1)

t
nk Sy etBtnksi o /AE,
n, ’

Thus, as p, k41 T 1 or py, k41 4 0, the delta-position D( ) — 0, since if p, 41 = 0o0r pyry1 = 1,
k=0,1,...,ky, the ECC becomes a fixed-income security and no hedging is needed.
We now consider the risk-neutral dynamics,

(nq,u) (n9) 1—puk o2 1-py, o (q) _
Sna) _ an,k =S, e, eXP { (y — T”lkk %) Aty + 04/ o kk \ /Atn,k} , if Gk =1

tn,k .
St = s exp { (1 — 225 ) Atyg— 0y 12 /Bl 6l = -1,

where gﬁzl)(, k=1,...,k, are independent binary random variables with P(g,(f,)( =1)=1-P(g i}(
(ng) _

-1) =g, € (0,1), k =1,...,ky, n € N. The discrete risk-neutral log-return process, R

©)

t
In (SEZ}’(q)/SEZi)l), has mean E ( Enkq)) = (r — %) At x and variance Var (REZ;?)) = UzAtn,k. S;t
ngf;i]) = {sﬁn'q) - s}:;’), EE [t tupsn)s k=0, ko1, S = So, ST = 5(:;,7,)}
ng,)T] = {qu) = Spexp { <r — 0;) t+ (rBt(q)}, te o, T]} , (10)
where qu) T = {Bt(q) }Ogth is a standard BM. Then, using the same arguments as in Section 2.2,

we have that SEO T]) converges weakly to ng,)T] in (D0, T],d).

3.1. Comparison with CRR and ]R Models
Ep,r=ponr = p O + pMW\/At + p@ AL, k=1,...,kn, At = T/n, then from (8)

(1) (1 — 250
dui = guae = pO + <p<l> —o\/pO1 - p(o))) VAL &+ <p<z> _ gM) AL

p(o) (1 — p(O)

In the CRR model, the risk-neutral probability for non-negative stock log-returns in period
- (CRR) _ (CRR) _  exp(rAt)—exp(—ov/At) r— 02/2
kAt, At = T/n, n T coisgivenby g, " = q,°, = exp(af) — g (o VAD =1/2+ VA
(CRR)

According to (8), the corresponding natural probability p1(1 R) = pi(chR ) is givenby p 7 =1/2+

”_02/2 v/ At. In the JR model, q(JR) = q(]R) = 1/2. If At = T/n then, as n 1 oo, the corresponding

probablhty for stock-upturn in the JR model is given by p(]ﬁ) = pgit = 1/2+ |8|\/At. Figure 2 also

plots estimates p(A(ERR), ﬁ(A ; R of the values for p(ASRR) and p(A ; R) using the SPY data of Section 2.3 and
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compares them with the estimated values pa; for pa;. Again, we apply a two-sided sign test with the
following hypotheses:

CRR CRR R R
ol S L Wt
CRR CRR R R
HKE ) Pat # P(At ); H(g] ) Pat # P(A]t );
to the sample estimates generated on non-overlapping intervals (weeks, months, and years). The results
from the two-sided sign tests are shown as box-whisker plots in Figure 4a,b. They produce conclusions
somewhat similar to those of Figure 3. In the case of weekly intervals in both figures, there is no

sufficient evidence to reject HéCRR) (HSJR)) at the 0.05 significance level, whereas for monthly and year

CRR

intervals, the results indicate rejection of H(() ) (H(()] R)) in most intervals.

1 + + 1 + + .
0.8f 0.8
£ 06} ' 06 '
: g
4047} + + ! 1 4047 + + +
0.2¢ + 1 0.2} + ;
+
of —— ——— of —— 4
Weeks Months  Years Weeks Months  Years
(a) CRR model. (b) JR model.
Figure 4. Box-whisker plots of the p-values for two-sided sign tests on the values of ﬁiCAI:R) and ﬁgfg

shown in Figure 2. The solid red line indicates the 0.05 significance level.

3.2. Rate of Loss of u as Hedging Rate Increases

In continuous-time option pricing, the mean log-return parameter p and the information about
the market direction embedded in p,, x are lost due to the artificial assumption that hedging can
be done continuously in time with no transaction costs. We can estimate the rate of loss of y from
(10) by computing the dependence of the number of necessary hedging instances, n = T/At on
 while requiring that ||S(T”’q) — S? ) | < 10~%. The results over the range u € [0,50] are shown in
Figure 5. From he figure we deduce that n 1 o0 as y 1T co. From these results we conclude that,
in continuous option pricing, y disappears as a model parameter due to the (practically inconceivable)
use of continuous time hedging.

2000
1500
1000

500

0 10 20 30 40 50
I

Figure 5. Convergence rate, measured as n = T /At, of S<Tn’q) to S(T'7> in (10) as a function of y over the
range y € (0,50). In this simulation, r = 0, Pnat = 0.5,0 =1, T =1 and convergence was considered
achieved when |(S(Tn’q> — S(Tq))/50| <10°°.
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3.3. Estimation of the Implied Risk-Neutral Probability q, s

We estimate the risk-neutral probability g, A; in (8) based on XSP:30 Denote the call option
prices by Ct(XSP) (K, T —t), where K is the strike price, and T is the terminal time. We assume
that hedging occurs daily, that is, At,, = kAt, k = 1,..,n, n = T/At. Then, (8) becomes

Juat = Puat — 9\/pn,At(1 — Pnat)At and through terms of O(At),

1
Pu,At = 9u,At + |9| \/qn,At (1 - Qn,At) At + <2 - qn,At> 92At- (11)

The XSP call options data were collected on 31 July 2020 with initial capital SSSPY) = 326.52 and
annual risk-free rate! r = 0.55%. We estimated u and ¢ using the mean and standard derivation of the
log-return of SPY for the one-year window from 08/02/2019 to 07/31/2020. This window produced
the estimates fI = 6.20 x 10~% and & = 0.02. Following the framework established in Section 3 and
(11), we can view the theoretical value of the call options Cfxsp;theoreﬁcal) (S(()SPY) ,K, T —t,q,at) as a
function of g, A;. For different strike price K and time ¢, we can estimate g, 5; via

C(XSP;theoretical) ( S(SPY) 2

t 0 /KrTftrqn,At) - CfXSP)(KITi t))
P (K, T — 1)

dn,At = arg min <

Figure 6 presents the implied 4, a;, the corresponding implied p, a¢, and 4, ot — Py ar surfaces.
All figures are graphed against the standard measures of moneyness and time to maturity (in days).
From Figure 6a, §, A; ranges from 0.5 to 0.62. Given these values of §, o and values of 7, ¢ and p,
Equation (11) shows that p,, oy = 4 ar + O(1073).32

As a result, Figure 6b shows that p,, o; varies from 0.51 to 0.63. For a fixed T, p,, a; has a higher
value as M € (1,1.5) compared to when M € (0.5,1). For any value of M, p, 5; decreases as
time to maturity increases. Recall that p, A; is the natural probability for an upward movement
(or non-negative log-return) of the stock price over the time period At, and g, a; is the corresponding
risk-neutral probability for an upward movement of the stock price. Thus the implied surface indicates
that, on the trading day 31 July 2020, the option traders of SPY were optimistic (bullish) for the coming
six-month period.

%107
!
&£ -8
| 85
3
& 9
\‘h\fl o
o 15
00 50 100
M=K/S T
(@) qAn,At (b) ﬁn,At (c) qAn,At - ﬁn,At

Figure 6. Implied surfaces for §, at, P at, and 4, ar — Pn a¢ plotted as functions of time to maturity T
and moneyness M = K/S.

30 The CBOE Mini-SPX option contract, known by its symbol XSP, is an index option product designed to track the underlying

S&P 500 Index. See https:/ /www.cboe.com/tradable_products/sp_500/mini_spx_options.

Here, use 10-year Treasury rate as risk-free rate, see https:/ /www.treasury.gov/resource-center/data-chart-center /interest-
rates/pages/textview.aspx?data=yield.

This reflects the desire of a central bank not to disturb the tendencies of the real world by too large a factor. See, e.g.,
Dhaene et al. (2015), Esche and Schweizer (2005) and Fujiwara and Miyahara (2003) for related work on minimal entropy
martingale measures applied to markets.

31

32


https://www.cboe.com/tradable_products/sp_500/mini_spx_options
https://www.treasury.gov/resource-center/data-chart-center/interest-rates/pages/textview.aspx?data=yield
https://www.treasury.gov/resource-center/data-chart-center/interest-rates/pages/textview.aspx?data=yield

J. Risk Financial Manag. 2020, 13, 321 13 of 33

4. Cherny-Shiryaev-Yor Invariance Principle and Path-Dependent Stock Log-Return Dynamics

In this section, we formulate a new binomial path-dependent pricing model where the stock
price dynamics depends on the log-return dynamics of a market index. Our approach is based on
an extension of the Donsker-Prokhorov invariance principle due to Cherny et al. (2003). We start
with the formulation of the Cherny-Shiryaev—Yor invariance principle (CSYIP). Let ¢, k € N be
a sequence of independent and identically distributed (i.i.d. ) random variables with mean 0 and

variance 1. Set &)") = 0, &) = n 2, and X)), = Y 8", k € N, n € N. LetB!", t > 0
(n)

be the random process with piecewise linear trajectories having vertices (k/n, ]B%]((%), where B, ;) =
X,E’})n, k € N, n € N. Following Cherny et al. (2003), call a function  : R — R a CSY piecewise
continuous function if there exists a collection of disjoint intervals J,, n € A" such that:

@) Uzozljn =K

(ii) for every compact interval ], there exists n € N such that U}_, ], 2 J;

(iii) oneach J,, n € N, the function & : |, — R is continuous, and has finite limits at those endpoints
of [, which do not belong to J;;.

LetYk/n Z ( ") )CK"), ke N, n € N. Forevery fixed n € N, define (CE”), t > 0tobe

(i-1)/n i

the random process with CSY piecewise linear trajectories having vertexes (k/n, C,(C%), where (C,((% =

Y,E;’,)q keN,neN.

(CSYIP) If h : R — R is a CSY piecewise continuous function, then, as n 1 oo, the bivariate process

(Bgn),((jgn)), t > 0 converges in law>* to (B;, Cy), t > 0, where By is a standard BM and C; = fo (Bs)dBs.
In the CRR- and JR-binomial models, as well as in the general binomial model (5), the stock

log-returns are assumed independent. Based on CSYIP, we introduce a binomial tree model in

which the log-returns are dependent on a sequence of random signs representing the past history

of the movement of a market index influencing the stock’s dynamics. Let S; (m, M), tux = kAt, k =

1,...,n, nAt =T, n € N, with s/ = s{"™ = s{™

[tn,k, tuk+1). Let R("MhlSt) =1In ( (nMhist) )/ St"lehZSt)) be the historical market index log-return

> 0, be a market 1ndex value for the period

(index-return for brevity) in the k" perlod and 95: k)' k =1,...,n, be the binary sequence of the
index’s value directions: ‘51(1 ) = 1, if R(" M hist) >0, and gi ) = = -1, fR(” Mhist) ), We assume that
%1), k=1,...,n, are independent random signs, with P(g( k) =1) = 1 - P(ggfl\f) =-1)= pff,\g =

(M)

p(() )—i—p \ﬁ—i—pM)At Wefurtherassumepé ) € €(0,1), p; ' €R, pé ) eR, At =1 | 0so that
(M)

Paat € (0,1). We model the market index price dynamics (1ndex—dynam1cs for brevity) as

S0 — S o (R m

tn/k

where

(M) 2 (M)
1=puat cM) 1-p, . (M
(V(M) - — ) At + M) [ —rbt /AL, if ng,k) =1

RE:,;M) 1(4A)t Pt (13)
(V(M)_ pn(A]CI) U(I;/D >At_0,(M pnAt \/7 lfg
1- pn,At 1- nAt

33 Each J, can be a closed, open, semi-open interval or a point.
3% For the definition of convergence in law, see Section 2.2, page 45 of Jacod and Protter (2012).
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with ™) > 7 > 0, and ¢™) > 0 determined from the historical log-return data. As shown in
Section 2.1, if

M M ,M M
Siyay = {8 =S, b€ g tupin), k=0, m =1 S0 = 5, SPM — s,

(M)?
SHUE {sgm = Spexp { (F(w _ ‘72> tt U(M)Bt}, te o, T]},

(D0, T],d©).

then the discrete market index price dynamics Sfo T] M) converge weakly to Sfo T)]

We apply CSYIP by setting

(14)

where ]p(M) =P (Zr(l]\,f) > O) € (0,1) is the probability for an upturn in the index’s centralized

log-return Zr(lj\]f). The random signs Cr(lj\f), k =1,...,n, are independent with E (6%1)) = 0 and

Var ((;‘1(1]\;)) = 1. Consider the following processes in the Skorokhod space DI0, T],

IB%E(’;’)T] - {B}”) = X", € [tupstugsr), k=0,...,n—1; B = x{ =0, B = Xf’)}, (15)

- {cf”’” YO, b€ [t tugsn) k=0, n—1; C =y =0, ") = Yf"””} .

According to CSYIP, as n 1 oo, the bivariate process (Bfg )T] (CES ;]) ) converges weakly in

D[0,T] x D[0, T] to (]B%[OIT],(CES',)TO, where Bjo7) = {Bi}oycr is a BM on [0,T], and C[¢); =
h
{c" = Jyn(B) dBS}OStST.

Next, we define the stock price discrete dynamics as a functional of IB%ES ) 7] and CEO T]) Let
,h,S h,S S h
Sir = {8t = 8 exp [vtyp+ 0B +9C™] Lt € [taptupia) k=0, m =1,

(16)
S(Tn’h’s) és) exp {VT + (TB(T”) + ’yC(Tn’h)} } ,

where v > r > 0, ¢ > 0,97 > 0 are parameters determining the dynamics of the stock price

as a function of the index dynamics. Then, as n 1 oo, SE(’;’;!},S) converges weakly to Sg’:%) =

{S(()S) exp {vt +0B; + ’th(h)}, te o, T]} in D[0,T]. The stock discrete log-return dynamics is
given by

s

nk—1

(n,h,S)

S k—1

R{S) — 1n ( - 5)) = vt + oA + VA (2 \/Atggf)) . (17)
i=1
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ni ’/

Thus, when y # 0, the stock log-return R( /) depends on the entire path {§
(n h S)

i:l,...,k}of

market return intensity. As a result, the R , k=1,...,n, are dependent log-returns when y # 0.

4.1. An Extension of the Cherny—Shiryaev—Yor Invariance Principle

In this section, we extend CSYIP to obtain a more flexible model for the stock price. We extend
(14a—d) by adding the term,

i-1 /j—1
() Vi Z Vatg (i (JZ \/EC;E{\;I)) Af) /
=1 \I=1

where ¢ : R — R is a CSY piecewise continuous function. Together with the processes IB%E(; )T] and CE(;Z %)

in (15), we consider the additional D[0, T|-process,

G = {6" = Vi, b€ ltuptusn) k=0, ,n =1, 6" = v =0, 6" = v{")},

and define the stock price discrete dynamics as a functional of B! (C(n " and G b

[0,1)” ~[0,1])” [o, T}
SEg,ﬁg,S) = {S(nhgs) S( )exp [vtnk +UB< ") —l—’th(n’h> +5Gt(”’g)] s tetyrtnirr), k=0,. -1, a8)
/ 18
S(T”’h’g’s> = S(() ) exp {VT + UB(T m 4 'YC(Tn'h) + (5G(Tﬂ/g)] } ,
wherev >r >0, 0 > 0,7 >0, 6 > 0. As for the CSYIP discrete process, ng ’%’g’s) converges weakly to
h,g,S h,g,S S
Siys) = {5 = 5§ exp [ut+aBt+fyc( '+ac®] ke, 57 >0} 9

in D[0, T] as n 1 co, where: B; is a standard BM; C fo (By)dB,; and G(g fo f B,du)dB,.
The stock discrete log-return dynamics is given by

oh) SEn,h,g,S)
8,8 n,
Rtnn,k 7 = In S(nl,(h,g,S)

tnkl

_VAHUWgM)ﬂng)h(ZWc(M)+5\f§nkg<2 <2fg )At). (20)

j=1

(nth)

The new term captures additional long-range dependence in R; . While the argument of

the /() function on the right-hand side of (20) weights past terms of § i equally in the summation,
the double summation in the argument of the g() function has the effect of linearly weighting the

g(M)

ni ’
piecewise continuous function g() plays a role in mutating the long-range dependence introduced by

its argument. The Appendix A to this paper provides a deeper numerical investigation of the behavior
of the terms in (20) using MSFT for the stock and S&P500 for the market index. In particular it is
shown that the choice of Gaussian functional forms for k() and g() act as band-pass filters on the
informational content of their arguments. Using a series of non-overlapping one-year time periods,

with the weight decreasing toward present time.3> Of course the (potentially non-linear) CSY

35 The summations can be changed to have the weights linearly increasing toward present time without affecting any of the
convergence properties of the model.
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the predictive ability of the model (20) is examined. Finally the behavior of the discrete form (20) is
compared to its continuum analog (19).

4.2. An Example

As an example of stock return dynamics depending on market intensity path, we consider the

daily price process S,(CZ;VISFT) of MSFT as a function of the trajectory of the S&P index dynamics.

MSFT and S&P 500 price data for the period 07/01/2019 through 06/30/2020 were obtained from
Yahoo Finance. From this period we estimated the mean (5%) and standard deviation ¢(5F) of the

log-returns process R(" S&P) of the S&P 500 index. The sample estimates are denoted /1(5¢F) and ¢-(5&P),
We apply CSYIP by assummg that the S&P 500 index-return daily intensity follows (14) with
5 (S&P)2
Zt(n,S&P) _ 1 REn,S&P) B ﬁ(s&P) 4 Ar) (21)
nk a.(S&P) /At nk 2

and

(S&P) 1- lpisftp) quftP)

gtnk = S&P) (ms&p) | T &) Lf mser) 17 (22)
iR Gt R il )

where p(sgth) = P (Zf:;S&P) > O) € (0,1). For simplicity, we choose h(x) =

(0V2) 71 exp|—x%/(202)], g(x) = (0gV2m)~1 exp[—xz/(2(f§)], x € Rin (20).3% With “(M) =

S&P)" in (20), the historical log-return time series, R(H’MSFT’hiSt), for MSFT can be fit by the model
& tnk y

tn,k

RUVMSFThist) _ oy o \ﬁg(s&P 4y \ﬁ(j S&P)h (Z \ﬁg(s&P )

_|_5\/7(: (S&P) (Z (Z\/i‘: S&P) > + EnMSFT)’ (23)
]7

where egn’MSFT) are the error terms in the above regression model denoting the MSFT stock-specific

risk. To solve for the model parameters, we construct the minimization problem

v>r>0, Urg(%,n’y>0,§>0 | ef:kMSFT ”2 @4)
The minimization problem (24) can be regarded as a conditional least squares optimizing problem,
which provides consistent estimates under suitable assumptions (Pesta and Okhrin 2014). We note
that the solution space of this constrained, non-linear minimization problem® is very unstable;
small perturbations away from a parameter solution set, when used as new parameter guesses to
initialize the minimization problem, can produce a radically different solution having the same
minimizing RMSE. Table 1 (rows S&P? and S&P?) present the parameter estimates for two solutions
which, to three significant digits, have the same values for RMSE. Of the two solutions, S&P*? is more
realistic since ¢ = 0 for S&P?.

36 Obviously other functions in the class of CSY piecewise continuous functions are possible, including, for example, Student’s

or generalized hyperbolic distributions to capture heavy tailed behavior. The choice should be governed by the desire to
obtain a “good calibration”.
57 See Coleman and Li (1996).
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Table 1. Parameter estimates obtained from the minimization problem (24).

Factor v o 0% oy, ) og RMSE
S&P? 0.0016 0.0020 0.29 8.8 0089 1.8x10° 0.0214
S&P? 0.0016 1.1x10°10 037 9.9 0.44 0.052 0.0214
S&P Hist 2.2 x 10714 0.014 0.0014 0.13 1.09 0.10 0.0214
S&P with ARMA(1,1)-GJR GARCH(1,1) innovations modeled by:
ghyp 0.0013 22x107% 00078  0.073 0.35 0.072 0.0254
stud t 0.0017 44 %1071 0.011 0.22 1.1 0.10 0.0252
norm 0.0018 22x107% 00038  0.077 1.1 0.10 0.0253
] 0.0019 0.0065 0.083 73 011 7.6x10* 0.0244
b 0.0020 0.0062 0.0000  0.0027 084 11x10%2 0.0244
FE3? 0.0019 0.0049 0012 9.7x10% 0.0008 1.0x10* 0.0249
FE3? 0.0018 0.0044 0.0068 0.59 1.09  3.1x10° 0.0249

Equation (23) models MSFT returns in terms of systematic risk from the S&P 500 index based on

the up- and down-turns of the centralized log-return (21). We consider the case where the systematic
(n,S&P)

risk is determined directly by the up- and down-turns of R; "7, i.e.
. S&P
g(S&P) _ 1 lf Rgnn,k ) 2 0,
nk ~1 if RSP <o,

This has the effect of setting pff’&tP) = pisith). One solution of this subsequent minimization (24) are

shown in Table 1 (row S&P Hist). In terms of RMSE, this approach appears equivalent to the first.

We have also explored a third option for the minimization (23).3% The centralized return fof)

defined in (14) implicitly treats Rg:;(M) as if they were i.i.d. normally distributed (Gaussian noise).

Knowing this is not true, we perforrhed an “ARMA(1,1) - GJR GARCH(1,1) with assumed innovation
distribution” fit

S&P S&P
Rl(clet = B+ qbl(Rl(ciil,At) — i) +ag + 01ax g,

ax = Ok€x, (25)

of = ag+ (w1 + 11lk_1)a5_1 + 1071,
to the log-returns R]({"A’S;&P) of the market index. For the innovation distribution we assumed either
standardized-Gaussian, -Student’s ¢, or -generalized hyperbolic. Denote the resultant time series of
residuals obtained from this ARMA-GJR GARCH fit as eff’D where D identifies the distribution

used in the fit. By filtering out the ARMA-GARCH factors, the series eff’D should be "noise"

(though perhaps not Gaussian). Following (14), the time series e;?,f’D replaces R,(C"A’St&P) in (21) and the

subsequent steps leading to the construction of the minimization problem (23).
The results of the ARMA-GJR GARCH fit using the Student’s t and generalized hyperbolic
distributions are given in Table 2. Parameter solutions for the minimization problem (23) using the

. AG gh . . .
residuals eka’mrm, ef,f’“”d ‘,and €], ]f’g YP are shown in the correspondingly labeled rows in Table 1.
(n,5&P)

Based upon RMSE values, this option provides less predictive power than direct use of R} 1,

3 It is tempting to include the historical data on upturns of the log-return series of MSFT as its own “index”. However,
this is inherently inconsistent with our findings that the stock price dynamics does not follow the discrete dynamics of a
generalized Brownian motion.
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Table 2. ARMA(1,1)-GJR GARCH(1,1) with standardized Student’s t and generalized hyperbolic

innovation fits to the residuals eE’T;MSFT) of (23).
Student’s ¢ Generalized Hyperbolic
Parameter Estimate SE t-Value p-Value  Estimate SE t-Value p-Value
U 40x1075  6x107*  0.067 094  40x107° 65x107*  0.06 0.95
¢ 0.32 0.37 0.87 0.38 0.30 0.40 0.77 0.44
0 —0.45 0.35 -1.3 0.19 —0.44 0.37 -12 0.24
ag 12x107°> 37x107° 0.32 0.75 12x1075 9.0x10°° 1.46 0.14
m® 0.24 0.35 0.68 0.50 0.24 0.13 1.82 0.07
B1 0.727 0.024 29 0 0.724 0.05 14 0
7 —-0.10 0.14 —0.67 0.51 —0.11 0.16 —0.68 0.50
shape (17, ¢%) 13 6.3 2.05 0.04 2.5 58 0.04 0.97
skew (%) —0.31 7.5 —0.04 0.97
Ab —538 42 —0.14 0.89
Robust standard errors
parameter estimate SE t-value  p-value  estimate SE t-value  p-value
u 40x1075  0.0024 0.017 099  40x1075 74x107*  0.054 0.96
é1 0.32 0.79 0.41 0.68 0.30 0.51 0.60 0.55
01 —0.45 0.64 —-0.71 0.48 —0.44 0.44 -1.0 0.32
ag 12x107% 3.6x107%  0.034 0.97 12x1075 26x107° 0.48 0.63
m® 0.24 3.4 0.070 0.94 0.24 0.38 0.64 0.52
B1 0.727 0.52 1.4 0.16 0.724 0.089 8.1 0
7 —0.10 0.18 —0.54 0.59 —0.11 0.31 —0.34 0.73
shape (17, ¢%) 13 110 0.12 0.91 2.5 343 0.007 0.99
skew (%) —0.31 43 —0.007 099
Ab —-538 229 —0.026 0.98

* The shape factor v for the standardized Student’s t distribution is the degrees of freedom.  The rugarch
package in R uses the 7, p, A parameterization for the standardized generalized hyperbolic distribution. See
Introduction to the rugarch package. (Version 1.4-3) A. Ghalanos, 15 July 2020.

In addition to using the log-return process of the S&P 500 index as a model for the MSFT log-return
dynamics, we also considered models based upon time series of “implied alphas”. The first is based
upon Jensen’s alpha®® while the second is the implied alpha determined from the Fama-French
three-factor (FF3) model®.

The Jensen alpha time-series was computed as
MSFT S&P
’xl(c]A)t = Rl(cAt - Ry gar — ,3(]) [Rz(cm ) - R kat (26)

where kAt ran over the daily trading days from 07/01/2019 through 06/30/2020. Daily return values
for the risk-free rate Ry x5; were computed from the 10-year Treasury rates and returns from the S&P
500 were used to represent the market. Single values for () and «!)) were computed using a linear
regression for (26) over the entire data set. A time series of daily values of a,EJA) ; were then computed
using (26). The values of this implied Jensen’s alpha time-series replaced the S&P 500 index values in
the above analysis (22) through (24).

A time series of implied values of a,((ilza) were computed analogously. Daily values for Ry, Ry,
Rsmp, and Ry, were obtained from the U.S. Research Returns Data page of Professor French’s web
site*!. Again, single values for the FF3 constants f(M), B(SMB) and gHML) yere obtained from linear

(FF3)

regression using the entire data set. Using these, daily values for a;,,” were computed.

% See Jensen (1968) and Jensen (1969); Aragon and Ferson (2006); Breloer et al. (2016).

40 See Fama and French (1993). More general factor models can also be considered (e.g., Carhart (1997), Fama and French (2004
2015 2017)).

See https:/ /mba.tuck.dartmouth.edu/pages/faculty /ken.french/Data_Library.html#Research. For explanation of the data
see https:/ /mba.tuck.dartmouth.edu/pages/faculty /ken.french/Data_Library/f-f_factors.html.

41
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Parameter values obtained from the minimization problem (24) for each implied alpha time series
are also displayed in Table 1 (rows ] and FF3, respectively). Based on RMSE values, the Jensen and FF3
alpha models are poorer predictors than R,((nAst&P) for the dynamics of the returns of MSFT within the

discrete pricing model (20), but are better than option 3.
(1, MSFT

To test for clustering of the volatility and/or heavy tails, we fit the residuals € )in (23) to an
ARMA(1,1)-GARCH(1,1) model (equation (25) with y; = 0) with Student’s ¢ innovations. Using the
residuals et(:’MSFT) obtained from the fit in row S&P* in Table 1, Table 3 reports the results for the
fitted parameters as well as the p-values obtained. The p-values indicate that the fit to the GARCH
component of the model (25) is significant at the 5% level, while the fits to the Student’s t-distribution
(degrees of freedom) and, particularly, the ARMA component are much less so.

(n,MSET)
i

Table 3. Parameter estimates for fitting the sample residuals € to the ARMA-GARCH form

of (25).

Estimate Standard Error t-Statistic p-Value

u 0.00 0.00 0.52 0.6
¢ 0.33 0.44 0.74 0.45
61 —0.45 0.42 —1.08 0.28
) 0.00 0.00 2.08 0.04
a1 0.71 0.07 10.85 0.00
B1 0.25 0.08 3.36 0.00
ve 13.7 12.75 1.07 0.28

v is degrees of freedom of Student’s ¢ distribution.

Figure 7 compares the fitted Student’s ¢-distribution for 13 degrees of freedom with the empirical
values of ¢ computed from the ARMA-GARCH form of (25) using the parameters in Table 3.
The comparison shows that the tails of the distribution of sample residuals, efn,k, are not exponentially
bounded. In addition, the sample residual distribution is not symmetric, but is skewed to the right.
Overall, the model (25) does not capture the empirical phenomena displayed by the MSFT stock over
this time period.

0.5

04r

0.3f

0.2}

01}

5

Figure 7. Comparison of the standardized Student’s t-distribution with v = 13 compared to the
empirical distribution of €, computed from (25).

5. Option Pricing When the Underlying Stock Log-Returns Are Path-Dependent

In this section, we use the path-dependent dynamics of the underlying stock price in
continuous-time as given by (19), and in discrete-time as given by (18), to derive the corresponding
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risk-neutral dynamics and to value the ECC C. We first consider the continuous-time stock price
dynamics Sgh’g’s), te[0,T]on (QOF ={F = o(Bu) <y ,P) in (19). Using Itd’s formula, we have

dSEh,g,S) _ lefh,g,S)dt + stgh,g,s)dBt, (27)

where
1 2 1 2 2 1 2 t 2 t
N = vt 50?4 o h(B)? + 56 (g /OBudu + oyh(By) + 06g /OBudu

4 46h(Br)g (/Ot Budu) ,

t
N> = o+ vh(By) + 63 (/0 Budu> .
From (27), the risk-neutral stock price dynamics are defined by
ds&®) — st qr 4 N, s gB(@ 1 € [0,T], (28)

where S(()h’g’s) = S(()S). In (28), BiQ = B; + fot Bsds is a BM on Q and the market price of risk 6, t € [0, T],
is given by 6; = (N; —r)/N,. As a result that 6; is uniquely determined for t > 0, (S,B) is an
arbitrage-free and complete market. Let f; = f(S¢,t),t € [0, T], denote the price dynamics of the ECC
C with terminal time T > 0 and final payoff fr = G(St). Then, fy = e "TE(@ G(S7) under the usual
regularity conditions (Duffie 2001).

Cons1derthe discrete filtration F(4) = ={Fo=1{9,Q}, Fr = U(Q’(M) ...,Q’(M)),k =1,....n,ne N},

nl / nk

where § k ) is given by (14). Let

k k (i-1
M =0+ h (2 \/E;%)l) +og (2 (2 md}fﬂ) At) >0, k=1,...,n, (29
j=1 \I=1

i=1
with 17(%2 =0, v>r>0,0>0 v>0,0>0and h(x) >0, g(x) > 0, x € R are uniformly
bounded piecewise continuous functions. According to (20), the stock binomial tree dynamics
conditioned on F is given by

g, g, hgs
Sttt = S exp {vat+ gV L, s = 5o, k=01, n-1. (30)

Note that qlgz\gt) represents the time-varying stock volatility at kAt as a function of index intensities

g(M)

ni ’

i=1,...,n. From (14), conditionally on F¢, k =0,...,n — 1, we have

(M)
(nhgSu)  <(nhgS) Ipn (M)
Skinar = Skar . €Xp {VN + ’7k At VA B } + W.P. Dy A

glnhgs) _ o

L oh0S) " I " (31)
n,mng,5, _ nn,g, n,
Siiar = Skar . eXp {VAt - ’7k at VA Afgf } s Wp- 1T =D, £p-
Then, similarly to the derivation of (8), we obtain the conditional risk-neutral probabilities
s M s vV—r
Un = Phoat — O\ Puat (1 = Pua At 058 = g k=0,.on—1LneN.  (32)
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Conditionally on Fj, the stock risk-neutral dynamics is given by S(()W’Q) = Sp, and for k =
0,...,n—1,

(M)
(nagu) _ o(na) M) /A 1-p,, (S)
S(lrclfl;lAt Skg;q exp {VAt + ’7k At ArAt } r WP Uy Aps

S(” q)

(k+1)At (33)

M)
,a,d ¥ ]pn S
SEZ&L = Sixl exp {vAt — i VB | Lo } s wp. 1= a),

n,At

In (32), the market price of risk GIESA) ; is time dependent, leading to a heavy-tailed distribution

for the log-returns REkJrl))At (S(Zfl At

model for the EEC C. The risk-neutral price fk A= f (SI((Z’?), kAt) of C is given by

/ Sk A ) in (33), which can produce a more realistic pricing

n —r S n,u S n,d
fk(Az)E = e {ql(c,A)tfk(At - ql(c,A)t)fk(At )} ’

_ ) (nd) ¢ (gnad) _
where f(,?jl At f( G R+ 0)aE), f) = F (S, (k1AL k= 0, n =1,
andant—fT G(St).

An Example

We apply CSYIP to generate an artificial binomial tree to obtain call option prices using the
daily closing prices and the corresponding log-return process of MSFT combined with the parameter

(S&P)

estimations of row S&P? in Table 1. Using the daily intensity dynamics ‘:tnsk in (22), we have

k
WS — o g (Zf éﬁﬁ?)wg (z (z st&ﬂ’) ) o

j=1

where 0,4, and § are given in row S&P* of Table 1. Following the framework developed in (27)
through (33) based on the MSFT price data and the 10-year Treasury rate*?, we obtain the call option
price Ct(MSFT; CsY) (S(()MSFT), K, T,0,0,7%, ) ). Using the Black-Scholes—Merton formula®?, we calculate the
corresponding CSY implied volatility ¢(C5Y~voD), We compare it to the implied volatility based on the
call options data for MSFT from the Chicago Board Option Exchange (CBOE), which we denote as

o (CBOE=vol) by defining the relative volatility deviation,

o (CSY—vol) _ (CBOE—vol)

(CSY—CBOE) _
DEV - o(CSY—vol)

DEV(CSY=CBOE) can be used to identify mispricing of various option contracts based on

the deviation of the existing market implied volatility surface from the theoretical ¢(CSY~vol),
Figure 8 shows values of DEV(CSY~CBOF) ranging from —0.68 to 2.01, with an increasing trend as
T increases.

42 We set 07/01/2019 as t = 0. Based on the information on 07/01/2019, the initial capital S((JMSFT)

risk-free rate r = 2.03%.
43 See Hull (2018), Chapter 15.

= 135.68, and annual
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DE\/(CSY- CBOE)

1
100

50
M=K/S 0.5 T

Figure 8. Relative volatility deviation against time to maturity T and moneyness M = K/S.

6. Option Pricing for Markets with Informed Traders

We extend the results of Section 5 to option pricing for markets with informed traders.
Suppose that at (k —1)At, k = 1,...,n, nAt = T, a trader (denoted by R) observed the market

(n,M)

index closing values S](Z’tM), j =0,1,...,k =1, with the corresponding values of Z; given by

(14(a)). Consequently, X knows the probability ]p(At € (1/2,1) for the sign of Z,(C At ).44 N assumes
that the continuous time dynamics of the stock price St(h’g’s) is given by (19). The risk-free asset

dynamics are given by
t
Bi = Boeh ", By >0, t €[0,T], (35)

where 71, t € [0, T is the instantaneous risk-free rate.*®
The discrete filtration F(?) defined in Section 5 defines the discrete dynamics of the market index.
From (31), define the binomial tree conditioned on F as

(nh,gu) (nhg) (hg) (M)
gnhg) _ S(k+1)At = Spar eXP YU p WP Py A (36)
k+1)Aat — (nhgd) _ o(nhg) (hg) (M)
(e S(k+1)At =Sear T eXP D s WP 1Dy

fork=0,...,n—1with S(()"’h’g ) = Sp. In (36), with the drift terms v not assumed time dependent vy,
we have:

(M)

(M)

. (hg) _ /At | 2= Pn, (hg) /At | P
@ u, kil Vkar At +- ’7k At AN and D, kSiH = VkarAt — 77k At ]pAtA) ’
n t n,At

(ii) 17,2 At) is defined in (29) with ¢ > 0, ¢ > 0, and h(x) and g(x) are CSY piecewise continuous
functions; )
(i) vgar — 217,5 At) > rear > 0, which requires 7(x) > 0 and g(x) > 0;%

(iv) pi) =P (z,ggtM) >0) =P (gl > 0), assuming that P (73, = 0) =P (¢l =0) =0.

With the conditions ]p£Z A)t = pO + pW/At 4+ p@ At where p© € (0,1), pV) € R, p® € R and
At = O(T/n), then the tree (36) is recombining.

4 By observing the price trajectory SX;’M) , j = 0,1,...,k =1, X knows whether the log-return process R,((Z’:VI) =

In (S,({ZtM '/s E:j\f; At) is above or below the “benchmark level” (y(M> —om? / 2) At with probability p(AY:,M)

45 We assume that r; has a continuous first derivative.

2
4 Tohave the inequalities, vgar — %17,%2 > rkar > 0, k=0,...,n,satisfied, we assume functions 71(x) > 0and g(x) > 0, x € R

are uniformly bounded, and furthermore, min, (o 7 (#: — r+) > 0is sufficiently large.
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6.1. Forward Contract Strategy

At time kAt,k = O,.. — 1, R places binary bets on whether C

The outcome O(Z\I/CIJ)rl of the bet is Fi-measurable, with (a) o A,f)H

@SI k}rl correctly; otherw1se (b) 0, k_)H = 0. We assume that P(o Elk-)‘rl 1)=1- P(o;(q{\]fll =0) = p(ﬁ’M).

Let A,gitM ) = k At M) Sk At ), where an optimal value for ngz'tM) is determined below.*” If at kAt,

n k+1
= 1if X has guessed the sign of

> 0or 6%11 < 0.

N believes that the event {{;’ nkal > 0} will happen, a long position is taken in A,(Cg’tM ) forward contracts
for some N,EitM) > 0 with maturity (k + 1)At. If at kAt, X believes that {61(1]\,21 < O} will happen,
a short position is taken in A,((i’tM) forward contracts with maturity (k 4+ 1)At. Conditionally on Fj,

N’s payoff*® at (k + 1)At is

h M) (XM
(SE K kit ) eartl), wp. ]pSzA)tP(At )'
( h ) H.gd) ®,M
P(N;forwurd) A( M) (Skzzg rkNAt éZ—Zlg t)' W.p. (1 - Ip£, A)t)p(At )’ (37)
k k kA N,M
AT (s et —s@SED, wp pa(1 = P,
h ) N, N,M
(S Z+1%At IEZt $enant , wp. (1- ]pi(’l A)t)(l - p(At ))'
The conditional mean and variance of P&tgr(zufld)g ; are given by
R; d) N,M N,M M M M
£ (Pk(Atng]iq At|]:k) lEAt )(ZPIEAt - 1)771£,At) <9k,AtAt + 2\/H))(1,A)t(1 - ]p1(4 A)t)At> / (38)

N; d) ®,M ®,M M M
Var ( k(Atgnlffl)Ath) NIEAt a UIE,At) (1 - 4N15At a (zplgAt ) 1)2177%,At1p£1,A)t(1 - Ipr(z,A?E)) At,

2
where Oar = (Vear — %17,5]\212 — Tkar)/ ;7,51\12 > 0 can be interpreted as the market price of risk in the

binomial price process (36) and 17,5 At) is given by (29). To guarantee that E ( ]Eitj;or;ufld Al |-7:k) O(At),

we set p,(citM) = (1+ ABM/AL) /2, for some A®M) > 0, which we refer to as N's information
mtenszty.49 From (38),

E (P(N s forward) |~7:k> _ ZN(N,M)/\(N,M) (M) (M )(1 - (M))At

kAt (k+1) At Mk,at \V Pr,at Pyt
(N; forward) (N M)? (M )
Var (PkAH krnaelFr) = Neap  ear AF

The instantaneous information ratio is given by

(N; forward)
E (PkAt—> k+1)A t|‘7:k)

(N; forward)
vV Aty Var ( kAt— (k+1)A t|]:k)

IR (P(N ,M; forward) |]_- )

_ o (XM (M) (M)
kAt— (k-+1)At =220 (1 )-

Pyttt = Py At

47 The parameter N, ,E A M) will be optimized and will enter the formula for the non-negative yield that X will receive when

trading options; see Section 6.2. The long position in the forward contract could be taken by any trader who believes that

SEZLX))A ;= Sglﬂllg)zz is more likely to happen.

4 When h(x) = g(x) = 0, this forward contract was introduced in Hu et al. (2020).
49 }({2 M) (1 _
t

ARM) /A t)/2 trades long-forward (resp. short-forward) when the informed trader with ARM) 0 trades short-forward

(resp. long-forward). A noisy trader (the trader with p,ii’tM) = 1/2) will not trade any forward contracts, as he has no
information about stock price direction.

The case of a misinformed trader can be considered in a similar manner. A misinformed trader with p



J. Risk Financial Manag. 2020, 13, 321 24 of 33

Thus, the risk-adjusted payoff of N’s forward strategy increases with the increase of N’s

information intensity ARM) a5 well as when ]pff\g)t approaches 1/2.

6.2. Option Pricing under Statistical Arbitrage Based on Forward Contracts

Suppose N takes a short position in the option contract in the Black—Scholes—-Merton market
(S,B,C).>° The stock S has price dynamics St(h’g), t € [0, T], given by (19); the bond B has price
dynamics B¢, t > 0 given by (35); and the option contract C has the price process fy = f(S¢,t), t € [0, T]
with terminal payoff fr = G(St). When X trades the stock S to hedge the short position in C,
N simultaneously runs a forward contract strategy (Section 6.1). This trading strategy (a combination
of trading the stock and forward contracts) leads to an enhanced price process, with dynamics that can
be expressed as follows: conditionally on F,

S(eriian + N (Sl — Seae et ) wp. ™,
s _ S%k%jﬁ% +N’E(ﬁtm)> SI(EZZ %ti*t Ek%izt)) wp. (1( —)pi A)t)r(ﬂgiMA:)/ )
’ S(k+i), + Nk ¢ Sk © ekt k+,1 ,At) W.p- Py, At(l — Pat )'
St + Ny SEZL%ZE Si’;h’g’ edt) | wp. (1-pi) (1 - pi™).
wherek = 0,...,n—1,nAt = T, and Séﬁ;g) = 5p.51 Set R}({f;g) ( k+1n/s ) to be the stock

log-return in period [kAt, (k + 1)At). Now its conditional mean and variance are

B (RE1SE) = (s 0”) A0 NS (a0 1) 2020 o000 — ol
N (2r3 1) (= 3o ) (ol 1)
var (R{ 1) = gl s (1 NV) (= pp + b - pi))
S an (1= NSMY (00 + (- plia - pi))
(},M) 2 (Mm)2 (M)

- 4’715 At) AtNIEAt a <2F’kA't - 1) Mkt ]p1(1 A)t(l ~ Ppat)
As in Section 6.1, we set p,((AM) (14 A®M)/AL) /2 with A®RM) > 0. Then,
g c(h, 1 (m)? M M M
(R IS) = (b + 2 2NN T o0 v,
var (R9|s{18)) = )7 (1 M) ) AL
The instantaneous conditional market price of risk is given by

hg)|c(hg) ,
E (RUDISEE) = riadt 0ay +2NMACM), [0 g )

ng) ch, - ’
V/AtVar (nglng) |S,({’ng)) 1+ NIEA/t )?

o (R{:IIs(h)) =

N

50" The long position in the option contract is taken by a trader who trades the stock S with market perceived stock dynamics

given by (19).
(nh,g)

51 With every single share of the traded stock with price S;,"*’ at kAt, R sunultaneously enters N,EX;M) forward contracts.

The forward contracts are long or short, depending on N’s views on the sign of C
contract at kAt with terminal time (k + 1)At.

nk +1 It costs nothing to enter a forward
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2
where O;p; = (vat - %17,9;2 — rkAt> /ﬂlglj\ft). The value

o ARM)
AP = 25— /pA (1 — P,

(
N
Orat

kAt

produces the maximum (optimal) instantaneous market price of risk,

h, M
0 (R [s)¥) = Vol +aAm0?p M (M)
With N,E AP M) = ngg tM °Pt) , the conditional mean and variance have the simpler representations:

hg) | alh, 1 (m)2 AGUM) M) (M
B (R1S0) = (s 3o+ 4200 -0 )

2
ng) a(h, M)? ARMT M
Var (Ri,ng)|51£,ng)):”15,At) <1+4 7 pi"(1—pM) | At.
t

N’s dividend D,Eiz in [kAt, (k4 1)At), generated by the enhanced price process (39) with N,E A M) =
N{VMOPY g
t 7

2 M
kAt ’YkAt <\/6kAt+4A(NM ( )(1 —IPS,A)t) _ekAt>

Expressed in terms of the dividend, the optimal instantaneous market price of risk is>?
0 (R18)5(h8)) — o) L2 (M)
©opt) (Rk,n |Sk,n ) = (VkAt + DkAt 277k,At — rkAt) /Wk,At .

N’s mean rate of log-return (when X trades S using the enhanced price process (39) with N, (M) _

kAt
ngi’tM;OPt ) is I/IEN) = Vkat + Dgi. Then

1 (m)2 2 2 1 (w2
V;Eii = \/(V kAt — 2’7;E At) - rkAt) + 4A(RM) pi,{\g)t(l - Ip,%)t) + 577,%2 + Trat- (40)

Following the arguments in the derivation of (32), we obtain the conditional risk-neutral
probabilities

(R)
(SR) (M) (5,%) (M) (SX) _ Viar —Tkat
Uppr = nAt — A \/]pnAt ]pnAt)At Onr = AL ™M) k=0,...n—1,neN. (4]

Mint

52 If R is a misinformed trader, the opposite of an informed trader is followed, that is, what is a profit for the informed trader will

be a loss for the misinformed trader. Thus, in general if p(A}i/m = (1+A®M /AL /2, for some A®M) ¢ R, the dividend yield
N L N . 2 (M M .

D;{Az € R, is given by D;{Az = sign ( AR M)) e At (\/Bkm + 41 (XM) ]pfw)f(l - IPS,,A)t) - 9kAt>/ where sign (A(N'M)) =1,

if ARM) > o sign (A(N/M)) =0,if A\®M) = 0; and sign ( (N'M)> =—1,if \(®M) <.
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Conditioned on Fj, the stock risk-neutral dynamics is given by

nAt

(M)
(n’N’q’u) J— (n N/q) ]I)n (s N)
Skinar = Skar P {VkAfAt + ’7k At VA o 7 } WP Qg At

o (42)

(nNad)  _ c(nRq) Py, (5.X)
Sikitar = Skar eXP{VkAtAt WkAt\/> . o } wp- L=’

nAt

fork = 0,...,n —1 with S(()"’N’Q) = Sp. According to (42), X hedges only the risk for the stock
movements. N has chosen the best allocation N,Ei'tM) = ngi’tM; °PY in the enhanced price process (39)
when the stock is traded. N leaves the risk of wrong bets unhedged. In this way, RN’s forward strategy
does not lead to a pure arbitrage opportunity for X. Rather N’s strategy (based on his information
about the stock-price movement) leads to “statistical arbitrage”, as those stocks with improved market
price for risk @(°Pt) (nglr'lg>|sl(£'lg)) > Ot are traded. The risk-neutral price fk(Z’tN) =f ( ]((ZtN’Q) kAt)

of the option C is given by

Ry SR) A(nR, SR)\ c(nNd
fk(Zt = {ql(c,At)f((:-i-l)uA)t +(1- qlE,At))f((l?+1)gt} ’ (43)

Rau) (n,X,qu) Rd) (nX,qd) —
where f,;gl“m = f(SEy e+ 1)at), fER, = f(SGid, (k+1)At), k = 0,.....,n =1,

andant :fT N = G(St).

6.3. Implied Information Intensity A(XM)

We use numerical data to illustrate the method to find the implied information intensity A(*™) > 0
defined in Section 6.1. As in previous numerical examples in this paper, we consider A(®*M) —
ARSEPMSFT) the implied information rate of a MSFT option trader using market information from
the S&P 500 index. Following the framework in Section 6.2 for an informed trader, we construct
a binomial option pricing tree using the data®® from Section 5 and the estimated results in Table 1.
Then in (40)—-(43): 11,51\;2 = n,ESA&;P) with P%)t = p}(fith) as in (34); vka; are estimated using the mean
log-return for a one-year window of MSFT price data ending on kAt; and ry; is the risk-free rate at
time kAt. For the informed trader’s call option placed on 07/01/2019, we construct the option price
tree CEMSFT'N) (S(()MSFT), K, T—t1,0,9, 5, A (RS&EPMSET) ). Here, the terminal time T is 252 trading days
(06/30/2020) and t varies from 0 (07/01/2019) through 252. Denoting CBOE’s call option price data of

MSFT on 07/01/2019 as C(MSFT) — Ct(MSFT) (K, T —t), for different strike price K and t, we calculate

A (NS&PMSFT)

C(MSFT,R) _ ~(MSFT) 2
= arg min A(RSEBMSFT) 5 C(MSFT)

Figure 9 exhibits the implied A(NVS&PMSFT) syrface against time to maturity and moneyness.

The values of ARSEEMSFT) vary from 2.25 x 1070 t0 3.2 x 1073, for M € [0.28,1.4]. The value M = 1.12
represents a peak in ANM) ARM) drops steeply from this peak value for the first five months,
after which it slowly decreases. In general, the value of A(NS&EMSFT) when M € [1,1.4] is higher than
that when M € [0.28,1].

53 The data set includes MSFT price data over the period 1 July 2018 to 30 June 2020 (Yahoo Finance); S&P 500 price data from
1 July 2019 to 30 June 2020 (Yahoo Finance); 10-year Treasury rate from 1 July 2019 to 30 June 2020 (U.S. Department of the
Treasury); and the call option price data for the MSFT at 1 July 2019 (CBOE).
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M=xk/s °* T

Figure 9. Implied information intensity against time to maturity T and moneyness M = K/S.

7. Conclusions

Inclusion of more information on market microstructure will inevitably lead to better option
pricing models. As noted in the survey by Easley and O’Hara (2003), while “market microstructure
and asset pricing models both consider the behavior and formation of prices in asset markets ... neither
literature explicitly recognizes the importance and role of the factors so crucial to the other approach."
As an example of the separation in these two approaches, they contrast the conclusion that ‘reasonable
stationarity assumptions in asset pricing theory lead to the expectation that price changes follow a
random walk’ with a quote from Hasbrouk (1996) “At the level of transaction prices, ..., the random
walk conjecture is a straw man, a hypothesis that is very easy to reject in most markets even in small
data samples. In microstructure, the question is not “whether” transaction prices diverge from a
random walk, but rather “how much” and “why?”. In this paper, we have taken two steps to increase
the amount of microstructure information included in a discrete, binomial option pricing model.

Using the Donsker—Prokhorov invariance principle, we extended the KSRF model to allow for
variably-spaced trading instances, which, for example, is of critical importance to the short seller
of an option. In particular we derive the expression for the discrete risk-neutral upturn probability
qn for an arbitrarily spaced time period and quantify its dependence on the discrete, time-varying,
natural-world upturn probability p, . By reverting to a fixed-spaced trading interval (of 1 day),
and using market data, we compare the relative behaviors of g, x and p,, x. We have also inferred the
underlying natural probabilities p(A(;RR) and p(A]f)
Jarrow—Rudd models and compare them with actual probabilities.

We employed the Cherny-Shiryaev—Yor invariance principle to construct option pricing
within a complete market model in which the underlying stock dynamics depends on the
(path-dependent) history of a market index (or market influencing factor). We add terms to the
discrete log-return dynamics which, in the continuum limit, correspond to path-integrated volatility

that are missing from the Cox—Ross—Rubenstein and

and a doubly-integrated volatility. A critical variable that emerges from this extension is C,(ff) defined

in (14(b)), which depends on the upturn probability pa; of the underlying stock. The dynamics of C](f,\f)
and the added terms are investigated numerically in the Appendix. As a result of the path dependence,
the market price of risk, which drives the risk-neutral probability, is time-dependent, leading to a
heavy-tailed distribution for the log-returns and potentially a more realistic pricing model for an
option. Using numerical data, we explore the potential deviation between the price volatility of a call
option based upon this new asset pricing approach and that provided by the CBOE. With reference to
the first paragraph of this section, we note that, in our model based upon the Cherny-Shiryaev—Yor
invariance principle, the discrete time dynamics of the stock prices does not follow a random walk,
as the stock price is path dependent.
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We explored the implications for option pricing under a market in which traders employ a
statistical arbitrage strategy using forward contracts based upon their assumed knowledge of the
market index upturn probability. In such a market, the market price of risk develops a drift term
that now reflects the information intensity A(®™) of the traders. Using a numerical example, we
explore the value of the information intensity of a call option as a function of moneyness and time to
maturity. This example explicitly demonstrates that the market microstructure view—'in real markets,
traders use information about stock price direction’—can, in fact, be incorporated within dynamic asset
pricing theory. Thus, we believe that reconciling market microstructure and dynamic asset pricing
is possible, and that one approach to doing so is through discrete-time pricing models. In particular,
an idea suggested by Ait-Sahalia and Jacod (2014) to model microstructure dynamics as discrete
semimartingales plus noise provides one plausible route.

Author Contributions: Conceptualization, S.T.R.; methodology, EJ.F. and S.T.R.; software, Y.H. and A.S.; formal
analysis, YH., A.S.,, WB.L. and S.T.R.; investigation, Y.H., A.S. and W.B.L.; data curation, YH. and A.S;
writing—original draft preparation, Y.H. and S.T.R.; writing—review and editing, YH, W.B.L., E].F. and S.T.R.;
visualization, Y.H., A.S. and W.B.L.; supervision, S.T.R.; project administration, S.T.R. All authors have read and
agreed to the published version of the manuscript.

Funding: This research received no external funding.

Conflicts of Interest: The authors declare no conflict of interest.

Appendix A

We examine the discrete log-return process given by (20) in the context of the numerical example
of Section 4.2. The total return of a stock through time kAt is modeled as

.85 h .
RV = vkat + o X 44y 4 5108, (A1)
where the terms on the right-hand side are computed based upon the dynamics of the S&P 500
index. We consider the values of the S&P 500 index from 07/01/1986 through 06/30/2020 and

compute log-returns of the index to evaluate the daily time series é"(flft P), X]E’;L, Yk(%h), and Vk(;lf)
from Equations (14(b—e)). We consider the predictability of the model (A1) over a 1-year interval
(k € [1,252]). With 33 years of S&P data, we considered 30 non-overlapping (and thus somewhat
independent) 1-year periods of S&P samples. In choosing the coefficients v, o, v, 03, 6, and 0y needed
to evaluate the terms in (A1), we used fitted values from row S&P* of Table 1.

Figure A1 displays the time-series samples for the terms X,S%, Yk(%h), and Vk(%g )in (A1).

XIE% has the characteristics of a BM (to which it should weakly converge in the limit At | 0).
As At = 1 for this numerical data, the v/t growth of the BM becomes significant. (See the vertical axis
in Figure Ala.) Thus fitted values of ¢ must be < O(1072) to “control” this growth. Given the similar
growth with time in the magnitude of the arguments of /() and g() (not shown), it is clear that the
Gaussian form chosen here for () and g() acts as a band-pass filter, selectively passing argument
values within one to two 0y, (respectively o) of zero and exponentially suppressing higher magnitude

)

arguments. To demonstrate this filtering effect, Vk%g is evaluated with ¢, taking on values 1,10, 102,

and 10%. The results are shown in Figure A2.
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Figure Al. One-year times series traces of X,E?L, YIS%[), Vk(;l;lg ), and S;{Z’f’g’s) computed from the S&P

500 data.

Thus, it would seem critical to appropriately capture the variance of these arguments in choosing
the functions h() and g(). The fitted values 0;, = 8.8 and 0, = 1.8 x 10° obtained in Table 1 suggest
that /() and g() are most appropriately chosen to act as very wide band-pass filters for the S&P data.
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Figure A2. Computation of Vk(;lr’ig ) with various values of 0g showing the band-pass filter effect of the

Gaussian function g() employed here.

Figure A3 displays samples of 1-year traces for the cumulative stock price S ig’f’g’s) obtained from

the S&P-based model (A1) and compares them with actual cumulative price traces of MSFT computed
for the same 1-year periods. (The computations assumed an initial starting price of Sy = 1 for each
trace.) Traces for the same time period are colored the same in Figures A3a,b.

o S ]
o v =0.0016 o
w | o=0002 o |
© | ©
< | =
N o
a | o

T T T T T T

0 50 100 150 200 250

,h,g,S
() S;EL 8:5) (b) MSFT

Figure A3. One-year times series traces of S,({Z’th’g’s) computed from (A1) based upon S&P 500 index

data compared to actual price traces of MSFT for the same 1-year periods.

As noted in Section 4, as At | 0, the processes (15) converge weakly to, respectively, a BM

h h n,
Bo,7) = {Bt}o<i<r on [0, T] and to (CEO,)T] = {Ct( ) = foth (Bs) dBS}ogth; the process (Gfojg]) converges

weakly to {Gt(g ) = fot < fov B,du)dB, }O<t§T ; and the discrete stock price process (18) converges weakly

to (19). We examine the behavior of B, Ct(h) , Gt(g), and St(n'h’g’s) over the interval t € [0, 1] by assuming
h(x) and g(x) have the same Gaussian forms as in the discrete model.
The behavior of a BM is well known, Figure A4a displays 30 traces of a BM over the time period

[0,1] computed with At = 1073.
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(d) S¢: y=0.1,6 =0.1 (e) Si:y=0.5,0=0.1 () Sp: v = 05,6 = 10°
Figure A4. Times series traces of B, C¢, Gt and S;"’h’g’s) computed from the continuum model.

The behaviors of Ct(h) and Gt(g) computed from these trajectories are shown in Figure A4b,c.
Value of 0}, = 8.8 and 0y = 5 - 10* were used for h() and g(). Cumulative price series computed with
v = 0,0 = 0.01 and indicated values for 7y and ¢ are show in Figure A4d—f.
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