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Abstract

0.1 Résumé

Cette these explore théoriquement et empiriquement les implications de la dynamique jointe
action/option sur divers problématiques liées au trading d’options. Dans un premier temps, nous
commencons par I’étude de la dynamique jointe entre une option sur un stock et une option sur
I'indice de marché. Le modéle CAPM fournit un cadre mathématique adéquat pour cette étude
car il permet de modéliser la dynamique jointe d’un stock et son indice de marché. En passant
aux prix d’options, nous montrons que le beta et la volatilité idiosyncratique, paramétres du
modéle, permettent de caractériser la relation entre les surfaces de volatilité implicite du stock
et de I'indice. Nous nous penchons alors sur I'estimation du paramétre beta sous la probabilité
risque-neutre en utilisant les prix d’options. Cette mesure, appelée beta implicite, représente
I'information contenue dans les prix d’options sur la réalisation du paramétre beta dans le futur.
Pour cette raison, nous essayons de voir, si le beta implicite a un pouvoir prédictif du beta futur.
En menant une étude empirique, nous concluons que le beta implicite n’améliore pas la capacité
de prédiction en comparaison avec le beta historique qui est calculé a travers la régression linéaire
des rendements du stock sur ceux de I'indice. Mieux encore, nous remarquons que 1’oscillation du
beta implicite autour du beta futur peut entrainer des opportunités d’arbitrage, et nous proposons
une stratégie d’arbitrage qui permet de monétiser cet écart. D’un autre c6té, nous montrons que
I’estimateur du beta implicite pourrait étre utilisé pour la couverture d’options sur le stock en
utilisant des instruments sur ’indice, cette couverture concerne notamment le risque de volatilité
et aussi le risque de delta. Dans la deuxiéme partie de notre travail, nous nous intéressons au
probléme de market making sur options. Dans cette étude, nous supposons que le modéle de
dynamique du sous-jacent sous la probabilité risque-neutre pourrait étre mal spécifié ce qui
traduit un décalage entre la distribution implicite du sous-jacent et sa distribution historique.
Dans un premier temps, nous considérons le cas d’un market maker risque neutre qui vise a
maximiser ’espérance de sa richesse future. A travers 'utilisation d’une approche de controle
optimal stochastique, nous déterminons les prix optimaux d’achat et de vente sur ’option et nous
interprétons 'effet de présence d’inefficience de prix sur la stratégie optimale. Dans un deuxiéme
temps, nous considérons que le market maker est averse au risque et essaie donc de réduire
I'incertitude liée & son inventaire. En résolvant un probléme d’optimisation basé sur un critére
moyenne-variance, nous obtenons des approximations analytiques des prix optimaux d’achat et
de vente. Nous montrons aussi les effets de 'inventaire et de 'inefficience du prix sur la stratégie
optimale. Nous nous intéressons par la suite au market making d’options dans une dimension
plus élevée. Ainsi, en suivant le méme raisonnement, nous présentons un cadre pour le market
making de deux options ayant des sous-jacents différents avec comme contrainte la réduction de
variance liée au risque d’inventaire détenu par le market-maker. Nous déterminons dans ce cas
la stratégie optimale et nous appuyons les résultats théoriques par des simulations numériques.
Dans la derniére partie de notre travail, nous étudions la dynamique jointe entre la volatilité
implicite a la monnaie et le sous jacent, et nous essayons d’établir le lien entre cette dynamique
jointe et le skew implicite. Nous nous intéressons & un indicateur appelé "Skew Stickiness Ratio"
qui a été introduit dans la littérature récente. Cet indicateur mesure la sensibilité de la volatilité
implicite & la monnaie face aux mouvements du sous-jacent. Nous proposons une méthode qui
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permet d’estimer la valeur de cet indicateur sous la probabilité risque-neutre sans avoir besoin
d’admettre des hypothéses sur la dynamique du sous-jacent. Ensuite, en menant une étude
empirique, nous montrons que le Skew Stickiness ratio peut avoir des valeurs différentes sous
la probabilité risque-neutre et la probabilité historique, ce qui entraine une inefficience de prix
d’options. Nous proposons une stratégie d’arbitrage qui permet de monétiser cet écart et nous
testons la validité de cette stratégie empiriquement. Nous donnons par la suite, un exemple de
modéle de dynamique du sous-jacent qui justifie que le Skew Stickiness Ratio peut atteindre des
valeurs supérieures & 2 dans la limite des maturités courtes. On montre alors, qu’au dela de
I'utilité du Skew Stickiness Ratio pour la couverture d’options, cet indicateur peut étre utilisé
pour des fins d’arbitrage quand la relation entre la dynamique jointe spot/volatilité implicite et
le skew implicite est mal spécifiée sous la probabilité risque-neutre.

Mots-clés: Skew, corrélation spot-volatilité, volatilité stochastique, dynamique jointe,
modéle CAPM, calibration, market making, misspécification de paramétres, controle optimal
stochastique

0.2 Abstract (English)

This thesis explores theoretically and empirically the implications of the stock/option joint
dynamics on applications related to option trading. In the first part of the thesis, we look
into the relations between stock options and index options under the risk-neutral measure. The
Capital Asset Pricing Model offers an adequate mathematical framework for this study as it
provides a modeling approach for the joint dynamics between the stock and the index. As we
compute option prices according to this model, we find out that the beta and the idiosyncratic
volatility of the stock, which are parameters of the model, characterize the relation between the
implied volatility surface of the stock and the one of the index. For this reason, we focus on the
estimation of the parameter beta under the risk-neutral measure through the use of option prices.
This measure, that we call implied beta, is the information contained in option prices concerning
the realization of the parameter beta in the future. Trying to use this additional information, we
carry out an empirical study in order to investigate whether the implied beta has a predictive
power of the forward realized beta. We conclude that the implied beta doesn’t perform better
than the historical beta which is estimated using the linear regression of the stock’s returns on
the index returns. We conclude also that the oscillation of the implied beta around the forward
realized beta can engender arbitrage opportunities, and we propose an arbitrage strategy which
enables to monetize this difference. In addition, we show that the implied beta is useful to hedge
stock options using instruments on the index. In the second part of our work, we consider the
problem of option market making. We suppose that the model used to describe the dynamics of
the underlying under the risk-neutral probability measure can be misspecified which means that
the implied distribution of the underlying may be different from its historical one. We consider
first the case of a risk neutral market maker who aims to maximize the expectation of her final
wealth. Using a stochastic control approach, we determine the optimal bid and ask prices on the
option and we interpret the effect of price inefficiency on the optimal strategy. Next to that, we
suppose that the market maker is risk averse as she tries to minimize the variance of her final
wealth. We solve a mean-variance optimization problem and we provide analytic approximations
for the optimal bid and ask prices. We show the effects of option inventory and price inefficiency
on the optimal strategy. We try then to extrapolate the study to a higher dimension in order to
see the effect of joint dynamics of the different underlyings on the optimal strategy. Thus, we
study market making strategies on a pair of options having different underlyings with the aim to
reduce the risk due to accumulated inventories in these two options. Through the resolution of
the HJB equation associated to the new optimization problem, we determine the optimal strategy
and we support our theoretical finding with numerical simulations. In the final part of the thesis,
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we study the joint dynamics of the at-the-money implied volatility and the spot process. We
try to establish a relation between this joint dynamics and the implied skew through the use of
a quantity called the Skew Stickiness Ratio which was introduced in the recent literature. The
Skew Stickiness Ratio quantifies the effect of the log-return of the spot on the increment of the
at-the-money volatility. We suggest a model-free approach for the estimation of the SSR (Skew
Stickiness Ratio) under the risk-neutral measure, this approach doesn’t depend on hypothesis
on the dynamics of the underlying. Next to that, we carry out an empirical study in order to
show that the Skew Stickiness Ratio may have different values under the real-world probability
measure and the risk-neutral one. Since this discrepancy engenders a price inefficiency, we
propose an arbitrage strategy which aims to monetize the difference between the implied SSR
and the realized SSR, and we test the strategy on real data. We also propose a model for the
dynamics of the underlying which enables the Skew Stickiness Ratio to have a value larger than
2 in the limit of short maturities.

Mots-clés: Skew, leverage effect, stochastic volatility, joint dynamics, CAPM model, parameters
calibration, parameters misspecification, optimal stochastic control.
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Introduction (In French)

Le travail de Black et Scholes sur la valorisation des options européennes, publié en 1973,
représente 'une des avancées majeures que 'industrie financiére a connues. Ce travail a mis
en place les premiéres briques pour construire des fondements théoriques de la valorisation des
options et leur couverture dynamique. Il a été remarqué depuis que 'hypothése de la volatilité
constante, sur laquelle repose ce modéle, est erronnée. En effet, cette hypothése contredit le
caractére stochastique, vérifié empiriquement, du processus de la volatilité. De plus, le modéle
Black et Scholes ne permet pas de reproduire les faits empiriques qui sont observés sur le marché.
En effet, si on note (Casarket (K, Tj)) (1<i<n1<j<p} les prix du marché des call européens de strikes
(Ki)1<i<p et de maturités (7)), ;. et puis on inverse la formule de valorisation d’option du
modéle de Black et Scholes, on obtient les volatilités implicites (o (K;, T})) (1<i<n,1<j<py Verifiant:

Crarket (K, T;) = CBlack—Scholes (K, Ty, 0 (K, Tj)) .
On peut alors définir les notations suivantes:

o (0(K;,Tj)) (1<i<n} Teprésente le brin ou le "smile" de volatilité implicite de maturité T}
observé sur le marché.

o (0(K;,Tj)) (1<i<n 1<j<p} YePrésente la surface de volatilit¢ implicite observée sur le marcheé.

L’hypothése de volatilité constante dans le modéle de Black et Scholes entraine que la volatilité
implicite o(K,T) soit constante pour tous les strikes K et maturités T. Ce résultat est en
contradiction avec la réalité du marché ou la surface de volatilité observée peut exhiber des
comportements spécifiques en fonction du strike K et de la maturité T. Pour cette raison, il
a été considéré, depuis longtemps, que le modéle de Black et Scholes a des limites en terme de
valorisation et couverture d’options. Plusieurs chercheurs se sont penchés sur ce sujet et ont
proposé par la suite des modéles plus sophistiqués pour décrire la dynamique du sous-jacent et
justifier la forme de la surface de volatilité implicite observée sur le marché. A titre d’exemple,
Merton a proposé un modéle & sauts dans lequel le sous-jacent S a la dynamique suivante:

d
;t = pdt+ ocdW;+ (J —1)dNg
t

ol IV est un processus de Poisson d’intensité A, et J est une variable aléatoire positive. Ce modéle
a 'avantage de pouvoir reproduire la forme du brin de volatilité implicite pour une maturité T'
donnée. D’autres chercheurs se sont tournés vers une modélisation plus fine du processus de
volatilité instantanée du sous jacent, et ont proposé des modéles de la forme:

s,
Si
dye = a(y)dt + by )dw,,

= pdt+ a(yt)th(l),

ou d <W(1), W(2)> , = pdt. Les exemples plus connus dans cette catégorie de modélisation sont
Heston (1993) et Hagan et al. (2002). Le premier objectif d’une telle modélisation est d’avoir
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une surface de volatilité implicite qui est en adéquation avec celle observée sur le marché. Le
deuxiéme objectif du modéle est de reproduire la dynamique jointe de la volatilité implicite et
du sous-jacent afin de pouvoir mener des stratégies de couverture dynamique.

Plus récemment, d’autres chercheurs ont abordé le probléme différemment en essayant de
modéliser directement la dynamique de la volatilité implicite au lieu de la volatilité instantanée.
Une telle approche a 'avantage de modéliser une quantité observable sur le marché (la volatilité
implicite) a la place de la volatilité instantanée qui devrait étre estimée soit a travers 'utilisation
de techniques de filtrage ou bien a travers ’emploi de données haute fréquence. Les travaux
développés dans Schonbucher (1999) et Cont et al. (2002) représentent de bons exemples de
cette approche.

Dans cette thése, on s’intéresse a la dynamique jointe sous-jacent/option, et on essaie de
comprendre les implications de cette dynamique sur des applications concrétes de trading
d’options. Cette thése contient tois chapitres indépendants qui pourraient étre lus séparément.
Chaque chapitre s’intéresse a l'effet de la dynamique jointe spot/volatilité sur une application
concréte de trading d’options.

Dans le premier chapitre de la thése, on essaie de comprendre les implications de la dynamique
jointe entre deux sous-jacents sur la relation entre leurs volatilités implicites. On se place dans
le cadre du modéle CAPM pour modéliser la dynamique jointe d’un stock et de l'indice du
marché. On suppose que les volatilités instantanées du stock et de l'indice sont stochastiques
ce qui permet d’avoir un cadre adapté pour la valorisation des options. Ensuite, on méne une
étude théorique afin de donner des approximations analytiques des prix d’options européennes
sur le stock et I'indice respectivement. A travers la réalisation d’une étude empirique, on teste
la validité de nos résultats sur des données réelles et on essaie de comprendre s’il y a une
incohérence sur le marché entre la dynamique jointe stock/indice d’une part et la relation entre
la volatilité implicite sur stock et la volatilité implicite sur indice d’autre part.

Dans le deuxiéme chapitre de la thése, on s’intéresse au probléme de market making sur options.
La difficulté de cette tache provient de la multitude de risques supportés par le market maker,
cela inclue le risque du mouvement du sous-jacent, le risque de volatilité, le risque de liquidité de
I’option, le risque de l'inventaire,... Pour étudier ce probléme, on construit un cadre théorique
qui tient compte de la dynamique jointe spot/volatilité instantanée, la fréquence d’arrivée des
ordres d’achat et de vente au carnet d’ordre,.... En spécifiant la fonction d’utilité du market
maker en terme de gain et de gestion de risques, on formule le probléme d’optimisation de
ce dernier, et on utilise une approche de contréle optimal stochastique afin de déterminer sa
stratégie optimale de quotation. L’organisation de ce chapitre est comme suit. Dans la premiére
partie, on s’intéresse au market making d’une seule option. On traite d’abord le cas ou le
market maker est risque neutre, et on méne une étude analytique afin de déterminer sa stratégie
optimale. Ensuite, on considére le cas oul le market maker est averse au risque et on donne, a
travers I’étude analytique de ce probléme, une approximation des ses prix limites & ’achat et
a la vente. Dans la deuxiéme partie, on réplique le méme raisonnement au market making sur
deux options et on pointe l'effet de la dynamique jointe des deux sous-jacents sur la stratégie
optimale de market making.

Dans le troisiéme chapitre de la thése, on étudie la relation entre le rendement du sous-jacent et
I'incrément de la volatilité implicite. En introduisant la fonction f suivante:

f:Rt xRt — RT,
(K,T) — o(K,T)
on s’intéresse a la relation entre la dynamique jointe spot/volatilité implicite & la monnaie (K =

0o (K,T)
Olog(K) |K=5,

S¢) de maturité 7' d’une part et la quantité . Pour explorer cette relation, on étudie
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la quantité suivante:

d(o(S,T),1og(S)),

Jo (K, T
d (log(5)), 81(§g(K; |K=S;

En utilisant la quantité Ry, on charactérise la relation de dépendance entre la dynamique jointe
spot/volatilité implicite d’une part et le "skew" implicite de maturité 7' définie par la quantité
90 (K,T)

Olog(K) |K=S;
découle dans le cas oul cette relation n’est pas respectée.

d’autre part. On étudie aussi I’éventuelle présence d’opportunités d’arbitrage qui

Dans le reste de I'introduction, on présente les notations suivantes:

o (O, F,P) représente l'espace de probabilité équippé de la filtration F et de la mesure de
probabilité objective P.

o (Q,F,Q) représente 'espace de probabilité équippé de la filtration F et de la mesure de
probabilité risque-neutre Q.

Les résultats des trois chapitres de la thése sont résumés ci-dessous.

0.3 Effet de la dynamique jointe stock/indice sur la relation entre
leurs volatilités implicites respectives

Dans ce chapitre, on s’intéresse & ’étude de l'effet qu’a la dynamique jointe entre deux
sous-jacents sur la relation entre leurs surfaces de volatilité implicite respectives. Pour répondre
A ce probléme, on considére le cas d’un stock et de son indice de marché et on utilise le modéle
CAPM, connu sous le nom "Capital asset pricing model", afin de décrire la dynamique jointe
stock/indice. A travers ce modéle, le rendement Rg(t) du stock S a la date ¢ s’écrit en fonction
du rendement R;(t) de l'indice I a la date ¢ de la fagon suivante:

Rs(t) = a+ BRi(t) + (1),

ol € représente la partie idiosyncratique indépendante du rendement de I'indice du marché. Ce
modéle est couramment utilisé dans des applications liées & la construction de portefeuille et
la gestion du risque. Dans notre étude, on va utiliser ce modéle afin d’investiguer les relations
pouvant exister entre la surface de volatilité implicite du stock et celle de I'indice.

0.3.1 Estimation du parameétre beta en utilisant des prix d’options

Le paramétre beta dans le modele CAPM caractérise la dépendance entre le rendement de
I’actif et celui du marché et permet ainsi de quantifier 'effet du risque systématique sur le risque
de l'actif. Ce paramétre peut étre estimé a travers la régression linéaire des rendements de ’actif
S sur ceux de l'indice I, et peut donc étre déterminé comme suit:

cov(Rg, Ry)

p = Var(Ry)

L’estimation de ce paramétre est un probléme statistique largement étudié. La complexité de
cette tache vient du fait que ce paramétre est constant dans le cadre du modéle CAPM alors que
son estimation par une régression linéaire sur fenétre glissante montre qu’il varie dans le temps.
Ainsi, une régression linéaire des données historiques permettrait de fournir une estimation de ce
paramétre sur une fenétre passée mais ne garantit pas d’avoir cette méme valeur dans le futur.
Dans notre étude, on a pensé a utiliser les prix d’options afin d’estimer ce paramétre sous la
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probabilité risque-neutre. Cette réflexion vient du fait que les prix d’option reflétent souvent
I’attente des acteurs de marché sur la réalisation de certains paramétres dans le futur. Ainsi, la
volatilité implicite o7 (K, T) de strike K et de maturité T représente 'attente du marché de la
valeur future de la volatilité "Break-even" ogpy (K, T), définie par Dupire comme suit:

E ( IS rBs,tsfogdt)
E ( T FBS7tS,52dt>

Par analogie, on s’attendait & ce que le paramétre beta, estimée & partir des prix des options sous
la probabilité risque neutre, pourrait contenir de 'information sur la réalisation du paramétre
beta dans le futur sous la probabilité historique. L’idée d’estimation du paramétre beta & travers
'utilisation des prix d’options a été d’abord étudiée dans Fouque and Kollman (2011), o les
auteurs ont considéré un modeéle CAPM en temps continu sous P, ou la volatilité de 'indice I
est stochastique:

GQBEVL(Ka T) =

dl,
Ttt = pdt + f(Y)dwY,
ds, dl
oL = psdt+ B 4 eaw
St I;
1 VY2 )
dy; = —(m—-Y))dt + ——dW.
t B (m t) + \/g t
w®
ol W( —|— v 1 W et W = | W® | est un mouvement brownien sous P.
w@

Sous I'hypothése 0 < € < 1, une perturbation singuliére par rapport au paramétre € peut étre
faite et les prix d’options européennes sur le stock S et lindice I peuvent étre approximées.
Ensuite, les volatilités implicites Xg(K,T) et X7(K,T) du stock et de I'indice sont approximées
comme suit:

log(£L)
SH(KLT) = b1+a[TKI,
log(£2)
Ys(Ks,T) = bs+ds%,

ou les quantités FT et Fyg représentent les prix forward pour la maturité T pour l'indice et le
stock respectivement. Le paramétre 8 peut étre approximé par [3:

5 _ (@s\1bs
b ar bI

L’inconvénient de ce modéle réside dans le caractére constant de la volatilité idiosyncratique du
stock S, une propriété qui n’est pas validée empiriquement. Pour remédier & ce probléme, on a
changé les hypothéses du modéle et on a supposé que la volatilité idiosyncratique du stock est
stochastique. Le nouveau modéle est détaillé ci-dessous:

dlit = pdt + fi(Ye)awy,

d;;t = pgdt+ ﬁ% + fQ(Zt)th(2)7

i, — * ~(my = Yi)dt + ”Y\}fdw(?’)

iz, = S(my - Z)dt + Vzdet :
‘ Ve
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wm
(2)
ol Wt(g) = pth(l) +4/1 - p%Wt(m, Wt(4) = pZWt(Q) +4/1— pzth(G) et W = g@ est un

W ()

mouvement brownien sous P.

En utilisant le théoréme de Girsanov, on arrive a charactériser la dynamique du stock et de
I'indice sous la probabilité risque neutre. Ensuite, par le moyen d’une perturbation singuliére
par rapport au paramétre €, on fournit des approximations des prix d’option européennes sur le
stock et l'indice, et on déduit des approximations analytiques des volatilités implicites du stock
et de l'indice. Enfin, on présente un nouvel estimateur du parameétre [3:

- 6= (), vy vy
= \/ @) <1+(5§)2—<f§>1,2_(0?)2>+0(6)'

On a voulu tester le pouvoir prédictif de estimateur 3 sur la réalisation du paramétre beta dans
le futur sous la probabilité historique. On a ainsi mené une étude comparative entre le beta
implicite estimé & partir des prix d’options 3, le beta historique B calculé par le moyen d’une
régression linéaire sur une fenétre historique et le beta forward Sr qui va se réaliser effectivement
dans le futur. Le graphe ci-dessous donne un exemple pour I'ETF Financial Select Sector (XLF)
vs l'indice SP500:

—— Beta Tilde
- = BetaHat
BetaR

2.0

15
1

1.0

Date

(a) XLF vs SPX

Figure 1: Comparison between S (blue line) and /3 (red line)

Le but de cette étude est de voir lequel parmi le beta implicite et le beta historique qui contient
plus d’informations sur le beta forward. Cela permet ainsi de savoir si le beta implicite, et du
coup les prix des options, ont un pouvoir prédictif du beta futur. La conclusion générale de
cette étude montrait que c’était plutot le beta historique qui prédisait mieux le beta forward.

0.3.2 Application pour les stratégies d’arbitrage

On n’a pas pu trouver de pouvoir prédictif supplémentaire dans les prix des options concernant
la réalisation future du paramétre beta, mais on a pu tirer un enseignement majeur. En effet,
I’écart temporaire entre le beta implicite et le beta forward est un signe de I’existence d’inefficience
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de prix sur le marché des options, et constitue ainsi une preuve de l'existence d’écart entre
la probabilité historique et la probabilité risque-neutre. On peut donc utiliser I'information
contenue dans le beta historique, qui est en moyenne le meilleur prédicteur du beta forward,
afin de profiter de I'inefficience de prix d’options. On propose dans notré étude une stratégie de
trading qui permet de monétiser 1’écart entre le beta implicite et le beta réalisé, le P& L de cette
stratégie est bien proportionnel a la différence (Breatized — Brmplied)- Le graphe suivant représente
le P&L de la stratégie quand elle est testée sur 'ETF XLF (Financial select sector) projeté sur
I'indice SPX.

T
-10 -05 00 05 10
Be—Bi

(a) P&L quotidien de la stratégie en fonction du
biais (BReatized — Brmplied) dans le cas XLF-SPX

0.3.3 Application pour la couverture des options

Dans le cadre du modéle CAPM en temps continu, on a essayé de définir des stratégies de
couverture d’options sur 'actif S en utilisant des instruments sur l'indice I.

Dans un premier temps, on a montré qu’on peut hedger partiellement le risque de volatilité d’une
option sur stock en utilisant des options sur I'indice. En effet, si on note P le prix de 'option
sur le stock, P le prix de l'option sur l'indice, Ag le delta de option sur le stock et A le
delta de I'option sur l'indice, alors le portefeuille X défini comme suit:

Xt _ PtS,G o ﬁtPtI,E + AI,tﬂtIt — AS}tSt,

avec:
SQ 9?2 Pdg’e
i ot

IZ 82POL6
i a1?

ﬁt = B2 + 0(6) )

alors le portefeuille X est insensible aux variations du processus Y.

Dans un deuxiéme temps, on a montré que le paramétre beta peut aussi étre utilisé pour la
couverture en delta d’options sur stock en utilisant des futures sur l'indice. En effet, si on prend
un portefeuille L défini comme suit:

Ly = PP — 9Pl — o1, 1,

ou:
BS, 9PSc 9ple
T L, as  toar

LIt
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alors le portefeuille L serait insensible aux variations des browniens W) et W®). On développe
aussi des simulations numériques afin de tester I'efficacité de ses stratégies de couverture.

On finit par conclure que le modéle CAPM peut nous renseigner sur divers relations entre la
surface de volatilité implicite du stock et celle de I'indice. Ces relations pourraient étre utilisées
pour différentes applications allant de la couverture dynamique d’options & I'arbitrage.

0.4 Market making sur options

0.4.1 Stratégies optimale de market making d’une option (dimension 1)

Dans ce chapitre, on s’inspire du travail d’Avellaneda et Stoikov dans Avellaneda and Stoikov
(2008), et on essaie d’établir un cadre théorique pour I’étude de stratégies de market-making sur
options. On suppose ainsi que, le sous-jacent S a la dynamique suivante sous la probabilité P:

a5
S;
dys = ag(y)dt + br(y)dW,?,

pdt + o (y)dw,",

ot W and W® sont deux mouvements Browniens sous P tel que d <W(1), W(2)>t = pRrdt.
D’un autre c6té, on suppose que la dynamique du sous-jacent S, sous la probabilité risque neutre
Q, peut étre décrite comme suit:

as,
St
dy: = ar(ye)dt + by (ys)dw;®,

= rdt + o(y)dw; ",

ot W* and W*® sont deux mouvements browniens sous Q tel que d <W*’(1), W*’(2)>t = prdt.

De plus, on suppose que la mesure de probabilité Q n’est éventuellement pas absolument
continue par rapport & P. En effet, les paramétres régissant la dynamique de la volatilité
instantanée sous la probabilité risque-neutre peuvent étre misspécifiés, ce qui induit un écart
entre la distribution implicite et la distribution historique du sous-jacent.

On suppose qu’'un market maker d’options fournit de la liquidité sur une option de maturité T'
et de payoff h(S7). A chaque date t € [0,T], ce dernier envoie des ordres limites a ’achat et a la
vente dans le carnet d’ordre. L’exécution de ces ordres limites dépend de la fréquence d’arrivée
des ordres de marché. On suppose que, la probabilité AT (respectivement \~) d’arrivée d’'un ordre
d’achat (respectivement ordre de vente) qui consomme un ordre limite de vente (respectivement
d’achat) & une distance 1 (respectivement §~) du prix mid s’écrit comme suit:

A A

AT () =
o A, B>0ety>1.
L’arrivée d’ordres de marché est susceptible de changer l'inventaire et la richesse du market
maker dans le cas ot ses ordres limites se font exécuter. Ce dernier devrait donc bien choisir
ses prix de quotation afin d’atteindre ses objectifs en terme de gain et de gestion de risque. On
essaie ici de formuler le probléme d’optimisation du market maker et de le résoudre en utilisant
une approche de contréle optimal stochastique.

Dans un premier temps, on considére le cas ol le market maker est risque neutre. Ce dernier
a une fonction d’utilité linéaire, et a donc pour objectif de maximiser ’espérance de sa richesse
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future. Sa fonction valeur s’écrit sous la forme:
U(t, 5,Y,41, l’) = Sup{(5:r75;)eA}EP(XT + q1,Th(ST))|St =S5Y=Y,q91t = {q1, Xt = l‘),
ot A =Rt xRT.
L’équation Hamilton-Jacobi-Bellmann associée & ce probléme s’écrit:
+ (5+ - (7)) —
(3,5 + L4 +£2)UO + Sup{(éj,é;)eA} (J (6t ) +J (615 )) = 0,
ott les fonctions J1 et J~ sont définies comme suit:

J+(6;_) = )\Jr(é;i-) (U’O(t7 S)?/ﬂ]l,t* - 17‘7:15* + (CQ + 5;_)) - U()(t, 5, Q1,t*)xt*)) )
Ji((st_) = )\7(515_) (U’O(tv 37%(11,% + 17"17157 - (CQ - 5t_)) - U’O(ta $Y, QLtfﬂlrt*)) )

et les opérateurs £ et Lo sont donnés par:

90 1 82 9 1, 82 82
£2 - %thMSt + 5@Q2¢U(yt) St + ax8Sq2,tU (yt)st + aTaz/QZtO'(yt)StbR(yt)pR,
De plus, ug vérifie la condition finale:
UO(T787y7 Q17$) = l’+q1h(5)

Sous des hypothéses de régularité et de croissance polynomiale, on montre que wug, solution de
I’équation HJB, coincide avec la fonction valeur u. On détermine aussi les controles optimaux
07 .4 €t 62” du market maker & la date t. En interprétant les formules analytiques de

(51;,*,t75;*,t>’ on voit bien que la stratégie optimale du market maker permet de profiter de

I'inefficience de prix provenant du décalage entre la dynamique de S sous la probabilité P et sa
dynamique sous la probabilité Q.

Dans un deuxiéme temps, on étudie le cas ol le market maker est averse au risque. Ce dernier
vise & maximiser l'espérance de sa richesse future tout en minimisant sa variance. Sa fonction
valeur s’écrit comme suit:

u(t, s,y,q1,x) = Sup{(5 55) GA} t 8,511 (X1 + q1,Th(ST)) — EVaTZ;y’ql’x (X7 + ql,Th(ST)) ,
L’équation HJB associée a ce probléme peut étre donnée ci-dessous:
O+ L1+ Lo)ug+  sup  (J7(6;,67) +JP(6;,6)) = e(aiVi+Th),
{667 .6)eA}

€

ol les quantités V; et T; sont données analytiquement, et les fonctions J1¢, J ¢ sont définies

comme suit:

‘]+’E(6+) )‘+(5+) (Ua(t, S Y, ql,t‘ - 17 Ly— + (CQ + 6+)) - ug(ta 5, Y, QI,t—’xt_)) y
Jﬁ,e(éi) = )‘7(57) (Uﬁ(tu 59,41t~ + 17 Ly— — (OQ - 57)) - ug(tu $Y, q1,t*7ajt*)) .

De plus, uf, vérifie la condition finale u§(T,s,y,q1,x) = = + q1h(s). On montre alors que u
coincide avec u® si elle vérifie des conditions de régularité et de croissance polynomiale.

En faisant I’hypothése que le paramétre € est petit, on utilise une méthode de perturbation
singuliere pour résoudre I'équation HJB et on fournit des approximations analytiques pour les
controéles optimaux (5* 1 et 5* + ala date t. En interprétant les formules analytiques obtenues, on
peut voir que le market maker adapte sa stratégie de quotation pour:
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e profiter de l'inefficience de prix provenant du décalage entre la distribution implicite du
sous-jacent et sa distribution historique

e alléger son inventaire d’options dans le but de diminuer I’écart type de sa richesse future.

Afin d’étayer notre étude théorique, on a comparé la performance de la stratégie optimale d’un
market maker risque neutre a celle d’une stratégie classique utilisée couramment par des markets
makers sur options. Cette stratégie, qu’on nomme "stratégie zéro-intelligence", consiste & placer
des prix a l'achat et la vente symétriquement autour du prix mid de 'option dans le but de
gagner 0.005 X ¥pg & chaque trade exécuté, ou ¥ pg représente le vega Black-Scholes de I'option
considérée. En effectuant une étude comparative sur des données simulées, on trouve que la
stratégie optimale donne de meilleurs résultats que la stratégie "zéro-intelligence", comme vient
de l'illustrer les graphes suivants:

—— Zero Intelligence Agent

—— Zero Intelligence Agent
Our Agent

Our Agent

300 400
L

Frequency
100 200 300 400 500
L

Frequency
200

100

0
L

T T 1 T 1
-500 0 500 1000 1500 1000 1500

Final wealth Final wealth

(b) Distribution de la richesse finale pour § =1 (c) Distribution de la richesse finale pour § = 0.5

Figure 2: Comparaison entre la stratégie optimale et la stratégie "Zéro-intelligence"

On a aussi étudié P'effet le la misspécification des paramétres sur la stratégie optimale du market
maker. En effet, on a vu a travers I’étude analytique réalisée, que dans le cas ol la dynamique du
sous-jacent sous la probabilité historique est différente de celle sous la probabilité risque-neutre,
le market maker adapte sa stratégie de quotation afin de pouvoir bénéficier de l'inefficience du
prix sur le marché. Afin d’appuyer les résultats de la partie analytique, on génére des simulations
numériques dans lequels le sous-jacent suit le modéle de Heston. En effet, on suppose que S a la
dynamique suivante sous la probabilité P:

s,
S,
dy, = kr(0r —yo)dt + nry/gdW,>)

pdt + /ged WV

oud <W(1), W(2)>t = prdt. De I'autre c6té, le spot S a la dynamique suivante sous la probabilité
risque-neutre Q:

s,
S,
dye = k(0 — yo)dt +np/gedw;?

= rdt + /geaw;

ot d (WM W@ = pdt.

Dans un premier exemple, on suppose que 0r # 05, et que kr = kr,mr = 01, PR = pPI, €t on
étudie D'effet de misspécification du paramétre 6 sur la stratégie du market maker:
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(a) Distribution de la richesse finale pour 8 =1 (b) Distribution de la richesse finale pour 8 = 0.5

Figure 3: Comparaison des distributions de la richesse finale dans les cas ot g = 05 et O # 05

On étudie par la suite d’autres exemples ot pr # pr ou aussi g # ;.

0.4.2 Stratégie optimale en dimension supérieure

Un market maker d’options a généralement un mandat pour fournir la liquidité sur un
ensemble d’options ayant des sous-jacents différents. A titre d’exemple, ce dernier peut étre censé
émettre des quotations pour les options sur les actifs du CAC40, ou bien sur les titres appartenant
au DAX.... Pour étudier ce probléme, on a supposé que le market maker va classifier I’ensemble
des options en paires, ensuite il va traiter chaque paire d’options séparément. Ainsi pour une
paire donnée, le market maker va déterminer les prix & ’achat et & la vente qu’il va proposer
pour chaque élément avec un objectif bien déterminé qui se traduit & travers sa fonction d’utilité.

Dans la premiére partie, on suppose que le market maker est risque neutre. Son objectif
est de maximiser 'espérance de sa richesse future. On écrit ainsi ’équation HJB relative a

ce probléme d’optimisation, et on détermine aprés résolution les quantités (Cg)t -0, Lt) et

(Cg)u + 52* I t) représentant respectivement les prix d’achat et de vente sur 'option ¢ € {1,2}.
On peut noter ici que les prix d’achat et de vente sur les deux options appartenant & la méme
paire sont indépendants, ce qui est normal car la fonction d’utilité ne contient aucun terme croisé.

Dans la deuxiéme partie, on suppose que le market maker est averse au risque. Il a pour
but de maximiser I'espérance de sa richesse future tout en minimisant sa variance provenant
principalement du risque de volatilité de l'inventaire sur les deux options. On écrit I’équation
HJB relative a ce nouveau probléme d’optimisation, et on détermine par la suite les quantités

(Cg?u — (52-_7 *’t) et (C’g?u + 5: *J/) représentant respectivement les prix d’achat et de vente sur
loption i € {1,2}. Dans ce nouveau cas, les prix de quotation sur les deux options de la
paire sont dépendants. En effet, en supposant que les sous jacents S; et So ont des volatilité
instantanées corrélées, la variance de la richesse finale contiendra un terme croisé dépendant
de la covariance des risques de volatilité des deux options. Par conséquent, si le market maker
accumule un inventaire sur I’'une des options, il va ajuster ses quotations sur la deuxiéme option

dans le but de réduire la variance de sa richesse.

Afin de supporter notre étude théorique, on génére des simulations Monte Carlo afin de tester
les stratégies optimales relatives aux agents risque neutre et averses au risque respectivement.
De plus, on montre expérimentalement que la stratégie optimale du market maker averse au
risque, réduit notablement 1’écart-type de la richesse finale comparé a celle du market maker
risque neutre.
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0.5 Dynamique jointe de la surface de volatilité implicite et du
spot
Dans cette partie, on s’intéresse a la dynamique jointe spot/volatilité implicite ainsi que de

son utilité dans diverses applications comme la couverture dynamique d’options. En effet, si on
pose un modéle de volatilité stochastique pour le sous-jacent S sous la probabilité Q:

a5
St
doy = a(oy)dt + b(oy)dW,?,

= rdt+ o dWV,

ot les deux mouvements browniens W) et W2 sont corrélés (d <W(1),W(2)>t = pdt), et
les coefficients a et b ne dépendent pas du spot S mais uniquement du processus o, alors
la volatilité implicite X(K,T — t) de l'option C de strike K et de maturité T — ¢ (vérifiant

Pps (t,T,St, K, 2(K, T —t)) = C(t,T, S, K,0¢)) est une fonction de la moneyness log <S%>
Dans ce cas, le delta A; de 'option vérifie:

@ B 0Pgs 0OPgg 6E(K,T—t)

oS 08 0% S

Ay =

Si on approxime la volatilité implicite X(K,T — t) a 'ordre 2 en log (S%) pour |[K — S| < S;

(au voisinage de la monnaie):

t t

K K\? K\?
YK, T—t) = Yarm(T —t) + Skewp_log <S) + Curvr_; log <S> + 0<log <S> ) ,
t

alors:

OS(K,T—1)  (0Sarm(T—1) 1 K
— a5 = (8log(5t) Skewr_4 S, +0 log(st) .

. . . Sara (T—t .
On peut bien voir dans ce cas que la connaissance du terme %f((&)) est cruciale pour le

calcul de A; afin d’effectuer une couverture dynamique efficiente des options.

Dans le but d’étudier la dynamique jointe spot/volatilité implicite, Bergomi a proposé dans
Bergomi (2009), un modéle pour la dynamique du sous-jacent S ainsi que ses variances forwards
instantanées:
dSt
St

def = wd Mz,
=1

= rdt + /&AW,

ott d{ZW, W), = pidt.
En définissant la quantité §&; = & — & = Elw fot Yoy )\gsts(i) + O(w2), I’auteur a introduit la
function f:

I

dr
Il a ensuite introduit une quantité Rr, qu’il a appelée "Skew Stickiness Ratio", afin d’étudier

la relation entre la dynamique jointe volatilité implicite & la monnaie/spot caractérisée a travers
9o (K, T) .
Olog(K) |K=St.

5€t)7

d{ocarm(T),log(S)), et le skew implicite S =

d{ocarm(T),log(5)),

Br = d (10g(S)), St
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En utilisant des approximations & l'ordre 1 dans la vovol w, 'auteur montre que:

Jhebdt [ F(0,u)du LO(u?),

R
’ £ fOT fot f(r, t)drdt

En se basant sur ces éléments, 'auteur a conclu que, dans le cadre de modéles de volatilité
stochastique linéaire, 'indicateur Rp converge vers la valeur 2, sous la probabilité Q, quand T'
tend vers 0.

0.5.1 Estimation du Skew Stickiness Ratio implicite R?

Notre travail vise & étudier I'indicateur Rr et voir ce qu’il peut contenir comme informations
concernant la dynamique jointe spot/volatilité implicite et sa relation avec le skew implicite. Au
lieu de modéliser la volatilité instantanée du sous-jacent, on part d’un modéle dans lequel on
spécifie:

e une paramétrisation du smile de volatilité implicite autour de la monnaie:

K K K
VK, |K — Si| < Si,0p5:(K,T) = ocarnm(T) + St 1og(§t) +Cr 1og(§t)2 + o<log(5t)2) ,

e la dynamique jointe spot/volatilité implicite & la monnaie:
doarm (T') = adt + RpSrdlog(Sy) + ndZ, .
ou d(Z,log(S)), = 0.

En utilisant cette modélisation, et en écrivant 'EDP de pricing vérifiée par le prix de 'option
sous Q, on propose une méthode qui permet d’estimer la quantité R sous la probabilité de
pricing Q. En effet, R% serait une solution de I’équation de second ordre suivante:

ELCL(RQ)%S?MO (S)), + RS OO s d (log(8)), — V:SrE?(dlog(S}))
20087, T B T\ 0800 gy, 1T VOB e UeoT o
2L
_ (I‘t_l 82C 772) dt = 0.

oit CF est le prix d'une option de strike K7, et de maturité T, C* est le prix d’une option de
strike K77 et de maturité T, et I'; est connue explicitement. La quantité R:% estimée est appelée
"Skew stickiness ratio implicite".

Nous introduisons ensuite R? comme étant la mesure de la quantité Rp sous la probabilité
historique P:

d(oarm(T),log(5)),

Ry Srd (log(S)),

En utilisant des données empiriques, on méne une étude comparative entre Rz,z et R%. On
observe, que pour les petites maturités, R? a tendance a étre généralement inférieure a RQ, ce
qui peut pourrait étre considéré comme un biais de marché.

A fin de pouvoir profiter de ce biais, on propose une stratégie de trading qui vise & monétiser
I’écart (R:% — R?) et on teste 'efficacité de cette stratégie sur des données réelles.
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0.5.2 Limite du Skew Stickiness Ratio dans la limite des maturités courtes

En appliquant la méthode d’estimation proposée précédemment sur les données réelles d’options
pour divers actifs, on remarque que la quantité R% peut dépasser la valeur 2 dans le cas
limite ot 71" tend vers 0. Cette observation, étant en discordance avec les résultats obtenus
dans le cadre des modéles de volatilité stochastique linéaire, reléve des questions sur le modéle
adéquat permettant d’expliquer la dynamique du sous-jacent sous la probabilité risque-neutre Q.

Pour essayer de répondre a cette question, les auteurs dans Vargas et al. (2013) ont proposé un

modéle Garch asymmétrique afin de reproduire des valeurs de Ry supérieures a 2 quand 1" ~ 0.
Ce modéle, a temps discret, modélise le rendement logarithmique du sous-jacent entre les dates

t; et t;y1 de la fagon suivante:
Sit1
r, = log ( ;1 ) = 0;€;,

ol = &> +a(of — &%) +voif(e).

Relativement & ce modéle, la quantité Ry peut s’écrire sous la forme:

Skewnesst
6vVT

RT = RT,Linear SkewT

ot la quantité RT rineqr coincide avec le Skew stickiness ratio dans les modéles de volatilité
stochastique linéaire et Skewnesst représente la skewness du rendement logarithmique log (%ﬁ)

sur une période de longueur 7. Par conséquent, l'indicateur Rp peut atteindre une valeur
supérieure & 2 pour une maturité 7T ~ 0 si Skeg’% est supérieur a Skewr pour cette méme
maturité. Si f est une fonction non-linéaire, cet effet peut étre reproduit pour une maturité

de lordre de quelque jours. Cependant, on a remarqué que pour une maturité de l'ordre de

Skewness
3 mois, le rapport SGT\/ZT se stabilise a la valeur 1, pour différents choix de la fonction f,
ce qui fait que Ry devient égal & R Lineqr €t ne pourrait pas du coup dépasser la valeur 2.
Par conséquent, le modéle Garch asymétrique ne fournit pas une justification théorique pour

I’observation R% > 2 quand T = 3M.

Afin de pouvoir justifier ce résultat, on propose un modéle & saut ot la volatilité instantanée du
sous-jacent est stochastique:

das.
o = =M o1 = W o) pd W+ (= 1N

dy: = by)dw?

ol V; est un processus de Poisson d’intensité A, r est le taux sans-risque, J; est une variable
aléatoire positive et k = E(J; — 1). Dans ce cadre de modéle, on montre que le Skew stickiness
ratio peut atteindre des valeurs supérieures & 2, du fait de la présence des sauts. En effet, on
montre que sous I’hypothése E((J —1)3) = E((J — 1)*):

A (E((J - 1)%)
2(Z/t) 2

limRT =2+
T—0 o

-B(U-1P).
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Introduction (In English)

The Black and Scholes model, presented in 1973, is one of the most important advances
the financial industry has known. This model established the first theoretical foundations for
the pricing and dynamic hedging of European options. It has been noticed since then that the
hypothesis of constant volatility assumed in this model is too strong. Indeed, it was proven
empirically that the instantaneous volatility of the underlying is time-varying and should then
be considered as a stochastic process. In addition, the black and Scholes model is not able to
reproduce all stylized facts observed in the option market.

We denote here (Chsarket(Ki, Tj)){lgign,lgjgp} the market prices of european calls with strikes
(Ki)1<i<n» and maturities (75), <j<p- Through the inversion of the Black-Scholes pricing formula,
we obtain the implied volatilities (o (K;, Tj)){lsién,lﬁjﬁp} verifying:

CMark:et(Kia Tj) = CBlack—Scholes (Kza T‘ja U(Kia Ty)) .
We can then introduce the following notations:

o (0(K;,T)) {1<i<n} Tepresents the implied volatility smile of maturity 7" observed in the
market.

o (0(K;,Tj)) (1<i<n,1<j<py TepPresents the implied volatility surface observed in the market.

The hypothesis of constant volatility in the Black-Scholes model leads to an implied volatility
o(K,T) which is constant independently of the strike K and the maturity 7". This result is not
consistent with the observed market volatility surface. For this reason, it has been considered
that the Black-Scholes model has some limits and is not sufficient to descrive the dynamics of the
underlying under the risk-neutral probability measure Q. Since then, many researchers studied
this problem and suggested more sophisticated models for the dynamics of the underlying in
order to justify the form of the implied volatility surface observed in the market. For example,
Merton suggested a jump model in which the spot process S has the following dynamics:

d
% = udt+odW;+ (J —1)dNy
¢

where N is a Poisson process with intensity A, and J is a positive random variable. Other
researchers made the choice to concentrate on the dynamics of the instantaneous volatility
process, and they proposed different models in the form:

s,
St
dy: = a(y)dt + b(y)dw,>,

pdt + o (y)dwy,

where d <W(1), W(2)> , = pdt. The most known models among the family of stochastic volatility
models are Heston (1993) and Hagan et al. (2002). The first objective of this class of models is
to obtain an implied volatility surface which is similar to the one observed in the market. The
second objective is to reproduce the joint dynamics of the spot and the implied volatility in
order to provide successful hedging strategies.
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More recently, other researchers adopt a new approach which consists in modeling directly the
dynamics of the implied volatility surface. This may be advantageous as the implied volatility is
an observable variable in contrast with the instantaneous volatility that needs to be estimated
through filtering techniques or using high frequency data. The works of Schonbucher (1999)
and Cont et al. (2002) represent good examples of this approach.

In this thesis, we study the underlying/option joint dynamics, and we try to understand the
implication of these dynamics on diverse applications related to option trading. This thesis
contains three independent chapters which can be read separately. Each chapter focuses on the
effect of the spot/volatility joint dynamics on a concrete application.

In the first chapter of the thesis, we try to understand the implications of the joint dynamics
between two assets on the relation between their respective implied volatility surfaces. We
choose the Capital asset pricing model to describe the joint dynamics of a stock and its market
index. Besides, we suppose that the instantaneous volatilities of the stock and the index are
both stochastic in order to provide a realistic framework for option pricing. Then, we undertake
a theoretical study in order to provide analytical approximations of the prices of European
options on the stock and the index respectively. Next to that, we carry out an empirical study
with the aim to test the validity of the theoretical results on real data, and we investigate
the presence of a market inefficiency arising from the incoherence in the relation between the
implied volatility surfaces of the stock and the index given the stock/index joint dynamics.

In the second chapter of the thesis, we focus on the subject of option market making. The
difficulty of this task comes from the numerous risks supported by the market maker. These
risks include the delta risk of the underlying, the volatility risk, the option liquidity risk, the
inventory risk,... In order to study this problem, we build a theoretical framework which takes
into account the spot/instantaneous volatility joint dynamics, the frequency of arrival of market
orders into the order book,... By specifying the utility function of the market maker in terms
of return maximization and variance reduction, we formulate her optimization problem and
we use a stochastic control approach in order to determine her optimal quoting policy. The
organization of this chapter can be given as follows. In the first part, we focus on the problem of
making markets in one option only. First, we consider the case of a risk-neutral market maker
and we determine analytic expressions of her optimal bid and ask quotes. Second, we turn
towards the case of a risk averse market maker and we determine analytic approximations of her
optimal quotes. In the second part of the chapter, we use a similar approach to study market
making strategies on two options, and we point out the effect of the joint dynamics between the
underlying assets on the optimal strategy.

In the third chapter of the thesis, we study the relation between the underlying return and the
increment of the implied volatility. Let us introduce the function f as follows:

f:Rt xRt — RT,
(K, T) — o(K,T).

We get interested in the relation between the joint dynamics of the spot and the at-the-money

implied volatility with maturity T' on one hand, and the quantity gﬁg% K=5: on the other. In

order to explore this relation, we study the following quantity:

d(o(5,T),1og(5)),

do KaT
d (log(S5)), alcEg(K)) |K=5;

Using Rp, we characterize the relation between the joint dynamics of the spot and the
at-the-money implied volatility on one hand, and the implied "Skew" with maturity 7" defined
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ag O7UET)
dlog(K) | k=5,

if this relation doesn’t hold.

For the rest of the report, we introduce the following notations:

. We also study the eventual presence of arbitrage opportunity which can arise

e (9, F,P) represents the probability space equipped with the filtration F satisfying the
usual conditions, and the objective probability measure P.

e (0, F,Q) represents the probability space equipped with the filtration F satisfying the usual
conditions, and the risk-neutral probability measure QQ which is used for option pricing.

The results of the three chapters are summarized below.

0.6 Effect of the stock/index joint dynamics on the relation
between their respective implied volatility surfaces

In this chapter, we focus on the effect of the joint dynamics between two underlying assets on the
relation between their respective implied volatility surfaces. In order to deal with this problem,
we use the Capital asset pricing model to describe the joint dynamics of a stock and its market
index. Through this model, the return Rg(t) of the stock S at date ¢ can be written as a function
of the return Ry(t) of the index I at date ¢:

Rs(t) = o+ BRr(t) + €(t),

where € denotes the idiosyncratic part independent of the market return.

This model is frequently used in portfolio construction and risk management. In this work, we
use the CAPM model in order to investigate the relations that may exist between the implied
volatility surface of the stock and the one of the index.

0.6.1 Estimation of the parameter beta using option prices

The beta coefficient in the CAPM model characterizes the dependence between the asset
return and the market index return. Thus, this parameter is crucial as it is a good indicator
of the effect of the systematic risk on the asset return. The parameter beta can be estimated
through the regression of the returns of the asset S on the returns of the index I:

cov(Rg, Ry)

B = Var(Ry)

The estimation of the parameter 3, using real financial data, on a sliding window of a given length
shows that this parameter is time-varying. This finding is contradictory with the hypothesis of
constant beta assumed in the model. For this reason, the estimation of the coefficient beta can
be problematic. Indeed, the estimation of this parameter on a window of historical data gives
a measure of the realization of this parameter on a past window. Whereas, the realized beta in
the future can be significantly different from its past value.

Option prices usually traduce the expectation of market participants on the realization of several
quantities in the future. For example, the implied variance 0'% (K, T) of an European option with
strike K and maturity T represents the market expectation of the future break-even variance
0% v (K, T) introduced by Dupire:

E ( i I‘BgytSfatZdt>
E ( I FBS,tSfdt)

oppvi (K, T) =

In our study, we follow an analogical reasoning in order to estimate the parameter beta under
the risk-neutral measure through the use of option prices. In addition, we try to investigate
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whether this estimator is informative about the future realization of the parameter beta under
the historical probability measure. The authors in Fouque and Kollman (2011) proposed a
continuous-time capital asset pricing model in which the instantaneous volatility of the index I
is stochastic:

dI.
o= udt+ fm)th“),
t
das.
St —  ugdt +6 Lt odw?,
t
1 V\f
w@®
where W( ) = pW + /1 W Jand W= [W® | is a (P, 7) Brownian motion. Under
w @

the hypothesis 0 < € <« 1, a singular perturbation technique is performed with respect to the
parameter € in order to provide approximations for the prices of european options on the stock
S and the index I. Afterward, the implied volatilities ¥;(K,T') and Xg(K,T) of the index and
the stock respectively are approximated as follows:

YK, T) = br+ar

Es(KS,T) = bg+ag——=-

The quantities F; et Fg represent the forward prices for the maturity 7' for the index and
the stock respectively. Using the analytic expressions of b7, bg,ar, ag, the parameter 5 can be
approximated by 3:

1
o as 3 bS
= = = 1
p- (=) (1)
In order to improve the modeling of the joint dynamics of the stock and the index, we suppose

that the idiosyncratic volatility of the stock is stochastic. The new model is then detailed as
follows:

dI
= wdt+ (Vaw,
t
ds. dI,
L= psdt+ B+ fo(Z)aw, ),
S, I,
1 1% \f
aY, = _(my ~Yi)dt + ‘i[ W),
o vzv2a
dZt = ;(mz - Zt)dt + Tth ),
w@
(2)
where W% = py WY 4+ /1 = p2 WS W = p, W + /1 — g2 W and W = %(5) is a
W (6)

(P, ) Brownian motion.

Using a singular perturbation technique on the parameter €, we give approximations for the prices
of European options on the stock and the index. Afterward, we deduce analytic approximations
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of the implied volatilities and we obtain a new estimator of the parameter 3:

. ¢<ag>2—<f3>m (H o VJ‘>+O<€>.

(07)? (652 = (f3),, (1)

The estimator B becomes biased when the idiosyncratic volatility of the stock is stochastic.
Thus, the advantage of the new estimator [ is to be a non-biased estimator of the parameter 3.

Using the theoretical results provided so far, we conduct an empirical study in order to compare
the implied beta B estimated using option price, the historical beta Sz obtained using a linear
regression on a window of historical data, and the forward beta Sr estimated on a forward
window. The graph below gives the example for the Financial Select Sectoe ETF (XLF) versus
the SPX index:

—— Beta Tilde
- = BetaHat
Beta R

2.0

15

1.0
1

2009 2010 2011 2012

Date

(d) XLF vs SPX

Figure 4: Comparison between 3 (blue line) and 3 (red line)

The aim of this study is to investigate the predictive power of the different estimators on the
value of the forward beta, thus we can deduce whether the implied beta B and then option
prices contain additional information concerning the forward beta. The results of the empirical
study show that the historical beta gives generally the best prediction of the forward beta.

0.6.2 Application for arbitrage strategies

The results of the empirical study constitute a proof of the existence of inefficiencies in
option prices. Indeed, the presence of differences between the implied beta and the forward
beta, shows that there are temporary discrepancies between the risk-neutral pricing measure
and the real-world probability measure. We propose an arbitrage strategy that aims to profit
from misspecification of the parameter beta as the expected P& L of this strategy is proportional
to the quantity (SReatized — Brmplied)- In the graph below, we plot the P&L of the strategy tested
on XLF — SPX as a function of (Breatized — Brmplied):
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(a) XLF vs SPX

The y-axis represents the daily P&L of the strategy while the x-axis represents the difference
between the forward realized beta Sr and the implied beta S;.

0.6.3 Application for option hedging

The Capital Asset Pricing Model offers a good setting to modelize the joint dynamics of the
stock and the index. We tried to use this model framework in order to define hedging strategies
for options on the stock S using instruments on the index I.

In the first part, we show that the implied beta enables to hedge partially the volatility risk of
an option on the stock. Indeed, we can hedge an option on the stock with respect to variations
of the process Y using options on the index.

Let P9€ be the price of an european option on the stock, P1€ the price of an european option
on the index, Ag the delta of the stock option and A; the delta of the index option. We define
the portfolio X as follows:

Xt _ Pt37€ o ﬁtPtI,E + AI,t’I?tIt - AS}tSt,

with:

o2Pc
St2 o5

¥ = B W‘*‘O(E)-
T

and we prove that this portfolio is insensible to variations of the process Y.

In the second part, we show that the parameter 5 can be used to hedge the delta of a stock
option using index futures. Indeed, if we take a portfolio L as below:

Ly = PP —9,PY — or 1,

where:
B BS; o PSe 9 oPLe
Lt = T  Ytar
S,e
52 %50
1975 = ﬁ 782}316 +O(€)7
12 0
e
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then L is made insensible to variations of W) et W),

We can conclude that the CAPM model can inform us about the relations between the implied
volatility surfaces of the stock and the index respectively. These relations may be very useful in
different applications ranging from dynamic hedging to arbitrage.

0.7 Market making on options

0.7.1 Optimal market making strategies in the one-dimensional case

In this chapter, we build on the work of Avellaneda and Stoikov in their seminal paper
Avellaneda and Stoikov (2008). We attempt to establish a theoretical framework for market
making strategies on options. In the beginning, we specify the dynamics of the asset under the
objective measure P and the pricing measure Q. We suppose that the underlying asset S follows
a generic stochastic volatility model under P. We assume also that the risk-neutral measure
Q, used by market practitioners to price options on this asset, is not necessarily absolutely
continuous with respect to P. This feature accounts for the eventual discrepancy between the
implied distribution of the underlying asset and its historical distribution.

We suppose that there is an agent willing to provide liquidity on a traded option with maturity
T and payoff H(St). At each date t € [0, 7], this market maker fixes the distances (d; , ;) and
posts a bid quote Cf and an ask quote C{ around the market observable price Cy o:

C? = CQ(tv St7 yt) - 5t_
Cg = CQ(tvstvyt) +5t+

In order to model the probability of execution of these limit orders, we make an hypothesis on the
analytic expressions of the probabilities of arrival of market orders. Indeed, the probability AT
(respectively A7) of arrival of a buy market order (respectively a sell market order) consuming
an ask quote (respectively a bid quote) at a distance 6 (respectively 6~) from the mid price,
can be written as follows:

A o A
)\+(5+) = 1\ AT(8 ):—U’
(B+@1)7) (B+@)7)
where A, B > 0 and v > 1.

The arrival of market orders influences the inventory and the cash held by the Market maker in
the case where her limit orders are executed. Meanwhile, the MM has the control of her bid
and ask quotes, which in their turn affect the probabilities of arrival of market orders. It is
then important for the Market maker to choose her control variables in the most optimal way
in order to attain her objectives.

In the first part of the study, we consider the case of a risk-neutral market maker whose objective
is to maximize the expectation of her terminal wealth at the maturity date of the option. Her
value function writes:

U(t, 5Y,491, Qj) = Sup{((sj"gt_)eA}E,P(XT + Q1,Th(ST))|St =5 =Yq1¢t = q, Xt = .T),
where A denotes the set of admissible values for the controls (6; ,d;") and is equal to RT x R*.
This is a stochastic control problem whose associated Hamilton-Jacobi-Bellmann equation writes:

(Oy + L1+ Lo)up + SUP{(aj,at‘)eA} (J+ (‘5t+) +J° (5;)) = 0,
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where the functions J+ and J— are defined such that:

J+(6j) = )\+(6j) (UO(ta S,y’QLt— - 17$t_ + (CQ + 6?)) - Ug(t, 5 Y, Q1,t_)xt_)) )
Jﬁ(ét_) = )‘7(675_) (UO(tvs)yﬂ]l,t* + 173:15* - (CQ - 575_)) - U()(t, S7y7(h,t*7xt*)) )

and the differential operators £ et Lo can be given as follows:

Ly = NStaas + 10 (42)S? 88;2 +GR(yt)§ + 15%%(%)8822 + prOR(Y1)o (yt)Stafa
Ly = %qzt,ust + ;;;qita(yt)QSf 8885(12 10° (i) S + 8i;yQ2,t0'(yt)StbR(yt)pR7
In addition, uq verifies the final condition:
u (T, s,y,q1,) = =+ qh(s).

If the function wg is finite, smooth and has polynomial growth, we can prove that it coincides
with the value function, and we deduce the optimal controls ¢; ,, and 52” of the Market
Maker at date t.

In the second part of the study, we suppose that the market maker is risk-averse. She has the
objective of maximizing the expectation of her final wealth while minimizing its variance. Her
value function writes:

u't,s,y,q1,2) = SuP{(S{,éj)eA}EZ?&y,qhx (X7 + q,0h(S7)) — Evarf&%thc (X7 + q1.7h(57)) ,

This is a stochastic control problem whose Hamilton-Jacobi-Bellmann equation can be given in
the following way:

O+ Li+ Lo)ug+  sup  (J7U6,60) +T0(6,,6) = e(di,Vi+Th),
{(6; .01)eA}

where the quantities V; et T} are determined analytically, and the functions J ¢, .J ¢ are defined
as follows:

J+,e(6+) — )\+(5+) (’LL
J6ET) = AT(6) (u

(e)(tv 5 Y, Q1,t— - 17 Ty + (CQ + 5+)) - U[E)(tv $Y, Q1,t—7$t—)) )
(E](ta 5, Y, ql,t— + ]-7 Ty— — (CQ - 5_)) - Ug(t, $Y, C.Il,t—’xt_)) )
Besides, uf is subject to the final condition u§(7, s,y, q1, ) = £ +q1h(s). Under smoothness and
polynomial growth conditions on uf, it can be shown that it coincides with the value function

us.

Through the use of a singular perturbation technique on the parameter €, we provide analytic
approximations of the bid and ask distances (5* £ 5 ) at date t.

In order to support our theoretical study, we test whether the optimal strategy of a risk-neutral
market maker gives better results than a classical strategy commonly used by practitioners. This
strategy, which we denote "zero-intelligence strategy", consists in placing bid and ask quotes
symmetrically around the mid price with the objective to pay in a margin equal to 0.005 x ¥pg
at each executed trade (Jpg denotes the Black-Scholes vega of the considered option). We carry
out a comparative study of these two strategies using Monte Carlo simulations and we conclude
that the optimal strategy gives better results as it is shown in the graphs below:
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Figure 5: Comparaison entre la stratégie optimale et la stratégie "Zéro-intelligence"

In addition, we study the effect of parameters misspecification on the optimal strategy of the
market maker. Indeed, the analytical results of our theoretical study show that the market maker
adapts her strategy in order to profit from price inefficiency which is due to the discrepancy
between the implied and realized distributions of the underlying. In order to illustrate these
results experimentally, we suppose that the underlying follows a Heston model under the objective
probability measure P:

d
SSt pdt + /e dw
t

dy = kr(Or = yo)dt +npo/ged W,
where d <W(1), W(2)> . = prdt. Under the risk-neutral measure Q, S has the following dynamics:

asi
St
dye = ki(0r — ye)dt + nr/gedw;?

= rdt + /ydw; "

where d (W1, W*@) = pdt.

We suppose here that g # 07, while (kr,ngr, pr) = (k1,n1, p1). We can then compare the effect
of the misspecification of the parameter # on the optimal strategy of the market maker. By
testing the optimal strategy using numerical simulations, we conclude that the market maker
profits from price inefficiency in order to augment her gains:
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Figure 6: Comparison of the distributions of the final wealth in the case 6 = 67 and 0r # 0;
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0.7.2 Optimal market making strategies in a higher dimension

A market maker has generally a mandate to provide liquidity on a set of options having

different underlyings. For example, she may be supposed to set quotations for options on the
C AC40 constituents, or on names of the DAX index,...
In order to consider this problem, we suppose that the market maker classifies his quoted options
into pairs, and then treats each pair separately. Let us suppose that the two options, contained in
a given pair, are indexed by i € {1,2} and that their underlyings S; have the following dynamics
under Q:

ds; ¢
Sit

)

dyie = ai1(yig)dt + big(yir)dZ,",

= rdt+ o (yig) AW,

where W*% and Z* are two (Q, F) Brownian motions such that d <W*’i, Z*7i>t = p;,1dt. Besides,
d<W*’1,W*’2>t = p1,2,7dt and d<Z*’1, Z*’2>t = p1,2,7dt. The market maker will determine the
bid and ask prices on each option of the pair depending on her utility function.

In the first part, we suppose that the market maker is risk neutral. Her objective is to maximize
the expectation of her terminal wealth. We write the Hamilton-Jacobi-Bellmann equation
relative to this optimization problem and then we solve it in order to obtain (5; Lt 5; Lt which
represent respectively the optimal distances of the bid and ask prices respectively to the mid
price C’S?t of the option ¢. It can be noticed that the quotations of the two options belonging
to the same pair are independent since the utility function of the market maker is linear and
doesn’t contain a crossed term.

In the second part, we suppose that the market maker is risk averse. She aims to maximize the
expectation of her final wealth while reducing its variance due to the volatility risk of the option
inventory. We determine the new HJB equation relative to the new optimization problem. By

solving this equation, we provide the analytic expressions of 4, , ,, 5i+ .+ denoting the distances of

the bid and ask prices of the option ¢ to its mid price C’g?t. In this new case, the quotes on the
two options depend on each other. Indeed, if the market maker accumulates an inventory in one
of the two options, she will adjusts her quotes on the second option with the aim to reduce the
variance of her final wealth.

In order to support our theoretical study, we generate Monte Carlo simulations in order to
test the optimal strategies both in the cases of a risk-neutral agent and a risk averse agent. In
addition, we show experimentally that the optimal strategy of the risk averse market maker
reduces significantly the variance of the final wealth compared to the strategy of a risk neutral
market maker.

Let € be the parameter controlling the degree of risk adversity of the market maker, gi 7 be the
final inventory of the option 1 at the maturity date 7" and g2 7 be the final inventory of the
option 2 at the maturity date 7. The graph below represents the histogram of the final wealth
Wr at the maturity date T
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The investigation of this graph shows experimentally how augmenting the parameter € enables
to reduce the variance of final wealth.

In addition, the two following histograms show the distribution of of ¢ 7 and g2 7 obtained
through the numerical simulations:
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0.8 Joint dynamics of the spot and the implied volatility surface

We study in this chapter the joint dynamics between the spot and the implied volatility, and
we investigate its usefulness for different applications like option dynamic hedging. Indeed, if we
suppose that the spot process S follows a stochastic volatility model:

a3
St
doy = aloy)dt+ b(oy)dW,?,

= rdt + oW,
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where W) et Wt(2) are two correlated Brownian motions (d <W(1),W(2)>t = pdt), and the
coefficients a et b don’t depend on the spot S but only on the process o, then the
implied volatility X(K,T — t) of the option C' with strike K and maturity T — t (verifying
Pps (t,T,S;, K, %(K,T —t)) =C(t,T, S, K,0:)) is a function of the moneyness log (Sﬁt)
In this case, the delta A; of the option writes:

3£ . 0Pps OPpg GE(K,T—t)
oS  0S ox. oS

Ay =

Let us suppose now that, for strikes K verifying the condition |K — S;| < S; (near the money
strikes), the implied volatility (K, T — t) can be approximated at order 2 in log (S%

K K\? K\?
(K, T—t) = Yarm(T —1t)+ Skewp_ylog S + Curvyp_s log S + O| log T ,
t t t

then using this approximation, we obtain that:

ON(K,T—1)  (0Sarm(T—t) 1 K
B = < Dlog(Sy Skewr— | g +O\los(g) )

thus, the term %f(g;ﬂ is crucial for the computation of A; and for the realization of efficient

dynamic hedging strategies.

The difficulty of the choice of the adequate model for the underlying’s dynamics lies in the
conciliation between the two objectives. The first objective is that the model, when calibrated to
market data at a given date ¢, should enable to reproduce an implied volatility smile which is in
concordance with the one observed in the market. This can be done by calibrating the model’s
parameters with the aim to minimize the difference between the theoretical volatility smile and
the market smile. The second objective for the model is to reproduce the joint dynamics of the
spot and the implied volatility. The conciliation between these two objectives is a difficult task.

In order to study this problem, Bergomi proposed in Bergomi (2009) a model for the dynamics
of the underlying process S. In this model, Bergomi specified the dynamics of the instantaneous
forward variances. The model can be described as follows:

ds,
L= pdt+ /AWy,
St
def = gfwd Ahaz”,
i=1
where d< Z W>t = p,dt.
Let the quantity §& = & — &b = &hw fo )\t dZ() + O(wg), the author introduced the
function f:
1 _.dS;
= —F .
frt) = B

At order 1 in the vovol w, the quadratic covariation between the at-the-money implied volatility
and the logarithm of the underlying writes:

d{ocarm(T),log(S)), = (/ f(O,u du>

20 s 0(T)T armo(T
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The author gave an approximation for the skew St at order 1 en w, using the skewness of the
distribution of the returns log(g—g):

T rt
Sy — 1 fy Jo f(r t)drdt
2vT T 3
(U gbat)
Using these informations, Bergomi introduced a new quantity Rr, which he called "Skew
Stickiness Ratio", in order to study the relation between the joint dynamics of the
spot /at-the-money volatility with maturity 7' and the implied Skew Sp:

d{oarm(T), lOg(S)>t
d (log(S)), St

The Skew Stickiness Ratio Ry for the maturity T writes:
foT §6dt foT f(0,u)du
& L Frtdrdt

Based on these elements, the author concluded that in the setting of linear stochastic volatility
models, the indicator Ry converges towards the value 2 when T tends to 0.

Rr

Rr =

0.8.1 Estimation of the implied Skew stickiness ratio R%

Our work aims to study the indicator Rp and investigate the information it delivers on the
spot /implied volatility joint dynamics and its relation with the implied skew. In our approach,
we:

e specify a parametrization of the implied volatility smile for near the money strikes:

K K
VK,|K — S| < S,0B54(K,T) = oarm(T) + St IOg(E) + Cr log(gt)2 + o(log()2> )

e the spot/at-the-money implied volatility joint dynamics:
dUATM’t(T) = oudt + RTSleog(St) + ndZt, .
where d (Z,log(S)), = 0.

Using the pricing PDE satisfied by the option under Q in our model, we propose a method which
enables to estimate, at a given date t, the value of the quantity R under Q. Indeed, we show
that Ry is a solution of a second-order equation of the form:

LY (R2253dlog(8)), + RS (52O ,Srd (log()); — iSrE2(dlog(S0)
2000y, TN T 9800 gy 70T VOB e RO o
2L
_ (pt _ 1320772) dt = 0.
20041

where C' is the price of an option with strike K, and maturity 7', CH is the price of an option
with strike Ky and maturity 7', and I'; is known explicitly. The estimated value is denoted R%
where Q denotes the risk-neutral probability measure used for option pricing.

In the second part, we introduce R? as the measure of the quantity Ry under P and we
effectuate an empirical study in order to compare the evolution of R; and R% for several assets.
The study shows that, in the limit of small maturities, the quantity R7Tj tends to be lower than
the quantity R%. In order to take profit from this market inefficiency, we propose a trading
strategy that aims to monetize the spread (R% — R;) and we test the efficiency of this strategy
on real data.
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0.8.2 Limit of the Skew Stickiness Ratio for short maturities

We perform an empirical study, and we notice that the quantity R% can exceed the value 2
in the limit of short maturities. This empirical observation is in discordance with the properties
of linear stochastic volatility models, and raises many questions concerning the theoretical
explication of such result. It is then useful to find a model that proves that the value of R% can
be higher than 2 when 7" tends to 0.

The authors in Vargas et al. (2013) suggested an asymmetric Garch model in order to reproduce
values of Rp higher than 2 when 7" ~ 0. In this discrete-time model, the logarithmic return of
the underlying between the dates t; and t;11 can be written as follows:

SA
T, = log< ;—i—l) = 0;€;,
%

= 2 +a(o? -3 +votf(e).

2
Oi+1

Relatively to this model, the quantity R can be written in the following way:

Skewnesst
6VT
RT = RT,Linear
Skewr

where the quantity RT pineqr denotes the Skew stickiness ratio relative to linear stochastic
volatility models and Skewnesst represents the skewness of the logarithmic return log <g—€>

on a period of length T'. Consequently, the indicator R can have a value higher than 2 for a

: ~ 0 Skewnesst - .
maturity T ~ 0 if STe/T - is superior to Skewrp.

If the function f is non-linear, the asymmetric Garch model can reproduce the desired effect for
a maturity T of the order of several days. However, we noticed that for a maturity equal to 3

Skewnessp

Months, and for different choices of the function f, the ratio % stabilizes at the value 1

which makes the quantity Rt equal to Rt ripeqar- Therefore, the Garch model can not provide a
theoretical justification of the observation R% > 2 when T'= 3M.

In order to justify this result, we propose a jump model for the underlying dynamics, in which
the instantaneous volatility is stochastic:

ds
5 = (=M a1 = W o) pd W + (i = DN

2

dye = bly)dw,”
where Ny is a Poisson process with intensity A, r is the risk-free rate, J; is a positive random
variable and k = E(J; — 1). In this model, we prove that the Skew stickiness ratio may attain

values higher than 2, due to the presence of jumps. Indeed, under the hypothesis E((J —1)3) =
E((J —1)%), we have:

—_1)\3
lim Ry =2+ Jg?yt) (E((J2 V) g - 1)2)> :
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Chapter 1

Effect of the stock/index joint
dynamics on the relation between their
implied volatility surfaces

Note : A part of this chapter is accepted in the proceedings of the 8th Kolkata Econophysics
conference.

1.1 Introduction

The capital asset pricing model is an econometric model that provides an estimation of
an asset’s return in function of the systematic risk that is expressed in the market risk. The
latter model is an expansion of an earlier work of Markowitz on portfolio construction (see
Markowitz (1952)). The CAPM model was considered to be an original and innovative model
because it introduced the concept of systematic and specific risk. The parameter 3, which
is a key parameter in this model, enables to separate the stock risk into two parts: the first
part represents the systematic risk contained in the market index, while the second part is the
idiosyncratic risk that reflects the specific performance of the stock. The parameter beta in the
capital asset pricing model is very useful for portfolio construction purposes (see Weston (1973),
Blume and Friend (1973), Reilly and Brown (2011)), thus its estimation is a matter of interest
and has been a subject of study for several authors in the last decades. This parameter was
traditionally estimated using historical data of daily returns of the stock and the market index
where it is obtained as the slope of the linear regression of stock returns on market index returns
(see Galagedera (2007)). This approach is backward-looking as it estimates the realized value
of the parameter in the past using historical data. The authors in Abdymomunov and Morley
(2011) and Andersen et al. (2006) showed that the parameter § is not constant but rather
time-varying. Thus, the value of the realized beta in the future can be remarkably different
from its value in the past, and the backward-looking estimation may be inefficient.

In the recent literature, different authors have focused on the estimation of the beta coefficient
using option data, which provides a different estimation method for this parameter. Indeed,
whereas classical methods allow an historical estimation of this parameter, the option based
estimation method enables to obtain a "forward looking" measure of this parameter. Thus,
the obtained estimator represents the information contained in derivatives prices and then
summarizes the expectation of market participants for the forward realization of this parameter.
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In Christoffersen et al. (2008), Christoffersen, Jacobs and Vainberg provided an estimation of
this parameter using the risk-neutral variance and skewness of the stock and the index. More
recently, Fouque and Kollman proposed in Fouque and Kollman (2011) a continuous-time CAPM
model in which the market index has a stochastic volatility driven by a fast mean-reverting
process. Using a perturbation method, they managed to obtain an approximation of the beta
parameter depending on the skews of implied volatilities of both the stock and the index.
Fouque and Tashman introduced in Fouque and Tashman (2012) a "Stressed-Beta model" in
which the parameter 5 can take two values depending on the market regime. Using this model,
Fouque et al provided a method to price options on the index and the stock. This method
enables also to estimate the parameter S based on options data. In Carr and Madan (2000),
Carr and Madan used the CAPM model to price options on the stock when options on the
index are liquid. Their approach didn’t aim to estimate the parameter beta using option prices,
but to price options on the stock given the parameter beta and options prices on the market index.

In this chapter, we deal with the estimation of the coefficient beta under the risk-neutral measure
using options prices and we highlight the utility of the obtained estimator for diverse applications.
This chapter is organized as follows. In the second section, we present the capital asset pricing
model where the stock has a constant idiosyncratic volatility. We recall briefly the method
presented in Fouque and Kollman (2011), which allows to estimate the parameter beta using
implied volatility data. In the third section, we consider a new model in which the stock’s
idiosyncratic volatility is stochastic, this choice was motivated by several empirical studies which
confirm the random character of the idiosyncratic volatility process. Consequently, the new
model is more adapted to describe the joint dynamics of the stock and the market index. In
the setting of the new model, we provide approximations for European option prices on both
the stock and the index through the use of a perturbation technique. Afterward, we deduce an
estimator of the parameter beta using option and underlying prices, and we call this estimator
the implied beta. In the fourth section, we present some possible applications which emphasize
the utility of the beta estimator. First, we investigate the capacity of the implied beta to predict
the forward realized beta under the historic probability measure. We notice then that there are
temporal discrepancies between the implied beta and the forward realized one. For this reason,
we suggest an arbitrage strategy that aims to monetize the difference between the implied beta
and the forward realized beta. Following that, we show in a second application that the parameter
beta can be used for the purpose of hedging stock options using instruments on the index. We
run Monte-Carlo simulations to illustrate the theoretical study and test numerically the hedging
methods.

1.2 Model with constant idiosyncratic volatility

1.2.1 Presentation of the model

Consider a financial market living on a stochastic basis (2, F,F,P), where the filtration F =
{F:} satisfies the usual conditions, and where PP is the objective probability measure. The authors
in Fouque and Kollman (2011) proposed a continuous time capital asset pricing model where the
market index has a stochastic volatility. Under the probability measure P, the dynamics of the
stock S and the index I are described as follows:

dl,

7= it S,
ds dl

220 = pgdt + B+ cd W,
St It

1 V2 3
4y, = E(m—Y})dt+7th( ),
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where W( —l— v 1 W ) and W = W@ | is a Wiener process under P

The authors made the assumption that 0 < € < 1 which implies that the process (Y'), which
drives the index volatility, is a fast mean-reverting Ornstein-Uhlenbeck process.
pr—r
f¥y)
Let Ay = %(—1) where the function v denotes the volatility risk-premium. The probability
v(Y)

measure P*, equivalent to PP, is defined in the following way:
dP* t 1 t
= — [ NdW, — = | |M]?du ),
aP |7, exp( /0 " 2/0' | “>
WD

Let W* = | W*®) | such that: Wi =W+ fg Apdu. Using Girsanov’s theorem, it follows that
W (4)
W+ is a (P*,{F;}) Brownian motion.

Under continuity and boundedness conditions on the function ~, P* is a risk-neutral probability
measure under which the index and the stock have the following dynamics:

I .

o= vt fawy ),
t

T —
t

= (%(m_yt) Vf (Yt))dt+”\‘fdw ®)

where x(Y;) = p% 4 M’Y(Yt) and Wt*,(?’) _ th*,(l) I MW:,@L)

1.2.2 Calibration of implied beta

Using a singular perturbation method with respect to the small parameter €, the authors in
Fouque and Kollman (2011) obtained an approximation P/¢(K;, T for the price of an European
call on the index with strike K; and maturity 7', and an approximation ]5575(K s, T) for the price
of an European call on the stock with strike Kg and maturity 7. Afterward, through the use of
a Taylor expansion in /€ for the implied volatility of the stock and the index, they provided an
approximation for the implied volatilities ¥7(K7,T) and Xg(Kg,T') of the index and the stock
respectively:

)

)

5)

F

log(

Y1(Kp,T) = br+ar

N

-

log

Ys(Ks,T) = bs+as

N

It should be precised that he quantities F7 and Fg denote the forward prices for maturity 7" of
the index and the stock respectively, while the quantities by, ay, bg, ag are functions of the model
parameters. Thus, the parameter S can be approximated by § which is defined as :

1bg

~ ag
B = (UTI)SE (1.1)
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1.2.3 Limits of the model

In the model described so far, the stock’s idiosyncratic volatility is supposed to be constant
and equal to o. This hypothesis can be considered too strong, indeed the authors in Xu
and Malkiel (2003), Campbell et al. (2001), Kearney and Poti (2008), Wei and Zhang (2006)
conducted empirical studies on the idiosyncratic volatility and gave empirical evidence of the
randomness of this process.

In order to have an idea about the magnitude of fluctuations of the idiosyncratic volatility, the
graph of the parameter o of the Financial Select Sector (named XLF) when projected on the
SPX index is given below. The considered period ranges from 01,/01/2008 to 31/12/2012. The
parameter o is obtained through the computation of the standard deviation of errors in the linear
regression of the daily returns of the Financial Select Sector (XLF) on the daily returns of the
SPX index using a sliding window of 1 month.

Figure 1.1: Evolution of the idiosyncratic volatility of XLF with respect to the SPX index

The inspection of the graph above shows that the assumption of constant idiosyncratic volatility
can be strong, and thus can induce a misleading understanding of the joint dynamics of the stock
and the index. Consequently, a new model will be introduced in the next section in order to
account for this characteristic.

1.3 Model with stochastic idiosyncratic volatility

A new continuous-time capital asset pricing model is presented here. In this model setting,
the stock’s idiosyncratic volatility is driven by a fast mean-reverting Ornstein-Uhlenbeck process.
The aim of this section is to derive approximations for European option prices on both the stock
and the index, and to provide an estimator of the parameter § using option prices.

1.3.1 Presentation of the model

Under the historic probability measure P, the stock and the index have the the following
dynamics:
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dl,
Ttt = pudt + fi(Y)dw Y,
dsS dr
?t = Msdt+5Tt+f2(Zt)th(2)a
t t
1 v \f
dY; = 6(Tny — }/t)dt-l- i/» (3)
« vzV 2« 4
4z = Lmz - Zdt + LI aw
w®
A w® |
where Wt(S) _ pYWt(l) +4/1- 0% Wt(5)’ Wt( ) _ pth(Q) +4/1—p2 Wt(6) and W = e | s
W)

a (P,{F:}) Wiener process. It is supposed that 0 < ¢ < 1 and 0 < £ < 1. This hypothesis
implies that the processes (Y') and (Z) are fast mean-reverting Ornsteln Uhlenbeck processes.
pr—r
(Y
ps+r(B—1)

Let the process A be defined as Ay = f2g;)) where the functions +; and 2 denote the
YLt

V2(Zt)
volatility risk premiums related to the processes Y and Z respectively. The probability measure

P*, equivalent to P, can then be defined as follows:

dP* t , 1 t 5
P = ea:p(—/o )\uqu—z/O [Aul du).

Let Wi =W, + fg Audu. It can be deduced, through the use of Girsanov’s theorem, that W* is
a (P*,{F;}) Brownian motion. Thus, the dynamics of the stock and the index, and under P*,
can be described in the following way:

N

dl "
Tt = rdt+ fL(Y)dw; W,
t
?t = T 75‘|‘/8f1( t) Wt +f2( t) Wt )
1 vy V2 V2
dYy = —(my —Yy)dt - 1:[ x1(Yy)dt + iﬁ aw;
a vz 2« vzV 2« 4

where: x1(Y:) = py JICI;I(Y:) +4/1— p%,’yl (Y;) and x2(Z;) = pz%(ﬁ)l) +4/1— p2Z’}/2(Zt).

The processes W*®) and W*® are Brownian motions under P* such that:
W*7(3) — PYW*’(l) + 1— p%/_W*:(‘rs)’
W*7(4) = pZW*7(2) + 1— p2ZW*7(6)

1.3.2 Pricing options on the index and the stock

Approximation formula for index option price

Let PI<(K;,T) = E (e"T=O(I; — K;)T|F;) be the price of an European call on the
index with strike K7 and maturity 7. The processes (I) and (Y) have the same dynamics as in
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the model with constant idiosyncratic volatility, which implies that the pricing of index options
remains the same.

By means of a perturbation method with respect to the parameter €, the authors obtained in
Fouque and Kollman (2011) an approximation P'¢(K,T) for the price PL¢(K;, T) at order 1
in €. The proof of the approximation result is given in Fouque and Kollman (2011) and also in
(1.6.1) for completeness. The results are recalled here:

- - d  ,0%B,"
Ple = PP (T — )V Iy (13555), 1.2
OVl R ) (12
where the quantities 1301 “ and V;’E are defined as:
1€ — %
Py = Phg(0)), (1.3)
le \/E /
Vit = —EVY <¢1X1>1, (1.4)
le \/E /
V3t o= Vol (D1f1)1 5 (1.5)
—x I
@) = (fi), 2" (1.6)

The operator (.); denotes the average with respect to the invariant distribution of the
Ornstein-Uhlenbeck process (Y1) whose dynamics are described as follows:

dYiy = (my —Yi)dt + VY\/ith(B’).
Besides, the function ¢y is defined as the solution of the following Poisson equation:
Lisrly) = fiy)— (D), (1.7)

where £} is the infinitesimal generator of the process (Y1) and can be written:

0 0?
Ll = —(my —y)+ 13 —.
0 8y ( Y y) Y 8y2

Approximation formula for stock option price

Let Pts’e(K 5, T') be the price, at time ¢, of an European call on the stock with strike Kg and
maturity 7"

PP (Ks,T) = B (eI (Sr — Kg)*|F).

The notation Pts’6 is used instead of Pts’g(K s, T") for simplification purposes.

Using a perturbation technique on the parameter €, an approximation P for the option’s price
Pts’E is obtained. The approximation error is at order 1 in €. The results can be detailed as
follows:

Proposition 1.1.

S,€

~ -~ S,E Se a 9 aQPO 3
PS’E:P — (T —t) V3" 5 — (S, 1.8
b =0V S, (5 gz ) (18)

where the quantities P(;S’e and Vgs’6 are defined as:
P(A)S‘,6 = PES(tv Sta 62’)7 (19)
(65)° = o%—2V3", (1.10)
€ €
VS = —\\g(BQW ($1X1)1 5 + V2V (aiosXx2) 1 o), (1.11)
Se \ﬁ 3 , ,

Vit = By (dihi)y + pzvaV e Btaiost2), o) (1.12)
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The operator (.); 5 denotes the averaging with respect to the invariant distribution of (Yl) which
b 2 t
has the following dynamics:

3)
Yigl _ (10 my\ (Y1 vy 0 W
()= () -G va(y ) o (o)
The function ¢rgi0s 1S the solution of the equation:
£g¢ldios(z) - f22(2:) - <f22>172
where L is the infinitesimal generator of the two-dimensional Ornstein-Uhlenbeck process <§1> .
2

Proof. The price of an European call on the stock writes:
PtS,e = EP* (6_T(T_t)(ST — Ks)+’St =, Y;g =Y, Zt = Z)

Since the process (S,Y, Z) is markovian, the Feynman-Kac theorem (see Pham (2007)) can be
used to prove that £° Pts’6 = 0 where £7 is a differential operator expanded in powers of /e:

1 1
S _ ps, L oas Las
L _£2+\ﬁ£1+6£7

and L3, L7, L5 are defined as follows:

s 9 50 y 0
‘CO = (my—y)af—l—l/ya—yQ—}-a(mZ—z)%-i-owZﬁ,
82
Ly = —wmwv2xly )7+58tf1( )\/iprasa —vzV2axa(z )*+5tf2( )VQQPZVZM,
0 K
s _ Y 2 2 2

The differential operator Eg is the infinitesimal generator of the two-dimensional

Ornstein-Uhlenbeck process <§1> which has the following dynamics:
2

()G (G- e a(h a) i)

The following notations are used:

e The operator (.); denotes the averaging with respect to the invariant distribution of the
process (Y7 ¢).

e The operator (.), denotes the averaging with respect to the invariant distribution of the
process (Y2 ¢)t.

e The operator <.>172 denotes the averaging with respect to the invariant distribution of

&
Yar),

The option price P%€ is expanded in powers of \/e:



then, the expression £% Pts’6 can be written as follows:

(L5 + JL5 + WA P = o
=0

By classifying the terms of the last equation by powers of /€, the terms of orders (—2), (—=1),0,1,2
in /€ are obtained:

(=2) : LIPS =0, (1.13)
(=1) : LYPY 4+ L5PP =0, (1.14)
(0) : LSPY 4+ L3P+ L5P) =0, (1.15)
(1) : LSPP 4+ L7P) +L5PY =0, (1.16)
(2) : LIPY +LYPY 4+ LPY =0 (1.17)

The term of order (—2) in /e states that L3 POS “ = 0. Since the operator £5 contains only
derivatives with respect to y and z, this equation can be solved by choosing P(;g = P(;g “(t, Sy)
independent of Y; and Z;.

The term of order (—1) in /€ states that Eng’g + .COSPls’6 = 0. The differential operator LY
contains first and second order derivatives with respect to y and z, thus .ClSP(}9 “ = 0. The
equation becomes then £5 Py = 0. The equation is satisfied for P¢ = P>(t, S;) independent
of Y; and Z;.

The quantities P, € and P ¢ being independent of Y; and Z;, it can be stated that:
LEPYS = LIPS = LEPY = LIPY = 0.
Since £3 P> = 0, the term of order 0 in /€ becomes:
L5PY+ LR =0,

which is a Poisson equation for P2S “ with respect to [,OS . The solvability condition for this
equation is:

(5R5). = (£5),, B =0

)

The average <£§ >1 , of the generator L5 verifies:

) ) 19
(Bha = g+ 705 )+ gt (G0 + B

It can be deduced that <£*29>1’2 = L3(5s) where 6% = 32 <f12>172 + <f22>172

Consequently, POS *“ is the solution of the following problem:

Lps(@s)PyS = 0,
PY(T,St) = h(Sr).

It can be easily seen that the quantity POS “ represents the Black-Scholes price of the option with
implied volatility equal to &g:

Py = Pag(t, Si,55).
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The term of order 1 in /€ is a Poisson equation for P3S  with respect to LOS , whose solvability
condition is:

(L), B = (i) = (i) @5 - (L)) B )

)

The quantity Pls *“ is the solution of the last equation with terminal condition PIS “(T, St) = 0.

The function f; is independent of z and the function fs is independent of y, it follows that:
<f12>1 5 = <f12> and <f2 >1 2 <f2 >2 In addition, the function ¢; which is the solution of (1.7),
doesn’t depend on z. This implies:

LEor(y) = Lioi(y) = fily <f1>12

Let the function ¢g4;0s be the solution of the following equation:

£g¢ldios(z) = f22(2) - <f22>1’2 : (119)
The function ¢yg;0s doesn’t depend on 3, thus it can be deduced:
LOS(62¢I(y)+¢Idios(Z)) = 52(f1 <f1>12 ) <f2>1 2)
Building on this, it can be obtained:
_ 0?
L) LS — (£5),,) = (BPLEG10) + L bruion(2)) 557 s {o57
The development of the right-hand side of the previous equation yields:
1 5 vy py PZVZ\/a 0
§(ﬁ2 <[’1S¢I(y)>1,2 + <£f¢1dios >1 2 NG <¢If >1 2 \/5 <¢/Idiosf2>1,2)5t375t
By vzVa
- ( \/i <¢/IX1>1,2 t \[ <¢Idwsx2>1 2
Let the quantities V2S’6 and V5" be defined as follows:
c €
Ve = :/g(ﬁgwpy <¢}f1>172 + pzvzva <¢,Idiosf2>1,2)a
S,e \/E

Vy = _\ﬁ(ﬂQVY <¢/IX1>1,2 + VZ\/a<¢,IdiosX2>172)'

The equation (1.18) becomes:
2 pS,e 2 S,€e
S Se S,e 2a Po S,e 0 2(9 PO’
(LE)a VEPT = Vo “Si—gan + Vs “Sipa (Si=5e): (1.20)

Consequently, Pls *“ is the solution of (1.20) with the final condition PIS “(T,S7) = 0. Since
the diﬁerential operator <£§>12 = L3(Fs) commits with the operators D; g = Staist and

Dy s = S’t 852’ and that <£S> 19 Pg’e = 0, the solution to the last problem can be given explicitly
as:
2 pS,€ 2 pS,€
S,e S,e 28P0 S,e 0 26P0
VERY = (1 = (VS e VS (P ) (1.21)

In order to check the validity of the solution, the following verification can be made:
(£5) 14 VEP = (V3 Do g Py + V3 Dy sDo s By ) (L£5),, ( L((t=1)
— (T = ) (V3" Das (L£5), 5 (P5) + V3 Dy 5Dy s <c~§>

= V3 Dy g Py + V3 Dy sDa s Py

12 (P

ol



By neglecting terms of order higher to 1 in /e, the stock option price can be approximated
by (Pég €+ \ﬁPls ). In order to reduce the number of the parameters in the approximation, a
second approximation is derived here. Let Lpg(d§) be the Black-Scholes differential operator
with volatility o§:
(03 = of—21;"

Let the quantity 1569 *“ be introduced as the solution of the following problem:

EBs(é'Zw)po = 0,

PY(T,Sr) = (Sr—Ks)*.

It follows that ]559 “ = Ppg(t, Sy, 0%5). Following that, the quantity 1515 *“ is defined as the solution
of the following problem:

0 0?
S,e S,e 2 HS,€
‘CBS(O-S)\/»P = ‘/3 Stas (St OSQP )
PPS(T, Sp) = 0.
Using the same arguments as before, it can be deduced that 1515’6 = —(T -
S,e ) 2 92 pS,e
t)V?) Stast(st 852P ).

It can be proved that the option price P%€ can be approximated up to order 1 in V€ by PSe
which is defined as:

f)S,E — pégye + \/EPI’S’E.

The proof of this result is detailed in (1.6.2).
[

1.3.3 Calibration of implied beta using options prices

In the last section, approximations for the prices of European options on the index and the stock
are given respectively in (1.2) and (1.8). Using these results, an estimator of the parameter f3 is
provided in this model setting.

Approximation formula of the implied volatility smile

For the purpose of the beta estimation, a Taylor expansion is carried out in (1.6.3) in order
to provide approximations of the implied volatilities of the stock and the index. The following
results are obtained:

Proposition 1.2. The implied volatility of an FEuropean call on the index with strike K; and
maturity T can be approzimated, at order 1 in /e, by X1 (K,T):

log (L)
T )

E](K[,T) =br+ay (1.22)

Vil ap = YA and Fy = e (T,

27 + U = Gpp and Fr=1e!

Likewise, the implied volatility of an European call on the stock with strike Kg and maturity T
can be approximated, at order 1 in /€, by Xs(Kg,T):

log (£
Ss(K,T) = b5+a5(TKS), (1.23)

where by = 67 —

VS,E VS T
where bg = 0 — 55, a5 = ( ‘1)3 and Fg = Spe™T—1)
S s
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Comparison with the model with constant idiosyncratic volatility

The approximations of the smiles of the stock and the index, given in (1.22) and (1.23), are used
here to estimate the parameter 5. Indeed, based on the definitions of Vgs’€ and Vgl’e, it can be

written that:

€ € €
Vés’ _ 63]/317 + \\gpzuz\/a <¢,Idiosf2>1,2 )
‘/35,6 5 pzvzva (Praiof2)1 o

e py vy <¢}f1>1,2 '

The estimator 3 proposed in Fouque and Kollman (2011) and introduced in (1.1) verifies:

B o= Vi pZVZ\/a<¢IIdiof2>172.
vy pyry (01h1),

it can be deduced that, in the case of stochastic idiosyncratic volatility, the quantity B is a biased
estimator of the parameter 5. Thus, it would be useful to provide an unbiased estimator of 3 in
the new model setting.

Alternative method for the estimation
It can be recalled that:
~2 22 2
0s = ‘71+<f2>1,2'
Using the relations between 7 and (57)? as well as between 6% and (5%)?, the following result
is deduced:

(55)% = (), oV
(@3)2+2V,C (a2 + 2V

g =

Based on the smile approximation formula, given in (1.39), for an asset A denoting either the

stock S or the index I, it can be stated:
— % 1 —%x \2
bA = 04— §CLA(O'A) .

The latter second order equation in 6% has two admissible solutions:

1—+1—2a4by

ry = )
aA

14++/1—2a4by

o = .
aA

Since V3" and V5" are of order 1 in /e, then ay is of order 1 in /e and by = % + o(y/e).
Thus, it can be deduced that the appropriate solution of the second-order equation is z1, and
that the quantities 65 and o7 can be written as below:
52:1—\/1—2(153)5 57:1—\/1—2(1151
as ’ ar

Using previous results, the parameter § can be approximated using B:

—+/1—2agb
(TS (g v

g = + . (1.24)
—v/1—2a7b I, —v/1—2arb I,
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Through the use of a Taylor expansion, it can be shown that 8 writes:

- <a§>2—<f§>1,2< v VJ’E)
b= \/ o e -, ) T

In order to compute the value of 3, the quantities < f22>1 , and VQS’6 can be estimated statistically
using historical data from both option and underlying prices. The estimation procedure will be
detailed in the next section.

Numerical simulations

The accuracy of the estimators 8 and B are tested in this subsection on simulated data.
Indeed, Monte Carlo simulations of the CAPM model with stochastic idiosyncratic volatility are
performed using the following parameters:

e=0.1, a=1,

py = —0.8, pz = —0.5,
vy = 0.15, B=1.5,
r=0, pus=pr =0,

1 =0, 72 =0,

The choice of the parameters 7 = s = iy = 0 and 71 = 72 = 0 enables to have VQS’G =V =0.
Consequently, the parameter 8 in (1.24) becomes:

(A — (f3)

B B 1,2
B (17\/172a1b1)2 ’
ar

Several experiments are carried out here according to the value of the parameter v;. For each
value of vz € {0.05,0.15,0.25,0.4}, we launch 100 Monte Carlo pricing algorithms whose random
number generators have different seeds. In each of the 100 pricing algorithms, we generate 20000

paths of the Brownian motions <Wt*’(1), Wt*’@), Wt*’(?’), Wt*’(4)> (0<1<T} as well as their antithetic.
<t<

We deduce afterward the paths of the processes (Iy, St, yt, 2t) (0<t<T} and we price, using the
Monte Carlo method, options on the stock and the index with different strikes and with maturity
T = 0.5. Finally, we compute the estimators 3 and § using (1.1) and (1.24) respectively, and we
obtain the following histograms:

100
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7 Beta Tilde
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60 80
I
60 80
I
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L
20
I
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(a) vz =0.05 (b) vz =0.15
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Figure 1.2: Histogram of the estimators B and B for 5 =1.5

The histograms show that the estimator 3 insures a faster convergence towards the parameter
B. Indeed, by using only 40000 antithetic paths in each Monte Carlo pricing algorithm, the bias
of the estimator /3 is lower than the one of 5.

1.4 Applications for the estimation of the parameter

In this section, we highlight the importance of the estimation of the parameter 8 under the
risk-neutral measure P*. We present two main applications which emphasize the utility of this
estimation for econometric studies or also for derivatives hedging. In the first subsection, we
investigate whether the implied beta 3 can predict the future value of the parameter 3 under the
real-world probability measure P. This question is legitimate to be posed since option-implied
information under the risk-neutral pricing measure P* may help to predict information under the
physical measure P. In the second subsection, we show that the estimator ¢ may be crucial for
hedging purposes. Indeed, we point out that the quantity 3 can be used in order to hedge the
volatility or the delta risk of stock options using instruments on the index. Thus, we conclude
that having a good estimation of the value of the parameter § under the risk-neutral measure
P* can be very useful from a risk-management perspective.

1.4.1 Prediction of forward beta

We use spot and option data of several US stocks and ETF between 01/01/2008 and
31/12/2012. The option prices have a maturity equal to 7" = 0.5 and a moneyness ranging
between 80% to 120%. The data sample used in this empirical study includes the following
instruments: Financial Select Sector (XLF), Energy Select Sector (XLE), Materials Select
Sector (XLB), Technology Select Sector (XLK), Industrial Select Sector (XLI), Goldman Sachs
(GS), Microsoft (MSFT), General Electric (GE), Google (GOOG), IBM (IBM), JP Morgan
(JPM), Cisco Systems (CSCO), Bank Of America (BAC), Intel Corporation (INTC), Chevron
Corporation (CVX), Caterpillar Inc(CAT), Apple Inc (AAPL), Alcoa Inc (AA).

For every date ¢ of the sample, the estimators B(t) and f(t) are computed according to (1.1) and
(1.24) respectively. In order to compute (3, the methodology given below is followed:

1. The quantities 67 and &g are approximated by the historical volatilities of the market index
and the stock respectively using underlying log-returns.

- s . log(“H)
2. The implied volatilities ¥;(K7,T) and Xg(Kg,T) are regressed on the variables ——1—
lo, (LS(T)
and Ti_Kts respectively, thus the slopes ag, a; and the intercepts bg, by are deduced.
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3. From the estimated slope ag, the intercept bg and the effective volatility g, the following
quantities can be calculated:
1-v1-2asbs

_x
.O'Si ag

° ‘/'2‘5’76 — 5%—5&;)2
4. Likewise, from the estimated slope ay, the intercept b; and the effective volatility 7, the
following quantities are computed :

1—v/1—-2a7b;

—
¢ 0= ar

° V2I’E — 6?’55}‘)2
5. The time series of the idiosyncratic volatility (f(Z;)); is obtained through the regression of
the log-returns of the stock (S) on those of the index (I). Using these data, the parameters
myg, vz and pz are calibrated using the maximum likelihood method as suggested in Franco
(2003). The quantity < f3 >172 is then evaluated. For example, if fo denotes the exponential
function, then:

<f22>12 —  p2mzt2vg

6. The estimator 3 can finally be computed using (1.24).

Let the quantity S denote the historical measure of the parameter beta. Thus, at a given date
t, Bu(t) is defined as the slope of the linear regression of the stock log-returns on the index
log-returns between ¢t — T and ¢t. The estimator Sy is computed on a backward window of length
T, and so can be compared to the estimators B(t) and B(t) which are estimated using option
prices with maturity 7.

The graphs below represent the time series (B(t))togtgtw (B(t))togtgt]\r and (B (t))e,<t<ty for
to = 01/01/2008 and ¢y = 31/12/2012.
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Let the parameter B denote the forward realized beta, which is obtained as the slope of the
linear regression of stock returns on index returns performed on a forward window with length
T. In other words, Sp(t) = B (t +T). It is then interesting to see how well the estimators 3, 3
and B predict the quantity Br. The predictive power of these estimators is tested using several
statistical measures, the bias and the root-mean-square error are retained here:

Stock  E(B—fBr) E(B-Br) EBu-—pBr)

XLF.US -0.148 -0.121 0.054
XLE.US -0.05 0.0094 -0.0313
XLB.US -0.0231 0.0002 -0.0345
XLK.US 0.0679 0.0542 -0.0158
XLI.US -0.0258 -0.0183 -0.0215
AAPL.US 0.2649 0.4073 0.0005
AA.US -0.1814 -0.0738 -0.0333
BAC.US -0.1414 -0.3557 0.0222
CAT.US -0.0453 -0.0574 -0.0512
CSCO.US 0.0854 0.0216 -0.0073
CVX.US 0.0252 0.0366 -0.0187
GE.US 0.0375 -0.0534 0.0016
GOOG.US 0.1693 0.1742 0.0193
GS.US 0.1306 -0.0962 0.0113
IBM.US 0.2063 0.1575 -0.0233
INTC.US 0.1462 0.1451 -0.0069
JPM.US -0.0415 -0.347 0.0383
MSFT.US 0.1717 0.1102 -0.0234

Table 1.1: Bias of the estimators B, B and By
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Stock \/E B—br 5F \/E 8-8r 5F E((ﬁHB_ﬂF)2)

F

XLF.US 0.143 0.138 0.195
XLE.US 0.183 0.207 0.128
XLB.US 0.196 0.209 0.116
XLK.US 0.132 0.124 0.095
XLI.US 0.128 0.112 0.108
AAPL.US 0.41 0.547 0.252
AAUS 0.187 0.188 0.181
BAC.US 0.234 0.407 0.337
CAT.US 0.118 0.123 0.149
CSCO.US 0.159 0.162 0.147
CVX.US 0.198 0.238 0.165
GE.US 0.154 0.189 0.158
GOOG.US 0.277 0.31 0.165
GS.US 0.341 0.292 0.303
IBM.US 0.369 0.348 0.134
INTC.US 0.279 0.294 0.244
JPM.US 0.158 0.292 0.265
MSFT.US 0.297 0.27 0.163

Table 1.2: RMSE of the estimators B, B and By

It can be seen through the tables above that the historical beta estimator Sz is unbiased for all
the considered stocks and has in average the lowest RMSE compared to the estimators B and f.
It can also be noticed that the estimator B has a significant positive bias for the stocks AAPL,
GOOG, IBM, INTC, MSFT and a negative bias for XLF and BAC. Thus, the RMSE of 3 for
these stocks is higher than the one of Sp. It can be deduced that option market participants
may have an expectation of the parameter S which is temporarily different from its value under
the physical probability measure P, this finding proves the existence of discrepancies between
the risk-neutral measure and the physical measure.

1.4.2 Arbitrage strategy

Theoretical setting

Let us suppose in this section that all the parameters may have different values between the
real-world probability measure and the risk-neutral probability measure. We want to construct
a portfolio with the aim to take profit principally from the discrepancy between the implied
beta and effective realized beta.

Let us denote my,vy,py,mz,vz,pz, 5 the parameters of the model under the risk-neutral
probability measure and my, vy, py,mz,Vz,pz,3 the parameters of the model under the
real-world probability measure.
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We introduce the new generators £; and Lg as follows:

_ _ 1 - 1 -
£ = Ly+—2Li+ L,

Ve
_ 0 9?2
I _ _
Ly = @(mY—y)+V%@,
- 82
‘Cl = fPYVYItfl( )618
- 0 0 1 92
I _ ¥ 2
Ly = g +rigpli—)+ 2012 HOE
and:
L5 = L5+ i85+ ics
2 \ﬁ 1 € )
_ 0 5, 02 0 H?
S _
Ly = (‘Ty(my_y)—i_ Yag 9 (mZ—2)+0‘V282,
_ ~ 02 _ _
Ef = 856 (y )Vy\/ipy—i—mstfg(z)yzxﬂapz,
- 0 3 1 62
s _ O 2 2

Let us introduce a portfolio X containing at time t, an option on the stock with maturity date
D, a quantity —ny; of options on the index with the same maturity date D, a quantity —A; g
of the stock, and a quantity nr;Ar; of the index. The portfolio X evolves as follows:

Xy = P(t,S,Y:) —npP(t, 11, Yy) — Ay sSy +np i Ap ey,

It can be recalled here that £/ P(t,I;,Y;) = 0 and £5P(t, S;,Y;) = 0, thus the portfolio (X) has
the following dynamics under the real-world probability measure P:

0 0 0 0

dXt = ((Z - TStaS ) (£ TStaS )) (t St,Y;g) — n[((£ — TItaIt) (£ ’I’Ita[t))P(t, It,Y;S)
OP(t, S, ;) OP(t,I,,Y;)
B A

oP (t St, }/t) Vyde 8P(t, St, }/t) vz 204th(4) oy
Ay Ve 0z Ve dy Ve
— At,gdSt + nLtAMdIt.

The quantities ny, Ay, Ag are fixed as follows:
OP(t,S¢,Yr)

B oy _ 0Ps 0P
nI - m, At7s - 87&, At7] — Th (125)
oy

It was proved previously that:
P(t,1;,Y;) = PBY(t, L) + VePl (t, I) + ePy“(t, I, ;) + o(e)
P(t,5:,Y:) = PY(t,S;) +VeP P (t,S) + ePy(t, Si, Vi) + oe)

- 9%y
then ny = T n v + o(e).
LG
Using the analytic expressions of PQS “ and P2I . it can be deduced:
52 82PS €
t 352
Ie *
282Py’
I =512

nrt = 5
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The dynamics of X can be written, using (1.2

5

), in the following way:

1 B 82PS,6 ~ aPS’E _ 82
AX, = St () (5 = 5) g ga—di + <a(mz mma) T, el v T ) “
) aPS,e - 82PS’6
(1 2 - ) 2
OPy" OBy
+ Ve [ Varyxi () + V28 f1 () (Boy py — Bry py ) —a2— | dt
a 8S@y
8P2S’6 o 82P25,6
+ Ve | Vaavaxa() T+ V305 o) (paba = pava) g |

—nrye <ftf1 (ye)V2 (py Dy — pyvy) ——

QPI,e o 2[,6
Toy + vy V2x1 (ve) 3y

orc ., 82P)"
-n my —m + (vy — v dt
It (( y —my) By (7y —1y) 9,2
+v2V20 f 4 ole).
Notice here that:
aQPS,E anSE
ay% = QSt 853 =mns¢+ o(e)
o2ple 1282P({’E = L ’
Oy? t o2
hence, it follows:
92pSe OPyC |

AX, = 2§ R w)(F ~ ) 557

+ Ve <\f5‘tf1(yt)(5wpy — Brypy)

+ Ve <\/%VZX2(Zt)8P
—nrye (Itfl (ye)V2 (py Dy — pyvy)

(4)

+Vz\ﬁ\[

+ o(e) .

Under the assumption:

?Pye
080z

dt + <a(mz —myz) 82 + a(0f —v2) 622
2 HS,e

0“Py it

050y

+ V2aSi fo(2t)(pzvz — pzvz)

o2PLe
d10y ) di

>dt

H:my =my, vy =Vvy, py=0py, Vz=1Vz, pz=pz,

the previous relation becomes:

2 pS,e
aX, = 5522 () (5 - B >88];2 dt+ Ve (f St (=955,
Se
+\/g (szxg(Zt)aa ) dt-f-VZ\/i\[ ) ( )
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It follows that:

BaxiF) = (B8 [ Lm0+ AL 4 Jevas ey L at + 0(vR)
t|vt 97t /1 Yt 85? tJ1\Yt)Vy Py 950y )

PS,G
Var(dX|F,) = 2eavy (832 ) dt.

Empirical study

In this subsection, we carry out an empirical study in order to test the suggested strategy on
real data. It is important to mention here that some inevitable approximations are used when
testing the strategy. Indeed, in the strategy described so far, we hold 3-Months options from the
inception date to the maturity date, and we delta-hedge them in a daily basis. Let Zg(Kg,T)
and Z;(Kj,T) be the implied volatilities of the stock and index options respectively:

PS€(t,Kg,T) = P3¢(t, Sy, Zs(Ks,T),T), PI(t,K;,T)= Pho(t,I;,T;(K;,T),T).

The implied volatilities are obtained using interpolation methods since we don’t dispose of market
implied volatilities for all strikes and maturities. The procedure can be explained in the following
way. We hold a N-Months option from the inception date ¢ to the maturity date t + N Months.
We suppose that the N following months contain Zf\il D; days, which means that each month
i € {1,..,N} has D; days. Let 0 < L < Zﬁl D;, then at the date t + L Days, we deal
with an option whose time to maturity is equal to T = (Zf\i 1 Di — L) Days. At this exact
date (t + L Days), we don’t dispose of data corresponding to the volatility smile with maturity
T = (Zﬁ 1 D; — L) Days, but we observe two implied volatility smiles with maturities T
and Thqe such that Thpn < T < Threz- Thus, we can deduce an approximation of the implied
volatility smile for the maturity 7" through an interpolation method.

Once the implied volatilities Zg(Kg,T') and Z; (K, T) are approximated, we compute the option
prices P¥€(t, Kg,T) and P1¢(t, K;, T), in addition to the option deltas Agy and Ajy:

_ 8P§S+8Pgsazs
’ 0S; 0ILs 0S;’
_ 0Py oPhy o1,
9 0Z; 0I,°

We can recall here that Zg(Kg,T) and Z;(K;,T) can be approximated at order 1 in /e
by ¥g(Kg,T) and ¥;(K7,T) which are introduced in (1.23) and (1.22) respectively. Thus,
g%f = O(e) and %—% = O(e) and then the quantities Ags and Ay, can be approximated at order

. oprg oPL .
1in /e by 54~ and —57¢ respectively.

We introduce the following notations:

o Y = Xt Nyonme — Xt denotes the P&L of the portfolio X started at the inception date
t and closed at the maturity date t + Nyjonths (it is needless to mention that Y; is not
Fi-measurable but is rather Fiinr,,,,,,.-M€asurable).

o Brt(Nponths) denotes the realized beta between ¢ and ¢t + Npsontns, it is obtained through
the linear regression of the stock log-returns on the index log-returns between t and t +

NMonths~

® 01.1(NMMonths) is the implied beta estimated at time ¢ from A/-Months maturity options.
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The main purpose of the back-test is to show at which extent the P&L Y is explained by
B (Nytonths) — Br(Nasonths). This means that we want to see the part of the desired P&L
E(dX|F:) in the total P&L dX;. The residual part dX; — E(dX¢|F;) is explained at first place
by the random part of dX;, and in the second place by the additional terms in case where the
hypothesis H doesn’t hold.

In the practical implementation of the back-test, the portfolio X is launched every day but is
not necessarily conserved until the maturity date of the options (in N months). Indeed, we
unwind the portfolio before the maturity of the options if the spot processes (S or I) have
moved for more than 10% since the setting of the trade, because in this case the quantity n; of
index options is not correct anymore and has to be changed.

The strategy is tested on 6-Months options (N = 6) between 01/01/2005 and 01/08/2014. We
give here the graphs of Y; as a function of (8r¢(Nasonths) — Br.t(Nasontns)) for some examples:
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Figure 1.6: The portfolio P& L as a function of the discrepancy term (8 — (7).
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Statistics On PnL || Regression slope | R-squared
XLB-SPX 1.9701656 0.3172391
XLF-SPX 1.4595975 0.4812934
XLE-SPX 3.5216376 0.2596000
XLK-SPX 0.7545623 0.1543600

1.4.3 Hedging of options on the stock by instruments on the index

The capital asset pricing model offers a practical framework where the stock dynamics are
linked to those of the market index. This section aims to show that the parameter beta may be
very useful to hedge the delta risk or the volatility risk of a stock option using instruments on
the index.

Hedging volatility risk

The natural way to hedge the volatility risk of a stock option is to use other stock options
with a longer maturity. Nevertheless, if options on this stock are not sufficiently liquid, it won'’t
be possible to carry out this hedging strategy. In this case, it may be judicious to use options
on the index in order to perform the hedging.

Let X be the value of the portfolio containing an option on the stock, a quantity —¢ of an option
on the index, a quantity —Ag of the stock and a quantity A; of the index. The value of this
portfolio at time ¢ is X; = PS6 ﬁtPtI’E + Ay — Agy Sy and X, satisfies the following SDE:

S,e S.e Se
[ S S, Sie or> or> vy /2 OP vzV 2x
dX; = (E PS¢ 4P ) g (@S =it + S5 w4 =L v aw;
oP apf iy V2
_ I plie Ie . t _ . Y *,(3)
9, (ﬁ Pl +rp; ) dt = 0, (Al = rhdt) = 0,75 = 2wy
— A&tdSt + A[,tdft.
By rearranging the terms, the last equation becomes:
. . aPI,E aPS,E 8PS,€ 8PI €
dX;=r (Pts7 — ﬂtPtL + 9 8tI I — 82’ St> dt + ( 8; , dS: + | Ar gt % ol dl;
PS,E PI,e 2 . PS € 2
. OP; _ﬁta / Vy\det ) 0 vzV adW
Jy oy Ve 0z /e

If the parameters (U, Agy, Ar;) are chosen in the following way:

opse
8PS,€ 8PI,€
ﬁt: By ) Astzi ) Alt:ﬁt )
8];;‘6 ’ OSt ’ aIt

then the portfolio X is delta-hedged continuously in the stock and the index, and is made
insensitive to the variations of the process y. It follows that:

S,e
Se Ie OP”" vzv 2«
dX;, = r(Pt — 9P, +A1,t1t—AS,tst)dt+ o \[”6 aw; @,
“vzV2
= rXdt Law;
T + 6z Ve ¢ ’

66



which means that the risk of the volatility of the index is canceled, and the only remaining risk
comes from the idiosyncratic volatility.
The hedging parameter ¥, can be obtained through the computation of the terms 81;5’5 and

% using Monte-Carlo simulations. This computation method is time-consuming, so it may
be interesting to have a closed-form approximation for this hedging ratio. For this purpose, the

oo OPSe oPpLe
quantities 5 and oy

should be approximated at order 1 in € as explained below:

P(t,I;,Y:) = BI(t 1) + VeP (t, ) + ePy(t, I, Y;) + o(e)
P(ta Sta}/bZt) = POS,E(tﬂst) + \/EP{SV7€(t7 St) +€PQS’E(t75t7YtaZt) +0(€)

where:

: P°F)
PRI ILY) =~ o (%)

S,e
1 _,0*Py
27t 9s2?

PY(t, 8y, Vi, Z4) (B261(Y2) + brdios(Z1)) -

Consequently, the quantity 1; writes:

29%P;
St 852

1915 = B T‘FO(G).
1850

Since P(;g “ and POI *“ have known closed-form expressions, the quantity 9J; can be approximated
) 62 S €

t 2
analytically by Uy = (2 23 5 —, the approximation error is at order 1 in e.
It

a1

Delta and Vega Hedging

The lack of liquidity or the presence of transaction costs on the stock can make the
delta-hedging of the stock option costly. Therefore, it may be useful to have an alternative
hedging strategy in circumstances where there are trading constraints on the stock. The setting
of the CAPM model enables the decomposition of the stock risk into two parts: the index risk
and the idiosyncratic risk. It is then reasonable in this framework to hedge the delta of a stock
option using the index.

Let L be the portfolio containing an option on the stock, a quantity — of an option on the index
and a quantity —py of the index. We have then L; = PtS’6 — 9, Phe — @r,¢l;. It follows that:

8 S€ BPI,G .
(ve) = 8tI Lif1(ye) — @I,t-ﬁfl(%)) aw, )

8PS€ vz\/2
0z  +Je

dL; =r (PtS,e — ﬁtPtI’E — @I,tLﬁ) dt + <

PS,e Pl,e 2 i} PSe
+ (a g,k )VdeW @ 0L g Coawy®

Oy Oy Ve t oS

By taking (¢, ¢r+) such that:

dW

o) el
9, _ 00 _ B8, oP%c 9P’
N A T T
Jy
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the risks related to the index and its volatility are hedged. It follows that:

HPSe AP vy /2

*,(2 *,(4
dLi = rldt+ Sy fo(z)dW;@ + PRV aw; W,

Here again, the computation of the quantities ¥; and ¢;; can be made easier through the

estimation of the parameter 3. Indeed, ¢, and ¢, can be approximated respectively by Uy and

A _ BStopPSc 5 9pPLe
Pre =T %95 — VS

Numerical simulations

We perform in this subsection numerical simulations in order to test the hedging strategies
proposed so far. First, we generate 200 paths of the processes (I;), (St), (yt), (z¢) for ¢t € [0, T
with a time step equal to § = ﬁ. On each of these simulated paths indexed by i € {1,..,200},
and for k € |0, %], we generate 50000 paths of (It(z), Sél),y,gl), z§l)){t§[k57T}} with a time

i ; (@) (4)
step equal to § and we compute the quantities Ag)sz?Ay)kaa (P:;;’E) ,(Pklf) using a

Monte Carlo method. The quantities ¥ys and g s are approximated using s and @ ks
respectively. We can then obtain X5 denoting the portfolio value at time kd, and we deduce
the final value X7 at the maturity date T". It should be precised here that A is used instead of 3
for the computation of Y and 1, so that the error of estimation is accounted in the hedging error.

For these numerical simulations, the following parameters are used:

( e=0.1, a=1,
py = —0.8, pz = —0.5,

vy = 0.15, vy = 0.05,
r=20, pr =0,

B =1.5, ps =0,

1 =0, Y2 =0,

yo = log(0.4), 2o = log(0.2),
Ip = 1000, So = 50,

It can be precised here, that since the hedging strategies are tested on 200 independent paths,
the simulations are done in parallel using the computing cluster of Ecole Centrale Paris. The

histograms of the hedging errors <XTX7_OX° X 100) in the case of volatility risk hedging and

(% X 100) in the case of Delta and volatility risk hedging, are given below:
0
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Figure 1.7: Histograms of hedging errors for T'=1 Month

Statistics of Hedging 1M stock options || Median | Mean | Std | Skewness | Kurtosis
100 x X0 0.04 | 000 | 751 | -161 15.87
100 x Lrto 043 | 0.07 | 9.64 | -0.63 10.26

Table 1.3: Statistics of hedging errors for T'=1 Month

The same procedure is repeated here in order to perform the numerical simulations for T = 3
Months.
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Figure 1.8: Histograms of hedging errors for T'= 3 Months

Statistics of Hedging 3M stock options | Median | Mean | Std | Skewness | Kurtosis
100 x 2r-Xe 0.07 | 0.29 [ 10.11 | -0.30 8.08
100 x Lrto -1.34 | -0.15 | 12.36 0.07 6.33

Table 1.4: Statistics of hedging errors for T'= 3 Months

1.5 Conclusion

We presented in this chapter a continuous time capital asset pricing model where the index
and the stock have both stochastic volatilities. Through the use of a perturbation technique, we
provided approximations of the prices of European options on the index and the stock and we
proposed an unbiased estimator B for the parameter beta under the risk-neutral pricing measure
P*. We conducted an empirical study and showed that the estimator B , when compared to the
classical estimator SBp, doesn’t insure a better prediction of the future realized 5 under the
physical measure P. This proves again that there are some discrepancies between the pricing
measure P* and the real-world measure P. Besides, we showed that the estimator 3 can be very
useful when it comes to hedging stock options using instruments on the index. This approach,
considered here as a relative-hedging method, can be very useful when the instruments needed
for perfect replication are not liquid.

It would also be quite interesting to extend our study to the use of the implied beta for
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applications on portfolio construction on option and underlying assets. We keep this subject
for a future work.
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1.6 Appendices

1.6.1 Appendix 1: Pricing options on the index

Let PtI’E = EP(h(I7)|I; = x,Y; = y) be the price of a european option on the index with
payoff h(I7) and maturity 7'

Pl = Pt 1Y),
Since the process (1,Y") is markovian, applying the Feynman-Kac theorem yields:
LIPtI,E — O,

where £! is a differential operator whose elements can be classified by powers of \/e:

1 1
o= i+ —eﬁ{ + E‘Cé’

7

0 0
/ 2
rl = _yy\/§><1(y)—8 + \/ipyl/yftfl(y)ai2
1 Ay 19y’
0 d 16
I = e 7[ — 77[2 2'
cl at”(aft 4 >+23It2 i fiy)

The differential operator C(I] represents the infinitesimal generator of the Ornstein-Uhlenbeck
process (Y] +): which has the following dynamics:

AV = (my — Yi4)dt + vy V2dW;.

The price P1¢ can be expanded in powers of Ve

o0

Pl =Y (Ve)'p/*.

=0

Next to that, the term £! Ptj’e = 0 can be expanded and its elements can be classified by powers
of y/e. The terms of orders —2,—1,0 and 1 in /€ are written below:

) E(I)P()Le =0,

(1) : £ip+ Pl =o,
)+ LyPyC+ LIPP+ LGPy =0,
)+ LIPDC+ LIP 4 LhP) =0,

The term POI’E is a solution of EéPOI’6 = 0 with final condition POI’G(T, Ir,yr) = h(Ir) (h is
independent of y7). By solving this equation, it can be found that:

u? umy

-PO(ta Itayt) = Cl(tvlt)/ eQH%/ W du+02(t7-[t)
0

If (1 is not the null function then the solution diverges when y — +00. Nevertheless, in the case
of a call option, the option price is bounded (0 < P(t,1I;) < I;). Then the quantity Cj has to be
null, and then P is independent of y.

The term of order (—1) in /e yields E{P(;’ ‘4 EéP{ *“ = 0 which reduces to EéP{ =0 (since Py
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doesn’t depend on y). Using the same reasoning as before, it can proved that Pll’6 = Pll’e(t, L)
which is independent of y. Consequently:

ciple = ciplc=o,
ciple = ciplc=o.
Using £1 P/ = 0, the term of order 0 in /e becomes:
LhPye + chplc =o.
This is a Poisson equation for P2] “. Tts solvability condition is :

<£6P2[’6>1 + <£§ng6>1 —0,

where the operator (.), is the average with respect to the invariant distribution N(my,v%) of
the Ornstein-Uhlenbeck process (Y14):.

Since Eé is the infinitesimal generator of the process (Y7), <£6P21 ’E> = 0. Then, the solvability
1

condition reduces to:
(LL), P =0. (1.26)
The operator <££ >1 has the following form:

0 0 1 02

Consequently <E§>1 = Lps(7) where 67 = <f12>1 The term POI’€ is the solution of the following
problem :

Lps(@r)PyS = 0,
Ps(T,Ir) = h(Ir).

Therefore, POI “ = Ppg(t, I, 57) meaning that POI " is the Black-Scholes price of the index option
with implied volatility equal to &7.
As a result, the term P} can be written as Py = —(£5)~1 (£} — <L’£>1)P0]’6. The term of order

1 in /€ is a poisson equation for PSI . Tts solvability condition is :
<£§P{’E>1 = - <£{P21’€>1, (1.27)
Ie — I,e
(L3), P = (L(LG)NLh = (L£5))), Py (1.28)

Let ¢ the solution of the following Poisson equation:

Lodi(y) = fE(y) = (i), - (1.29)

Since the difference term between the differential operator £1 and its average is:

I I Lo 2\ 2 O
Ly — <£2>1 =-(fily) - <f1 >1)It 720
2 0I;
it can be written that:

(h) (62— (2))) = o) oy
0 V2 tory
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By applying the operator £ to the last equation, it follows that:

I/ply—1 _ ! ! 0,)1p il
EHE]) ™82 = (L)1) = (VB (adh), + Vaorvy (o), T3 e g

Let the quantities Vzl’E and V;’6 be defined as below:

Vi = Y g,

V2

Ve

‘/3[76 = \/§pYVY <

1), -

Using V4 and V;’E, the equation (1.28) becomes:

I 0 2
“L—(1
+‘/3 talt(t

9%p,
or?

9%P,
or?

(L), VeP " = V3 "I} )

Therefore, PII “ is the solution of the following problem :

€ € 62P0 € 8 82P0
(L5) VeP = Wy IETIEJFVSL ]ta—lt(lfa—lg), (1.30)

PH(T,Ir) = 0. (1.31)

In order to simplify the notations, the following differential operators are defined:

o)

Dy = ILi—
1,1 talta
62
Doy = I}—=.
21 L or

Using the fact that <££>1 = Lps(6r) commits with Dy ; and Dy 1, and that <££>1 Py =0, the
solution to the last problem can be given explicitly by:

2

P,

Vel =~ - 0 2l
t

viler, 2 (1
MO AT

)-

By neglecting terms of order higher or equal to 2 in /€, the option’s price can be approximated
by (POI’€ + \/EP{’E). As it was proven by the authors in Fouque and Kollman (2011), it is possible
to carry out a parameter reduction method and approximate P1¢ by the following formula:

~ | ~ ] e
Plen By 4 VeP ",

such as:
~ Ie %
P() = PBS(JI), (132)
(@1)? = o7 -2V, (1.33)
~ Ie Te a 282ﬁo
P = —(T-t)V;"'I,—(I . 1.34
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1.6.2 Appendix 2: Accuracy of the approximation

It can be seen here that:

* — € 82
Lps(5%) = Lps(Gs) — Vs SEW- (1.35)
¢
Using (1.35), it can be proved that:
2 HS,€
_ S,e 5S,€ S,e 0°F,
Lps(as) (P = F™) = =V, 5752 8802 )
¢

(P — BT, Sr) = 0.

The source term is O(y/€) because of V3, then the difference term (Py* — By) is also O(v/€).
Consequently, it follows that:

[P — (B 4 VP )| < [P = (B 4 VePy )| + (B 4 VePy™) — (B + Ve,

The first term |P5¢% — (POS’6 + \/EPIS’e)| is already o(e€). Therefore, the second term should be
studied. To simplify the notations, the error term R is introduced as following:

Ro= (B +VeP) = (B +VePy).
Besides the differential operators H. and H; are defined:

He = VDo + Vi Dy sDas,
H: = ViDigDag.

Using the previous notations, the quantity Lpg(ds)R can be computed:

Lps(@sIR = Lps(@s)(Fy* + VePy™) — (Fy + VePr™)),
= HPy — (Lps(0%) + Vi D) By + VePy™),
= H Py — WP~V Dy (P + /eP),
= MR = By) = V3 Das (B — By + V/eP™).

Knowing that:
o (P = Py) is O(Ve).
o H!is O( /).
o V7 Dy g is O(1/6).

o VeP is O(Ve).

and additionally R(7T) = 0, then it follows that R = O(e). This concludes the derivation of the
following result:

B+ Ve = By 4 VeP 4 0(e).
So up to order 1 in /€, the option price P€ can be approximated by PS¢ which is defined as:
P575 — p(‘)sﬁ + \/Eplsve.

The estimation error obtained, when approximating P%¢ by PS¢, is at order 1 in e. Indeed,
by neglecting terms of order higher to 1 in /e, the term (qu €+ \/EPls “) is obtained as an
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approximation of the price P(t, S, Y;). It is then important to show that this approximation is
of order 1 in € meaning that:

|P(t, S0, Vi) — (P + V/eP™)| < Ce.

The proof of this property is given in Jean-Pierre et al. (2000) in the case where the payoff h is
smooth. A summary of this proof is given here in order to make this chapter self contained.

Let us introduce the quantity Z5< which verifies that:
P(t,S,Y;) = P24 JePP 4 Py 4 e1 Py — 75¢,
Since L3 P(t,S;,Y;) = 0, it follows that:
LSZS,E _ ‘CS(P(3S7€ + \/Eplsje + €P2S,6 + E%Pég’e)_

The differential operator £° can be written as £5 = Eg + %Ef + %Eg. By developing £5Z%¢

and regrouping the terms by orders of /e, it follows that:
1 1

ﬁSZS’e — *ﬁSPS’E =

sl T e

(LS PYC + LTPYC + L5 PPO) + (LY P + L5 Py€) + 2 L5 Py

(LSPP+ LIPS + (LS Py + LY PP + L5 P))

The terms Pég “, Pls “ and PQS “ are chosen to nullify the first four terms in the previous equation,
therefore:

L57% = o(LYP + LIP) + 2 L3P,
and Z%¢ satisfies the final condition:
Z5(T, Sy, Yy, Zy) = €Py(T, Sy, Y, Zr) + €2 Py(T, Sy, Yo, Z7).
Using the Feynman-Kac theorem, it follows that:
Z5¢(t, 3.y, 2) = eB(e " T (Py(T, Sp, Yr, Zr) + €2 Ps(T, S, Y, Zr))

T
- / e T (LY PP+ L5 P) + 2 LEPT) (u, Su, Y, Zu)dulSy = 2, Vi =y, Z; = ).
t
Under assumptions on the smoothness of the payoff function A and boundedness of the functions

x1 and 2, the term Z€ is at most linearly growing in |y| and |z| and then Z%¢(t, 2,5, z) = O(e)

The demonstration of the accuracy of the approximation for a non smooth payoff 4 (as in the

case of a call option) is derived in Papanicolaou et al. (2003).

1.6.3 Appendix 3: Approximation of the implied volatility
the method developed here was suggested in Fouque and Kollman (2011) for the model with

constant idiosyncratic volatility.

The symbol A is used to denote either the stock S or the index I. The price of an European
option P24 on the asset A can be written as:

~ A€
5 Ase Ae 0 282P0 7
PAc = B (T —-t)V{"rA A 1.
0 ( )‘/3 taAt( t aA% )+0(6)7 ( 36)
~ A .
where Py is defined as:

~ A _x
P() = PBS(t,At,O'A).

76



The term P4€ could represent the price of the option on the index P1€ if A = I or the price of
the option on the stock P in the case where A = S.

Let T4 be the implied volatility associated to the asset’s option price P4 meaning that PA€ =
Pps(t, Ar,1a(Ka,T)). An expansion of I4(K,T') could be made around &% in powers of \/e:

IA(KA,T> = 52 + \@Il(KA,T) + O(E) .

Using Taylor’s formula, it follows that:

OP
PAC = Ppy(t, Ay, 6%) + fs| Vel +o(e). (1.37)
G':(TA
Combining the equations (1.36) and (1.37) gives:
8P35(t,At,52) Ae 0 232P0
L(K,T)=—(T-t)Vi""Ai— (A7 —= ). 1.38
oo lo_:&*A\/El( ) ) ( ) 3 taAt( taA%) ( )

Performing simple computations on the derivatives of the Black-Scholes price yields that:

1 8PBS
oy (T —t) 057

Dy 4Py (t,As,73%).

By applying then the operator D; 4 to the last equation, it can be obtained that:

A, O*Ppg
(T — t) DA 057,

D1,14172,14160 (t, Ay, 0%).

Using closed-form formulas of Black-Scholes greeks, it can be written that:

0*Ppg dy  OPps
Ap————(t, A, o) = — —=(t, A, 07%).
taAta(};( ©04) T —t 05% (t, 4, 5%)
The equation (1.38) can be written as:
Ae A, O7Po_
| t :
Vel (K, T) = — 23— —920%
0 R,
957%

Then, it is straightforward that:

Vidy (KA, T)

Vel (Ko, T) = ()T —1

)

where:

log(Auer ™y _ L (p _ )

do(K4,T) = KA& \/T72t
T —

The implied volatility can then be approximated using the following formula:

Ase Ase lo
Vs N v (1.39)

IA(KaA,T) = & —
ABAT) = 04— on F G Tt

7



Then, the following smile approximation can be obtained:

log Fa(T)
IA(Kx,T) = bA+aAM7
T—t
with:
., V-gA,e
ba = oa- 202’
Ae
VS 9
as = T—xN\3"
(C’A)3
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Chapter 2

Optimal market making of options in
the one-dimensional case

Note : A part of this chapter is submitted to Market Microstructure and Liquidity.

2.1 Introduction

Market makers have a mandate to provide liquidity on some securities that they choose in
advance. Their role consists in continuously setting bid and ask quotes on the instruments in
which they make markets and are obligated to buy and sell at their displayed bid and offer
prices. Market makers have a fundamental and important role in financial markets since they
obviously increase the liquidity of their quoted instruments. Indeed, by setting their quotes in
the order book, they increase its depth and they provide liquidity for impatient agents who
are willing to cross the bid-ask spread to get their orders executed immediately. In periods
of imbalance between buy and sell orders, market makers could hold a significant directional
position for a while and accumulate a non negligible inventory. Thus, they may be required to
bear a market risk which could cause significant losses. To be paid for such risks, market makers
expect a positive profit since they set bid and ask quotes around the mid price, and then they
offer to buy (respectively sell) at a bid price (respectively ask price) which is lower (respectively
higher) than the mid price.

This chapter deals with the problem of options market making. There have not been many
studies devoted to market making in options despite the importance of this subject. However,
we can find, in the recent literature, several works focusing on the problem of market making
and high frequency trading of stocks through the use of a stochastic optimization method.
Avellaneda and Stoikov get inspired from the work of Ho and Stoll in Ho and Stoll (1981), and
addressed in Avellaneda and Stoikov (2008) the problem of high frequency market making of
a stock. In their model framework, the stock price process diffuses as an arithmetic Brownian
motion in the intraday time-scale, and the market maker aims to determine the optimal
quotes in order to maximize her expected exponential utility from terminal wealth. The
authors solved the optimization problem using a stochastic control approach and provided
approximations of the optimal quotes near the terminal time 7' using an expansion in the
inventory parameter. Following that, Guéant, Lehalle and Fernandez-Tapia dealt in Guéant
et al. (2012) with the problem of optimally setting limit orders for the purpose of portfolio
liquidation. The authors provided analytic expressions for optimal bid quotes (respectively ask
quotes) in order to liquidate a short portfolio position (respectively a long portfolio position).
In Guéant et al. (2013), they used a similar technique to deal with the problem of market
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making with inventory risk. They provide expressions for the optimal bid and ask quotes
in the case where the market maker stops setting ask quotes (respectively bid quotes) if her
inventory exceeds some negative level —R (respectively some positive level R). This risk
constraint allows the authors to provide closed-form formula in order to solve the problem
analytically. Next to that, Fodra and Labadie extended in Fodra and Labadie (2012) the
work of Avellaneda and Stoikov to the case where the stock price process has a drift term
and a stochastic volatility. They provided the optimal bid and ask quotes in the case where
the utility function is linear, but the solution is not valid under all stock models. Indeed,
the value function is finite when the stock is an Ornstein-Uhlenbeck process for example
but is not defined when the stock is a geometric Brownian motion. In Fodra and Labadie
(2013), they extended their previous work by perturbing the utility function with a constraint
on the accumulated inventory and they provided an approximation of the solution of the problem.

The authors in Cartea et al. (2013) addressed the problem of model ambiguity and its effect
on the optimal market making strategy. In their case of study, the ambiguity includes the
choice of the model for the stock dynamics or also for the arrival rate of market orders. Using
an entropic penalization, the authors solved the optimization problem and showed how the
market maker adjusts her quotes to reduce adverse selection costs. Following that, the authors
in Nystrom et al. (2014) dealt with the market making problem in the case of ambiguity
concerning the correct probability distribution of the asset. Since the asset price process follows
a Bachelier model, the uncertainty concerns the drift and the volatility. The authors formulated
a "worst-case" stochastic optimal control problem where the risk-averse market maker aims to
maximize her exponential utility function from terminal wealth in the worst possible scenario.
After obtaining analytic expressions for the optimal bid and ask quotes, the authors interpreted
the effect of the uncertainty on the optimal strategy. In particular, they pointed out that as the
uncertainty increases, the market maker has to adapt her quotes in order to reduce her inventory.

In Stoikov and Saglam (2009), Stoikov and Saglam proposed a mean variance framework to
study the problem of optimal market making in options. At the beginning, the authors delivered
the optimal bid and ask quotes on the option in the case of a complete market where the
volatility of the stock is constant and the option can be perfectly hedged by trading the stock.
Afterward, they removed the hypothesis of constant volatility and they supposed that the stock
and its instantaneous volatility remain constant during the trading session but may have large
overnight moves. Using a dynamic programming method, they provide analytic expressions for
the optimal quotes using a discrete time grid.

In this chapter, the problem of optimal market making of options in a continuous time setting
is addressed. The dynamics of the instantaneous volatility of the stock are specified in order
to deliver a realistic framework for option pricing. Thus, the dimension of the market making
problem increases as the instantaneous volatility represents an additional state variable. In
addition, it is supposed here that the market maker hedges continuously her option inventory by
trading the liquid stock which makes her hold an inventory in the stock. We aim, through this
study, to determine the optimal market making strategy on options in the setting of a generic
stochastic volatility model. In the second section, we define the joint dynamics of the spot and its
instantaneous volatility under both the real-world probability measure and the pricing measure.
In the third section, we present several forms of the market impact function in the option market.
Conditional to this function, the intensity of arrival of market orders is determined analytically for
the purpose of determination of the optimal strategy. In the fourth section, we consider that the
market maker is risk neutral and aims to maximize the expectation of her wealth at the maturity
date of the option. Thus, we determine analytic expressions for the optimal quotes through
the use of a stochastic control approach. In the fifth section, the market maker is supposed
to be risk averse, she aims to maximize the expectation of her final wealth while reducing its
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variance. We propose, in this case, a mean-variance framework to determine the optimal quoting
policy. Indeed, the utility function of the market maker is penalized by an additional term which
depends on the variance of final wealth. By means of an asymptotic expansion in the penalty
parameter, we provide approximations of the optimal quotes and show how they are affected
by the different variables. In the final section, we generate Monte Carlo simulations in order to
test numerically the performance of the strategy. Through these simulations, we compare the
performances of the optimal market making strategy and a zero-intelligence one. Next to that,
we show the effects of the misspecification of the parameters on both the performance of the
strategy and the accumulated inventory.

2.2 Model setup

Consider a financial market living on a stochastic basis (£, F,F,P), where the filtration
F = {F;} satisfies the usual conditions, and where P denotes the real-world probability measure.
Under P, the spot process S has the following dynamics:

ds
< = pdt + o (yr)dw,Y, (2.1)
t

dys = ag(y)dt + br(y)dW,?, (2.2)

where W1 and W® are two (P, F) Brownian motions such that al(I/V(l)7 W(2)>t = pRrdt.
The functions ap, br satisfy sufficient conditions which ensure the existence of a strong solution

o0 (2.2), besides VT > 0:
T
E? </ U(yt)th> < 400,
0

EP (/OT (a%(yt)er%%(yt))dt) - oo

Suppose that there is an European option with maturity 7" and payoff function h(S7) which is
traded in the option market. Let the quantity Cp be defined as:

Cp(t, S, ye) = E” (h(Sr)|F) - (2.3)

The quantity C'p doesn’t represent the option price under P since P is not a risk-neutral
probability measure. Nevertheless, this quantity will be useful in the sequel.

Market participants price options under a risk-neutral probability measure Q different from
P. To make the model framework as general as possible, it is supposed here that market
agents could have a misleading view of the dynamics of the process (y), and then they may
misspecify the parameters characterizing its distribution. This feature, which was discussed
and investigated in Jena and Tankov (2011), accounts for the discrepancy between the physical
measure and the pricing measure.

Let the interest rate be equal to r. It is supposed that, under the pricing measure Q, the process
S evolves as follows:

d?st = rdt + o(y)aw; W, (2.4)
t
dys = ar(y)dt + br(y,)dw;"®, (2.5)

where W*() and W*®) are two (Q, F) Brownian motions such that d<W*’(1), W*’(2)>t = prdt.
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The equation (2.5) has a strong solution under sufficient conditions on a; and by, and V1" > 0:

T
E° < / a(yt)th> < +o0,
0
T
E° </ (af(ye) + bR (ve)) dt) < +o0.
0
The option price Cg under the risk-neutral probability measure Q writes:
Colt, St.yr) = e~ TV E(h(S1)| F). (26)

Suppose that there is an agent who makes markets in this option and who trades with limit
orders in the form of bid and ask quotes around the option’s mid price Cg. In addition, the
agent of interest trades continuously in the liquid stock in order to keep the option inventory
delta-hedged. At a given time ¢, this market maker sets an ask price Cf and a bid price C’,f’ such
that:

Cg = CQ(tvstayt) +67j_7
Ctb = CQ(taStayt) - 6;

where ¢, and (5;F are positive quantities representing respectively the bid distance and the
ask distance of the market maker. Those distances influence the option inventory held by the
market maker since they affect the arrival rate of market buy and sell orders.

The notations defined here are going to be used in the rest of the study:

e 1 denotes the option inventory held by the market maker at time ¢.

g2,+ is the stock inventory held by the market maker at time ¢.

X, is the cash held by the market maker at time t.

Col(t, St,y:) is the mid price of the option at time .
o A; = A(t, S, yt) is the option’s delta at time .
o W; denotes the wealth of the market maker at time t.

The arrival of liquidity-consuming orders to the order book are modeled by two independent
Poisson processes: N for buy orders consuming the ask quotes, and N~ for sell orders consuming
the bid quotes. Therefore, the dynamics of the process g; can be described as following:

dpt = dN; —dN;'. (2.7)

The market maker delta-hedges continuously her option position. Thus, her inventory in stock
g2,¢ at time t verifies the relation ¢2; = —¢1,:4A, and then:

dqzﬂg = _Atd(h,t — qutdAt — d <Q1, A>t = _Atht_ + Atht-‘r — Q17tdAt. (28)

The cash process (X) of the market maker is affected by three factors. Indeed, if her ask quote
gets executed, she receives the ask price (Co(t, St,y¢) +6; ). On the other hand, if her bid quote
gets executed, she pays the bid price (Co(t, St,y:) — 0, ). In addition to that, the continuous
trading in the stock, for the purpose of delta-hedging, induces a continuous variation in the cash
process. Thus, the process (X) has the following dynamics:

dX: = (Colt,Se,y) + 6, )AN; — (Colt, St,Yy) — 6, )AN; + q2.+dSt. (2.9)
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The wealth of the market maker at time ¢ can be computed as follows:
Wr = Xi+q.:Colt, St,yt). (2.10)

The market maker aims to provide liquidity in the traded option while staying delta-hedged.
She wants to choose optimally her strategy in order to maximize her expected utility from
terminal wealth. In order to formulate the optimization problem, a crucial step is to choose a
model for the intensities of the processes NT and N ™.

2.3 Intensity of arrivals of market orders

Several works have been recently carried out to study the intensity of arrival of market-orders
in the order book of a stock and then deduce the probability of execution of limit orders. Indeed,
in Omura et al. (2000), the authors pointed out that the execution probability of limit orders
is affected by the liquidity on the opposite side of the order book and also the bid-ask spread.
In addition, in Lo et al. (2002), the authors used survival analysis in order to estimate the
conditional distribution of limit-order execution times as a function of different variables such
as the limit price, the order size, and current market conditions (volatility, bid-ask spread). In
particular, the authors showed empirically that the larger is the distance between the mid-quote
price and the limit price, the longer is the expected time-to-execution.

In our study, we will neglect the effects of the volatility and the bid-ask spread on the probability
of execution of limit orders. Indeed, we use similar assumptions as in Avellaneda and Stoikov
(2008) and we suppose that:

e the distribution density fy of market orders size is a power-law density:

yL7

V>0, fv(x) = G
where v > 1.

e the price impact AP following a market order of size V writes:

AP = KVP,

e the intensity of arrival of market orders to the order book is constant

Under theses hypothesis, we prove in (2.8.1), that the intensity of arrival of a market order
consuming a limit order situated at a distance ¢ from the mid-price has the form:

A

A0) = W7

where A, B > 0.

2.4 Optimization problem for a risk-neutral market maker

The market maker aims to maximize her expected utility from terminal wealth at the option’s
maturity date T'. This terminal wealth consists of the sum of the cash amount and the market
value of the option inventory. The objective of the market maker is to determine, at a given time
t, the optimal distances (5;*’,5, 52’”) solution of the following problem:

(0F e 0sp) = ATQSUP{aj,ag}EP(U(XT + q1,7h(ST))[SE = 8,9t = ¥, g1 = @1, X = x).
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where U is the utility function.

In this section, the market maker is considered to be risk-neutral, thus the utility function U is
linear:

U(T,Str,yr,q1.7. Xr) = Xr+qrh(ST), (2.11)

where:

T T T
Xy = / (Colt, Si,ye) + 6 )ANF — / (Colt, Si, Vi) — 67 )AN + / 40,45,
0 0 0

The problem associated with the linear utility function is considered here. The cases
corresponding to 3 = % (square root market impact) and § = 1 (linear market impact) are
studied separately and the optimal bid and ask quotes are provided analytically in each case.

In order to solve the optimization problem, a stochastic control approach is used. The value
function of the market maker can be defined in the following way:

u(t7 S, y7QI7$) = Sup{(gjﬁ;)eA}Ep(XT + Q17Th(ST)>‘St =Sy =Y, ql,t - (JhXt = .Z'),
where A denotes the set of admissible values for the controls (8, , ;") and is equal to Rt x R*.

Let the differential operators L1, Lo be introduced below:

EQ == 74]2 tH/St + 77{] (7( ) S + —_— g ( )S + R um— (7( )S b ( )ﬂ
837 ’ 28%2 2t yt t a 9SQQ,t yt t 9 9yQQ,t yt tYR yt R

Let ug be the solution of the following Hamilton-Jacobi-Bellman equation:
(00 + L1+ La)uo + sup (55 sryeay (J7(0F) +T7(6)) = 0, (2.12)
where the functions J* and J~ are defined as follows:

J+(5t+) - )‘+(5;_) (uO(tv‘g?y’(h,t* - 171.15* + (CQ + 6t+)) - U(](t, 87y7QLt*7xt*)) )
J_(dt_) - )‘_(515_) (u(](tv‘%ya(h,t* + 17$t* - (CQ - 5t_)) - U‘O(tv 87y7Q1,t*71’t*)) 3

and ug is subject to the final condition:

UO(T757ya91,x) = Z’+Q1h(8)
If ug is smooth, finite and has polynomial growth, we show similarly as it was done in Pham
(2007), that it coincides with the value function wu, that is uy(¢, s,y, q1,z) = u(t, s,y, q1, ).
2.4.1 The case where [ = % (square root market impact)

The intensities of arrivals of market orders can be written as follows:

Yo+, 67 >0, \T(6T) = - and A(07) = 4

A
(B+(%)°) (B+(E7)%)"

where A, B > 0 and v > 1.
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Analytic solution

Proposition 2.1. Let My(t,s,y) = Co(t,s,y) — Cp(t,s,y) + uEfw (ftT A(u, Sy, yu)Sudu>.

The optimal controls (67, ,,0; ,,) of the market maker at time t are:

2Mg(t B(2y —1) — yMy(t
6F ., = vl 0(7579)"‘27(_71 ) = yMo(t,5,y) (2.13)
s YMolt:sy) + VP Mit s, y) + B2y - 1) 514
L’*zt - 2,7/_1 ) (' )

and the value function is:

T
wolty 5,9, a1, ) = @ + 0ol 5,y) + a1 (cp(t, sy) — uEF,, ( | aws., yu>sudu)) . (2.15)
t

where:

T
90(t7 S, y) = Et,s,y (/ JO(U, Su, yu)du> .
t

and:

Jo(t,s,y) = )\+(5Zr t) (\/’)’QM(?—{—B(QW— 1) + My(y — 1))

2v —1

A7) (%721\43 +B(Z: 11) + Mop(1 — 7)) .

Proof. Since the utility function is linear as given in (2.11), we will look for a solution of the
form:

U(t,S,y,th‘) = 3:—1—90(t,s,y) +Q191(t,3,y), (216)
Let fi7 = J*. Using (2.16), the function f;" can be written explicitly as:
fo (67) = AT(0)(E" + Mo(t, s, y)),

where MO(ta S, y) = CQ(t, S, y) - el(ta S, y)
In order to determine 5; vt = ArgMaz,~0y fif (), the derivative of the function f(f is computed
as follows:

(f) (%) = X 2 <(5+)2 (1 —2v) —2yMy (t,8,9) 6" + B) )

B+ (61)

The function (f; )’ vanishes at the points i and 23 :

—yMo + /2 Mg + B(2y — 1)
2y —1 ’

+ =My — /M2 + B(2y-1) n
e 2y —1 2T

Since v > 1 and B > 0:

VM| < \/v2ME + B(2y — 1),

which implies that z] < 0 and 23 > 0.
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It can be recalled here that 1 —2+ < 0. Therefore, it can be deduced that the function fgr reaches
its maximum on RT at x3. It follows that:

VA2ME + B(2y — 1) — vMj
2v—1

+
5L7*,t

and:

(2.17)

fe(0,) = A5, <\/’72M3+B(2v—1)+Mo(7—1)>.

2y -1

Let f; = J~. Using the form of the value function suggested in (2.16), the function f;
writes:

Jo(07) = A (67)(67 — Mo(t,s,y)).
In order to determine 52,*715 = ArgMax(,~0y [y (x), the derivative of the function f;;” is computed:
A(07)

(fo)'(67) = Br() (1 —2v)(07)*+2yMoé™ + B).

The function (f; )’ changes sign and becomes null at the two following points:

- Mo — VMG + B(2y - 1) o Mo+ /MG + B(2y — 1)
1 2y —1 ’ 2 2y —1 ’

Using the same reasoning as before, it can be proved that ; < 0 and z; > 0 and that:

P YMo + /v2MZ + B(2y — 1)
Lyt — 27 -1 '

The function f;” evaluated at its maximum gives:

\/72Mg+B(271)+Mo(17)>_ (2.18)

fo Orae) = A (0p.0) ( 2y —1

Finally, using (2.17) and (2.18), Jo(t,s,y) = fJ(éZ*’t) + fo (67.4) can be written as follows:

2M3 + B(2y — 1) + Mo(y — 1
Jo(t,s,y):)ﬁr(ézr’*’t)(\/V 0 (231) ol ))

A7) (\/VQM(? +B(Z—1) + Mo (1 — 7)) '

and it is straightforward to see that Jy is independent of ¢;.

The equation (2.12) becomes:
(O + L1+ Lo)u+ Jo(t,s,y) = 0.

For this equation to be solved, the terms are sorted by powers of ¢;. The functions 8y, 8; and Jy
are independent of ¢ (they depend only on ¢, s,y). The terms obtained after the classification
are either of order 0 or 1 in ¢;. By nullifying these terms, we obtain the following equations:
(0) : (O + L1)bo+ Jo(t,s,y) =0,
(1) : (at + ﬁl)el — ApuSy = 0,
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The function 6; is the solution of the (1)-term (at order 1 in ¢j):
(O + L1)01 — AguS; = 0,

and is subject to the final condition 6;(T,s,y) = h(s). Using the Feynman-Kac formula, the
following is obtained:

T
61(t,5.9) = L. (1(S1)) ~ EL (| AuSudu),
t

The quantity My(t, s, y) can now be computed explicitly:

My(t,s,y) = Colt,s,y) — Cp(t,s,y)+ uE tsy / Ay, Sydu).
Finally, the function 6y is the solution of the following equation:
(O + L1)00 + Jo(t,s,y) = 0,
and satisfies also the final condition 6y(7', s,y) = 0. By the use of the Feynman-Kac formula:

T
00(t7 S, y) = Et,s,y (/ JO(u7 Su7 yu)du> )
t

As a conclusion, ug(t,s,y,q1,2) =z + 0o(t,s,y) + @1 (C’p(t, $,y) — EZ’S y(ftT AuSudu)) is the
solution of the HJB equation (2.12).

Using a similar approach as in Theorem 3.5.2 in Pham (2007), we give in (2.8.5) the details of
the verification theorem in our case of study. In this verification theorem, we show that it is
sufficient to prove that wug is finite, smooth and has a polynomial growth.

By using the concavity of the square root function, we obtain:

2A 2 —1 Moyl + 2 —1
dolt, )| < 22 By =D Mol + VBE

2y —1
We assume here that the traded option is a call or a put, then 3 C7 > 0 such that:
max (Cp(t, S, y)7 CQ(ta S, y)) < Cl(l + St)

and we also have |A(t, s,y)| < 1. It follows that IM; > 0, Vu < T, |Mo(u, Sy, yu)| < M1(1+Sy).
Using this result, we can state that:

’Et,s,y (JO(U7 Su, yu))| < Et,s7y ‘JO(U, Sus yu)| ,

BW(;A_D ((27 ~1) <M1 + MlSte“(”_t)> + /B2y - 1)) ,

2A B eu‘(T_t) — 1
< oA - .
00(t,5,9)| < s <<M1+ 27_1> (T'—t) + My S; . )

We can now write the following statement:

[uo(ts 5, 01,2)| < |z] + 160t 5,9)| + lar] (Cr(t,s,) + Sie T,

and then:

It can be seen that 3C3 > 0 such that:
luo(t, s,y,q1,2)| < Co (142 4 5° +y° + qi) ,

and then wg is finite and has a quadratic growth.
Besides, ug is smooth since it is a combination of smooth functions. Consequently, the function
ug coincides with the value function. m
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Interpretation of the strategy

The quantity Cp(t,s,y) represents the expected payoff of the option under the

physical measure P. In addition, the quantity ,uEZ’) sy ( ftTA(u,Su,yu)Sudu> =

uEz;y (ftTA(u, Su,yu)dSu) represents the cost of delta-hedging of the option due to the
presence of a trend in the dynamics of the underlying. Thus, the indifference price for the

option under the probability measure P is Cp(t,s,y) — MEZ?W (ftT Alu, Su,yu)Sudu). Thus,

it can be deduced that My(t,s,y) = Co(t,s,y) — (Cp(t, s,y) — nEl,, (ftTA(u, Sus yu)Sudu)>

represents the difference between the price of the option under the risk-neutral probability Q
and its indifference price under the historic probability P.

Let f, g be the functions defined as:

oz + \/'ysz + B(2v—1)
N 2y —1

B \/721‘2 +B(2y—-1)—~zx

(@) S

, g(x)

By simple derivation, it can be shown:

a0y, 2MZ + B(2y — 1) + M,

Let _ gy = al o+2('7 )M
0My 2y=1  \/¥?Mg + B(2y - 1)
Ly — My = YMo — /v?MZ + B(2y — 1) -
Moy 2y-1  \/2MZ + B(2y - 1) ’

It follows that the bid distance 0, ,, = f(Mp) is an increasing function of My while the ask
distance 52” = g(My) is a decreasing function of M. Indeed, if My increases, it becomes

more rational for the market maker to sell the option. Thus, she lowers her bid quote (&, ,,
increases) and also her ask quote (52—*75 decreases). In this way, she is more likely to get her

ask quote executed and she lowers at the same time the probability of execution of her bid quote.

Following the same reasoning, if My decreases, it gets more profitable to buy the option. Thus,
the market maker highers both her bid quote (6 , , decreases) and her ask quote (§; , , increases).

In the particular case where My = 0, the market price of the option is equal to its indifference
price under P. In this case 5;} et = (5; ot = %. This means that the bid quote C? and the ask
quote Cf are symmetric around the mid price Cg, and the market-maker has no directional bets.

It can be deduced through the expressions of the optimal quotes 527” and 52“’” that, in the
case of option mispricing, the market maker adjusts her bid and ask quotes in an optimal way.
Indeed, she becomes more aggressive in the side that makes her profit from the mispricing
term My and more conservative in the opposite side. As a result, she insures her role of a
liquidity provider while trying to profit from the mispricing induced by the misspecification of
the parameters.

It is now interesting to study the impact of the parameters on the spread between the optimal
bid and ask quotes. For this purpose, the bid-ask spread Sy . ; of the market maker is defined
in the following way: S . =67 ,,+ 01, ,. Using analytic expressions of §; , , and &7 _,, it can

Y2M3+B(2y—1)

be deduced that Sp . ; = 2 1

it can be obtained:

. By simple derivation with respect to the variable ~,

OSpap 2(B(2y—1) 4+ yM§)

Oy (2y—1)>\/7®M§ + B (27— 1)

88



This means that the bid-ask spread Sy, . is a decreasing function of the parameter . Indeed
when ~ increases, the intensity of arrivals of market orders decreases and the probability of
execution of a quote at a distance ¢ from the mid price decreases. Consequently, the market
maker contracts her bid-ask spread and places her quotes closer to the mid price. In addition,
the spread Sz, . increases with the parameter B and doesn’t depend on the parameter A. It can
also be noticed that Sy, . ¢ is an increasing function of |My|, which means that the market maker
widens her spread when the gap between the indifference price and the market price becomes
significant.

2.4.2 The case where § =1 (linear market impact)

The intensities of arrivals of market orders can be written as follows:

Vot 67 > 0, AT(6T) = ﬁ and A\ (67) = (BJ:(‘S,)A,. The optimization problem can be

solved similarly.

Analytic solution

Proposition 2.2. Let S = g, and My(t, s,y) = Col(t,s,y) —Cp(t,s,y) —HLEZ?W (ftT AuSudu>,

The optimal controls (67,67 ,) of the market maker are:

B — v M, +
0wt = < L O(t’s’y)> , (2.19)
7y Fy_l

(2.20)

_ <B Jrvl\ﬂ)(vf,w))+

5=
L,*t - 1

and the value function is:

T
uO(t787ya (I1,95) = z+ 90(t787y) +q (Cp(t787y) - MEZ,DS,y (/ AuSudU>> ) (221)
t

where:
T
90(t7 S, y) = Et,s,y (/ JO(U7 Su7 yu)du> )
t
and:
A(y—1)7 1 A(l—y)7 1 .
B AT~ T st o Molts.y) €[=S.8
A(y=1)7— .
J()(t, S, y) = »y“/(B_(]q\//[O(lt),‘;,y))v—l + (B,‘Ac)'y (—M()(t, S, y)) Zf MO(tv S, y) E] — 00, _’5]
—_~)—1 X
by + (Mot y) i Moltsy) €[S, +oc]

The proof is given in Appendiz (2.8.2).

Interpretation of the strategy

Based on the results stated in (2.2), the following derivatives can be computed:

a6+
oLt _L]‘{M0<S}SO7
8M0 Y — 1 -
adZ*t Y

1Ty — 1 >
dMo 1 nz-s)y =20

It can then be noticed that:
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1. The distance 52” of the ask-quote to the mid price is a decreasing function of the
mispricing term M (as it is the case for § = %)

2. The distance ¢, ,, of the bid quote to the mid price is an increasing function of the

mispricing term My (same finding as for § = %)

The same conclusions drawn in the case where 5 = % concerning the effect of the mispricing

term M, on the optimal bid and ask quotes are conserved when 8 = 1.
The spread Sr, . = 52* ,+ 0, ., writes:

% lf MO(t7svy) S [_8’8]7
Spwt = %W if  Mo(t,s,y) < =S,
B+'Yi\/47:(lt757y) if M()(t, S, y) 2 8’

By differentiating the last expression with respect to the variable +, it follows that:

2S % if M0<t787y) € [_SaS]a
= Molbst) =B 5 Mo(t, s,y) < =S,
— LD Mot s,y) > S,

It can be seen that 6557’“ < 0 and then Sy, . is a decreasing function of the parameter v (same

finding for B = ).

2.5 Optimization problem for a risk-averse market maker

The profit of the market maker comes from the bid-ask spread received when market orders
hits her quotes and trades occur. Since the times of arrivals of market orders are uncertain,
there is a risk on the value of future wealth and also on future inventory. In order to risk-manage
her strategy, the market maker may solve at each time ¢ an optimization problem in order to
determine the optimal distances (5; o 5: *) which allow her to maximize the expectation of her
future wealth at the maturity date T" while minimizing its variance.

In the following, to make the HJB equation possible to solve, the variance of final wealth is going
to be approximated. Indeed, under the assumption that 67,5~ < Cg, we can write:

T T T
XTN/ Col(u, Su,yu)de—/ Co(u, Su,Yu)dNu_+/ q2,udSy.
¢ ¢ 0

Supposing that N* and N~ are independent Poisson processes, it can be deduced that the
conditional variance at time t of X is:

T T
V(Xr|F) ~ EP ( [ Ctusum) O+ o) du+ | q%,uAia%yu)sidu),
t t
Besides:

T
V(gurh(S0)|F) ~ E” ( [ aesniE) 08+ x0) du),

t

and:
T
COU(XT7 QI,Th(ST)) ~ _EP </ CQ(U, Su: yu)CP(uv Sua Z/u) ()\1—5 + )\L_L) du)
t
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Then Var (Xt + ¢1,7h(S7)) can be approximated by EP (ftT (q%uVu + Tu) du) where:

T = (Ch+E” (BA(Sn)\F) —209Cp) (M, +2L,)
Vi = Afo®(y)St

The quantities A} and A, which depend on §} and &, respectively, are replaced by

A= )\"'(52*’“) and A\, , = A"(d;,,) in order to simplify the resolution of the problem.

The value function u¢ of the market maker is defined as follows:

u(ts,y,q1,7) = Supgs styeay Elsyane (H T Sroyr a1, X)),

where the quantity H€¢ writes:

T
He(t,T,Sr,yr,q1,17. X1) = Xr+qu,7h(ST) — 6/ (¢ Vu + To) du,
¢
Let ug be the solution of the following HJB equation:
(O + L) ug + SuP{(&;,Jj)eA}JE(‘S; 5#) = € (qitV} + Tt) , (2.22)

The operator £ is defined such that £ = £1 + L9, and the term J¢ satisfies J¢ = J ¢ 4+ J ¢
where the functions J1¢, J7¢ are defined in the following way:
J+’E(6+) = )‘+(5+) (Ug(t, S Y, ql,t_ - 17 Ty— + (CQ + 6+)) - ug(tv 5, Q1,t_)xt_)) ’
Jﬁ,e(éi) = )‘7(57) (ug(tu S Y, QI,t7 + 17 Ly— — (OQ - 57)) - ug(tv 5, ql,t*7It*)) )
If u§ is smooth, finite and has polynomial growth, then it coincides with the value function u*
(see (2.8.6)).

The objective of the market maker, at a given date ¢, is to determine ((5:f 4 5; ;) solution of the
following problem:

(054000 = ArgsuP{gjyg;}Ep (H (T, St,yr: qu,r X1)|Se = s,y =y e = q1. Xy = ).
in order to set optimal bid and ask quotes in the option order book.

The problem is going to be solved in the cases where 5 = % and § = 1.

2.5.1 The case where § = ; (square-root market impact)
Analytic approximation

Proposition 2.3. The optimal controls ((5:t,5;t) of the market maker can be approximated at

order 1 in € by (9., (5*2) which are defined as:

o MY PR By )
Ouy = 5 1 : (2.23)
s 2y — 1 ’ '

where the quantities M (t,s,y,q1) and M~ (t,s,y,q1) are defined as:

M+(t757y7q1) = MO(t757y)+6Ml(tas7y7ql)7
M~ (t,s,y,q1) = Mo(t,s,y) +eMa(t,s,y,q1),

91



and M (t,s,y,q1) and Ma(t,s,y,q1) are given explicitly:

Ml(tv s, Y, ql) = _03(t7 Svy) + (1 - 2q1)94(t5 S,Z/),
M2(t7 s, Y, ql) = _03(t7 Svy) - (1 + 2q1)94(t7 s?Z/)a

T
04(t7 Svy) = _EZ,Ds,y (/ Vudu> )
t

T
03(t) Svy) = _QEZ,Ds,y </t 94(“’ Su’yu) <A+(6Z,*,u) - A_((;E,*,u)> du) ’

with:

The approximation error is at order 2 in €:
|6;:t - 5:t‘ = 0(62) )
0,0 — 0, s| = 0(62) :

Proof. Let uf be the solution of the HJB equation (2.22). Under the assumption that € ~ 0, an
asymptotic expansion technique can be performed with respect to the parameter e:

—+00
U(E)(taS,yv Q1755) = :U+Zekvk(t,s,y,q1). (225)
k=0

If € = 0, then the case of a linear utility function is recovered. This implies that u8(t, $,Y,q1,T) =
x + vo(t,s,y,q1) = uo(t,s,y,q1,x) where ug is the function defined in (2.15). Therefore, it is
assumed that vg has the following form:

UO(t>SayaQI) = HO(tasay)—l_QIel(tasay)'

Since the utility function contains a constraint on the square of the inventory ¢; in the traded
option, it is assumed that v; has the following form:

Ul(tv S, Y, ql) = 92(t7 S, y) + Q193(t, S, y) + q%04(t’ S, y)a
In order to solve the HJB equation, the jump terms J ¢ and J ¢ have to be calculated.
Let f+ = Jt¢ the function f* writes:

f+(6+> = A+(5+)(u(t737y7(h - 1,.’1) + (C+ 6+)) - ’U,(t, 37y>Q17$))a
= /\+(5+) (5—"_ + Mo(t, Say) + 6M1(t> 5, y7QI) + 62R+(t7 $Y, ql)) )

where:
Ml(twf?,?/,(h) = Ul(t787y7q1 _1)_1}1(7575,?/)(]1),

= _93(t7 Say) + (1 - 2Q1)04(t7 S, y)v
and:

+oo

R+(t737yaq1) = ZEk_Q (Uk (tasvy7QI - 1) — Uk (ta S>y>q1))

k=2
Let M™T(t,s,y,q1) = Mo(t,s,y) + eMi(t,s,y,q1). In order to determine (5:75 =
ArgSup{xzo}f"r(x), the derivative (f1)’ is computed:

AT(6T) 2
FVSTY — + Con) + 2 pt +
) = P (7)1 20) 2y (M7 () + R0 5,9,.00)) 8 4 B).
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The derivative function (f*)’ has the two following zeros z{ and z3:

—y (M* + @R¥) = /72 (M* + 2R + B(2y — 1)

+
= 0
—y (M* + @R") + /72 (M* + @R+ + B(2y - 1)
vy = 2y 1 > 0.

It can be deduced that 6: . = :z:;, and then using Taylor’s expansion, we deduce:

—YM* 4 /2(M*)? + B(2y - 1)

55, =
*t 2y —1

+ 0(62) .

Performing Taylor expansion with respect to the parameter € yields:

2 Mo M-
6l = Ofaite| g Mt ———e +0(&).
) * 2y —1 VYEME + B(2y - 1)

It is then useful to write f+(5*+7t) as the sum of f(f(csz*,t) plus a perturbation term due to the
parameter €. This will be of great use in the resolution of the HJB equation.

Noticing that f(z) = fif (z)+eAT(z)Mi(t, s, v, q1)+0(62) and using Taylor’s expansion, enables
to obtain the following result:

FRE5) = PO+ Y0008 = 0f,.0) +0((65 = oF.)7).

2 Mo M
= T )+ ext(6T )My +e| —— a4+ T 0]
fO ( L,*,t) ( L7*7t) 1 2v—1 ! \/")/QMg + B(27 -1

)> (FY(E ) +0().

—

Thus, since (1) (z) = (ff)'(z) + O(e) and (fJ)’((SE*’t) =0, it can be deduced:
RO =[O0 ) +ext (61, )M+ O(e%),

Let f~ = J ¢ Using the form of the value function suggested in (2.25), the function f~
writes:

f767) = A (@) (ult,s,y,q + 12— (c—67)) —ult, s, y,q1,2)),
)‘_(6_) (5_ - (Mo(t, S, y) + EM?(tv Svyv(h) + GQR_(t’ 5, Y, Q1)))

where:
MZ(@&%QI) = _(vl(tusay7q1+1) _vl(t787y7q1))7
= =03t s,y) — (14 2q1)04(, 5,9),
and:
+o0
R_(tv 5 Y, QI) = - Zek_Q (’Uk (ta $,Y,q1 + 1) — Vg (ta $Y, ql)) .
k=2

The quantity M~ (¢, s,y,q1) = Mo(t, s,y)+eMa(t, s,y, q1) is introduced to simplify the notations.
By differentiating f—, it can be shown that:

(Y6 = % (1= 2) (57)% 4 29 (M~ + @R™) 6~ + B).
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Thus, ()" gets null in the two following points:

v(M~ +€R7) — \/’y? (M= + €2R~)* + B(2y — 1)

A 2y —1 ’
B ry(M—+e2R—)+\/fy? (M= + e2R~)* + B(2y — 1)

Since x; <0, z5 >0 and v > 1, then §,, = ArgSup,>0yf~ (z) = 25 . It follows that:

YM™ 4+ /A(M7)? + B(2y - 1)
2y —1

5*_7,5 - +O(€2) .

Through the use of Taylor expansion with respect to the parameter €, the last relation yields:

2
_ _ Y = Mo Mo 2
6o, = 0, el —"—My+ +0(e?).
! Lot (27—1 i \/72M02+B(27—1)) )

The quantity f~(d,,) can be written as the sum of fy (d;,,) plus a perturbation term due to
the parameter €. Indeed, since:

(@) = fo(x)—ex (x)Ma(t,s,y,q1) + 0(62) ,
then, by using Taylor’s expansion, it follows:
PO = T ) + ()66 = 000 +0(00 — 1.0

2 Mo M-
M, + ’Yz 0Vl2
2y —1 VYEME + B(2y — 1)

= Jo Op.0) —eA (0, ) M2+ € < ) (f7)(0p,.0) +O(%) -

It can be recalled at this stage that (f7)"(z) = (fy)'(z) + O(e), and (f; )" (97, ;) = 0. Thus, the
last equation becomes:

F00) = fo(bp,) —eX (0, )Mz + O(%).

Now that the terms f+(5: ;) and f _(5; ;) are approximated separately, the quantity
T4, 05) = f~(00,) + f1(6],) can be written as below:

T 08 = Jg 0L ) + eMN (O] ) + fo (Or,,0) = eM2A™ (0 ) + O(€),
= (070 ) + € (M) = MaA(37,) ) + O(€).
By rearranging the terms of J(d,,, ‘5:7&) by powers of €, it can be obtained:
J(6, .65 = Jolt,s,y) +ei(t,s,y,q1) + O(€?),
where Ji(t,s,y,q1) = J1o(t,s,y) + @1 J1.1(t, s,y) and:
Jio(t,s,y) = AT(OF, ) (=03 +64) = A7(67, ) (—05 — O4),
Jiit,sy) = —204 (v(ag*,t) - x(a;’*,t)) .

The HJB equation (2.22) can be regrouped by terms according to their order in e. The term at
order 0 in € leads to the equation:

(O + L1+ L2)(x 4 0o + q101) + Jo(t,s,y) = 0,
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with the final conditions:
90(T737y) = 07 91(T7873/) = h’<8>

The functions 6y, #; are then deduced:
T
uites.0) = Cpltos) — uBLy [ A Sum)Sidu).
t

T
90(t7 S, y) = Et,s,y (/ JO(U, Su7 yu)du) .
t
The term at order 1 in €, gives the following equation:

(O + L) (02 + 0103 + ¢701) + it 5,y) = a7, Vi + Ty,

The terms of the last equation can be sorted by their orders in ¢;. The term of order 2 in ¢
gives the following equation for 6y4:

(O + L1)04(t,5,y) = Vi

Using the final condition 04(7T, s,y) = 0, it can be deduced that:

94(t7 S, y) = _EP

T
t s,y (/t Vudu> .

The function 03 is the solution of the equation resulting from the term of order 1 in ¢y:
(815 +[’1)63(t757y) + Jl,l(t)svy) = 07

and it also satisfies the final condition 65(7,s,y) = 0, it follows that:

T
93(t75ay) = Ez?s,y (/ Jl,l(uasuvyu)du> .
t
Finally, the function 6> is the solution of the equation related to the term at order 0 in ¢1:
(O + L£1)02(1, 5,y) + J10(t,5,y) = Tt

and is subject to the final condition 02(T, s,y) = 0. Using again the Feynman-Kac formula, the
following is obtained:

T
92(t7 s,y) = EZ,)s,y (/ (Jl,O - T) (uy Suyyu)du) .
t

Let Re(ta 5, Y, ql) = Z—I:ig 6k’1}k(t7 S5,Y, Q1) and ae(ta 5,Y,41, J)) =x+ UO(ta S, y) + Evl(tv S, Y, Ch)»
then the function u€, writes:

Ue(t,S,y,ql,lL') = ae(t?sayaQI)+R6(t?5ayaQI)a

It has been previously shown, through the use of Taylor expansion of the terms f*(é: ,) and
f7(0,), that:

Je((s;,w(s:t) = JO(t787y) + ejl(tasay7QI) + 0(62) ’
Let ge(t,s,y,qﬂ = Je(é;,t?(sj,t) - (‘]O(ta Say) + EJl(t787yaQ1))> then (222) writes:
(at + Ll + EQ) (ﬂe(t,s,y, (I1,95) + Re(tv'S?y?ql)) + (JO(ta Svy) + EJl(t,S,y) +g€(t)sayaq1)) =€ (Qit% + ,I;f) :
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It follows that:
(8t+['1+£2)R€(t587y7q1)+ge(t’sayuq1) = 0.

Using the final condition R¢(7T, St,yr,qi,7) = 0, it can be obtained through the use of the
Feynman-Kac formula:

T
Re(ta s, Y, Q1) = EZ,)s,y,ql (/ e (U, Sus Yus (]1,u)du> 5
t

which implies that R¢(¢, s, y,q1) = 0(62) and |u(t, s,y,q1,x) — a(t,s,y,q1,x)| = 0(62).

The verification theorem can be done as detailed in (2.8.6). Indeed, for uf to coincide with
the value function u€, it is sufficient to prove that it’s smooth, finite and satisfies a polynomial
growth condition.

Under the assumption that the function o2 has quadratic growth, we can prove that 3Cy > 0
such that |04(t, s,y)| < Ca (14 s* +¢*).

On the other hand, using the analytic expression of 63, it can be proved that IC5 > 0,
05(t,5,y)] < Cs (14 s*+y*). In addition, since the functions A™ and A~ are bounded on R,
then 3C7r > 0, |T;| < Cp (1 + s*), which implies that 3C5 > 0, |6a(t,s,y)| < Ca (1 + s* + ).
Based on these results, it follows that 3C > 0, u(t, s,y,q1,x) < C (1 + 88+ +qf + x2), and
then u€ is finite and satisfies a polynomial growth condition.

In addition, the functions R¢ and 4€ are smooth. Consequently, u€ is smooth and coincides with
the value function.
|

Interpretation of the strategy

The effect of the mispricing term My on the optimal bid and ask distances remains the same
as in the case without inventory constraints (e = 0), indeed:

aot, o, oM+
*7 — *7 — M+
M, oM+ oMy Y (M) <0,
ag*_t ag*_t aM* /
J pr— ? pr— M_
1My oni- o, 4 M) >0

It can then be deduced that the market maker still adjusts her quotes depending on the term M.

The new feature here is the dependence of the distances 5*_ . and Sj , on the inventory ¢;. In order

to study this characteristic, the partial derivatives of 5; , and 5: , with respect to the variable ¢;
are computed:

005, 2e0,(t "(M*) <0
8q1 - - 64(737y)27_1g( )< )
% = —2el4(t,s,y) 7 (M) >0
8(]1 b ) 2/_}/ _ 1 )

It can be deduced from the expressions above that, when the option inventory ¢; increases, the
market maker posts more aggressive ask quotes and more conservative bid quotes in order to
reduce her inventory. Thus, the market maker, being risk-averse, adjusts her quoting policy in
order not to accumulate a large inventory to avoid being too exposed to market moves.
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The bid-ask spread of the market maker writes Sy = 5; ; + 3: ;- Using Taylor expansion, S
can be approximated as following:

2MZ 4+ B(2y—1
St = 2\/7 0 B2y )+f . [(MQ—M1)+

Moy

My + Mo
\/72M02+B(27—1)( )

)

’ 2v—1 2v—1

Moy
V2ME + B(2y - 1)
The term (M — M) is a positive quantity that increases the bid-ask spread. Indeed, havin
a constraint on the variance of her final wealth, the risk-averse market maker wants to have a

bigger margin in order to be paid for the risk she bears. Therefore, the bid-ask spread is widened.
The term after depends on g1 and My, its effect on S ; is not straightforward. It is easier to see

Y
= Sp« — | =204+ 2
L,7t+€2’}/_1[ 4+

(=03 — 2%94)] ;

the effects of ¢ directly on 5*_,5 and 5::,5

2.5.2 The case where § =1 (linear market impact)

Analytic approximation

+

*,19

Proposition 2.4. The optimal controls (§ (5;t) of the market maker can be approzimated at

N A

order 1 in € by (9, 5;&) which are defined as:

B— MJr 1999 ;
(ij-t — w /I’f M+ (t7 S, y) < 8) (226)
' 0 if M*t(t,s,y) > S,
R B+yM~(tsy.q1) - _
6*_?5 = y—1 /Lf M (t’ S,y) Z S? (227)
’ 0 Zf M_(t,S,y) S _87
and the error of approximation is at order 2 in €:
|5*+t - 6*+,t| = O<€2) )
’5*_,t - 6*_,t’ = 0(62) .

The proof of this Proposition and the value function are given in Appendiz (2.8.3).

Interpretation of the strategy

The effect of the mispricing term My on the optimal bid and ask distances remains the same
as in the case without inventory constraints (e = 0), indeed:

90, T4 <0
M, — y—1imrssy =0
ag*_t v

oMy -1 ==l

The proxies 5; , and 5: , of the optimal distances depend on the inventory ¢;. In order to

understand the effect of ¢; on 3;’ , and 5: ;, the first derivatives with respect to the variable ¢;
can be computed explicitly:

—A*’t = 2el4(t,s y)i’y Teas+ <0
) 1 59 1 {M+<S} =Y

*t = —2694(t S y)ify 1{M7> S} >0
) L » 9 1 = Y

The first derivatives highlights the effect of the option inventory q; on the distances 5*_ , and Sj "
Indeed, if ¢; increases, the market maker lowers her bid and ask quotes with the aim to cut down
her option inventory.
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2.6 Numerical Simulations (The case of a risk neutral market
maker)

In this section, Monte Carlo simulations are performed in order to test the performance of the

market making strategies stated previously. It is supposed in this section that the spot process

follows a Heston model which means that under the real-world probability measure P, the spot
process S has the following dynamics:

d
;t pdt + Sgedw V)
t

dy, = kr(0r — yo)dt + nry/gdW,>)

where d <W(1), W(2)>t = pRrdt.

Market participant price options on the stock under a risk-neutral pricing measure Q, under
which the spot process S has the following dynamics:

a5
S;
dys = ki(07 — yo)dt + nr/gedw;?

where d <W*’(1), W*’(2)>t = pydt.
The functions ag, bg and o are:

= rdt+ fydw;V

ar(y) = kr(Or —yt),
br(yt) = 1RVt
U(yt) = VU

The term Cog(t, s,y) is the option price in the Heston model (see Heston (1993)). The term
Cp = EP((St — K)T|F;) can be computed explicitly as explained in Appendix (2.8.4).

The first part of the numerical study is devoted to the comparison between the optimal strategy
in the case of a linear utility function, and a zero-intelligence strategy. In the second part, the
effect of the misspecification of the parameters is studied. It can be seen how that could affect
the performance of the strategy as well as the inventory of the market maker.

The numerical simulations are performed as following. We consider here that the traded option
has a maturity equal to 3 Months (7" = 0.25) and a strike equal to 100 (K = 100). For
each of the following cases, we fix the set of parameters (r, kr, 07,1, pr) which characterizes
the stock dynamics under the risk-neutral probability O as well as the set of the parameters
(i, kR, ORr, NR, pr) characterizing the dynamics under the real-world probability measure P. We
simulate 1000 paths of the spot and instantaneous variance processes (S, vt){o<¢<7) Starting
from Sy = 100 and vy = 0.04. It is considered here that there is 6 trading hours per day and that
the market maker refreshes the quotes every 5 minutes. This means that there is 12 x 6 = 72
points per day. Since there is approximately 64 business days in a 3 months period, this
amounts to 64 x 72 = 4608 points per simulated path. At each point, the quantities Co(t, s,y)
and Cp(t,s,y) are computed using a Fast Fourier Transform method. This simulation task
is numerically consuming and was performed using the computing cluster at Ecole Centrale Paris.

For each simulated path, the optimal market making strategy is used from the inception date

(t = 0) until the maturity date of the option (¢ = T'). We then performed a statistical study on
the results obtained upon the test of the optimal strategy on 1000 independent paths.

98



2.6.1 Comparison with a classical market making strategy

Let the implied volatility 3;(K,T) of the call option be defined such that Co(t, S, y:) =
Ppg (t, Sy, (K, T)), where Ppg denotes the Black-Scholes option price formula. In addition,
let 9ps = OPps (t’gtz’tzt(K’T)) be the Black-Scholes vega of the option. In this subsection, we
suppose that there is an agent who places equidistant bid and ask quotes denoted C%I,t and
C7%1 4 respectively:

C%1: = Colt,St,ys) +6z14,
Chry = Col(t,St,yt) — dz14,

where 677, = 0.005 x ¥pg. This means that the agent attempts to earn 0.0059pg for each
trade. We denote this classical strategy the "zero-intelligence" strategy.

It is supposed here that there is no misspecification of the model parameters: (kgr,0r, MR, pr) =
(kr,0r,mr,p1) = (4,0.04,0.5,—0.4). Besides, the stock doesn’t have a drift under the real
world-probability measure (1 = 0) and the risk-free rate is null (r = 0). The results of the
numerical simulations can be summarized as follows:
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Figure 2.1: Statistics for 8 = 0.5
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Figure 2.2: Statistics for § =1
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Cases Median | Mean Std Skewness | Kurtosis
6= % and with optimal quotes 23.00 38.42 | 58.66 0.98 0.63
8= % and with zero-intelligence 1.00 0.80 | 19.05 -0.14 -0.02
B =1 and with optimal quotes 29.00 72.94 | 114.14 1.52 1.94
B =1 and with zero-intelligence 1.00 1.13 | 19.90 -0.07 0.00
Table 2.1: Statistics on final option inventory qi 7
Cases Median | Mean Std | Skewness | Kurtosis
6= % and with optimal quotes 356.89 | 379.64 | 176.13 0.72 9.38
8= % and with zero-intelligence 21.34 25.01 | 116.44 0.82 11.05
B =1 and with optimal quotes 144.54 | 154.90 | 187.97 0.75 12.24
B =1 and with zero-intelligence 17.60 23.32 | 121.75 0.86 11.51

Table 2.2: Statistics on final wealth Wr

The numerical simulations show that the strategy using the optimal quotes performs better than
the zero-intelligence strategy. The explication is straightforward: the optimal strategy has the
advantage to use the information on the liquidity of the option and the arrival rate of market
orders. Thus, the quotes are placed in an optimal way inside the order book.

2.6.2 Effect of the misspecification of parameters
Misspecification of the parameter p

Monte Carlo simulations are performed using the following parameters: (u, kg, Or, Mg, PR) =
(0,4,0.04,0.5,—0.4) and (r,k7,07,m7,p1) = (0,4,0.04,0.5,—0.9). The statistics of 1000
simulations are given below:
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Cases Median | Mean Std Skewness | Kurtosis
B=721and pr=p; | 2300 | 3841 | 58.66 0.97 0.62
b= g and pr # pr 42.50 57.30 | 165.14 0.19 -1.16
B =1and pr = pr 29.00 72.942 | 114.13 1.51 1.93
B =1and pr # pr || 105.50 | 112.38 | 699.43 -0.049 -1.48

Table 2.3: Statistics on final option inventory ¢ 7

The authors in Forde and Jacquier (2009) gave an approximation of the implied volatility in
Heston model for near the money strikes and small maturities (which corresponds to our case of
study 7" = 0.25):

Lo By (L5 2\ K Ky
\/%(1+4y0 log(50)+<24 48'0)y210g(5’0) +0 log(s) (2.28)

0 0

S(K,T) =

The analytic approximation (2.28) points out the effect of the parameter p on the option price
when T ~ 0. Indeed, at first order in log(sﬁt), the implied volatility ¥;(K,T) is an increasing
function of p if K > S; and a decreasing function if K < S;. Consequently, in each simulation,
the evolution of the moneyness (log(s%)) of the option determines the quantity Cp(t,s,y) —

Co(t, s,y) and influences the aggressiveness of the quotes on either the bid or the ask side. It
can be noticed that the distribution of the option inventory ¢;(7") at the maturity date T is more
dispersed in the case where pr # pr.

Cases Median | Mean Std Skewness | Kurtosis
8= % and pr = pr || 356.89 | 379.63 | 176.13 0.72 9.38
B =3 and pp#pr || 33158 | 584.06 | 772.01 1.29 2.01
B =1and pr = pr 144.54 | 154.90 | 187.97 0.74 12.24
B =1and pr # pr 102.22 | 1485.31 | 3780.57 1.20 1.26
Table 2.4: Statistics on final wealth Wyp.
The statistics show that the final wealth in the case where pr = —0.4 and pr = —0.9 is on

average higher than in the case where pr = p;r = —0.4. Indeed, the quoting policy of the market
maker is adapted in order to profit from the misspecification of the parameter p.
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Misspecification of the parameter 0

Monte Carlo simulations are performed using the following parameters: (u, kr,0r, Mg, pr) =
(0,4,0.04,0.5,—0.4) and (r, k7, 07,11, pr) = (0,4,0.0625,0.5, —0.4).
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Figure 2.5: Statistics for § = 0.5
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Figure 2.6: Statistics for =1

Cases Median | Mean Std Skewness | Kurtosis
8= % and Op = 0; 23.00 38.42 58.66 0.98 0.63
B=4and g #0; || -90.50 | -73.81 | 68.76 1.22 1.45
B =1and 0r = 0; 29.00 72.94 | 114.14 1.52 1.94
B=1and g # 07 || -693.00 | -636.17 | 204.57 1.51 2.52

Table 2.5: Statistics on final option inventory g 7.

Since Or < 01, we have Cp(t, Sy, yr) < Co(t,St,y:). The market maker posts aggressive ask
quotes and conservative bid quotes. Therefore, she is more likely to finish with a short option
position, which is confirmed by the simulations.
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Cases Median | Mean Std Skewness | Kurtosis
8= % and 0 =07 | 356.89 | 379.64 | 176.13 0.72 9.38
8= % and O # 07 || 856.03 | 972.96 | 504.59 1.26 1.91
B =1and 0r = 0; 144.54 154.90 187.97 0.75 12.24
B=1and g # 0 | 3029.61 | 3737.93 | 2834.59 1.18 1.26

Table 2.6: Statistics on final wealth Wr

The final wealth in the case where the parameter # doesn’t have the same values under the
historical measure P and the pricing measure Q (6 = 0.04,6; = 0.0625) is in average higher
than in the default case (Og = 07 = 0.04). The numerical simulations support the results of the
theoretical study and show experimentally how the optimal strategy enables the market maker
to take advantage from the parameter misspecification in order to augment her profit.

Misspecification of the parameter 7

In this subsection, Monte Carlo simulations are performed using the following parameters:
(u, kR, QR, R, pR) = (0, 4, 0.04, 0.5, —0.4) and (7’, k[, (9[, nr, p]) = (0, 4, 0.04, 0.7, —0.4). The
statistics of 1000 simulations are given below:
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Figure 2.7: Statistics for 8 = 0.5
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It can be seen through the approximation (2.28) that the effect of the parameter 7 on the implied
volatility X (K, T) of the option and then its price depends on its moneyness. Thus, at first order
in log(SKt), if p < 0, an increase of the parameter n would increase the option price if K < S,
and decrease it if K > S;. Therefore, the aggressiveness of the quotes of the market maker on
either the bid or the ask side of the order book will depend on the path of the process S in each
simulation.

Cases Median | Mean Std Skewness | Kurtosis
8= % and ng = N 23.00 38.42 | 58.66 0.98 0.63
8= % and ng # Ny 48.00 57.00 | 58.72 0.34 -0.83
B=1and ng =n; 29.00 72.94 | 114.14 1.52 1.94
B =1and nr # ns 38.50 86.20 | 105.06 1.13 0.19

Table 2.7: Statistics on final option inventory g1 7.

Cases Median | Mean Std Skewness | Kurtosis
8= % and np =nr || 356.89 | 379.64 | 176.13 0.72 9.38
8= % and ng #nr || 251.15 | 250.49 | 227.15 0.22 2.98
B=1and ng =n; 144.54 | 154.90 | 187.97 0.75 12.24
B8 =1and nr # ns 34.57 81.90 | 269.94 0.44 2.27

Table 2.8: Statistics on final wealth Wr.

The general remark here is that the final wealth Wr in the case ng # n; has a lower average
and a higher standard deviation than in the case ng = nr (for both g = % and § = 1). This
observation can, at first glance, be contrary to intuition, since the misspecification of a parameter
gives the opportunity to the market maker to profit from price inefficiency. Although, there is
a simple explication for this result. The increase of the parameter 1 under the pricing measure
raised the volatility risk of the option which is engendered by the stochastic process y. Since this
risk wasn’t hedged, the variance of the final wealth Wr increased and the numerical simulations

showed that the rise of the volatility risk prevented the market maker from augmenting her gain.
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2.7 Conclusion

In this paper, we established a framework for option market making. Using a stochastic
control approach, we obtained analytic expressions for optimal bid and ask quotes in the case
of a risk-neutral market maker. Next to that, we considered the case of a risk-averse market
maker who attempts to reduce the uncertainty of her final wealth. We posed the optimization
problem in a mean-variance framework and used a singular perturbation technique in order to
provide approximations for the optimal quotes. Through the use of Monte Carlo simulations,
we supported the findings of the theoretical study and we showed the impact of parameters
misspecification on the final wealth and inventory of the market maker. We noticed also that,
keeping the volatility risk non-hedged can be risky for the market maker. Thus, we will show
in a future work that the market maker can provide liquidity on options on several assets while
trying to cancel the aggregated volatility risk.
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2.8 Appendices

2.8.1 Appendix 1: Intensity of arrivals of market orders

In order to determine the form of the functions A™ and A~, we need to specify the distribution
function of the size of market orders and also the market impact following the execution of a
market order.

Let fy denote the density distribution of the size of market orders in absolute value of their cash
amount. Several studies proved that this density decays as a power law (see Avellaneda and
Stoikov (2008)). We will suppose here that fy is a power-law density:
LY

Ve >0, fy(z) = —F———. 2.29
From a practical point of view, there is a strictly positive lower bound =z, for x which
corresponds to the option price. Nevertheless, it is supposed in the theoretical case that the
density fy is positive for 0 < z < zpz5,.

In the other hand, the market impact has been studied by different authors in the econophysics
literature and it is widely accepted that the change in price AP following a market order of size
V has the following form:

AP = KV (2.30)

There are two values of 8 which are supported by different researchers: § = 1 which corresponds

to a linear market impact and 8 = % which corresponds to a square root market impact.

The probability that a bid quote (respectively ask quote) placed at a distance §~ (respectively 1)
from the mid price gets executed is equal to the probability that a sell market order (respectively
buy market order) with volume V triggers a market impact which is higher or equal to 6~
(respectively 61). We suppose, as in Avellaneda and Stoikov (2008), that the intensity of arrival
of market orders is constant and equal to F'. Then, for § > 0:

AS) = FxP(AP>6),
0
Fx POV > 2,

- rer(v=(2)').

+o0
= F fo(z)de,
/m ’
J—

@

K

NN
(L+ (%))
Therefore, the intensity of occurrence of the event that a market order consumes a limit order

at a distance § from the mid price can be written as follows:

A
N = B0y
where: A= FK?LY, B=LK7and C = }.

For A =1 Tick?s™', B =5 Tick, C =1, v = 2 and Tick = 0.01, the following intensities
A~ and AT are obtained:
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Figure 2.9: Shape of the functions A™ (red line) and A~ (blue line)

Remark: Several empirical studies proved that v > 1. Indeed, for the authors in
Gopikrishnan et al. (2000), v = 1.53. In Maslov and Mills (2001), Maslow and Mills propose
the value v = 1.4. On the other hand, Gabaix et al in Gabaix et al. (2005) suggested v = 1.5 in
the French market.

2.8.2 Appendix 2: Solution in the risk-neutral framework (§ = 1)

The utility function U given in (2.11) is linear. Therefore, we make the following Ansatz for

u(t,s,y,q1, ) = x+60o(t,s,y)+qbi(t,s,y), (2.31)

Let fo+ = JT, this function represents the jump part due to the execution of the ask quote.
Using (2.31), the function f;~ can be written explicitly as:

fo(87) = AT(8T) (67 + Mot s,y)) ,
where My(t,s,y) = Colt, s,y) — 01(t, s,y).

In order to determine 5{} ot = ArgMaz >0y fi" (), the derivative of the function f; is computed:

6% = 20 (55 (1= )+ B = 4My (1.5.9)
0 B+6+ ) ) )
If Mo(t,s,y) > 2, then ¥ 6% > 0, (fi)/(6%) < ~OZ 5 AH(§%) < 0. It follows that fi is

decreasing on [0, +oc[ and then §; ., =0.
If My(t,s,y) < %, the function (f;7)’ changes sign on the interval [0, +oo[ and becomes null at

= %W. The table of variations yields that 52*7,5 =zt .

In conclusion, 52 . can be determined as follows:

+ _ B_VMO(ta&y) *
Lt v - 1 )
and: A1)
=7 : B
fo (0f ) =1 VG Moltsy)r i Mot =) < % (2.32)
Y ﬁMO(tasyy) if MO(tasyy) > 5
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The same approach can be applied to the function f;” = J~. Indeed, using the form of the
value function suggested in (2.31), the function f; can be written as follows:

Jo(67) = A(67)(07 — Mo(t, s,y)).
In order to determine (557*775 = ArgMaz, f; (x), the derivative of the function f; is computed:

AT ()
- B+4+06-

(fo)'(67) (1=7)0" + (B +7yMo(t, s,y)))-

If My(t,s,y) < —%, then V6~ >0, (f;)'(07) < 0. Consequently, the function (f;") is decreasing

on [0,4o00[ and §; ,, = 0. On the other hand, if My(t,s,y) > —%, the function (f;")" changes

B—'r’YMo(t,S,y)
v—1

increasing on [0, 2] and decreasing on [z, +oo[, then 6, ., = 7.

sign in the interval [0, +oo[ and becomes null at 2= = . Since the function f, is

Consequently, 67 , , writes:

. (B+yMlt,s,y)\"
Lyxt ,.)/_1 ’

and:

A(l—y)7 1 :
fo (%H):{ ~ TGyt L Mot s y)

: (2.33)
—%Mg(t, $,Y) it My(t,s,y)

IN IV

2 | |w

In order to simplify the notations, the following quantities are introduced: & = % and Jy(t,s,y) =
S O ) + 15 0L 1)-
The equation (2.12) becomes:

H: (at + ‘Cl + [’2) (:C + HO(tv S, y) + Q191(75, S, y)) + J(‘_)(t, S, y) =0

The terms of the HJB equation are sorted by powers of ¢;:

(0) : (at + 51)00 + Jo(t7 S, y) = 07
(1) : (&g + Ll)@l - HAtSt = 0,

Using the final conditions and applying the Feynman-Kac formula yields:
T
01 (t7 S, y) = CP (t7 S, y) - MEfs,y (/ A(u7 Su7 yu)Sudu) )
t
T
Oo(t,s,y) = Eisy </ Jo(u, Su,yu)du> .
t

Based on these results, the quantity My(¢,s,y) can be deduced:
T
MO(t7 S, y) = CQ(ta S, y) - C’P(ty S, y) + ”EZ,)s,y </ A(ua Sus yu)Sud’LL> )
t

and uo(t,s,y,q1,7) = = + O(t,s,y) + @1 (Cp(t, $,Y) — NEZ,)s,y (ftTA(u, Su,yu)Sudu)) is the
solution of the HJB equation (2.12).

The function ug coincides with the value function if it is smooth, finite and has a quadratic
growth.
In order to prove the quadratic growth of ug, we start by studying the function 6y:
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o If My(t,s,y) € [-S,S], then:

QL =00 < (B My (t,5,)" 0D < (XL p)-6-D),
Y Y

Y1 gy-6-1) ~-1) < (XL pgy-6-1)

(——B)"" < (B+ Mo(t,s,y)) ") < (——B)"" Y,
Y Y

Then IM > 0 such that |Jo(t, s, y)| < M.
o If My(t,s,y) > S, then:

A~ — 1)1 A
(v ) + 7E2?57y (| Mo(u, Sy, yu)l) s

P i S A
Et,s,y(|J0(uaSU7yu)|) < 77<B—|—8)7_1 B

o If My(t,s,y) < —S then:

A")/_l v—1 A
vaE(’M‘)(“’S"’y“m’

EZ,DS,y (‘Jo(u, Sua yu)’) <
We assume here that the traded option is a call or a put, then 3C) > 0, E (|My(t,s,y)]) <
Cy(1 + s). It follows that 3CY > 0, such that |0y(t,s,y)| < CY(1 + s). Using the following
relation Va,b € R, ab < “Q;bQ, we can prove that 3CY" > 0 such that:

"

|u0(t75>y7q17x)| < 02 (1 +.Z'2 + 82 +y2 + Q%)

which implies that ug is finite and has a quadratic growth.

Recall here that 6y is the solution of the equation (9; + £1)8y + Jo(t,s,y) = 0 with the final
condition 0y(T,s,y) = 0. Since the function Jy is continuous (Jy is at least C%%0), then 6y is
smooth. Consequently, the function ug is also smooth and it coincides with the value function.

2.8.3 Appendix 3: Solution in the mean-variance framework (5 =1)

Let u¢ be the solution of the HIJB equation (2.22). Under the assumption that ¢ ~ 0, an
asymptotic expansion technique is performed with respect to the parameter e:

—+00

Ue(t,S,y,ql,.’E) = .’E—FZEk’Uk(t,S,y,ql),
k=0

Given the form of the utility function, the following Ansatz on vg and vy is made :
volt,s,y,q1) = 6bolt,s,y) +q1b1(t, s,9),
vl(t737y7QI) = 92(t737y) +QI93(t737y) +Q%04(t787y)7

In order to solve the HJB equation, the Jump terms J*€ and J ¢ have to be calculated.
Let f™ = J"¢ the function f* writes:

fHo) = AN (ult,s,y,q1 — 1, o+ (c+ 1)) —ult, s,y,q1, 7)),
= A1) (0% + Mo(t, s,y) + eMi(t,s,y,q1) + € R (t, 5,5, q1)) ,
Let M (t,s,y,q1) = Mo(t, s,y,q1) +eMi(t, s,y,q). By differentiating f*, it can be shown that:

(fH(h) = AT(6T) (5+ (1—~)+B—yM*(t R (1
B+ 6+ 2 0l .Sy, q1) —vERY(E, s, y,q1))

In order to determine 5: y = ArgMaz >0 f *(x), two cases should be distinguished:
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o M*(t,s,y,q1) + €RT(t,s,y,q1) > S: In this case, V 6T > 0, (f1)(67) < 0, then the
function f* is decreasing on the interval [0, +oo[ and (5: , = 0.

o M*(t,s,y,q1) + €2R"(t,s,9,q1) <S: The function (f*)" changes its sign on [0, +oo[ and

gets null in z7:
+ Bi’Y(M+(t787yaq1)+€2R+(tas’y7(h))
T = .
v—1
Since v > 1 then (5:} =T,
In conclusion, 5: , writes:
Jr
5+ _ (B_’Y(M+(t,5ayaQ1)+€2R+(t757y7Q1))>
*t T ’
) ,-Y _ 1

and, using Taylor expansion, it follows:

v
v—1

5*+,t = 52*775 —€ Ml(t757yaq1)1{M++62R+§S} + 0(62) .

In order to solve the HJB equation, it is useful to write f+((5*+7t) as the sum of f; (67, ,) plus a
correction that depends on the parameter e.
We have:

ffx) = fi@) +ext(@)Mi(ts,y,q1) + 0(62) ,
then, through the use of Taylor expansion, one can write:
f+(5:t) = f+(5z,*,t> + (f+),(6z,*,t)(5:t B 52_,*,t) + O((éi_,t - 6;*,02) )
= S )+ NG )M — e (0, )T ML sy + O(E)
Since (f7)(z) = (f;7) (z) + O(e), the last equation becomes:

g
f+(5:t) = fo+(5f,*,t) + M <)‘+(5—LF,*¢) - H(f(?_)/(5;*,1&)1{M++62R+§$}> + 0(62) )

It can be recalled at this stage that (f;)'(67,,) = %”(0)1{1\4@5}-
Notice that if My € [min(S,S—eM;—eRY), max (S,S —eMi —€e*RT)], then
’%AJF(O)\ = O(€). This means:

B — v M,
(fo)(0f.0) = TOA+(0)1{M++E2R+>S} +0(e),
and then:
FYOE) = fo(6F,) +eMi(t,s,y,q)AT(6F,,) +O(€).

The optimal bid distance d, , can be determined using the same method. Indeed, let f~ =
J7¢, the function f~ writes:

f7(67) =

(57)(u(t7 $Y,4q1 + 171‘ - (C - 57)) - u(t,s,y,ql,x)),

\-
A (67) (5* — (Mo(t, s,y) + eMy(t,s,y,q1) + R (t,s,y, ql))) )
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Let M~ (t,s,y,q1) = Mo(t,s,y) + eMa(t, s,y,q1). Differentiating f~ yields:

A= (67)

(Y6 = 55

(5_ (]‘ - 7) + B +ryM_ (t’saya (_I1) +762R_(t787y7q1)) .

Afterward, it can be seen that if M~ + 2R~ < —S, then 0.+ = 0, whereas if M~ + R > -8,

— B+’7M7(trszy’q1)+’y€2R7(t’svyqu) — (57
- ~y—1  Uxtr

then (f~)" changes its sign on [0, 4o00[ and gets null in 2~
So, the quantity d, , writes:

+

- B+~ (M~(t,s,y,q1) + R (t,5,y,q1))

6*,t = 1
~

which implies that:

~
v—1

oy =05, +€ Ma(t, 5,9, 1)1 ye2r->-s3 + O(€?) .

The quantity f~(d,;) can be written as the sum of fy (d; ,,) plus a correction term due to the
parameter €. Indeed:

f_(.%') = f()_(x)_EA_(w)MQ(t737y7QI)+O(62) ;
Then, using Taylor’s expansion:
P60 = 1 On) + ) ()6 — 07, + 060, — 67.,,?)

= fo (0p,4) —eA (0, )Ma + e(f*)’(égmt)%Mgl{M_JrezR_z_S} +0(e?).

Using the relation (f~)'(z) = (f; ) (z) + O(€) implies:

f_((s*_t) = f()_((sz,*,t) + €M2<t7 5, Y, Q1> (_A_ (527*,t> + ,_)//_Yl(f()_)/(dz,*,t)l{M+E2RZ—$}) + 0(62) :

)

We have also (f;)'(67,,) = (%A‘(O)) L{pmy<—s}- Following the same method, it can
be shown that if My € [min(—8,—8 —eMy — &R™), maz(—S, -8 — eMy — R 7)], then
]%)\_(ON = O(e). Therefore, it can be deduced that:

_ _ B+4+~yMy . _
)V 6re) = 5 A (OLiy-1er-<—s) +0(0).

and:
f_(ci,:t) = f& (627*,15) - EMQ (tv $Y, Q1))‘_ (627*,15) + 0(62) ’

Now that the terms f+(5:ft) and f~(d,,) are computed separately, the term Je(d*ft,é*ft) =
S5 + £ (65,) is deduced:

T 65) = S (OF )+ eMiXY(F, ) + fo (07 ) — eMaA™ (37, ) + O(€%)
= Jo(0p . O0F .p) T €Mt 5,9, q)AT (07 ;) — eMa(t,s,9,01) A" (07, ) + O(?) ,

The terms of J(,,,6,,) are classified according to their power in e:
J((s*_,t?é:t) = JO(tasvy)+6J1(t7say7Q1)+O(62) )
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where Jl(ta S5, Y, ql) = Jl,O(t’ S, y) + Q1J1,1(t7 S, y) and:
Jl,O(ta S, y) = )‘+(5—Li_7*,t)(_03 + ‘94) - )‘_(52,*715)(_93 - 04)7
Jl,l(tv S, y) = _204 <>‘+(6£,*,t) — A" (52,*,t)> )

The HJB equation can be separated into several terms according to the order of the parameter
€. By nullifying the term of order 0 in ¢, it can be obtained that:

O+ L1+ L) (x40 +q161) +Jo = 0,
with the final conditions:
QQ(T,S,y) = 07 91(T757y) = h(S)

The functions 6y and #; are equivalent to those found in the case of a linear utility function
without inventory constraints, thus:

T
01(t,s,y) = Cp(t,s,y) — pEisy </ AuSudu>
t

Oo(t,s,y) = Ersy (/tT Jo(u, Su,yu)dU> ;
The term of order 1 in € leads to the following equation:
(O + L1+ L2)(02 + @163 + q104) + Ji(t,s,y) = GV +T,
with the final conditions:
02(T,s,y) =0, 03(T,s,y) =0, 04(T,s,y)=0.

The functions 65, 3 and 6, are:
T
02(ta Say) = Efs,y (/ (JLO - T) (U, suayu)du> 3
t
T
Oultisy) = EL([ Iualusam)du)
¢

T
04(t,s,y) = —Efs,y(/ Vidu).
t

It can be demonstrated, as it was done in the case 5 = %, that the function u€ is smooth, finite
and has polynomial growth. Besides, u¢ can be approximated at order 1 in € by a¢(¢, s, y, g1, z) =

T+ UO(ta S, y) + Evl(tv Svy,ql)'

Remark: A
The optimal ask quote 5:15 can be approximated at order 1 in € by 5*?:
s+ (BoaMT(tsya) +.
*t v — 1
Indeed, if M*(t,s,y) € [Min(S—€*R",S), Max (S —€*R",S)], then |W’ -

0(62) and consequently:
|3:t - 5:t| = 0(52) )
Similarly, it can be seen that if M~ € [Mm (—S, -S - EQR_) , Max (—S, -S - EQR_)], then

]%\ = 0(62). Thus, the optimal bid quote (5*_775 can be approximated at order 1 in € by 5*_75 :

. B+~yM—\"
e = \TH=1 )
and the approximation error is at order 2 in e:

|3*—t — 0,4 = 0(62)
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2.8.4 Appendix 4: Solving the Heston PDE with a trend on the underlying

We aim to determine here an analytic expression for the quantity C(t,Si,y) =
P ((St — K)+) in the Hestom model. In this model, C(t, St,y;) is the solution of the following
equation:
oC n oC 5 4 L 16%C
ot a5t T 2952
with the final condition: C(T, Sp,yr) = (St — K)™.
We are going to use for this purpose the same approach as in Heston (1993) and Gatheral (2006).

oC 10%C 0*C
yeS? + By - k(0 — yt)+ 2 0y 2772yt+858 pSiyin = 0,

Let xy = log(st) and P(t,x¢,y¢) = C(t,St,yt), then P is the solution of the following equation:

oP 9P y. 18°P 0P 10%P 2P
§+%(u 5) 262t+8k(9 yt)+*agnyt+aapym 0, (2.34)

By analogy with the Black-Scholes formula, the guessed solution of the previous equation has
the form:

Ptz y)) = K <e“tP1 — e_“(T_t)PQ) , (2.35)
By inserting (2.35) in (2.34), it can be obtained that:

Kele(t,x,y)—Ke_“(T_t)TQ(t,:L',y) = 0,

where:
P OP. OP: 9P, OP: 2y O P,
Tilt ) = S5+ = PP T + GG Pk ) H RO -+ T
t

o’pP, 0P
+pnyt(8 dy +(Ty))
and:

0P, ye 0Py O*Ps oP, 1y 9Py 0Py
Ty(t — uP Jt k(6 — z-2
b(t,,Y) pPy+ =+ (=) 5=+ 5y TR0 ) o T2 o P,

In order to solve the equation (2.34), it is possible to choose P; and P, in (2.35) such that
Ti(t,z,y) = To(t,x,y) = 0. Let 7 =T —t, it follows that for j € {1,2}, P; satisfies the following
equation:

OP; oP; 0? P; OP; ny; 82Pj 82P]
5. TAE H(pt ) o+ T 4 (a = by o T2 o TP ooy
Whereulzé,uQ:—%,a:kQ, b=k —pn, bo =k.

Using a Fourier transform method, let 15]'(7, u,y) be defined as following;:

~ +w .
Pj(1,u,y) :/ e "“TP;(t,x,y)dx

—0o0

Evaluating ]5]- (t,u,y) at 7 =0 gives:

_ +o00
P;(0,u,y) = / TMTP(0, 2, y)d
— 00
+oo
= / e " lsoyde,
—0o0
_ 1
i



By doing necessary calculations, it can be found that:

oP; - ) Yt = OP; 1y, 9*P; OP;
=5 P+ (ot wyy)inPs — w? Py + (o= biy) gy T2 oy +pnytzua—;
Let:
2 2
B/:b] _Ionlua fy/ = %7 O/: —%—FZ'LL'LL]’

Using the new notations, I5J satisfies the following equation:

0P op b gOh 0P P —

Now by substituting P;j(7,u,y) by:

Pj(t,u,y) = exp(C’(u,T)H+D(u,7)yt)15j(0,u, Y),

1
— E exp(C(u, 7)9 =+ D(u, T)yt)

and by using the relations:

OP; oC 9D -  OP - 0P 0=
e (98— %E)Pj, a—yj = D(u,T)P;, 8y2j = D(u,7)“Pj,
the equation (2.36) becomes:
—0@+aD+(1+iu)u + yt o/—B’D+~y’D2—a—D =0
or or

0

(2.36)

The two terms at order 0 and 1 in y; should then be null, which gives the two following equations:

@ B gD—i— 14
or 8 g
oD
- = Oé,—B/D—i-’)//DQ,
or
Let:
_ /B/ + /5/2 _ 40/,)// _ /8/ _ /8/2 _ 40/’}// B r_
T+ = / ’ r- = 7 ) g=—
27y 27y Ty

Integrating with the terminal conditions C'(u,0) = 0 and D(u,0) = 0 gives:

1— e*dT
D = r_—
(U,T) r 1 _ge—dT’
1+u 2 l—ge*dT
C = k|lr_7— —In(————
(u,7) 7 uT + [7“7' e n( T )
and finally:
1 1 [t - -
Pj(T,z,y1) = 2+7r/ Re(Pj(1,u,y)e"")du,
0
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2.8.5 Appendix 5: Verification theorem

Let 6 = (67,0%) be an admissible control process, and consider the following processes:

dpy = dN; —dN;t,

dX; = (Co(t,Se,ye) + 6, )AN;” — (Co(t, S, Y) — 8, )AN, + q2.4dSy,
as:
St
dye = ar(ye)dt + b (yo)dW,”,

= pdt + o (ye)aw,",

where N~ and NT are Poisson processes with intensities A\~ and AT respectively, where V7 > 0:
F =), AT = A (60),

Let ty =T A{T >t,|S: —s| > n} A{|yr — ¥ Zn}/\{‘Nj—Ntﬂ >n} A {’N;—N{| >n},
and ug be the solution of the HJB equation (2.12). Since wg is smooth, we have:

tn
UO(tna Stn7ytn7 Q1,tn7 th) = 'I,LO(t, 5,Y,41, x) + / (at + £1 + 62) UO(Tv Sty Y7, Q1,7'7 x’f‘)dT
T=t
tn Ou Jug ou
T T d ) —b T d @ _ 70 TA’T T T d O
+ T:tass U(y) ”7- + ay R(y) ”T 8:{7(]17 SO’(y) ”T

in
- / )\+(5+) (UO(T7 StyYrs Q10— — 17 Tr— + CQ + 5+) - 'LLO(T, S, Y7, QLT*uxT*)) dr
T=t

tn
+ / AT (57) (UO(Ty SryYrs Qr— T Lz — (CQ - 57)) - U’O(Tv Sty Y7, QI,T*71'T*)) dr
T=t

in
+ / )\+(5+) (Uo(T, Sty Y7, QLT* - 17 Tr— + CQ + 5+) - u0(7—7 Sty Y7, QLT*axT*)) de
T=t

tn
+ / )‘7 (67) (U(Tv STa yT7 q1,7'7 + 17 xT* - (CQ - 57)) - U(T, 87'7 y7'7 QLTfﬂfo)) dM‘IT
T=t

where M+ and M~ are the compensated processes associated to N* and N~ respectively. Using
the polynomial growth of u, as well as the the fact that the functions A™ and A\~ are bounded,
the local martingales in the previous equation are martingales. Thus, by taking the expectation
on both sides of the last equation, we obtain:

tn

E (UO(tna Stna Yt s thn,th)) = UO(t7 S5, Y, q17x) +FE </ (at + ‘Cl + [’2) u0(7—7 Sty Y1, 4l x‘l‘)d7->

=t

t'"/
‘B ( [N (o1 = 1o+ Co 4 67) = ol 1o ,-) df)

=t

tn
+E </ AT(67) (UO(Tv Sty Y Q- + 1,2 — (Co —07)) — uo(7, 7, Y7, (I1,T—7$7'_)) dT)

=t

Again using the polynomial growth of ug, we can deduce that wg is integrable on [0,¢,] and by
applying the dominated convergence theorem, it can be obtained that:

l’lmn_>+ooE (UO(tnv Stna Yt s Q1,tn7 th)) =K (UO(Ta ST? yr, ql,T7 XT)) )

115



and the equation becomes:

T
E (uo(T, St,yr, 1.0, X1)) = uo(t, s,y,q1,2) + E </ (0r + L1+ L2) up(T, sT,yT,ql,T,xT)dT>
T=t
T
+ E </ A+(5+) (UO(Ty Sty Y7, QLT* - 171'7—* + CQ + 5+) - U()(T, Sr,yr,(h,raxr)) dT>
-

T
+FE (/ )\7(57) (UO(Ta Sty Yrsd1 7— + 1,z — (CQ - 67)) - UO(Tv Sty Yr, Q177'7’x7'7)> dT>

Recalling that ug is the solution of the HJB equation (2.12), we have for (&; ,5;") € A:

(at + L1+ ‘CQ) ug + >‘+(5+) (u0(7_7 StyYry Qi r— — Lz -+ CQ + 6?) - ’LL[)(T, SrylYrs 41— IT—))
+ )\_(5_) (UO(Ta S Yr Q1 - T+ Liz,- — (CQ - 5;)) - Uo(T, SrayTaQLT—v:CT—)) <0,

which means that E(U(T,St,yr, 10, X1)) < wo(t,s,y,q,z) and then wu(t,s,y,q,z) =
Sup(s- syeaE (U(T, St,yr, q1.7, X)) < uolt, 8,9, q1, 7).

In addition, since ug is solution of (2.12), then for (§; ,6;") = (6;.,.d;",) we have:

t,%0

OGrnbi)  (0randi)  (57007.) o (67.087)
E<U(T,ST’“ Lyt T X ) ) = wolt sy, @1, ),
— s+ — s+ — 5+ — s+
and then wo(t,s,y,q1,2) < SuP(a;,&j)eAE (U(T,Séfst 76t)7y§§t ’5t),q§?}’6‘)7X;6t 76t))> =

u(t,s,y,q1,2).

Finally, we conclude that ug(t, s, vy, q1,x) = u(t, s,y,q1, ).

2.8.6 Appendix 6: Verification theorem

Let 6 = (67,0%) be an admissible control process, and consider the following processes:

dpny = dN; —dN;t,

dXt = (CQ(ta Sta yt) + (s;r)d]\ft+ - (CQ(tv Stv Y;) - 5;)dNt7 + QQ,tdSta
ds,
St
dy, = agp(y)dt + br(y)dWw,?,

= pdt + o(y)dw ),

where N~ and N are Poisson processes with intensities A~ and AT respectively, where V7 > 0:

= XTBE), AT =AT(5).
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Let ty =T A{T >t,|S: —s| >n} A{|yr — ¥ zn}/\{‘Nijf’ >n} A {’NT_*Ntfl >n},
and uf be the solution of the HJB equation (2.22). Since u is smooth, we have:

(b St Yto Dt Xen) = (5, 61, 7) + / t"t (7 + L1 + L2) uo(T, 57, Yr, @17 27 )dT
* /T tnt 68126570(y7)dW£” + ‘?;Lyf)bR(yT)dWT(?) %“0 01 S0 (yy)dW D)

" tnt ) ( 0(7: 87, Yr,q17- — L + Co + §) = ug (T, 57, Yr,s C]l,T—ﬂfr—)) dr

+ :: AT(67) (ug (7, 87, Yrs qrr- + Lz — (Cg = 67)) = ug(7, 80, Yry g1, 7)) dT
b [ N @~ L+ G+ 5%) =5 ) M

tﬂ/
+ / )‘_(6_) (U(E)(Tv StyYry 41— +1,2z- — (CQ - 5_)) o UB(T, Sty Yry Q17— 'CL‘T_)) dM’T_

=t

where M+ and M~ are the compensated processes associated to Nt and N~ respectively. Using
the polynomial growth of u, as well as the the fact that the functions AT and A~ are bounded,
the local martingales in the previous equation are martingales. Thus, by taking the expectation
on both sides of the last equation, we obtain:

tn
E (6t St s 1t Xo)) = (L 5,921, 7) + E </ (O + L1 + £2) uo(r. sT,yﬂql,T,mdr)

=t

tn

+FE </ A (6+) ( (T Sty Y7, 41— - Lz, + CQ + 5+) - UB(T, S'rvyﬁQLT*’xT*)) dT)
tn

+ FE </ )‘7(67) (UB(T, Sty Yry 41— + 17:1:7* - (CQ - 57)) - u(EJ(T7 87'7y7'7qL7'77x7'7)) dT)

Again using the polynomial growth of u§, we can deduce that uf is integrable on [0,¢,] and by
applying the dominated convergence theorem, it can be obtained that:

limy— 00 B (0 (tny St Ytn Q1itn s Xt,)) = E (ug(T, ST, y7, 01,17, X)) S

and the equation becomes:
T
E (u(e)(T’ STa yr,q1,T, XT)) = u(e)(tv 5,Y,41, :B) +FE (/ (at + El + ‘CZ) UO(T, Sty Yryqi,ry xT)d7—>
T=t
T
8 (NG (6l 5es i — Lt + Cat 07) = {7 5r et v 27) 07
T=t

T
+F </ )\_(6_) (ug(Tv STvyTvql,T* + 171:7'* - (CQ - 6_>) - UB(T, STuyTa(JI,T*aq:T*)) dT)

Recalling that u§ is the solution of the HJB equation (2.22), we have for (5; ,5;") € A:

(at + [’1 + ‘CQ) u(e) + )‘+(5+) (UB(T, Sty Yrs ql,‘r— - 17 Lr- + CQ + 5;) - UO(Ta Sty Yrs QLT— ) :ET_))
+ )‘7(57) (’LL()(T, Sty Yr, 41— +1,z- — (CQ - 5;)) - U()(T, Sty Y7y Q1,T*7x7*)) < 6((1%‘/1‘» + Tt))

which means that F (U(T, St,yr, i, X1) — € r (q%TV + T ) ) u§(t, s,y,q1, ) and by
taking the supremum with respect to (J; ,6;"), we obtaln u(t,s,y,q1,x) <u§(t,s,y,q1,x).
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In addition, since u§ is solution of (2.22), then for (6; ,6;") = (4, 51;) we have:

t,x)
Gradtn)  Gradin) (i) 0508 T i) | 0t
E <U(T, STt, t, ’yTt, t, 7q17;; t, ’XTt, t, )_ € q%,TVT %27, +T'r t,x07t, dr | = ug(t787y7q1’x)’
T=t

and then uf(t,s,y, q1,x) < u(t,s,y,q1, ).

Finally, we conclude that u§(t, s,y,q1, ) = u(t, s, y,q1, ).
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Chapter 3

Optimal market making of options in
the two-dimensional case

3.1 Introduction

In the previous chapter, we addressed the problem of market making of an option on a
given underlying asset. We considered that the market maker provides liquidity in this option
while continuously delta-hedging her inventory. Two scenarios were considered in this study
depending on the behavior of the market maker. In the first one, the market maker is risk
neutral and wants to maximize the expectation of her final wealth. Through the use of optimal
stochastic control, we provided analytic expressions of the optimal quotes and we determined
the optimal strategy. In the second scenario, the market maker is risk averse, thus she also
aims to reduce the variance of her final wealth. In this case, we provided approximations of the
optimal quotes as a function of the penalty parameter that characterize the risk aversion of the
market maker. It is important to recall that the instantaneous volatility of the underlying is
stochastic. Thus, it is not possible to hedge all the risk of the option by trading the underlying.
Indeed, the option inventory has a residual volatility risk which may cause significant variations
of the wealth process. This risk source should then be taken into account.

From a practical point of view, an option market-maker has a mandate to provide liquidity on
several options which have different underlying assets. Thus, the problem of market making can
be studied in the multidimensional case where the agent sets bid and ask quotes on different
options. In this chapter, we will present a new method for risk-management of the inventory in
the case where the market maker provides liquidity in different options. The structure of this
chapter is as follows. In the second section, we introduce the model framework, in particular the
dynamics of the underlying assets and the probability of execution of limit orders in the option’s
order book. Afterward, we study two approaches a market maker can adopt as a liquidity
provider. Indeed, in the third section, we consider that the market maker is risk neutral and
wants to determine the optimal quotes on the options with the aim of maximizing the expectation
of her final wealth. Using optimal stochastic control, we determine analytic expressions of the
optimal quotes and we interpret the optimal strategy. In the fourth section, we suppose that
the market maker is risk averse. She aims to set the optimal quotes in a mean-variance utility
framework. We provide approximations of the optimal quotes and the value function of the
market maker and we point out the effect of the option inventory on the optimal strategy of the
market maker.
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3.2 Model setup

We consider here an option market maker operating on two options C; and Cy having
respectively the underlying assets S; and Ss. Under the real-world probability measure P,
the spot process (S;);e(1,2) has the following dynamics:

ds; i

S L= pdt + 0i(yig) AW, (3.1)
it

dyiy = a;r(yir)dt +bir(yie)dZy, (3.2)

where W and Z¢ are (P,F)-Brownian motions such that d<Wi,Zi> . = pi,rdt. In addition,
the two stocks S and S; as well as the volatility processes y; and yo are correlated, indeed
d<W1, W2>t = p1727Rdt and d<Z1, ZQ>t = /31727Rdt.

Market participants price options under a risk-neutral probability measure Q. Under this
measure, S; and Sy have the following dynamics:

ds; s
Sit
dyiy = ai,](yi,t)dt-l-bi,[(yi,t)dZ:’i, (3.4)

= rdt + o(yig ) AW, (3.3)

where W*? and Z** are two (Q, F)-Brownian motions such that d <W*’i, Z*’i>t = p;,1dt. Besides,
d (WL, W*2) = p1ordt and d(Z*1, Z*%%) = py o rdt
It is clear that the probability measure @ may not be absolutely continuous with respect to P.

An European option on the asset S; with payoff h;(S; 7) at the maturity T" has a price C’g) under
the risk-neutral probability measure Q which is given as follows:
C(t, Sipoyia) = e TVE (ha(Sir)| o) (35)

We suppose that there are European options on the assets S; and S which have a maturity
equal to T and payoff functions equal to hi(S1 1) and ha(Sa 1) respectively. The option market
maker under consideration provides liquidity on these two options and proposes continuously
bid and ask quotes for the option C'?) denoted respectively Cf’ and Cf. Indeed, at a given time
t, the Market Maker chooses her optimal bid and ask distances 5;7 , and 5;& from the mid-price

C’g) (t,Sit,yi+) and sets her bid and ask quotes as follows:

zq,t = Cg) (ty Si,t7 yi,t) + 5;;’ (36)
Czb,t = CS) (t,Sit,Vit) — 51-_# (3.7)

In addition, the Market Maker trades continuously in the liquid stocks in order to delta-hedge
her option inventory.
The notations defined here are going to be used in the rest of the study:

® ¢; is the inventory at time ¢ in the option c.

;1 is the inventory at time ¢ in the stock S;.

X, is the cash held by the market maker at time t.

CS) (t,Sit,yit) is the mid price of the option C9 at time ¢.

Ay = Ai(t, Sit, i) is the delta of the option C@ at time t.
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The trading activity of the market maker depends on the rate of arrival of liquidity-consuming
market orders at her quoted prices. These market orders on the option C¥ are modeled by two
independent Poisson processes: N;r for buy orders consuming the ask quotes, and N, for sell
orders consuming the bid quotes. Therefore, the inventory ¢; on the option C¥ has the following
dynamics:

dgiy = dNj—dN},. (3.8)

The market maker delta-hedges continuously her option inventory g¢;, and holds at each date ¢,
a quantity £;; = —q; 1A+ of the stock S;. The process ¢; evolves as follows:

dliy = —Diudgiy — GpdDiy — d{(qi, Ni),, (3.9)

= *AiﬂngiTt + Al:thth — qiﬂgdAi,t. (310)

When the ask quote of the market maker on the option C'(?) gets executed, the cash process X
augments by (C’g) (t,Sit,vit) + 5;;). Likewise, when her bid quote is executed, the cash process
diminishes by (Cg) (t, Sit,Yit) — o;, ,). In addition, the continuous trading in the stocks S and
So for the purpose of delta-hedging induces a continuous variation in the cash process. This, the
cash process X evolves as follows:

2
dXt = Z ((Cg) (t, Si,t7 yi,t) + 5;;)le—; — (Cg) (t, Si,ta yi,t) — (S,Zt)le; + gi,tdsi,t) (311)
i=1

The counting process N;r of market buy orders and the counting process N, of market sell
orders are Poisson processes which have the intensities )\Z}+ and ;" respectively. We assume here
that /\f and A; have the following forms:

) = = =

(Bi+ ()"

where A1, Ao, By, Bo > 0 and 71,7 > 1.

The Market Maker controls only the bid and ask distances d,, and 5;; on which depends the
arrival rate of market orders. She wants to optimize her choice of the control variables in order to
maximize her expected utility from terminal wealth at the options maturity date T". The wealth
W; at time t is the sum of the cash amount and the market value of the options inventories, it

can be written as Wy = X; + qutC’(Ql)(t, Sit, Y1) + qgﬂgC(QQ) (t,52.¢,y24). So at time ¢, the market

maker aims to determine (51+ et 0L wts O u iy 0o s t) which solve the following problem:

(5t*7t7 1_,*71&) 5;*71&7 52_7*’15) = ATgSup EP(U(WT)|VZ € {17 2} Si,t = Si, Yit = Yi, qit = i,
{ (67,07 .65 .05 )eA}
Xt = .73‘),

where U is the utility function.

3.3 Linear utility function
We suppose here that the utility function U of the market maker is the identity function:
UWr) = Wr, (3.12)
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In order to solve the optimization problem, a stochastic control approach is used. The value
function of the market maker is:

u(t, s1,Y1,52, 92,41, G2, ) = Sup EP(Wr|S1t = s1,y146 = Y1, Sa1 = 52, Y21 = Y2,
{(651674:05 .05, ) EA}

Qt=q, 0= q, Xt =),

where A denotes the set of admissible values for the controls (07,6, ,d5,0; ) and is equal to
Rt x RT x RT x RT.
We define the differential operators L1, Lo as follows:
2
0 1 0? 0? 0?
L= Sitea | + 2 (05 W14)ST 1505 + 05 (Y2,4)S5 4 7 og + 2 S14S ———
1 (; Hi Z’t65i> + 9 <U1(y1,t) 1,tas% +02(y2,t) 2,1;85% + Ul(yl,t)02(y2,t) 1,t 2’tp1’2’R851652

T ORI B (S A K O KA TR PR
£ i,R\Yit Oy o \"LR Y1t 5y% 2,R\Y2,t 8y§ 1,R(Y1,t )02 R(Y2,t pl’Q’Raylayg )

and:

2
0 1 02
Ly = (Z &Jgi,tuisi,t> + 552 (10T (y1.e)ST o + 05,05 (y2,6) 53 + 201,412,451 152,401 (y1.4)02(y2.0) p1.2.R)
—

82
+ Z 9205, (&,tcr?(yi,t)Sﬁt + (Ut + log — Ci)o1 (y1,6)02(y2,) S1,452,0p1,2,R)

” (1401 (y1,6) 51,601, R (Y1) p1,R + £2,402(Y2,6) S2,tb1. R (Y1,6) X1,R)

32
+ 0xdyo

where <Z(1), W(2)>t = x1,rdt and <Z(2), W(1)>t = X2,Rrdt.

(b2 +02(y2,t)S2,tb2, R(Yy2,¢) P2,k + €1.401(Y1,6)S1,tb2, R(Y2.¢) X2.R) »

Let ug be the solution of the following Hamilton-Jacobi-Bellman equation:

O+ L1 La) o+ Sup (JF(OF) + I (07) + T3 (65) + J5 (67)) = (3.13)
{(5It’5it7ézt75£t)eA}

where the functions Jfr , J2+ , Ji and J, are defined by:

—~
—

J1+(5ft) = )‘ (67 t)( (t,s,9,q1 - — Ligo— - + (CQ,1+6IF¢)) _UO(t’SayaQI,t—7QZ,t—7xt ))
JEOT) = A5 (uolts,y.qie + Lass @i = (C5) = 07,)) = uo(t ., que G120 )
JEO5) = N5 (uoltssysa e dop — Lae +(CF)+05,)) = uolt s,y aue doa-20-))
503 = A5 05 (uoltys,ysa i dop + Lar = (CF) = 03,)) = uolt s,y aus @1 00-))
and ug satisfies the final condition:

uo(T',8,y,q1,q2,2) = =+ qihi(s1) + gaha(s2).

It can be proved that, if ug is smooth, finite and has polynomial growth then it coincides with
the value function w.

We consider here the case of a square-root market impact (8 = %) Under this hypothesis, the
intensities of arrivals of market orders have the following forms:

In the case where (3 = 1), we obtain the following results:

122



Proposition 3.1. Fori € {1,2}, let:
. , T
Mio(t, si,yi) = CS)(t,s@-,yi) - (Cg)(t,si,yi) — mE” (/ Ai,usi,udu>> )
t

whe?"e Cf]()l) (t7 Si, yl) Ez)szyyz

(hi (SiT) | F)-

The optimal bid and ask distances (9, ,, 51'+L ;) on the option C9 qat time t are:

N \/7 o(ts sisyi) + Bi(2vi — 1) — viMio(t, sis yi)
Ot = G- ; (3.14)
YiMio(t, siyyi) + \/%-QMfo(t, siyYi) + Bi(2vi — 1)
0ips = 1 , (3.15)

and the value function is:

T
1
u(t, 51,91, 82,92, q1, G2, T) =  + Oo(t, 81,91, S2,y2) + @1 <C7(a)(t7 s1,y1) — E” (/ M1A1,u51,udu>>
t

T
+q2 (Cy(pz)(t; s2,y2) — E” (/ M2A2,u52,udu>> ,
t

where:

T
GO(t, S1,Y1, 52, 3/2) = Et,31,y1,32,y2 </ Jo(u, Sl,ua Ytu, SQ,ua y2,u)du> .
t

and:

\/’YQM + Bi(27i — 1) + Mio(yi — 1)

Jo(t, 81,91, 82,42) = Z i 6Z+Lt 2y — 1
— ’L
\/’Y2M + Bi(2vi — 1) + M;o(1 — )
+)\7, th R
2v; — 1

The proof is detailed in Appendixz (3.7.1)

3.4 Linear utility function with a penalty on the variance

In this section, we consider that the market maker is risk averse. She wants to reduce the
variance of her final wealth caused by the volatility risk. This variance term is equal to E¥ (V;(T))

where:
T 8077 T 8CP
VT:/ 2u<1>b ud+/ 2u< )b Wdu
(D) = [ (G ) et [ (G ) B

T P P
oCy oC.
2 wru——2b u)b w)p1.2.rdu.
+ /t q1,u92, 901 O 1,R(Y1,0)b2, R (Y2,u) P12, RAU

Let H€ be the function defined as follows:

Hi(T) = X7+ qrhi(Si7)+ g2rh2(S2,7) — eVi(T).
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We introduce the value function ¢ of the Market Maker:

u(t, 8,9, q1,q2,2) = Sup ET (Hy(T)).
{(674:674:64.4,05,)€A}

We define ufy as the solution of the following HJB equation:

(8t + El + EZ) u’ + Sup Je (5f:ta 5it7 5;:1&’ 52_,15) = EC(t, S1,Y1,52,Y2,41, q§3716)
{(51 tvéftvéz 'z 2t)€“4}
where:
Folold BCP
C(t,51,Y1,52,92,q1,q2) = CJ% ((9y1) bl R(yl t) + @ < B ) 52 R<y2 t)
ocP 80
+ 2¢192 3y1 s 2 by m(y1,¢)bo, R (Y2.0) 1,2, R
and J¢ = Zl L J;¢ + J7¢, where the functions J;¢, J¢ are given as follows:
TP = AT (uhlts,0001- = Lo sae + (CF) +85)) = (65,9, a14 o1 21-) )
JUOm) = ATOD) (bt s,y ar- + L asy @i = (C5) = 01,)) = (s, s a0 @2 w10 )
J;e((s;,t) = A5 (65) (U (t, 8,9, q14- Q20 — 1,74~ +(C ) ug(t, 8,9, @15 Qo> T ))
Ty 05 = A5 007) (bt s,y @i + Lae — (CF = 03,)) = (s, v, - @2 210 ) -
In addition, u{ satisfies the final condition:
UB(Ta S1,Y1,52,Y2,41, qQ7:U) = T+ qlhl(sl) + Q2h2(82)-

It can be shown here that if ug is smooth, finite and has polynomial growth, then it coincides
with the value function u*.
We obtain the following results in the case § = 5

Proposition 3.2. Let the functions ¥1,1, V22 and 912 be defined as follows:

T oc
Y11t 51,91) = —Etpsl,yl / biR(Ql,u)( 3 (U, $1,u, Y1,u)du |
t Y1
T 2
o9C(2)
19272(t782’y2) = _EZ?SMJz / b%,R(:W#)( P ) (u732ﬂuy27u)du )
t Y2
T o) 9o (2)
_ P ~
12t 81,91, 82:92) = —Eig ysos </t p1,2,Rb1,R(yl,u)bQ,R(yQ,u)Tyl s du |,

For i € {1,2}, let D; L Ai(u, Siu, Vi) = )\j(dlfL’u) — A;(55L7u). The functions 91, 92 are then
defined as follows:

T
O1(t, 51,91, 82,92) = EL,, </ (=2011D1,0A1 — 2012D2,1.)\2) (u,S1,u,y1,u,52,u,y2,u)du> ;
t
T
Da(t, 51,91, 82,42) = EL,, </ (=202,2Da L A2 — 291 2D1 1. \1) (U,SLu,yl,u,S2,u,y2,u)du> :
t
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5;*7,5) on the option CW can be approzimated at order

For i € {1,2}, the optimal controls (5}, ,,

1 in e by ((5;*’“52'*7,:):

A — M+ \/%2(Mi+)2 + Bi(27i — 1)

o, = 1
By%, 1 2’71' 1 ) (3 7)

. TM; + \/%2(Mf)2 + Bi(2vi— 1)

6 ., = , (3.18)
" 27 —1

where the quantities Mf(t, 51,Y1,52,Y2,q1,q2) and M, (t,s1,y1, 52,2, q1,q2) are defined by:

Mi—’—(t7317y17827y27q17q2) = M’i,O(tasi?yi) +€Mi71(t7 317y17327y27(J1,QZ)a
Mi_(t7317y17327:9276117@) - Mi,O(t73i7yi) +€Mi72(t7 31’3/17327y2aCI17Q2)a
and M;1(t, s1,y1, S2, Y2, q1,92) and M;o(t, s1,y1, S2, Y2, q1,q2) are given explicitly as follows:
M;a(t, 51,91, 82,92, q1,2) = —Vi+ (1 —2¢:)0;; — 2¢;01 2,
M;a(t, 51,91, 82,92, q1,2) = —V;i — (14 2¢:)0;; — 2¢;912,

and i denotes the index different from i (if i =1 then i =2 and if i =2 theni=1).
The approximation error is at order 2 in €:
6*—:75 - Sit

5*,1& - 5*,t

= 0(62) )
= 0(62).

The proof is detailed in (3.7.2).

3.5 Numerical simulations

We perform Monte Carlo simulations in order to support the results of the theoretical study.
We suppose in this section that the processes S7 and Ss follow a Heston model. Indeed, under
P, Vi € {1,2} the spot process S; has the following dynamics:

dsS;
Sit

dyi,t = ki,R(ei,R - yi,t)dt + Win\/yTJde)

padt + /G dW;,

where d<W.(1),Wi(2)>t = p;RAdt. In addition, d<W1(1), 2(1)>t = pi12,rdt and

2

2 2 -
d<W1( ) wy )>t = p1,2,RAL.
Market participant price options on the stock under a risk-neutral pricing measure Q, under
which the spot process S has the following dynamics:

ds; ¢
Sit

dyit = kir(0ir — yir)dt + m,n/yi,tdW:;(Q)

= rdt+ /GiedW;;

where d (W*0 W@ — pdt, d<Wf’(1),W2*’(1)>t = progdt and d(Wy® wp®) -

t
p1,2,1dt.
The term Co(t, s;,y;) is the option price in the Heston model (see Heston (1993)). The term
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Cp = EP((St — K)*|F;) can be computed explicitly as explained in our previous work.

The numerical simulations are performed as following. In the first part, we perform the numerical
simulations for a maturity 7= 1M and then for T = 3M. In both cases, we suppose that the
parameters under the risk-neutral measure Q and the physical measure P are the same, thus
Vi € {1,2}, (r,ki1,0i1,mi,1.pi,1) = (Kiy kiR 05 R, iR, pi,r) and (p12,r, P1,2,R) = (P1,2,15P1,2,1)
We simulate 200 paths of the spot and instantaneous variance processes (Si’t,yi’t){ogtg'f}
starting from S19 = 100, y1,0 = 0.09, So o = 50 and 2 = 0.04. It is considered here that there
are 6 trading hours per day and that the market maker refreshes the quotes every 5 minutes.
This means that there is 12 x 6 = 72 points per day. Since there is approximately 64 business
days in a 3 months period, this amounts to 64 x 72 = 4608 points per simulated path. At
each point, the quantities Cg) (t,si,y;) and 07(;) (t,si,y;) are computed using a Fast Fourier
Transform method. This simulation task is numerically consuming and was performed using the
computing cluster at Ecole Centrale Paris.

For each simulated path, the optimal market making strategy is used from the inception date
(t = 0) until the maturity date of the option (¢ = T'). We then performed a statistical study on
the results obtained upon the test of the optimal strategy on 200 independent paths.

3.5.1 One-month maturity options

50
]

Frequency
30 40
|

20
|

10

I T T 1
400 600 800 1000
Wr

(a) Histograms of Wr

Statistics on Wr || Mean of Wy | StD of W
epsilon = 0 694.81 151.40
epsilon = 0.1 685.40 137.65
epsilon = 0.2 691.93 133.90
epsilon = 0.4 689.35 132.99
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o _ R
©
3
3
3
=
g Y 3 o
<
3V 8 u
3 _ o |
o - o -
-50 0 50 -60 -40 -20 0 20 40 60
Qi1 Q2.7
(b) Histograms of q1,7 (c¢) Histograms of g2,1
Statistics Mean Of ¢; 7 | StD Of ¢1,7 | Mean Of go 7 | StD Of g1
epsilon = 0 -2.54 25.16 0.68 20.22
epsilon = 0.2 -1.52 9.94 0.36 11.62
epsilon = 0.4 -1.50 8.97 0.26 10.08
R 1 &
3
o | 8
Te]
3 o | 3
g ¥ g o
= g ¥
L g
<
39 g u
9
o - o -
-40 =20 %x L(Dqlv dt 20 40 -40 -20 %x Lqu‘ dt 20 40
(d) Histograms of + fOT q1,edt (e) Histograms of £ fOT qo2,¢dt
Statistics Mean of % fOT q14dt | StD of fOT q14dt | Mean of %fOT goudt | StD of % fOT q2.4dt
epsilon = 0 -0.84 15.75 0.12 13.23
epsilon = 0.2 -0.36 2.67 0.02 4.66
epsilon = 0.4 -0.35 2.19 -0.06 3.50
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3.5.2 Three-month maturity options

Frequency
40 60 80 100

20

T T T T T T 1
500 1000 1500 2000 2500 3000 3500

Wr

(f) Histograms of Wr

Statistics on Wr Mean StD

epsilon = 0 2139.37 | 385.92
epsilon = 0.2 2115.07 | 369.55
epsilon = 0.4 2031.78 | 365.22

o _
Te]
o
o)
o |
S
=g
> > ©
581 :
[} [}
= Z o
(3] (3] T
I 8- i
3 &
o - o -
I T T T T 1 I T T T 1
-150 -100 -50 0 50 100 -100 -50 0 50 100
Qi1 Q2.7
(g) Histograms of ¢1,7 (h) Histograms of g2,7
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Statistics Mean Of ¢1,7 | StD Of ¢1,7 | Mean Of go 7 | StD Of g2 1
epsilon = 0 -0.81 37.65 -0.50 31.78
epsilon = 0.2 -0.62 10.08 -0.24 10.90
epsilon = 0.4 -0.64 9.40 0.04 9.47
Q- S -
8 7 o
g
8 -
g Q- g o
(TR b <
8 -
g -
3 -
o - o -
-60 -40 -20 %XTOTQZ t%? 40 60
(i) Histograms of fOT q1,edt (j) Histograms of fOT qa,¢dt
Statistics Mean of % fofql’tdt StD of % for q1,¢dt | Mean of % folng,tdt StD of % fofqg’tdt
epsilon = 0 0.62 24.12 -0.52 18.59
epsilon = 0.2 0.04 1.57 -0.10 3.07
epsilon = 0.4 0.03 1.41 -0.03 2.36

3.6 Conclusion

In this chapter, we established a model for market-making on two options on different assets.
This framework is useful as it enables to hedge the volatility risk of the options in the book of
the market-maker. The numerical simulations highlight the effect of the penalty parameter on
the reduction of the standard deviation of the final wealth.
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3.7 Appendix

3.7.1 Appendix 1: Proof in the case of a linear utility function

Let up be the solution of (3.13). We suppose that ug has the following form:

U(t, S1,Y1, 52, y27Q17Q27~’E) = T+ HO(ta 51, Y1, 8273/2) + QIgl(ta 51, Y1, 827y2) + q292(t7 S1, Y1, 527y2)7

The function Jf can be written explicitly as:

JH () = XN (z)(@+ Mio(t, s1,y1,52,92)) , (3.19)
where M; o(t, s1,y1, 52, y2) = C’g) (t,si,9i) — 0i(t, 51,1, 2, y2). The derivative of the function J;"
writes:

i (x)

AL
() (@) = Fs (@ (1= 2%) = 29Mior + Bi).

The function (J;")’ vanishes in the points 7" and 23 :

=M — \/VQMf,o + Bi(2vi — 1) L Mot \/%-QMZ%D + Bi(2y: — 1)
€T =

27 —1 ’ ? 27 —1 ’

Since v; > 1 and B; > 0, then JJT < 0 and x; > 0. It can be deduced that this function reaches
its maximum in :UQ+ and then:

\/72M30 + Bi(2yi — 1) — v Mg

Ota = 27y — 1
It follows that:
2772
\/7 Mo+ Bi(2vi — 1) + Mip(yi — 1)
TG = M6, p— , (3.20)
Using the same approach as before, the function J;” can be written as follows:
Ji (@) = A (@)(@— Mio(t, 51,91, 52, 42))- (3:21)
In order to determine J; Lt = = ArgSupJ; (x), the derivative of the function J;  is computed:
{z>0}
_ A (x
(J; )/(JZ) = BZ_’(_ 332 ((1 — 2’)/,‘).732 + 27 M; o + Bi) .

The function (J;”)’ changes its sign and gets null in the two following points:

i Z()—\/'ng2 + B;(2v; — 1) Vi Zo—l—\/'yQMQ + B;i(2vy; — 1)
Ty = , Ty = ,
27 — 27; —

Using the same reasoning as before, it can be proved that x; < 0, z; > 0 and:

Yi zO+\/’)’z +B 2% 1)

5i,L,t =
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The function J;~ evaluated at its maximum writes:

\/VQMQO + Bi(2v; — 1) + Mio(1 — )
2’)/2‘—1

Ji_((sz‘TL,t) = A (0, th (3.22)

Finally, using (3.20) and (3.22), fr(¢, 1, 82, Y1, Y2) = Zl 1 i (05 p4) + J; (‘5th) can be written
as follows:

\/’YZMQ + Bi(2vi — 1) + Mip(1 — )
27 — 1

fL(t7$1a827y17y2):Z i lLt

=1

\/72M + Bi(2vi — 1)+ M;o(vi — 1)

AF 5+

It can be noticed that the function fr,(¢, s1,s2,y1,y2) is independent of the parameters ¢; and
q2-
The equation (3.13) becomes:

(O + L1+ Lo)u+ fr(t,s,y) = 0.

For this equation to be solved, the terms are classified by powers of ¢; and gs. It can be recalled
here that the functions 6y, 01,05 and f7, are independent of ¢; and ¢2. The terms obtained after
the classification are either of order (0,0), (1,0) or (0,1) in (q1,g2). By nullifying these terms, it
can be obtained that:

(070) (at +£1)00+fL(tasay) = 07
(1,0) (O + L1)6h — Ay 4p11S14 =0,
(0,1) = (Or+ L1)02 — Ao p2S2¢ = 0.

The term 6, is the solution of the (1,0)-term (at order 1 in ¢; and order 0 in ¢o):

(O + L£1)01 — A1 g1S1p = 0,
01(T, s1,y1,52,%2) = hi(s1).

Using the Feynman-Kac formula, it can be obtained:

T
Ql(ta S1, 3/1) t ,81 yl(hl(sl T)) - EP </ ,U1A17u517udu> .
t

Solving now the equation corresponding to the (0, 1)-order term (at order 0 in ¢; and order 1 in
q2) yields:

(O + L1)02 — Ag p12S2y = 0,
02(T,51,91,52,92) = ha(s2).
Using the Feynman-Kac theorem yields:

T
Oa(t, s2,y2) = EESQ,yQ(hQ(Sz,T)) - EP </ M2A27u52,udu> .
t

The quantities M; o and M can then be computed explicitly:

T
Miolt,si,y1) — Cg(t,sl,yﬂ—(cpu?sl,yl)—E?’ ( / MlAl,uSLudU>>,
t

T
Mao(t,s2,y2) = Colt,s2,92) — <C7>(t,52,y2) —~ E” (/ M2A2,u52,udU>) ,
t
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The term 6 is the solution of the following equation:

(Or + L£1)00 + fr(t,s1,52,y1,92) = O,
GO(T,Svy) =

By applying the Feynman-Kac formula:

T
Oo(t, 51,1, 52,92) = Bt 51 1 50,0 </ fL(U;Sl,u;SQ,u;yl,myQ,u)du) :
t
Consequently, the function ug, solution of the HJB equation (3.13), has the following form:

uo(t, 81,1, 82,92, 1, G2, T) = + Oo(t, 81,52, Y1, y2) + 101(t, 81, 91) + q262(t, s2,92).  (3.23)
It can be checked that wug is smooth, finite and has polynomial growth. Consequently, it coincides
with the value function w.
3.7.2 Appendix 2: Proof in the case of a mean-variance framework

Let uf be the solution of the HJB equation (3.16). Under the assumption that € ~ 0, a
singular perturbation technique can be performed with respect to the parameter e:

—+o00
Ug(t,slayla32a3/2,Q17Q2755) — 33+Zekvk(ta517?/1,52792&1,(12)a (324)

k=0
If ¢ = 0 then the case of a linear utility function without inventory constraints is
recovered. This implies that ug(t,sl,yl,527y2,q1,q2,x) = x + vo(t, $1,Y1,52,Y2,q1,92) =

uo(t, s1, Y1, S2, Y2, q1, G2, ©) where wug is the value function defined in (3.23). Therefore, it is
assumed that vy has the following form:

Uﬂ(tuslay1)827y27qluq2) - 90(75,517%,52,?/2)+Q191(t751791,52,y2)+QQ92(t751a?/1,527y2)-
Furthermore, due to the form of the function H{(7"), it is assumed that v; has the following form:

2

vi(t, 1, Y1, 82, Y2, 1, 42) = Yo(t, 51,51, 52, 42) + »_ @ity 51,91, 52, 42)
i=1

+ qi911(t, 51,91, 52,92) + @3V22(t, 51,91, 52, Y2) + 2019291 2(1, 51, Y1, 52, Y2),

The function Jj’ﬁ writes:

Jx) = AT(2) (z+ Mio(t, sivys) + eMia(t, 51,91, 82,92, @1, @2) + € R (t, 51,1, 52,92, 41, 32)) »
where:
M;a(t, 51,91, 82,92, q1,q2) = —Vi + (1 —2¢:)0;; — 2¢;012,
and:
—+oo
Rj(tv 51,91, 52, Y2, 41, Q2) = ZEk_Q (Uk (t7 S1,Y1,52,Y2,4; — ]-a qE) — Uk (ta S1, Y1, 52, Y2, ql?%))
k=2

Let Mj—(t, S1,Y1,52,Y2,41, q2) = MO(tv S, y) + EMi,l(t) S1,Y1,52,Y2,41, Q2) It can be shown that
the function (J;°) attains its maximum in :

st —yi (M;F + €Rf) + \/722 (M + GQRT)Q + Bi(2v; — 1)
ikt T 2,)/1 -1
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Using Taylor’s expansion with respect to the parameter e:

) MZOMll
2 o \/72M2 + Bi(2v; — 1)

Sty = 0t te +0(e%). (3.25)

1%t

It is then useful to write .J;"“(6;, ,

parameter €. Using Taylor s expansion, it can be obtained that:

TGh = T+ TG0 — 00 + o6 - 6,.0?)

Using the relation (3.25), it follows that:

) as the sum of J;" (5:L’t) plus a perturbation term due to the

Vi ) Mz OMZ 1
2y —1 Mi
i \/72M30 + Bi(2vi — 1)
+€)‘+(51Lt) i,l_’_O( )

UAR WO =T (67p,) +e

(2

() (61.0)

Since (J;)(z) = (J;7)'(x) + O(e), and (J;L)’(de’t) =0, it can be deduced that:

J+ E((S+

2
Q% t) = J{F(‘;;,_L,t) + 6)‘?(5;,FL¢)MZ)1 + 0(6 ) )
Using the same reasoning, the function J; * is given explicitly as follows:

J6T) = N (6T )(5* ( Mio(t,s,y) +eM;2(t,s,y,q1,q2) —|—62R (t,s,y, ql,qg)))

where:
M;a(t,s1,u1,52,y2,q1,92) = —0 — (14 2¢;)0 — 2¢501 2,
and:
+oo
_ _ k—2 . .
Ri <t7 S1,Y1, 82, Y2, 41, q2) - (Z € (’Uk(t, 81,Y1,82,Y2, ¢ + 17 q@) - ’Uk(t, S, Y,4i, %)))
k=2

Let M, (t, 51,91, 52, Y2, q1,q2) = M;o(t, 51,91, 52,92) + €M; 2(t, 51,1, 52,42, q1, g2). The function

J; ¢ attains its maximum in:

. vi (M +€R;) + \/wf(M[ +€2R; )2+ B;i(2v; — 1)
ikt T 2,71 -1 :

Using Taylor’s expansion with respect to the parameter ¢, it can be shown that:

’YZM + \/’Y@ '3 + B (271 - 1)
6y = O(€?) .
1,%,t 2/},1 _ 1 + (6 )

and:

Y2 M; 0 M; 2
VM2 + Bi(2y; - 1)

M;p +0(€) (3.26)

_ )
57;,*,7& = 5i,L,t te 2,% -1

The quantity J[’g(éZ .+) can be written as the sum of J;" (0, ;) plus a perturbation term due to
the parameter e. Indeed following the same reasoning as before we prove that:

J'_’E(‘Sz‘_,*,t) = J'_(‘Sth) €A (5th)Mi72+O(e2)?

1 K3
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Now that the terms J{’E((X*’t) and JJ“ (5+

A t) are approximated separately, the term:

2

fe(ta S1,Y1,52,¥2,41, qQ) = Z J;’E((sz * t) J+ 6(52+* t)
=1

can be written as below:

2
fe(t7517917327y27Q1aQ2) - fL(t7817y17527y2)+GZ< ll)‘ (51Lt) 22)\ (&,Lt)) +O(€2)7
i=1

By rearranging the terms of f€ by powers of €, g1, q2, it can be obtained:
fe(tv S1,Y1,82,Y2,41, q2) = fL(t> 51, Y1, 52, y?) + Eg(ta 51, Y1, 82, Y2, 41, q2) + 0(62) )

where 9(t7317y1,52>?/27Q17Q2) = gO(tusl)yly'SvaQ) + Q1gl(t) 817y17527y2) + ngQ(t7 817y17827y2)
and:

gitsuynsa ) = 2000 (N 07 L0) = AT (07L)) = 2012 (M (051.) = A5 (052.))

92(t, 51,91, 82,92) = —2U22 ()\2 (050.4) — >\2_(52_7L7t)) =201 ()\ (010 — )‘1_(61_,L,t)) ;

9o(t, 51,91, 82,92) = i (—191‘ (V((ﬁu) - A;(diTL,t)) + Ji (A (0in0) + A7 (61Lt))>

i=1

The HIJB equation (3.16) can be regrouped by terms according to their order in €. The term of
order 0 in € leads to the equation:

(O + L1+ L2)(z+ 00 + q1601 + q262) + fr(t,s1,y1,52,42) = O,

with the final conditions:

GO(T) 817y17527y2) = O) 91(T7517y1) = h1(51)7 02<T) 827y2) - h2(82)‘

The functions 6y, 61 and 0y are then deduced:
T
Oo(t,s1,y1,52,92) = FEisy </ fr(u, Sl,uayl,u752,uay2,u)du> ,
t

01(t7 Slayl)

T
Cg)(t,sl,yﬂ —EF (/ ,ulAl,uSLudu> ;
t

T
92 (t7 52, y2) = 07(32) (tv 52, 3/2) - EP (/ M2A2,u52,udu> )
t
The term of order 1 in €, gives the following equation:

(O + L1+ Lo)vr + g(t, 51, y1,52,¥2,q1,02) = C(t, 51,91, 52,92, q1,92)-

The function ¥ 1 is solution of the following problem:

2
oc)

oy + L£1)9 = b

(Or + L1)V11 1R(y1)< o ) ;

V11(T,s1,51) = 0.

It can be deduced that:

acw\?
191,1(757 S1, yl) = Et ,51,Y1 / bl R yl u 8 m (ua S1,us yl,u)du 5
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The function 92 o is solution of the following problem:

2
o0 (2)

(O + L1)V22 = b%,R(?ﬂ)( 3 ) ;
Y2

792,2(T7 S2ay2) - 07

this implies:

2
T 2
o0 ()

Va2(t, 52,92) = —Efs%yQ /t b%g(lj&u)( 8y2> (s 82,us Y2,u)du |

The function ¥ 2 is solution of the following problem:

oc oo 2

(O + L1)012 = p12,rb1,R(Y1)b2,R(Y2)

oy Oya '
V12(T, s1,y1,52,42) = O,
It follows that:
T ocM oc)
P ~
V12(t,51,y1,52,y2) = —Elt’swhsw2 (/t p1,2,Rb1,R(yl,u)bz,R(yzu)Tyl 9ua du |,

The function 1; is solution of the following problem:

(O + L1)01 + g1(t, s1,y1,82,y2) = O,
191(T781791,52a3/2) - 05

which implies:
T
’191(15, S1, Y1, 52, y2) = EZ,Ds,y </ gl(u7 S1,us Ylus S2,u5 y2,u)du) )
t

The function 95 is solution of the following problem:

(O + L1)V2 + g2(t, 51, y1,82,y2) = O,
Yo(T, s1,y1,52,92) = O,

and then using again the Feynman-Kac formula, we obtain:
T
192(t7 51, Y1, 52, y2) = Ez,)s,y (/ gQ(U’ St,us Ylus S2,u y2,u)du> 5
¢

Using the same approach, we deduce that:

T
Yo(t, s1,Y1,52,92) = EZ,Dsyy </ QO(U,81,u,y1,u,82,u,y2,u)du>,
t
As we did in the last chapter, we can demonstrate that ug, solution of the HJB equation,

coincides with the value function. In addition, u{ can be approximated at order 1 in e by
G =z +vo(t, 81,91, 52, Y2, q1, q2) + €vi(t, 51,91, 52, Y2, q1, G2)-
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Chapter 4

Joint dynamics of the spot and the
implied volatility surface

Note: A part of this chapter will be submitted to the special issue of The Journal of Banking
and Finance on the theme "Recent developments in financial econometrics and applications".

4.1 Introduction

The leverage effect is a well known feature in the equity markets, it has been deeply studied
and documented by several authors (see Bekaert and Wu (2000), Bouchaud et al. (2001),
Bollerslev et al. (2006), Ciliberti et al. (2009)). This feature consists in the increase of the
volatility following negative returns of the underlying, which explains the negative skewness of
the underlying returns. The leverage effect influences considerably the derivatives prices. Indeed,
the volatility smile in the equity option market has the particularity to be skewed, which means
that the implied volatility is a decreasing function of the strike. Furthermore, the increment of
the at-the-money volatility is negatively correlated with the log-return of the underlying, and
this property is called "the implied leverage effect". The understanding of this property is a
subject of interest since it is crucial to perform an efficient option delta-hedging strategy.

In Bergomi (2009), the author showed that the rate of decay of the at-the-money forward
skew is linked to the covariance between the at-the-money volatility increment and the underlying
log-return. He introduced a quantity called the Skew Stickiness Ratio (SSR) in order to quantify
the relation between these two features. In this chapter, we build on the work done in Bergomi
(2009) and we conduct a study in order to understand the information contained in the Skew
Stickiness Ratio. The structure of this chapter is as follows. In the second section, we propose a
model-free approach in order to estimate the SSR implied by option prices under the risk-neutral
probability measure Q. In the third section, we carry out an empirical study which aims to
compare the realized SSR under the objective measure P with the implied SSR under Q.
Following that, we define an arbitrage strategy which enables to monetize the discrepancy
between these two quantities. In the fourth section, we recall that, in the framework of linear
stochastic volatility models, the implied SSR has the limit 2 in the case of short maturities. Since
this property is contradictory with empirical findings, we introduce a stochastic volatility model
with jumps in order to justify that the implied SSR can exceed the value 2 in the case of short
maturities.
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4.2 A model-free approach for implied Skew Stickiness Ratio
estimation
Let o0pg+(K,T) denote the implied volatility at time ¢ for strike K and residual maturity 7.

We focus in this study on short maturity options (0 < T' <« 1), and we assume that the risk-free
interest rate is null (r = 0). We make the two following hypotheses:

e The implied volatility, can be approximated for near the money strikes, by a quadratic
function of the log-moneyness log(sﬁt). Indeed, VK, |K — Si| < St,

K K K
opst(K,T) = oarms(T)+ Sr IOg(E) +Cr 10g(§)2 + 0<log(&)2> ) (4.1)

e The joint dynamics between the underlying S and the at-the-money implied volatility
oarm(T) can be described as follows:

doarm(T) = oudt + RrSrdlog(Sy) + ndZy, (4.2)

where Z is a Brownian motion such that d (Z,log(S)), = 0.

The quantity Rp, used in (4.2), was introduced by Bergomi in Bergomi (2009). It is called the
"Skew stickiness ratio" and is a function of the residual maturity 7. The quantity Rr can be
obtained using (4.2) in the following way:

d{oarm(T), IOg(S)>t
Srd <10g(‘9)>t

Ry = (4.3)

Using the implied volatility smile parametrization (4.1), and the spot/at-the money implied
volatility joint dynamics given in (4.2), we can obtain the following relation:

S K
dops(K,T) = Crd(log(S)), + ((RT —1)Sr+2Cr log(Ié)) dlog(St) +ndZ; + O (log(S)z) ’
t

which simplifies into:

K
dops(K,T) = Crd(log(S)), + (Rr — 1)Srdlog(St) + ndZ; + O(log(s)> .
t
If Ry =1, then E(dops(K,T)|dlog(S;)) = O(Crdt). This means that for Cy ~ 0, the implied
volatility for a given strike K remains in average constant even after a move in the underlying
S. This property is called by practitioners the sticky strike rule.
On the other hand, if Ry = 0 then E(dops:(K,T)|dlog(S:)) = —Srdlog(S:) + O(log(%)) +
O(Cpdt). In this particular case, the implied volatility is in average a constant function of the
moneyness S% This attribute is known among practitioners by the sticky-delta rule.
We aim here to estimate the value of Ry, under the risk-neutral measure O, using option prices
with maturity 7.

Let C(t, Sy, K, T,0arpm+(T —t),Sr—1,Cr—¢) = E(e " T (Sp — K)*|F;) be the price at date ¢
of an European call option with residual maturity (7' — ¢) and strike K.

We suppose that 0 < T —t <« 1 and we introduce the following simplifying assumption H*
defined as follows:

e H*: For T—t ~ 0, the quantities o 4757, S, C don’t depend on (T'—t), and then opg(K, T—t)
has no time dependence.
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Under H*, we have dSy_; = dCr_¢ = 0, and the application of It6’s Lemma yields:

oc  aC 10%C e,
a0, = 2%+ %% a5, + LY 1ig
1= rdtt 5ot 5 geed Skt 5 —
LoC L0
ATM It ™ 5800 a1t

doar

1 (S, .

200% 7. (S, oarar),

The implied volatility corresponding to this option is equal to opg(K,T — t), which gives:
C(ta St7 K; T — t; UATM,T—t; ST—t7 CT—t) - PBS(t7 St7 K7 T7 UBS(Ka T — t))

Recall that » = 0, then it follows:

OPps 1 0*Pps
W_Fio-%s,t([{?T_t)Sg 852 = 0.
Under the hypothesis H*, we have 81;?5 = %—?. This relation implies that:
1, ,0?Ppg oC 10%C oC
=—— K, T - — —— —
dCy 20357,5( , t)S; 952 dt + anSt—l— 2882d<s>t+ aUBSdcrATMt
1 0*C o*C
————d —d(S .
+ 2 8‘7124TM (oarn), + 0800 AT (S oara)y

In order to simplify the expressions, the following quantities x, 7 and dy are introduced:

K —x+%0235t([(,7)7
o Og(St) 7 ’ bt ops.t (K, T)/T

As explained in appendix (4.6.1), for near the money options (z ~ 0), high order derivatives of
the option price C' can be approximated using Black-Scholes greeks. Indeed, the second order
partial derivative of C' with respect to the spot price S writes:

= 1— — = . 4.4
552 = < 3xa + x° (b 25)) +0(z°) + O(V/7) (4.4)
where o and S are functions of o 47;:
Sr_ 2CT_
oloarn) = -, Bloarm) = ——.
OATM OATM

In addition, the second order partial derivative of C' with respect to o a7y can be approximated
using di ¢, oaTm, © and T:
820 . S{I’L(dl’t)

= X
2 3
904 o ATM,t\/F

2+ 0(2*) + O(V7)., (4.5)

and finally the approximation of % can be given as follows:

9%C  n(dyy)
08500 AT M g,%lTM,t\ﬁ

Let K1, be a strike inferior to the spot value Sy, and Kg be the ATM strike (Ky = S;). We
define a portfolio X that contains, at time ¢, a quantity equal to (—1) unity of the option C
with strike K7, and maturity 7' and a quantity equal to (+ngp) of the option CH with strike
K and maturity 7. The portfolio is delta-hedged continuously, and evolves as follows:

(x — 2?(2a — oarmsa)) + O(V/7) + O(2%) . (4.6)

dXy = nyp (dCF — Ay pdS;) — (dCF — Ay, 1dS)
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Using (4.5) and (4.6), it can be deduced that the terms 6?;2201{ and 297 are at order 1 in
ATM

0S00 AT M
/7, and then can be neglected for 7 ~ 0.

In order to cancel the spot gamma sensitivity of the portfolio, the quantity n; g is chosen as
follows:

o%crk
_ 082

nth - 82CH *
082

Thus, the portfolio X has the following dynamics:

1o/ s 92 Pk, , 92 Pl ocH  act
dXt = §St <UBS(KL7T) 8S2 —nt?HO'Bs(KH,T) 852 dt-'— nt’HﬁgATM - aO_ATM dO'ATM’t

1 9*Ct o*ct

d <UATM>t - mRTStStd <10g(S)>t .

2 80124TM

In order to simplify the notations, we introduce the following quantities:

1 0’ Pk 0* Pl
Ft = 55,52 (UQBS(KL,T> aSgS — nt,HU%S(KHyT) 8555) ,
ocH oct

191‘, = TwH — .
" Ooarm OoarTm

Under the risk-neutral probability measure Q, we have E(dX;) = rX;dt = 0, then:

1 92ct
~ - 4 AT
2007 (carm)e - (4.7)

o?Ct
mR%StSTd <10g(5)>t = Ftdt + 'l9tEQ(dO'ATM7t) —

Based on (4.2), it can be deduced that d (o arnr), = R3S%d (log(S)), +n?d (Z),. Thus, we obtain
the following equation:

L PO 912824 1og(s)), + RS (20" 5,51 (10g(S)), — 0.5 E(dlog(51)
2005, LT 8L T\ 0Sooara " OB eer e
9 L
_ Ft_182c 772 dt = 0.
280ATM

Under the simplifying assumptions that  ~ 0 and E<(dlog(S;)) = 0, the last equation becomes:

92C"
t T 9S00 arns

2L
L OO (R9)%52d (log(9))

- S, ST R%d (log(S)), — I'ydt = 0. (4.8)
200% 0

The resolution of the equation (4.8) enables to obtain the value of R%:

L
o _ — 52 S 8iSrd (log(S)), + vDy
Q -

s (Sr)2d {log(9)),

2
00

) (4.9)

where D, represents the discriminant of the equation (4.8):

Sin(df)

D, — (n(df)xL )25252d(log(5’))2 4 9T, dt <
e ' TarmVT

S 7 ) S7d (log(S
o ) S log(S)).
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4.3 On the question of arbitraging the Skew Stickiness Ratio

Let R? be the value of the quantity R under the historic probability measure P, R? can
be determined using the linear regression of the daily increments of the ATM volatility with
maturity 7" on the daily log-returns of the spot process S:

doarm+(T) = RpSrdlog(St) +ndZy,
then RZF) can be estimated as follows:
St r (arni(T) — oarari—1(T)) (log(S;) — log(Si-1))

RET = 2
Sir (Cisi- 1 (log(S:) — log(5i-1))°)

In order to to make this measure less noisy, RfT is computed in the the empirical study as
follows:

St (0arai(T) — oarasi-1(T)) (log(S;) — log(Si-1))
(%ﬂ Sime Si,T) (Zfzt—L (log(Si) — 10g(52'71))2)

P _
Rir =

, (4.10)

We study the historic evolution of R? and R% and investigate the presence of discrepancies
between these two quantities.

4.3.1 Empirical study

We carry out an empirical study on the skew stickiness ratio using the results provided in (4.9)
and (4.10). We use historical data from option markets and from underlying price series, and
we conduct the study on several assets including the SPX index, SX5E index, Financial Select
Sector (XLF), Technology Select Sector (XLK). We focus here on 3M options (T' = -%) which
is consistent with the hypothesis of short maturity (7" ~ 0). The hypothesis H* is supposed to
be satisfied, and the quantity R% is obtained through the resolution of the equation (4.8). We
dispose of data ranging from 01/01/2007 to 07/08/2014. For every day i, we estimate R?T and
RZ-?T solutions of (4.9) and (4.10) respectively. In order to have two quantities calculated on the
same window of data and then easily comparable, we introduce the quantity RfT = Z;‘:i— I Rjgj.

The following graphs give the evolution of RZQT and RZ-DT using the window parameter L = 50
Days:

25 3.0
1
35 4.0
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1.0

0
S
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The inspection of the graphs above show that the quantity R% can be significantly larger
than the value of 2. This finding is contradictory with the characteristics of linear stochastic
volatility models. Indeed, Bergomi demonstrated in Bergomi (2009), that in the case of linear
stochastic volatility models, the quantity R% converges to the value 2 in the limit of small
maturities. In addition, he showed that, in the case of time-homogeneous models and a flat
term-structure of variance, R% is restricted to the interval [1, 2|. This empirical discrepancy
was pointed out by the authors in Vargas et al. (2013) who justified it by the existence of a
non-linear leverage effect in equity markets which can not be captured using linear stochastic
volatility models. Thus, the empirical study confirms the necessity of use of non-linear models
on some assets like the SPX index for which the average value of R% is the highest among the
other examples.

In addition to that, it can be noticed that R}) is more oscillatory and unstable compared
to R%, and that there is generally a discrepancy between the values of these two quantities.
Bergomi pointed out in Bergomi (2009) that R7 is inferior to 2 which is, in the case of linear
stochastic volatility models, the limit of R% when T tends to 0. This is true in average (but
not always) and raises the question of arbitraging the spread (R% — RF). In Bergomi (2009),
the author tried to establish a delta-hedged option portfolio whose return is proportional to the
spread (2 — R7T)) In the next paragraph, we build on this work and we define a slightly different
strategy which aims to take profit from the discrepancy between R% and R?.

4.3.2 Taking advantage of the Skew Stickiness Ratio discrepancy

Under the real-world probability measure P, the portfolio X, defined previously, has the
following dynamics:

ocH oct
dX; =T'idt + <nt7H — > doarm
Ooarnm  Ooarm
— lﬁ ((RP)282d<1 (S)), + th) _ ﬂ}ﬁ’g Sid (log(S))
2005y T TR 0800 aryy  LOTIHENOBS e
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Using the definition of RS given in (4.7), it can be deduced that:

oCcH oct
dX;=(n — do — E9(do

¢ < LH e 50’ATM> (doarn (doarmy))

i _ 1 _ Y (RS _RP 1 )

28‘7,24TM ((RT) (Rr) )STd< 0g(9)); + 9S00 AT (RT RT) SrSid (log(5)),

Then, we deduce that:
1 92Ct 92CL
E(dX — Q pP - Q P 2 1
(dX¢) (RF — Rr) <2 80277 (RF + Ry) St + 8580ATMSTSt> d (log(9)),

which is a function of the spread (R% — R?).

In the following, we run a backtest of a strategy which replicates the portfolio X. The strategy
consists in selling every day a 3 months option with moneyness 95%, buying the quantity ngy of
options with moneyness 100%, and doing the necessary delta-hedging. The portfolio is unwound
the next day and started again. The scatter plots shows the daily market return of the portfolio
(without transaction costs) as a function of the theoretical return given by the analytic expression
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Statistics on PnL explanation || Regression slope | R-squared
SPX 0.704 0.699
SX5E 0.932 0.462
XLF 1.02 0.495
XLK 0.694 0.546

The scatter plots above and the R? of the regressions show how well themarket return matches
the theoretical return. It should be pointed out here that the difference between these two
quantities can be explained by several factors:

o2C
905

e the quantities 85820 2°C and are not exact but approximated at order 2 in x

Ooarn ' OS2
and 0 in 7

e the hypothesis H* was admitted in order to perform the computations, which is not
guaranteed to be true in the realistic case.

4.4 Limit of the Skew Stickiness Ratio for short maturities

It was clear through the empirical study that R% can exceed the value of 2 when T ~ 0.
This empirical finding is in discordance with the theoretical results established by Bergomi
in Bergomi (2009) for the class of linear stochastic volatility models. In order to explain this
phenomenon, the authors in Vargas et al. (2013) proposed an asymmetric Garch model which
accounts for the non-linear leverage effect in the equity market. This model can produce values
of R% superior to 2 for a maturity 1" of the order of several days. Meanwhile, for a 3 Months
maturity (7" = 0.25), which is the maturity considered in the empirical study, the quantity R%
produced by the asymmetric Garch model can not be superior to 2. This is due to the fact
that the implied at-the-money skew nearly coincides with the quantity Skeg’% when T is of
the order of several months (it can be precised here that Skewnessy represents the skewness of
log(g—g)). Consequently, the asymmetric Garch model doesn’t justify theoretically the empirical

observation R% > 2 for T = 0.25.

In order to support theoretically this empirical observation, we propose here a model which
enables to obtain a value of R% superior to 2 when T ~ 0.

We suppose that, under the risk-neutral probability measure @, the spot process S has the
following dynamics:

ds
?: = (r—Ak)dt + o\/1 — p2dW Y + oy p dW P + (J, — 1)dN,

where Ny is a Poisson process with intensity A, r is the risk-free rate, J; is a random positive
variable and k = E(J; — 1). The instantaneous volatility o, = o(Y%) is a deterministic function
of the stochastic process Y which evolves as follows:

ay, = bdw? (4.11)

where d (W, W®) = 0.
It can be mentioned here that b; and p; can also depend on Y}, that is:

be=0(Yt) , pr=p)

t
/ b2ds < oo
0
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Let P, = e "M EQ((Sy — K)*) be the price of an European call option on S with strike K
and maturity 7. Under the assumption that b and A are small, the following expansion for the

option price P can be made:

P = i i VN P

i=0 j=0

Through the use of a singular perturbation technique in b and A, the option price P can be

approximated at order 1 in b and X by P as proved in (4.6.2):

P(t7 St7 yt) = PO,O + bPLO + )\PO,lv
where:
PO,O(t7St7yt) = PBS(tashO—(yt)vK’ T)7
T—t 0%Py o
P, = ! d
1,0(t, St yt) 5 Sio(ye)o' (ye) pe 5500
8P0,0

Poi(t, St,yr) = (T —t)(d(FPoo) — Stk

0S5 )

where the operator ¢ is defined as:
= [P <insii - P50,

and f; is the probability density function of the random variable J.

(4.12)

(4.13)

(4.14)

(4.15)

Let I;(K,T) be the implied volatility of P, that is I;(K,T) is defined such that PtK’T =
Pps (t, Sy, K,T,I;(K,T)). In order to approximate I;(K,T) at first order in b and \, a Taylor

expansion of the implied volatility I;(K,T) is carried out in (4.6.3) and we prove that:
L(K,T) = L(K,T)+0(b*+ X +0b)),

where I, (K, T) is defined as follows:

A

K K
It(K7T) = d(p,b,)\,T—t)—|—a(p,b,)\,T—t)log(—)+c(p,b,)\,T—t)log(

the quantities a, ¢ and d are defined as follows:

_nd) B -1 MBI -1
WBATO = ot TN T )T 1)

ME((J - 1))

C(p, b,)\,T—t) = 240’5(y)(T—t>27
and:
o —1)? — 1
d(p.b AT —t) = o(y) + btpta’(y)iy)(T —1)+ AtE((QJO-(y)l) - A’*E((zi(y)l) )
At 4 15 1
5B -G~ SmE =)

In the absence of jumps (A = 0), the quantity R% writes:

o' (ye)o (ye)bepr + %(T — 1) (o' (1)* + o (e)o” (ye)) o (ye)bep

b
tTth/(yt)U(?/t)

RE =

9
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then: lim Ry = 2.
T—0

Suppose now that the intensity of jumps is strictly positive (A > 0). For the ATM skew
a(p,b, \, T —t) not to be infinite when 7' = ¢, it can be supposed that E((J —1)3) = E((J —1)%).
Thus, R% has the following limit when 7" — 0:

_ A E((J—-1)3
%z%RT—2+02(yt)< ( 5 ))—E((J—1)2)>,

Consequently, according to this model, Ry can take a value superior to 2 when 7" — 0.

4.5 Conclusion

In this chapter, we conducted a study on the Skew-Stickiness Ratio. We provided a model-free
approach which allows to measure the SSR under the risk-neutral pricing measure Q for a given
maturity 7. We also pointed out that the historical value of the SSR under P can be different
from its value under Q for short maturities. Thus, we suggested a trading strategy which aims
to monetize the difference between R% and R?. We tested the suggested strategy on real data
in order to show that the assumptions made in the theoretical study are not too strong and that
the market return of the trading strategy is well explained by the model. We focused then on
the empirical observation that R% may exceed the value 2 in the limit of short maturities. Since
the asymmetric Garch model fails to reproduce this result for 7' = 0.25, we proposed a stochastic
volatility model with Jumps that can reproduce this result.
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4.6 Appendix

4.6.1 Appendix 1
We have:

2
ops(K,T) =oarym (1 + aloarn) log(E) + %ﬁ(aATM) <log(K)> ) + 0<10g(§)2> )

St St t
where a (o arm (T)) = UAfja(T) and B (carm(T)) = oAi(jZ(T)’ Then:
(92Q _ 0% Pgpg 49 9?Pgg Oops 82PBS<8035 9 OPps d%opg
982 982 0S0ops 0S 601235 o8 Oopg 052’
Then:
0? Sin(d
S? 6’22 - = (d1) (1 + 2v/7doo ar (o + Bx) + dydaroipas(a + Bz)? + opsToary (o + 28 + ﬁ)) ,
oS oBS\T
152
Recall that di = % and do = di — opg+\/T, then the expression can be simplifies as
follows:
2
ngsg = ij:s(id}: <1 —2z(a+ Bz)(1 —ax — %5932) +2%0® + 0(933)> +O0(V7),
— Stn(dl) (1 — 2xa(UATM) + x2(3a2(aATM) — QB(UATM)) + 0(1‘3)) + O(\E)
oBs\VT ’
Sin(dy) 2/9,.2 < 1 2> 3
= ———— (1 —-2zxa+2°(3a” — 2 l—za—-pz°) +o(z°) +O(V7),
Sinlds) (302 - 20) L) +ofa”) + O(V7)
Sin(d 5
= & 1 —3za(oarnm) + 1132(5042(0ATM) — =B(oarm)) | + 0(1:3) + O(ﬁ) ,
TATMNT 2
The quantity 8822 Q_ can also be written using partial derivatives of Ppg:
TATM
9’Q  9’Pps, Oops o , OPps 0ops
8031T M 80% g Ooarnm dops 80124T M

Using the expressions of d; and ds, we deduce that:

1 2 82Q Stn(dl)dldg\/’; BO'BS 2
— = + 0 ,
o TATM 002 7n; o8 ( 90 AT ) (V7)
Stn(dl)UiTM 2 3
ST W +0(2°) +O(v7),
_ Sin(d) 2 3
= oV +0(2%) + O(V7),

Using the same method, we provide analytic approximation for % up to order 2 in x and
0 in 7. Indeed:

9*Q 0*Pps 0Oops  0*Pps Oops Oops 0OPps 0%0ps

IS0c s 0SOops 00 AT M do% g doarm OS Oops O0SOT AT
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Then:

82Q . Stn(dl) 0124TM O-ElTM 9 3035
SUATM@S@UATM - JATM\E< 0% = e, x (Oé(O’ATM)Jr:cﬁ(aATM))) p " +O0(V7),
_ Sl g 1 2 dops
B oAaTMNT ((1 2a(oara)z)r = (1 = 3az)z (a+xﬁ)) 0o AT M +O(\E)7
Stn(dl)

- AT (z— 2 (2a(oarnr) — oarmd (oarar))) + O(VT) + O(xs) .

4.6.2 Appendix 2

Let P be the price of an European option on the stock S with maturity 7" and payoff H(Sr):
P(t,8;, Y, K, T) = e "IV ES(H(Sr)|F,).

Using [té6’s lemma:

LP =0,
where the operator L is defined as follows:
oP 0P 1 O*P  19°P 9*P
LP = ——+ —S(r — \k) + =S;o? b Sia (y)bepr + A(P) — rP.
BN +6S t(r )+2 tU(y)aSQ‘i‘Qayg +858y 1o (y)beps + Ap(P) — 1

where the operator ¢ is defined as:
— [ PSsinn - Pes.),

and f; is the probability density function of the random variable J. In order to separate the
terms in £ by their orders in b and A, the following differential operators are introduced:

I P 1y, o O
ﬁ(),() = a + T(Staist ) + 50' (y)St 875?,
2
51,0 = Stg(y)Ptm,
102

£2,0 — 587y2>
Loi = 6()— kS

0,1 — . taStv

which implies:

LP = ([,07() +b0L10+ 62[,270 + )\ﬁo,1) P=0 (4.16)

Under the assumption that b and A are small, the option price P can be expanded in powers of
b and A:

o0 o0 ) ]
P = Y > HNP, (4.17)
i=0 j=0
By insertion of (4.17) in (4.16) and regroupment of terms by their powers in b and A, the following
equations are obtained:
(0,0) : LooPoo =0,
(1,0) : LooPio+ L10FPo=0,
(0,1) : LooPo1+ Lo1Foo = 0.
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Using the zero-order term (0,0), it can be seen that P is the solution of the equation:
Lps(o(y))Poo = 0,
with the final condition:
Poo(T,Sr,Yr) = H(Sr).
Then, Py is the Black-Scholes price of the option with implied volatility equal to o(y):
Poo(t, S, Y:) = Pps(t, St,o(y), K, T).
The equation of the (1,0)-term (at order 1 in b and 0 in \) shows that P; ¢ verifies:

%P, 0

Lps(o(y)) Pio = —Sio(y)ps 950y

with the final condition:
Py o(T, S7,Yr) = 0.
In order to determine P o, we start by computing the term Sta(y)%éyﬁBs(U(y)):

2 2 2
serrLes(OW) = Laslo)$io()ger + o 0)0' )8 5 (5t pes

StU( ) taSz)

Let R(t, S, y:) be defined as follows:

0Py (T —1t)?

2 !
— Di1.5Ds s P,
950y B o”(y)o" (y) ptD1,sD2,s Poo

R(t,S,y) = (T —t)Sto(y)pe

where Dy g and Dy g denote the two following differential operators:

0 9 9?2
=g, =g
Then:
2Py o
EBS(U(K/))R(@ St,Y;t) = *Sto’(yt)Pt 950y

82
(7 =0) (Si000) 55 Los (00) Foa = 0 ()0’ (0)D1sPas o
+ (T = t)0®(y+)0” (y¢) ¢ D1,5D2,5Poo
(T — t)2 2 /
5 ° (yt)o' (yt) ptD1,sD2,sLBs (0(y)) Fo.o-
Since Lps (o(y)) Po,o = 0, it can be deduced that:

Los@@)R Suy) = —Sio(y)on oo
BS\o\Y s Oty Yt - o\Yt ptasa

and R(T, St,yr) = 0. Then, it follows that:

Pl,O(tastayt) = R(tvstvyt)

P*Pyy  (T—1)? , , 9, ,0?Pog
8say - 9 o <yt)0 (yt)ptstas (St 652 )

Pro(t,S,Y:) = (T —1t)Sio(ye)pe
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Using the relation between the Gamma and the Vega in the Black-Scholes model, it follows that:

%Py (T —t)? S; %Py
_ _ / 0 2 / ,
Pro(t,50,Y:) = (T =1)Sio(y)o (Z/t)ﬂtasag(y) 50 (o (yt)pta(y)(T ~ 1) 8500(y)
Tt , 9*Poo
= — Sy (yt)ptiasaa(y)

Finally, Py satisfies the equation in the (0, 1)-term (of order 1 in A and 0 in b):

0P
oS

Lps(o(y)) Poqy = Sik — ¢(Pop),

with the final condition:
Por(T,S7,Yr) = 0.
Then, since the operator Lpg (o(y)) commits with the operators ¢ and S%, it follows:

6P0,0

Poa(t,86Ye) = (T =1)(6(Foo) — —5g

k).

As a conclusion, the option price P can be approximated at order 1 in b and A by P:

P(t,Si,yt) = Poo+bPio+ APy,

where:
PO,O(t7St7yt) - PBS(tashO—(yt)vK’ T)7
T—1 82P0 0
P = ! —
1,0(t, Sty Yt) 5 Sto(ye)o' (ye) pe 9500
OP0

Poi(t,St,y) = (T —t)(d(Poo) — Sik

oS )
4.6.3 Appendix 3
The option price P can be approximated at order 1 in b and X as:

PET = Pyo+bPig+ P14+ O(b* + X2 +b)).

Let I(K,T) be the implied volatility of P&T  which means that PtK’T =
Pps(t, S, (K, T),K,T). Recall that if b = X = 0, then the constant volatility model is
recovered and I;(K,T) = o(y;), therefore I;(K,T) can be written at first order in b and \ as:

L(K,T) = o(y)+bli (K, T)+ Moy (K, T) + O(b* + N> +bA)

Thus, we can perform the following Taylor development:

0Pgs

PtK,T = Pps(t,St,o(y)) + 00 |o(y)

(011 4(K,T) 4+ Mot (K, T)) + O(b* + A* + b))

Since Py = Pps(t, St,o(y), K, T), then by equalizing terms which have the same order in b and
A, it can be deduced that:

0Pgg T —t¢ , 82P0 0
L+(K,T) = Pg= :

80_ |O'(yt) lyt( Y ) 170 2 Stg(yt)a (yt)pt 6580—
8PBS 8PO,O

Ly(K,T) = Pog=(T—1t)(¢(Poo) — kSt

00 |o(y) oS )
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The term Py is a Black-Scholes price, then %?aof and ag’gs have the following analytic
expressions:
82P0’0 . _n(dl)dz
9590 (y) o(y)
0RO ()T
da(y) o
where:
g log(FtT) + U(g)z (T —1t)
b o(yVT —1
; log(542) — 2WE (T — 1)
’ o(yVT —1

Ft,T _ Ster(T—t)

By doing necessary calculations, it can be deduced that:

i) = T s+ ) T

We aim now to give the expression of Io(K,T). Recall that:

0P
Poa(t, Sim) = (T —1) (czs(Po,o)—kst ag”)

Conditional on the variable J, and under the hypothesis that (J —1) ~ 0, the quantity Py o(S¢/)
can be written as:

3PPy
083

B 0Py 0 1 ,0*Po g
Po,o(StJ) = Poo(S) + Si(J — 1) 88 98, + 25 (J—1) 952

551 (S1) +O((J —1)°)

(5t) + 53(J 1)

(St)

1 4

Then, we can take the expectation of the previous equation with respect to the distribution of
J, and we deduce that:

OP, 1 d*P,
g (8) + 5 STE((J ~1)%) asf;’“(sa

D3Py 1 0P,
558 (St + QS?E((J - 1% 854 2(80) + O(E((J - 1))

E(P07O(Ste])) = Po,o(St) + Sk

+ éSf’E((J —1)3)

We can then write that:

3 2 (SOSPE(( — 1)?) + § %508 (SSTE((I — 1) + 33 e (S)SEE((I —

Y

I2¢(K> T)=(T-t) 2 05 OPps

o (y)

+O(B((J - 1)%))

. . . . . .- 3 P P,
Here again, since Ppo is a Black-Scholes option price, the quantities 885%’0 and 885910 have
analytic expressions:

03P, n(d
83?’»70(51&) = - (ch)

d
(1+ 1

o(yVT —tS; " a(y) 7
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and:

84P070 . 1 dln(dl) 1 2n(d1)
054 (5e) = o(y)VT — t( S? Sio(y)VT —t S3 )
B 1 ((1 — d%)n(dl) 1 B 2d1n(d1)>
o (y)(T —¢t) S? Sio(y)v/T —t S3

Then using the definition of d;, it can be deduced that:

_B-0Y) B, B(I-1) K
L (K, T) = 20(7) 10(y) 603 (s) (T — 1) 1 g(Ft’T)
E((J—1)%), 4log(f) log(£)? 15 ) e
+ 24 0-3(y)(T _ t) 0-5(y)(T — t)2 + 40_(y) 03(y)(T — t)) + O(E((J 1) ))

In conclusion, the implied volatility I, (K, T) writes I,(K,T) = I,(K, T)+O0(b* + A* + bA) where:

R K K
L(K,T) = d(p,b,\,\ T —t)+a(p,b,\, T — t)log(—) + c(p, b, \, T — t) log(—)"
% Fyr
and the functions a, ¢ and d are summarized as:
bipr o' (y) E((J-1)%  4axE((J -1)Y)
bAT —1t) = A -
Wb AT =0 = 5750 T T -0 )T — 1)
ME((J - 1Y
T—1t) =

o _1)2 _1)3
Apb AT — 1) = 0(y) + bupro () "2 (1 — ) 42, 20D FU =)

20(y) " do(y)
A W, 15 1
RETRA AR v R Ton T
4.6.4 Appendix 4
At order 0 in zp, the hedging ratio ng writes:
n(dLL)
ng = —
H n(dLH)

then:

Ft = St O'BS KL,

P*Phg  0hs(Kpy,T) n(d 1) *Phs
652 O‘%S(KL,T) n(dle) 052 ’

82PL
= SQUBS K, T ( Pés ops(Ku,T) —552° aQPé{s)

(
ops(Kp,T) *Pis 952
952

852 UBS(KL,T) 852 )’

= 7St UBS KL7

*St ops(KrL,T) 85’25 (oBs(KL,T) —ops(Ku,T)),
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Thus, the discriminant D; of the quadratic equation can be approximated at order 2 in x as
following:

2
D, = (n(df)xL ) StS%d <log(5)>? + 2T dt < Stn(dlL) x%) S:QFd <10g(s)>t7

oAV VT
n(d¥)2z2 5282 d {log(S
_ wcz (log(S)), dt <UBS(KL, T) = ops(Ku, T) + 0<g(T)>dtt> .
ATM Aarm (T)

For T ~ 0, we can make the approximation d (log(S)), = o47,,(T)dt and then D; > 0 if
oBs(Kr,T) —ops(Ku,T) + oarm(T) > 0.
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General Conclusion and Outlooks

In this thesis, we studied several problems related to option trading. In the first part of
this work, we showed how the joint dynamics between two assets may influence the relations
between their options. Under the risk-neutral probability measure, and in the framework of
a continuous-time CAPM model with stochastic volatilities, we studied the relations between
two options on the stock and the index respectively. Based on this study, we concluded that
the information contained in option prices can be very useful for many purposes including
arbitrage strategies or also risk management. In the second part of our work, we focused
on the problem of market making in options. We formulated an optimization problem and
presented a mathematical approach which enables to provide liquidity in the option market
in an optimal way. Using optimal stochastic control, we determined the optimal strategy
depending on the utility function of the market maker. In particular, we pointed out that
good assessment of the dynamics of the underlying under the historical measure and also under
the risk-neutral measure, enables the market maker to optimize the profit generated by the
optimal strategy. Next to that, we focused on market making strategies on two options on
two correlated assets. After solving the optimization problem by using stochastic control, we
showed that the joint dynamics of the two assets affects the bid and ask quotes on the two
traded options. In the third part of the study, we focused on the joint dynamics between
the spot price and the implied volatility surface. Through the use of a quantity called "Skew
stickiness ratio", we tried to understand the relation between the implied skew and the
spot /at-the-money implied volatility joint dynamics. We pointed out that the understanding
of this relation is crucial in many applications like in option hedging or also in arbitrage strategies.

A lot remains to be done and we propose here several possible extensions of our work. One first
direction of research is to extend the work we did on option market making by directly modeling
the joint dynamics of the spot and the implied volatility surface. In fact, the instantaneous
volatility of the spot has to be filtered or estimated using High Frequency data, and this can
imply an estimation error that affects the optimal strategy. On the other hand, the implied
volatility is an observable variable on the option market, and then such a modeling approach
may be more advantageous from a practical perspective. The difficulty here is to find a good
model for the dynamics of the implied volatility surface which is consistent with the absence of
arbitrage opportunities and which reproduces the known empirical facts observed on the market.
We can refer to the work done in Schonbucher (1999) and Cont et al. (2002) in order to extend
our work. We suggest also, as a second research direction, to extend the study we did on the
skew stickiness ratio to the curvature of the implied volatility smile. Indeed, we can follow the
same approach in order to establish a relation between the curvature of the implied volatility
smile and the second moment of the increment of the at-the-money implied volatility. Following
that, we can test this relation on data in order to investigate whether there is a discrepancy
between the risk-neutral measure and the real-world measure.

155



156



Bibliography

Azamat Abdymomunov and James Morley. Time variation of capm betas across market volatility
regimes. Applied Financial Economics, 21(19):1463-1478, 2011.

Torben G Andersen, Tim Bollerslev, Francis X Diebold, and Ginger Wu. Realized beta:
Persistence and predictability. Advances in econometrics, 20:1-39, 2006.

Marco Avellaneda and Sasha Stoikov. High-frequency trading in a limit order book. Quantitative
Finance, 8(3):217-224, 2008.

Geert Bekaert and Guojun Wu. Asymmetric volatility and risk in equity markets. Review of
Financial Studies, 13(1):1-42, 2000.

Lorenzo Bergomi. Smile dynamics iv. Risk, 12:94-100, 2009.

Marshall E Blume and Irwin Friend. A new look at the capital asset pricing model. The journal
of finance, 28(1):19-34, 1973.

Tim Bollerslev, Julia Litvinova, and George Tauchen. Leverage and volatility feedback effects in
high-frequency data. Journal of Financial Econometrics, 4(3):353-384, 2006.

Jean-Philippe Bouchaud, Andrew Matacz, and Marc Potters. Leverage effect in financial markets:
The retarded volatility model. Physical Review Letters, 87(22):228701, 2001.

John Y Campbell, Martin Lettau, Burton G Malkiel, and Yexiao Xu. Have individual stocks
become more volatile? an empirical exploration of idiosyncratic risk. The Journal of Finance,
56(1):1-43, 2001.

Peter Carr and Dilip Madan. Factor models for option pricing. forthcoming, Asia Pacific
Financial Markets, 2000.

Alvaro Cartea, Ryan Donnelly, and Sebastian Jaimungal. Robust market making. Awvailable at
SSRN 2310645, 2013.

Peter Christoffersen, Kris Jacobs, and Gregory Vainberg. Forward-looking betas. manuscript,
McGill University, 2008.

Stefano Ciliberti, Jean-Philippe Bouchaud, and Marc Potters. Smile dynamics: A theory of the
implied leverage effect. Wilmott Journal, 1(2):87-94, 2009.

Rama Cont, José Da Fonseca, et al. Dynamics of implied volatility surfaces. Quantitative finance,
2(1):45-60, 2002.

Pietro Fodra and Mauricio Labadie. High-frequency market-making with inventory constraints
and directional bets. arXiv preprint arXiv:1206.4810, 2012.

Pietro Fodra and Mauricio Labadie. High-frequency market-making for multi-dimensional
markov processes. arXiv preprint arXiv:1303.7177, 2013.

157



Martin Forde and Antoine Jacquier. Small-time asymptotics for implied volatility under the
heston model. International Journal of Theoretical and Applied Finance, 12(06):861-876, 2009.

Jean-Pierre Fouque and Eli Kollman. Calibration of stock betas from skews of implied volatilities.
Applied Mathematical Finance, 18(2):119-137, 2011.

Jean-Pierre Fouque and Adam P Tashman. Option pricing under a stressed-beta model. Annals
of Finance, 8(2-3):183-203, 2012.

José Carlos Garcia Franco. Maximum likelihood estimation of mean reverting processes. Real
Options Practice, 2003.

Xavier Gabaix, Parameswaran Gopikrishnan, Vasiliki Plerou, and H FEugene Stanley.
Institutional investors and stock market volatility. 2005.

Don UA Galagedera. An alternative perspective on the relationship between downside beta and
capm beta. Emerging Markets Review, 8(1):4-19, 2007.

Jim Gatheral. The volatility surface: a practitioner’s guide, volume 357. John Wiley & Sons,
2006.

Parameswaran Gopikrishnan, Vasiliki Plerou, Xavier Gabaix, and H Eugene Stanley. Statistical
properties of share volume traded in financial markets. Physical Review E, 62(4):R4493, 2000.

Olivier Guéant, Charles-Albert Lehalle, and Joaquin Fernandez-Tapia. Optimal portfolio
liquidation with limit orders. SIAM Journal on Financial Mathematics, 3(1):740-764, 2012.

Olivier Guéant, Charles-Albert Lehalle, and Joaquin Fernandez-Tapia. Dealing with the
inventory risk: a solution to the market making problem. Mathematics and financial economics,
7(4):477-507, 2013.

Patrick S Hagan, Deep Kumar, Andrew S Lesniewski, and Diana E Woodward. Managing smile
risk. Wilmott Magazine, page 249, 2002.

Steven L. Heston. A closed-form solution for options with stochastic volatility with applications
to bond and currency options. Review of financial studies, 6(2):327-343, 1993.

Thomas Ho and Hans R Stoll. Optimal dealer pricing under transactions and return uncertainty.
Journal of Financial economics, 9(1):47-73, 1981.

Fouque Jean-Pierre, George Papanicolaou, and K Ronnie Sircar. Derivatives in financial markets
with stochastic volatility. Cambridge University Press, 2000.

Rudra P Jena and Peter Tankov. Arbitrage opportunities in misspecified stochastic volatility
models. SIAM Journal on Financial Mathematics, 2(1):317-341, 2011.

Colm Kearney and Valerio Poti. Have european stocks become more volatile? an empirical
investigation of idiosyncratic and market risk in the euro area. Furopean Financial
Management, 14(3):419-444, 2008.

Andrew W Lo, A Craig MacKinlay, and June Zhang. FEconometric models of limit-order
executions. Journal of Financial Economics, 65(1):31-71, 2002.

Harry Markowitz. Portfolio selection®. The journal of finance, 7(1):77-91, 1952.

Sergei Maslov and Mark Mills. Price fluctuations from the order book perspective - empirical facts
and a simple model. Physica A: Statistical Mechanics and its Applications, 299(1):234-246,
2001.

158



Kaj Nystrom, Ould Aly, Sidi Mohamed, and Changyong Zhang. Market making and portfolio
liquidation under uncertainty. International Journal Of Theoretical and Applied Finance, 17
(5), 2014.

Keiichi Omura, Yasuhiko Tanigawa, and Jun Uno. Execution probability of limit orders on the
tokyo stock exchange. Awailable at SSRN 252588, 2000.

George Papanicolaou, Jean-Pierre Fouque, Knut Solna, and Ronnie Sircar. Singular
perturbations in option pricing. SIAM Journal on Applied Mathematics, 63(5):1648-1665,
2003.

Huyén Pham. Optimisation et contréle stochastique appliqués a la finance, volume 61. Springer,
2007.

Frank K Reilly and Keith Cates Brown. Investment analysis and portfolio management. Cengage
Learning, 2011.

Philipp J Schoénbucher. A market model for stochastic implied volatility. Philosophical
Transactions of the Royal Society of London. Series A: Mathematical, Physical and Engineering
Sciences, 357(1758):2071-2092, 1999.

Sasha Stoikov and Mehmet Saglam. Option market making under inventory risk. Review of
Derivatives Research, 12(1):55-79, 2009.

Vincent Vargas, Tung-Lam Dao, and Jean-Philippe Bouchaud. Skew and implied leverage effect:
smile dynamics revisited. arXiv preprint arXiv:1811.4078, 2013.

Steven X Wei and Chu Zhang. Why did individual stocks become more volatile?*. The Journal
of Business, 79(1):259-292, 2006.

J Fred Weston. Investment decisions using the capital asset pricing model. Financial
Management, pages 25-33, 1973.

Yexiao Xu and Burton G Malkiel. Investigating the behavior of idiosyncratic volatility®. The
Journal of Business, 76(4):613-645, 2003.

159



	TitlePage
	Remerciements
	Abstract
	Résumé
	Abstract (English)

	Introduction (In French)
	Effet de la dynamique jointe stock/indice sur la relation entre leurs volatilités implicites respectives
	Estimation du paramètre beta en utilisant des prix d'options
	Application pour les stratégies d'arbitrage
	Application pour la couverture des options

	Market making sur options
	Stratégies optimale de market making d'une option (dimension 1) 
	Stratégie optimale en dimension supérieure

	Dynamique jointe de la surface de volatilité implicite et du spot
	Estimation du Skew Stickiness Ratio implicite RTQ 
	Limite du Skew Stickiness Ratio dans la limite des maturités courtes


	Introduction (In English)
	Effect of the stock/index joint dynamics on the relation between their respective implied volatility surfaces
	Estimation of the parameter beta using option prices
	Application for arbitrage strategies
	Application for option hedging

	Market making on options
	Optimal market making strategies in the one-dimensional case
	Optimal market making strategies in a higher dimension

	Joint dynamics of the spot and the implied volatility surface
	Estimation of the implied Skew stickiness ratio RTQ  
	Limit of the Skew Stickiness Ratio for short maturities


	Effect of the stock/index joint dynamics on the relation between their implied volatility surfaces
	Introduction
	Model with constant idiosyncratic volatility
	Presentation of the model
	Calibration of implied beta
	Limits of the model

	Model with stochastic idiosyncratic volatility
	Presentation of the model
	Pricing options on the index and the stock
	Calibration of implied beta using options prices

	Applications for the estimation of the parameter 
	Prediction of forward beta
	Arbitrage strategy
	Hedging of options on the stock by instruments on the index

	Conclusion
	Appendices
	Appendix 1: Pricing options on the index
	Appendix 2: Accuracy of the approximation
	Appendix 3: Approximation of the implied volatility


	Optimal market making of options in the one-dimensional case
	Introduction
	Model setup
	Intensity of arrivals of market orders
	Optimization problem for a risk-neutral market maker
	The case where = 12 (square root market impact) 
	The case where = 1 (linear market impact) 

	Optimization problem for a risk-averse market maker
	The case where = 12 (square-root market impact) 
	The case where = 1 (linear market impact)

	Numerical Simulations (The case of a risk neutral market maker)
	Comparison with a classical market making strategy
	Effect of the misspecification of parameters

	Conclusion
	Appendices
	Appendix 1: Intensity of arrivals of market orders
	Appendix 2: Solution in the risk-neutral framework (=1) 
	Appendix 3: Solution in the mean-variance framework (= 1)
	Appendix 4: Solving the Heston PDE with a trend on the underlying
	Appendix 5: Verification theorem
	Appendix 6: Verification theorem


	Optimal market making of options in the two-dimensional case
	Introduction
	Model setup
	Linear utility function
	Linear utility function with a penalty on the variance
	Numerical simulations
	One-month maturity options
	Three-month maturity options

	Conclusion
	Appendix
	Appendix 1: Proof in the case of a linear utility function
	Appendix 2: Proof in the case of a mean-variance framework


	Joint dynamics of the spot and the implied volatility surface
	Introduction
	A model-free approach for implied Skew Stickiness Ratio estimation
	On the question of arbitraging the Skew Stickiness Ratio
	Empirical study
	Taking advantage of the Skew Stickiness Ratio discrepancy

	Limit of the Skew Stickiness Ratio for short maturities
	Conclusion
	Appendix
	Appendix 1
	Appendix 2
	Appendix 3
	Appendix 4


	General Conclusion and Outlooks
	Bibliography

