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ABSTRACT

This article is the second one in a series on the use of scaling invariance in finance. In the first paper, we
introduced a new formalism for the pricing of derivative securities, which focusses on tradable objects only, and
which completely avoids the use of martingale techniques. In this article we show the use of the formalism in the
context of path-dependent options. We derive compact and intuitive formulae for the prices of a whole range of
well known options such as arithmetic and geometric average options, barriers, rebates and lookback options.
Some of these have not appeared in the literature before. For example, we find rather elegant formulae for
double barrier options with moving barriers, continuous dividends and all possible configurations of the barriers.
The strength of the formalism reveals itself in the ease with which these prices can be derived. This allowed
us to pinpoint some mistakes regarding geometric mean options, which frequently appear in the literature.
Furthermore, symmetries such as put-call transformations appear in a natural way within the framework.

1991 Mathematics Subject Classification: 90A12, 60H10, 58G11, 58G35.

Keywords and Phrases: contingent claim pricing, scale-invariance, homogeneity, partial differential equation.
Note: Work carried out under project MAS3.1 “Mathematical finance”. The research of C.D.D. Neumann was
partially supported by the SWON-program “Financial derivatives”.

1. INTRODUCTION

In our previous paper [6] we introduced a new formalism for the pricing of derivative securities, based
on the idea of ‘relativity’ of prices. The core of this formalism is the idea that problems should be
formulated in terms of tradable objects only. (Note that we use a broad definition of the term tradable:
every quantity that can be represented by a self-financing portfolio is considered to be a tradable).
If this is done, we can show that functions expressing the price of a derivative in terms of prices of
the underlying tradables should always be homogeneous of degree one. This follows from a simple
dimensional analysis argument. The same should therefore be true for payoff functions, in terms of
which the contracts are specified. In fact, we claim that any payoff function should be representable
by a homogeneous function of degree one in tradables, for else it is ill-defined. In this paper we show
that the formalism works very well for path-dependent options, and that this leads to more compact
formulae, which can be verified more easily and have a clear financial interpretation.

Our formulation is based on a PDE-approach. We have shown that, by using homogeneity proper-
ties, it is very easy to derive a PDE describing the evolution of claim prices, without making use of any
martingale techniques. The solution of the PDE may, of course, be cast in the form of a Feynman-Kac
formula using a Green’s function approach. The PDE has an explicit symmetry corresponding to the
freedom of choice of a numeraire. The PDE is defined in terms of volatility functions of tradables
only, drift terms are irrelevant. The only place where drift terms do play a role is in the analysis of
arbitrage: if deterministic relations exist between tradables, there are conditions on the drift terms in
order to exclude arbitrage. The fact that our PDE has an explicit numeraire independence is funda-
mental. It is in marked contrast with the usual Black-Scholes PDE approach. In the latter approach
the numeraire, some currency, is fixed in advance and bonds nominated in this currency are considered
to be risk-free. This, of course, is an illusion. Even if interest rates are constant, a dollar bond is
not risk-free in the eyes of a European investor. In fact, the only object that truly deserves the name
‘risk-free’ is an object that has zero-value at all times. To declare any other object to be risk-free



breaks the symmetry and makes calculations very much less transparent. An important lesson that
modern physics teaches us is that symmetries which exist in a problem should be preserved in every
step of a calculation. It makes the formalism transparent and gives us a powerful tool to verify results.
We want to put forward the opinion that scaling symmetry is one of the most fundamental ingredients
for a pricing theory, and that other concepts, like the existence of an equivalent martingale measure,
should be derived from this, not the other way round.

Finally, it should be mentioned that many tricks and symmetries that appear in an ad hoc way in
the literature, for example put-call symmetries and similarity reductions, can be traced back to the
fundamental property of homogeneity of pricing functions. It places all these concepts in a unified
framework.

The outline of this article is as follows. In Section 2 we recall some of the results from Ref. [6].
We show how to derive the fundamental PDE using the homogeneity properties of pricing functions,
given a set of tradables with stochastic dynamics driven by Brownian motion. Next, we give an
algorithm which is used to derive claim prices using this PDE. Then we show that the PDE posses
a symmetry, associated with numeraire independence, which implies that only the relative volatilities
of the underlying tradables with respect to each other matter. Furthermore, it is shown that the
homogeneity leads in a very straightforward way to generalized put-call symmetries. Finally, we recall
the general solution for the case of European claims in a lognormal world, using Green’s functions. In
Section 3 we show that the formulation of the asian claim pricing problem in terms of the tradables
leads to a considerable simplification of the governing PDE. We show that some results regarding
geometric average options which appear frequently in the literature (e.g. [11]) contain mistakes. We
provide the correct solutions. In Section 4 we construct a large class of solutions to the PDE, new
tradables, which turn out to be very useful in the pricing of barrier-type options in a very compact
and intuitive way. In Section 5 we discuss the pricing of single and double barrier options, rebates
and lookback options. We derive very clean formulae and show the various symmetries between them.
We correct and extend some results on double barrier options. We end with a discussion and outlook.

2. HOMOGENEITY AND CONTINGENT CLAIM PRICING

In the first paper [6] in this series we have shown that a fundamental, but so far apparently overlooked,
property of any properly defined market of tradables is that the price of any claim depending on other
tradables in the market should be a homogeneous' function of degree one of these same tradables.
This property is nothing but a consequence of the simple fact that prices of tradables are only defined
with respect to each other. Let us assume that we have a market of n + 1 basic tradables with prices
z, (u=0,...,n) at time ¢. The price of any tradable in this market with a payoff depending on the
prices of these basic tradables should satisfy the following scaling symmetry:

V(Ax,t) = AV (x,t), (2.1)
which automatically implies (Euler)
V(z,t) =2,0.,V(z,t), (2.2)

where 0/0x,, = 8%2 . We use this fundamental property to derive a general PDE, giving the price
of such a claim in a world where the dynamics of the tradables are driven by k independent standard
Brownian motions, as follows®

dz,, = z,(0,u(x,t) - dW(t) + oz, t)dt) | (2.3)
LA function f(zo,...,xy) is called homogeneous of degree r if f(azo,...,axn) = a” f(zo,...,xn). Homogeneous
functions of degree r satisfy the following property (Euler): ZZ:O xu%f(xo, coyn) =1rf(zoy... ,Tn)
m

2We will always use Greek symbols for indices running from 0 to n and Latin symbols for indices running from 1 to
n. Furthermore, we use Einstein’s summation convention: repeated indices in products are summed over.
3The dot denotes an inner-product w.r.t. the k driving diffusions.
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where we assume o, and o, are properly chosen and no summation over indices is assumed. Note
that we do not specify the numeraire in terms of which the drift and volatility are expressed. It does
not matter. Applying It6 to V(z,t) we get

dV(z,t) = 0., V(x,t)dx, + LV (x,t)dl , (2.4)

where
1
2

So, if V(z,t) solves LV = 0 with the payoff at maturity as boundary condition V(x,T) = f(z), then
we immediately have a replicating self-financing trading strategy because of the homogeneity property.
We will drop the distinction between such derived and basic quantities and always refer to them as
tradables. Note that we do not have to use any change of measure to arrive at this result. The drifts
are irrelevant for the derivation of the claim price. Only the requirement of uniqueness of the solution,
i.e. no arbitrage, leads to constraints on the drifts terms if deterministic relations exist between the
various tradables [6].

LV (x,t) = (8,5 + —ou(z,t) -a,(a;,t)xux,axﬂa%)V . (2.5)

2.1 The algorithm

To price contingent claims we start out with a basic set of tradables. Using these tradables we may
construct new, derived, tradables, whose price-process V' depends upon the basic tradables. Of course,
these new tradables should be solutions to the basic PDE, LV = 0. Their payoff functions serve as
boundary conditions (Note that prices of basic tradables trivially satisfy the PDE, by construction).
If the derived tradables are constructed in this way, we can use them just like any other tradable. In
particular, we can use them as underlying tradables, in terms of which the price of yet other derivative
claims can be expressed (and so on...) In fact, this is a fundamental property that any correctly defined
market should posses, and we will come back to this point in Ref. [7]. It amounts to a proper choice
of coordinates to describe the economy.

The general approach to the pricing of a (European) path-dependent claim in our formalism can be
described as follows.

1. The payoff is written in terms of tradable objects. (At this point, it might already be necessary
to introduce new, derived tradables. This is illustrated in Section 3 on Asians).

2. A PDE is derived for the claim price with respect to these tradables.
3. The PDE is solved.
4. Consistency check: the solution should be independent of the numeraire (see Eq. (2.6)).

2.2 Symmetries of the PDE
The scale invariance of the claim price is inherited by the PDE via an invariance of the solutions of
the PDE under a simultaneous shift of all volatility-functions by an arbitrary function A(z,t)

ou(z,t) — o,(z, t) — Mz, t) . (2.6)

This corresponds to the freedom of choice of a numeraire. It just states that volatility is a relative
concept. Price functions should not depend on the choice of a numeraire. This can easily be checked
by noting that for homogeneous functions of degree 1 we have

240:,0:,V =0. (2.7)

This ensures that terms involving the A drop out of the PDE. Note that this equation gives an
interesting relation between the various I'’s of the claim. This symmetry is in marked contrast with
the standard Black-Scholes equation, in which a gauge has been fixed.



2.3 Generalized put-call symmetries
As an example of the strength of this symmetry, and to show the natural embedding in our formalism,
consider an economy with two tradables with prices denoted by z1,2 and dynamics given by (i = 1,2)

dxi:ai(xl,xg,t)xi~dW+... . (28)
It is easy to see that under certain conditions there should be a generalized put-call symmetry. Any
claim with payoff f(z1,x2) at maturity and price V(z1, z2,t) should satisfy
1
(at + §|a(x1,x2,t)|2x§a§1)v =0, (2.9)
where o (1, z2,t) = 01(x1, 22, t) — 02(x1, x2,t). Homogeneity implies that it also solves
1
<6t+ §|0(x1,x2,t)|2x§6§2)1/: 0. (210)
Therefore, if |o(z1, 22,t)|> = |o (22, 71,1)|?, this PDE can be rewritten as

1
<6t + §|U(x2,x1,t)|2x§6§2)v =0, (2.11)

and we see that V(zo, z1,t) with payoff f(x2, 1) is a solution, too. This is nothing but a generalized
put-call symmetry. In the first case x5 acts as numeraire, in the second case x; takes over this role.
The usual put-call symmetry follows if we take a constant o and let z1, z2 represent a stock and a bond
respectively. This result holds also when early-exercise features are included, but extra care should
be taken in that case to make sure that the boundary conditions satisfy the symmetry-operation. See
for example Ref. [2]. Furthermore, we would like to point out that in the usual formulation, which
uses martingales, these symmetries also appear, but only after a lot of work.

2.4 Lognormal asset prices
In an economy with lognormal distributed asset-prices
de,(t) =o,(t)z,(t) - dW (@) +..., (2.12)

it is possible to write down a very elegant formula for European-type claims, as was shown in Ref. [6]

V(x07 s 7xn7t) = /V(x0¢(z - 00)7 ce ,{En¢(2’ - 9n)7T)dmZ (213)

with

o(z) = ﬁexp (—% ;ﬁ) . (2.14)

The 6,, are m-dimensional vectors, which follow from a singular value decomposition of the covariance
matrix ¥, of rank m < k:

Y= /tT ou(u) - oy (u)du =10, -0, . (2.15)

3. ASIANS

Asian contingent claims provide payoffs which involve average prices of one (or more) of the underlying
tradables. The averaging makes them strongly path-dependent [10], as knowledge of the price path
is required for the determination of the average. In this section we discuss arithmetic and geometric
average options [9]. We show that by working with tradables it is possible to write down compact
PDE’s for the price process. For geometric average strike options it is shown that certain results,
which appear frequently in the literature (e.g. [11]), contain mistakes.
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3.1 Arithmetic average options

A general rule is that payoff functions can be expressed as homogeneous functions of degree 1 in
tradables. How do we handle information from the past in this context? Let us consider an elementary
example, a contract that pays S(s) at time 7" > s. A problem now becomes apparent. How do we
relate the value of an object at two different times? A dollar today is not a dollar tomorrow. So we
have to define how to translate value through time. What usually is done is to express the value of
the stock at time s in a reference currency (say dollars). Since this is a ratio, it is well-defined. This
is then converted back into dollars at time 7. In a formula

S(s)P(T,T)

S6) = =505 (3.1)

Here P(t,T) is a bond which pays 1 dollar at time T'. The next question is: what tradable has this value
at time 77 We have to distinguish two time ranges, ¢ > s where we know the ratio 6 = S(s)/P(s, s)
and t < s where we do not. In the former case, the tradable is simply dP(¢,T). In the latter case we

can consider it as an option whose value at time s equals 0P(s,T). Assuming a lognormal world, it
has value

P(t,s)¢(z — 0p,)
Here we used Eq. (2.13). Therefore, the tradable that should appear in the payoff is given by
v OP(t,T) s<t (3.3)
SO 7 3D exp(0s — 0p,) - (Op, — Op,) 5>t '

This tradable is an elementary building block for many path dependent options. For example, an
arithmetic average price call option, sampled at discrete times ¢; (1 <14 < n), has a payoff defined by

n +
1
(a S Vi - KPT> | (3.4
1=1

Note that this formulation allows for stochastic interest rates. To hedge the claim, we need not only
the stock S and the bond Pr = P(¢,T) maturing at time 7', but also as many bonds as there are
sample dates. Obviously, when we consider a continuously sampled average, this becomes problematic.
So let us consider a simplification, assuming a deterministic relation between the bond prices

P(t,s)=e"T=9P(t,T) . (3.5)

We will call this a deterministic bond structure. It corresponds to the assumption that interest
rates are constant. Whether the bonds are deterministic depends on the numeraire, the deterministic
relations only imply that all bonds have the same volatility-function. In this case the currency N in
which the bond is nominated can be expressed as

N(t) = P(t,t) = " TP, T) . (3.6)

This corresponds to the usual assumptions in the literature when the bonds are deterministic. Now
Vs(s) reduces to

[ 6P(t,T) s<t
VS(S) - { e—T‘(T—s)S(t) s > t : (37)



Now let us consider options involving a continuously sampled arithmetic average price. This price is
represented by the tradable

_ 1 [T
S = 7 /0 V(o ds
r(T—1) t
_ 167‘77,5@) + % /0 PS(S)S) ds P(t,T)
= ¢S+ AP. (3.8)
If we take the bond as numeraire, then
dS =oSdW +---, dS = ¢paSdW + --- . (3.9)

If we choose the bond as numeraire, in this gauge the relative volatility of the bonds is zero. This
immediately leads to the following PDE for the price of an arithmetic average option

1
(at + 50252(85 + ¢8S)2) V=0. (3.10)
If we perform a change of variables, using the running average A instead of S, we find
S L om0 _
<8t+ N(t)TaAJr 505205 )V =0. (3.11)

which corresponds to the usual formulation. Unfortunately it is hard to find explicit solutions for this
equation. For an example see [5].

3.2 Geometric average options
What about geometric average options? For these, we need another building block, a tradable paying
at time T’

S(s)
1 P(T,T). 12
o8 (o) PerT) (3.12)
Again we distinguish two time ranges. For ¢ > s, the tradable is 0P (¢,T") where ¢ = log(S(s)/P(s,s))
is known. For ¢t < s its value is given by

S()o(z — bs)
1o (P(t, 60— eps>) P, T)o(z = bpr)dz (3.13)

This integral can be evaluated easily, giving

P, T) (log (Ps(it)s)> - %ws —Op, 2+ %wps - aPT|2> . (3.14)
In the deterministic bond setting, things simplify to
OP(t,T) s<t
Viog(5(2)) = { (log (7 ) = r(T = s) = $0*(s = ) P(T) s>t (3.15)

(Note: for s = T this is a log-option). From this we can construct a tradable representing the logarithm
of the geometric average (up to a factor 7~ 1)

T
S = [ Visgsiods
0
5(0)

P(t,T) ((T —t)log (P(t,T

Pt T) /O t 1og< S(is)s)) ds | (3.16)

S—
N~
I
|
=
+
N =
Q

[\v]
S~—
~—
~
I
N’
[\v]
N~~~

!
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If we take the bond as numeraire, then
dS=0SdW +---, ds=o(T —t)PdW +--- . (3.17)

Therefore, we find the following PDE for claim prices
1
(at + 502(5285 +2(T — t)SPOs0s + (T — t)szag)) V=0. (3.18)

Now it is useful to perform a change of variables. We want to trade in § for the following object,
which is again a tradable, and equals the geometric average on expiry

5 5 T —t)°
S = Pexp (% + U(GT)> (3.19)

= oo (1 (@-0me () - 30+ g —or 1)+ T

where we have introduced I for the integral over log(S/P). In terms of this tradable, the PDE becomes

1 T—-t T —1)?
(at + 502 (528§ + 2= 580505 + %SQ%))V =0. (3.20)

It turns out that the prices we obtain for geometric average options differ from those in the literature.

What seems to be missing there is the last term in the exponential in Eq. (3.19). We are convinced
that our results are correct. To prove this, let us explicitly show that S satisfies the fundamental PDE

- S S

This vanishes by definition of I. Note that the delta’s corresponding to S are simple

. T—t\ S - t\ S
0sS = (T) Ik opS = <f) P (3.22)

Consider an average price call. Since its payoff (5 — K P)T only depends on S and P, the relevant
PDE reduces to

(at + %aQ(T;—Qt)QS?ag) V=0. (3.23)
The solution of this problem is
Vaapc(S, P K,t) = 8®(dy) — KP®(dy) , (3.24)
with
dio = o2 (%) . %22, »? = (T —t)° : (3.25)
’ DM 372

Here ®(z) = f_zoo exp(—32?)dz/v/2m. If we look at the price of the option at ¢t = 0, and use the
currency corresponding to the bond as numeraire (so that P = e*T(T’t)), this formula reduces to

Vaarc(S, P, K,0) =

log (£ T log (£ T_ %2
efaTS(I) (%) _ eirTK(I) ( g (K) +a ) ) (3.26)

Y
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Here a = §(r + ‘7—62) We have written this in the format used in [11], but find a different result. Next
consider an average strike call. After a suitable change of numeraire, the PDE becomes

1 2
(at + 502%5263)\/ =0. (3.27)

In this case, the solution is

Vaasc(S,S,t) = S®(dy) — S(ds) , (3.28)
with
P <%> ikl 2 (T — %) (3.29)
12= ——A— =—— ° .
E) E b 3T2

Again, if we look at the price of the option at ¢ = 0, and use the currency corresponding to the bond
as numeraire this formula reduces to

- T + 1372 T _ 1y2
Vaasc(S,5,0) = S@ (%) —e TSP (CLTQ) . (3.30)

4. GENERATING NEW SOLUTIONS

In this section we consider claims depending on one lognormal stock S with volatility ¢ in a deter-
ministic bond structure as before. It should be clear that in our approach it is a trivial exercise to
write down the corresponding formula, when we have two lognormal stocks instead of one stock and
one bond. We show that the symmetries of the PDE allow for the construction of classes of solutions,
which prove very useful in constructing solutions for barrier-type claims. The governing PDE for the
claim-price V' (S, P,t) with payoff f(S, P) at time T can be written as

1
LV = (at + 5025282,) V=0. (4.1)

In the following we will use time-to-maturity 7 = T — t instead of the running time ¢ to simplify the
notation. The PDE becomes

1
LV = ( — 0 + §U2SQa§)V =0. (4.2)
The Green’s function for this PDE is given by

Glom) = (R TT) = L

Now we construct a tradable R, (S, P,7) with payoff F,(S,P) = (S/P)*P at maturity for some
constant «. We could call these tradables power-assets, as they are the basic ingredients for power-
options. The convolution of the payoff function with the Green’s function yields a new set of tradables

2

2 (4.3)

=

R.(S,P,T) = <%&7‘P> e"37°0Tp (4.4)

e 2

Note that Ro(S,P,7) = P and R;(S,P,7) = S. These tradables satisfy two very nice symmetry
properties. On the one hand we have

Ro(S,P,7) = R_ui1(P,S,7) . (4.5)
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On the other hand

Ro(Ro(S,P,7),Ras1(S, P, 7),7) = S, (4.6)
Rot1(Ra(S, P, 7), Ros1(S, P,7),7) = P. (4.7)
These are special cases of the following relations
Ro(Rp(S, P, 7),Rg+1(S,P,7),7) = Rpg_a+1(S,P,T), (4.8)
Ro(Rp41(S, P, 7),R3(S,P,7),7) = Rpgt+a(S,P,T). (4.9)
If we apply Itd to R, (S, P,7) we obtain
dRy = aoRodW + ... . (4.10)

Therefore the price V(ARq, pRg, ) of a claim with payoft f(AR.,uRg) at maturity with A\, u € R
satisfies the following PDE:

<—8T+%(a—ﬂ)202R§a§a)V:0. (4.11)

If we introduce a scaled time 7 = (o — 3)%7 this PDE becomes of the form
1
( — 07 + 5021%3612%&)\/ =0, (4.12)
which bears close resemblance to the PDE at the beginning of this section. This implies that if
V (S, P, 7) solves LV = 0 with the payoff V (S, P,0) = f(S, P) as boundary-condition, then
V(ARa, pRg, (o — B)°7) (4.13)

is a solution too of the PDE with payoff f(ARq,uRg,0). Let us consider a few simple examples. If
we denote by Vo (S, P, 7) the price of a vanilla call with strike 1 and payoff fo (S, P) = (S — P)* then
also

VC(Sv KP7 T) = VC(RviR()?T) 5 (414)

with strike K will be a solution with payoff f- (S, K P). In a similar way we define the price Vp (S, P, T)
of a vanilla put with strike 1 and payoff fp(S, P) = (P — S)*. Automatically Vp(S, KP,7) will be a
solution, too, with payoff fp(S, K P). The put-call parity transformation follows immediately:

Ve(S, KP,7) = Vp(KP,S,7) . (4.15)
It also follows trivially that when Ko Kp = (S/P)?,
Ve (S, KeP,7) = /K /KpVp(S, KpP,7) . (4.16)

Note that S/P is what is called the forward price in the literature.
Finally, note that we may construct additional solutions to a PDE with a time-dependent volatility-
function o (7). In this case the solutions are of the form V(AR,, tRa+1,7) where

S ¢ ige
R.(S,P,T) = (m) ez* *P, (4.17)
and Y2 = OTit o(u)?du.

The earlier quoted symmetries can be used to relate the various solutions of the PDE and can
be used very fruitfully in the construction of solutions of, for example, barrier-type options. These
symmetries lead to generalized put-call symmetries, although they also provide symmetries between
vanilla and barrier options, as we will show in the next section.

These types of symmetries may be very useful when one needs to hedge an exotic contingent claim,
as was already observed in Ref.[3]. Especially with barrier-type options it allows one to introduce
semi-static hedges.
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5. BARRIERS AND FRIENDS
In this section we discuss contingent claims which possess weak path-dependence [10]. These claims
have payoff-features which are triggered by some event during the life-time of the contract. In contrast
to the asian-type options, which are strongly path-dependent, their valuation is less involved, as it
does not require knowledge of the complete path. We first consider single moving barriers, where we
show the usefulness of the symmetry of solutions discussed in the previous section. Then we move on
to double moving-barriers claims, which can be seen as a double infinite sum of single moving-barriers
claims. Only a few terms are required to obtain accurate results. We show that the results of Ref. [§]
are valid only when L < K < U, where L,U denote the lower- and upper-barrier and K the strike,
and give the correct results for the general case including continuous dividends. Finally, we discuss
lookback options and show that they fit nicely into our framework.

Note that barriers are often monitored at discrete times. In Ref. [1] a simple and straightforward
way to correct for this fact has been put forward. It only involves a simple shift of the barriers
depending on the frequency of monitoring.

5.1 Single barriers

We start our discussion with the simplest type of a single barrier claim, a down-and-out call. This is
a call option with the additional feature that it becomes worthless when the stockprice hits a barrier,
given by S = Be"™ P = B(1)P, from above during the lifetime of the option. Here we have B,y € R.
As before, we assume that we have a deterministic bond structure. This implies that v = r corresponds
to a constant barrier (in terms of the currency in which the bond is nominated), while other values of
~ lead to exponentially moving barriers. The claim price should satisfy the standard PDE

1
(—87'+502528§)VDOC(55PaKvarY)T):O' (51)

It is well known that all specific properties of this option are in the boundary-conditions. The
boundary-condition for the European down-and-out call are simply

Vboc(S,P.K,B,7,0) = (S—KP)* foral §>BP, (5.2)
Vpoc(B(T)P,P,K,B,vy,7) = 0 forall 7> 0. (5.3)

We will now assume that B < K, and come back to the case B > K later. Let us first consider
the case where we do not have the second boundary condition and the payoff is defined on the whole
positive S-axis. This is just the standard European call Vo (S, K P, 7). The second boundary condition
says that the value of the option becomes zero if, during its lifetime, the barrier is hit. This implies
that the option price should be lower than that of a plain call since we take more risk. Thus we have
to subtract a barrier-premium from the standard call price.

Let us write f/(S, P, K, B,~,7) for this barrier premium. What boundary conditions should this
function obey? Of course, its value should coincide with Vi (S, K P, 7) on the boundary S = B(7)P
for all 7 > 0:

Ve(B(T)P,KP,7) =V (B(T)P,P,K,B,~,T) . (5.4)

If, in addition, we have f/(S, P,K,B,v,0) =0 for S > BP, then we can construct the solution to the
down-and-out call by

Vpoco(S, P,K, B,~,7) = Vo(S, KP,7) = V(S,P,K, B,7,7) . (5.5)
At this point we invoke the results of the previous section. If Vo (S, P, 7) solves LV = 0, then so does

V(S,P,K,B,v,7) = Vo (ARa(S, BP,7), uR3(S, BP, 1), (a — B)*7) . (5.6)
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With this choice of the barrier-premium Eq. (5.5) satisfies all boundary conditions if we set

K 2

)‘:17 M:§7 _ﬁv

The solution is thus given by

VDOC(SvvaaBa’Y?T) =

= Ve(S,KP,T) -V <RQ(S, BP,T), %Ra+1(s7 BP, T),T) . (5.8)

If B > K, we can apply the same construction. Only the call Vi should now be replaced by a
‘left-clipped’ call VCEf *, which can be defined by its payoff

S—KP forS>BP

B+ _
Vo' (5, KP,0) = { 0 otherwise (5.9)
Thus its value is given by
VET(S,KP,7) = S®(dy) — KP®(dy) . (5.10)
with
log(55) & 302
iy — og(gp) £ 3077 (5.11)

In a similar way, we can value an up-and-out call. Such an option is only interesting for B > K, since
otherwise it is worthless. Repeating the same arguments, we see that it can be defined in terms of a
‘right-clipped’ call VC]? ~, with payoff

VB~ (S, KP,0) = { g_ KP i‘;;g\f;; S < BP (5.12)
Its value follows from VC]? T =Ve - VC]? *. So the value of the up-and-out call is given by
Vvoc(S,P,K,B,~,T) =
VB (S,KP,7) — V" (Ra(s, BP,7), %RQH(S, BP, T),T) . (5.13)
The values of up/down-and-in call follow from in-out parity
Vpre(S,P,K,B,v,7) = Vo(S,KP,7)—Vpoc(S,P,K,B,v,T), (5.14)
Vuie(S,P,K,B,v,7) = Vo(S,KP,7)—Vyoc(S,P,K,B,vy,T) . (5.15)

Note that under the transformations R, < S, R,4+1 < P we find a vanilla-barrier transformation
which is valid for B < K

Ra-‘rl(Sv BP; T)

VD[C<RO¢(55BP7T)7 B

,K,B,fy,7'> =Vo(S,KP,7) . (5.16)

For a down-and-out call we find a similar symmetry, which is actually valid for all B:

Ra+1 (S, BP, ’7')

VDOC<RQ(SvBP5T)5 B

,K,B,’Y,T) :_VDOC(SvvaaBa’YvT)' (517)
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And similarly for the up-and-out call. Furthermore, we can immediately write down the price for all
single barrier put options by using the generalized put-call transformation

Vvor(S,P,K,B,y,7) = KVpoc (P, S,%,é,—’}/ﬂ') , (5.18)
Vure(S,P,K,B,v,7) = KVpic (P, S,%,é,—’ym) , (5.19)
Vbor(S,P,K,B,v,7) = KVyoc (P, S, %, %, —7,7) , (5.20)
Vprp(S,P,K,B,v,7) = KVUIC<PS Il(_ ; 7,7) . (5.21)

It is a simple check to see that these claim prices satisfy all appropriate boundary conditions.
Let us show that the results above can be rewritten in the more well-known form using

Ro(S,BP,7) = <L> e 37" BP
6—50' OtTBP
= e""BP = L aB(T)P (5.22)
e’YTBP B(r)P ’
a+1
_ —1o%(at1)T
Rot1(S,BP,T) = < e 0‘+1)TBP) e BP
S “ BS
(e”BP) e (B(T)P) B(7) (5.23)
For example
- K
V(57P7K7B777T) = VC(R(I(S7BP7T)7ER(I+1(SvBP7T)7T>
s\ AT ((Br)PY
= -— - KP . .24
(gop) ~ ve(PF ) 24

The result quoted in the literature corresponds to the case where prices are expressed in the currency.
If we consider a constant barrier (setting v = r), the above equation collapses to

BQ
S’

S

VDOC(S,P,K,B,%T):VC(S,KP,T)—<§) ’ Vc< KP,T). (5.25)

As it should.

5.2 Rebates

Often, barrier options specify a rebate, an amount of money paid to the holder if the barrier is hit
in the case of a knock-out option or not hit in the case of a knock-in option. The premium that
has to be paid for this provision can be calculated in terms of a rebate option. For example, let us
consider a (generalized) down-and-out rebate option Vpor(S, P, B, K, 71,72, 7). This option pays the
holder Ke"?" P at the first moment 7 > 0 for which § = Be"™” P. The usual choice is v1 = 72 = 1,
corresponding to a fixed barrier B and a fixed rebate K in terms of money. The option can be
characterized by the following boundary conditions

Voor(Be™"P,P,B,K,v1,72,7) = Ke*"P forall 7 >0, (5.26)
Vbor(S,P,B,K,v1,7,0) = 0 for all S > BP . (5.27)
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To solve this problem, we first construct a tradable which has the proper value at the boundary
AR (S,BP,7) = Ke?" P for § = Be™"P . (5.28)

We find that this equation has two solutions, given by
K +b 1
AZE, oy = agQ ) a=71—§02, b=+/a?+2y0? . (5.29)
We see that Vpor — AR, _ should vanish on the boundary. Now we can apply essentially the same
techniques as we did for the down-and-out call to find that the rebate option can be written as

K
Voor(S, P, B, K,y1,72,T) = 5 <RQ(S, BP,7)
2\ °
+Vb(Ra. (S, BP,7), Ra_ (S, BP.7), (—2> 7)
g

~Vp(Ra_(S, BP,7), Ra. (S, BP,7), (i—i)i)) . (5.30)

Here Vp (S, P, 7) is an asset-or-nothing digital option, which is defined as

og (2 1527
Vp(S,P,7) = S® (%) . (5.31)

The up-and-out rebate can be found by using a generalized put-call transformation. It is given by

Vuor(S, P, B, K,v1,72,7) = Vpor <P, S, év %7 -7, N +72,T) : (5.32)
What about knock-in rebates? We cannot simply use in-out parity to find values for these options
because of the difference in timing of the payoff. Knock-in rebates are always paid at maturity, while
knock-out rebates are generally paid before maturity. However, we can easily calculate the value of
a knock-out rebate which does pay out at maturity, simply by setting vo = 0. This allows us to use
in-out parity after all and write

VDIR(S7P737K7’717T) = KP—VDOR(S7P737K7’717O7T)7 (533)
VUIR(57P737K77177-) = KP_VUOR(S7P7B7K7’71707T)' (534)

5.8 Double barriers

Next, let us consider a call option with strike K which knocks out on two boundaries. The upper
boundary is defined by S = He"7 P, the lower by S = Le"" P. Again, the choice v = v = r
corresponds to constant boundaries. We assume that L < K < H. A price for such a call can be
constructed in an iterative way. As a first approximation, we consider an up-and-out call, knocking
out on the upper boundary

VOC(SaPaK7H7L7717r727T) ~ VUOC(57P7K7H77177—) . (535)

Of course, this overestimates the price, since this up-and-out call has a positive value on the lower
boundary. To compensate, we add a correction term V; which has the opposite value on this boundary,
and which has value zero at maturity if S > LP. In the same way as before, we find that this correction
term can be written as

A v, KL
‘/1 (L) VUOC ( 1, H7 H ) 7’7177-) 3 (5 36)
Xl = RQ(WI—;W2)+1(Sa LP7 T) ) (537)

Yi = Raoyow(S,LP7). (5.38)



14

But now, the value of the option is not vanishing on the upper boundary. So we need another correction
term V_j, which compensates this, and has value zero at maturity if S < HP. Such a term can be

constructed as
271

H\ 2 Y., KH H?
Vo o= <f) Vvoc <X17 o7 Tafﬁlﬁ) ; (5.39)
H2
X—l = R_ 2('le;'y2)+1 (S, TP, T) ) (540)
H2
Y—l = R_ 2(v1—"v2) (S, TP, T) . (541)
o2

Continuing in this way, we find an infinite series representation for the price of the out-call. The
successive terms in this sum represent up-and-out calls which are more and more out of the money, so
that the corrections terms rapidly become smaller, and in practice we need only a few terms to find
a price with reasonable accuracy. The final formula becomes

Voc(S,P,K,H,L,v1,72,T) = i |7 (5.42)
where o
2,
= () e (T ) 59
X, = RWH(S, %P,T), (5.44)
Y, = RW@%RT) (5.45)

The functions V,, have the property that V,, + V_,, vanishes on the upper boundary and V,, + V_,, 41
vanishes on the lower boundary. Furthermore, V,, = 0 at maturity if L < S < H and n # 0. We have
checked this result against that of [8] and found identical results and rates of convergence. By using
in-out parity, we find the following formula for the price of an knock-in call with two barriers

‘/IC(Sa Pa K7H7L77177277—) = VUIC(S7P7K7 H7717T) - ZVH . (546)
n#0
Generalized put-call transformations give the price for the corresponding double boundary put options

VOP(Sy-P,K,H,L,'Yl,’YQ,T) =

1 1 1
= KVOC(-PvSv?737?7_727_7177—)7 (547)
VIP(57P7K7H7L7’717’727T):
1 1 1
= K%C(Pa‘S’vaE7E7_727_r7177—>' (548)

What will happen when K < L < H in the case of a double barrier call option? In the derivation of the
above formulae we have made essential use of the fact that the up-and-out call Vyoc (S, P, K, H,71,0)
vanishes for S < LP. However, this is no longer true when K < L. So in order to find a price for this
configuration of barriers, we need a new building block, the ’left-clipped’ up-and-out call. It can be
defined as follows

Voo (S, P,K, H,L,~,7) = Vi"*(S, KP,T)

K . 5.49
S (Ra(s, HP), 57 Rai1(S, HP), T) (5:49)
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where the option VCH L is defined by the doubly clipped payoff

S—KP forLP<S<HP

0 otherwise (5.50)

VI E(S, K P,0) = {
Its price is thus given by VA" = VE+Y —VH+ Now V5 (S, P, K, H, L,71,0) does vanish for § < LP.
Therefore in the case that K < L < H we need to replace the function V;, by the following modified
functions, a fact which was not recognized in [8]:

g\ Y, L* _L* L
Vn: (f) V&OC (Xn,ﬁn,mK,mH, ﬁL,’Yl,T) . (551)

As a final note, let us mention that continuous dividend payments with rate ¢ can easily be incor-
porated by making the usual substitution S — Se™97. Simultaneously, all v’s that appear in the
definition of boundaries should be adjusted like v — v — g.

5.4 Lookback options

We now turn to lookback options. Let us consider a floating strike lookback put. It pays the owner
the difference between the maximum realized price and the spot price of some asset at expiry. This
maximum is usually defined with respect to a given currency. Assuming that we are in a deterministic
bond setting, it can be written as

S(t)

Smax = —_—.
max = (0 e P(t,T)

(5.52)

with v = r. We will consider a slightly more general definition, leaving v arbitrary. Interestingly, this
option can also be described in terms of a boundary problem (Ref. [4]). If we introduce J = SpaxP
and denote the price of the option by Vi, p(S, J,v,7), the boundary conditions are

VLP(Sv ‘]7’-770) = J- 57 J 2 S ) (553)
OsVip(S, J, %, T)|gegnry = 0, forallr. (5.54)

The latter condition allows to roll-up the position self-financingly when S reaches a new high. It
implies that at the boundary S = €77 J all money is invested in the stock. Now let us try a solution
of the following form

Vip(S, J,v,7) = Vp(S, J,7) + Vp(ARA(S, J,7), uRs(S, J, 7), (a — B)*7) , (5.55)

where Vp (S, J, t) is the price of a plain vanilla put with strike Sy,ax. One can check that this is indeed
a solution, provided that we have

1 2
E’ a:]_—k’ ﬂ:l’ k:—’y’ (5.56)

o2
Note that we must have v > 0 or else we have take a limit to obtain a price. In more detail, the
solution is

VLP(S7 J7’77T) = (557)

((I)(dl) e (eWSTJY O(dy — kE)) ,

)\:M:

= JO(—dz) — SP(—d1) +

=] W

Y =0T. (5.58)
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From this, we find the following delta’s

v 7\ K
0sVep = —®(—d1)+ %@(dl) + (1 - %)e—’” (e SJ> ®(dy — kX)) ,
(5.59)
yr 7y k-1
Vip = ®(—do) — (65‘]) o(d; — k) . (5.60)

In a very similar way, we can derive the value of the floating strike lookback call option. If we define
J = Smin P, its value is given by

Vio(S, 7,7, 7) = Ve(S, J,7) + 1 Vo(Ra 4(S,,7), 5, Kr) . (5.61)
6. DISCUSSION AND OUTLOOK
We have shown in this paper that the formalism put forward in Ref. [6] provides a powerful framework
for the pricing of path-dependent contingent claims. The formulation of the pricing problem in terms
of tradables leads to more transparent formulae with, by construction, clear financial interpretations.
The scaling symmetry which should be satisfied at any time by the claim prices provides a very
powerful check when doing computations. Exploiting symmetries of the governing PDE leads to large
families of related claims. Also put-call symmetries follow naturally in the formalism.

In the following paper [7] we will show that the pricing of claims can be formulated in a geometric
way. This provides an alternative and more fundamental formulation for the pricing of contingent
claims than the one using semi-martingales. It also provides a more intuitive formulation by focussing
on the symmetries of the prices of tradables.

By formulating the pricing of claims in terms of tradables, we can also clarify and extend results
on American-type options and stochastic volatility models. This will be discussed in future papers.
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