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Abstract. We present a method to apply the Malliavin calculus to calculate sensitivities for
exponential Levy models built from the Variance Gamma and Normal Inverse Gaussian processes.
We also present new sensitivities for these processes. The calculation of the sensitivities is based on
a finite dimensional Malliavin calculus and we compare the results with finite difference calculations.
This is done using Monte Carlo methods. For European call and digital options we compare the sim-
ulation results with exact calculation of sensitivities using Fourier transform methods. The Malliavin
method outperforms the finite difference method especially when payoff has serious discontinuities.

Key words. Mallivin calculus, Variance Gamma process, Normal Inverse Gaussian Process,
sensitivity analysis, inverse Fourier transform method.

AMS subject classifications. 60H07, 91G60, 91G80.

1. Introduction. The sensitivity analysis of options are as important as the
pricing in option theory since they are used for hedging strategies, hence for risk
management purposes. In general, these sensitivities are restricted within the Black-
Scholes’ model parameter set and called as the Greeks. In this paper, we will introduce
new sensitivities for the options whose underlying is driven by exponential Lévy pro-
cesses, specifically Variance Gamma and Normal Inverse Gaussian processes. Then,
we will show that how Malliavin calculus can be used in order to calculate the Greeks
and new sensitivities that we introduce. We will give explicit formulas that can be
used in Monte Carlo simulations, directly.

The sensitivities are calculated by using the finite difference method if the pricing
has to be done by Monte-Carlo simulation. However, when the payoff function is not
smooth enough the finite difference method may perform poorly. Malliavin calculus
introduces an additional term, H', in the expectation while removing the derivative
operator. To be precise let us consider the delta of a European call option, i.e.,

2 Blo(sr)|Fo] = Elo(Sr)H (St 0|7

0 0

When ¢ is the payoff function of a digital option, Malliavin weight “smooths” the ex-
pectation. Hence, the expectation of the resulting expression is calculated efficiently
by Monte-Carlo simulation. We also use this approach when the derivative is taken
with respect to the parameters of NIG and VG distributions after introducing vari-
ations of Malliavin weight by using new localization methods together with the one
used in [12]. Our results show that Malliavin approach performs better in terms of
speed of convergence as we calculate the sensitivities of European call and digital
options written on S&P 500 index when the index is modelled by an exponential NIG
process, [3] as opposed to an exponential VG process, [16]. In order to get the risk
neutral parameters of the NIG and VG distributions we calibrated the option models
to the price of S&P 500 European put/call options’ market data. We used fast Fourier
transform method during the calibration process as discussed in [8]. A similar idea is
used for the sensitivity calculations of the options. At this point, a natural question
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arises. Why do we apply Malliavin calculus if we can calculate the sensitivities via fast
Fourier transform method? For most of the path dependent financial contracts such
as Asian options, look-back options, etc., a closed form solution through the charac-
teristic function may not exist. Hence, the Malliavin approach can be effectively used
in sensitivity calculation whether the payoff function is smooth or not, as it reduces
the number of path generation in the finite difference method.

We will now explain the history that has brought us to this point in our research.
Following the pioneering papers [12] and [13] the use of Malliavin calculus in sensitivity
calculations has been extended to the models with Lévy processes from the models
of lognormal type diffusion processes. In [6] following the results in [12], findings of
the optimal Malliavin weight in sensitivity calculations under the lognormal diffusion
models are presented. Results that are related to the finite dimensional Wiener space
are given in [15]. Lately, application of Malliavin calculus realized after the extensive
use of market models where the underlying is modelled by a jump diffusion or in
general by a Lévy process. Some of the important applications are discussed in [10],
[23] and [21], [4]. In [19], a generalized approach for Lévy processes is introduced
by using the fact that Lévy processes can be decomposed into Wiener process and
a Poisson random measure part. However, this assumption fails for the Variance
Gamma (VG) and Normal Inverse Gaussian (NIG) processes since their decomposition
only involves the Poisson random measure. In [5], we used the compound Poisson
approximation of VG process and gave closed form solutions for the deltas’ of call and
digital options by using Malliavin calculus in a finite dimensional space introduced
in [4]. This paper provides a method which is more efficient than the approximation
technique as we presented in [5]. Sensitivity calculations of options that are related
to the distributional parameters of the Lévy processes have not been considered in
the literature. In this paper, we will introduce new sensitivity parameters for an
exponential Lévy market model by considering effects of the distributional parameters
of VG and NIG processes.

The paper is organized as follows. We introduce, in Section 2, the related proper-
ties of VG and NIG processes and present the formulas for sensitivities of European
call and digital options, that are obtained by using the inverse Fouriér transform.
Also, we introduce the new sensitivities and their surface plots with respect to mon-
eyness and time to expiry of the options. In Section 3, the fundamentals of Malliavin
calculus for simple functionals in the frame of [4] are discussed. We generalize their
results in terms of the computation of the Malliavin weight. Then, in Section 4, we
give the detailed calculations of Malliavin weight for different sensitivities including
new ones that we introduce and the examples of Greeks such as delta, gamma, and
rho. We also formalize the weight so that it can be used in simulations directly. Sec-
tion 5 is devoted to new localization methods that we introduce together with the
variations of weights that are obtained in Section 4. In the last section we intro-
duce the option data that we use in our simulations and in the calibration of option
pricing models, and we present the results of the simulations in terms of figures that
show the comparison of the performance of the different approaches in calculation of
sensitivities via Monte-Carlo simulations.

2. Calculating the Greeks by Inverse Fourier Transform Method. In
this section we review the approach that is introduced in [8] for European style option
pricing by using Fourier transform method. We use this method to calculate the
sensitivities of European style call and digital options. Before we discuss the details
in the chapter we introduce the characteristic functions for different market models.
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Let X; be a subordinated Brownian motion and S; = Spe("—¢tw)t+X:e ¢ > ( be
the risk neutral price process of the underlying with w = —log(¢x,(—%)). Here
Yr =log(St) = log(So) + (r — ¢+ w)T + X7 is the log-price of the underlying at time
T with the risk neutral density pr(y).

If X; is a Variance Gamma process, it can be written as the subordination of a
Brownian motion by Gamma process as follows:

Xt :oGt—FUWGt, (21)
where # and o are the drift and the volatility of the Brownian motion, respectively.
The parameter & is the variance of the subordinator [8]. Using the same parametriza-
tion, its Lévy measure is given by

1
v(dx) = meAm*B‘x‘dx, (2.2)

/02 +02 - . .
where A = % and B = %/n Hence, the characteristic function of Y7 is

eiu[log(Sg)-{—(r—q-{—w)T]

v = 2 ul ) 2.3
v (W) (1 — iubk + Z54=)T/~ (2:3)

1 K
where w = —In(1 — 0k — 0%=).
K
If X; is an NIG process, it can be written as the subordination of a Brownian
motion by Inverse Gaussian process as follows:

X, = B6%IG: + sWig,, (2.4)

where a > 0, —a < f < a and 6 > 0. The density of the Inverse Gaussian, IG(a,b),
1
law is given by f(z;a,b) = Lexp(ab)xf?’/? exp(—i(azafl) +b%z)), & > 0. The

Vor

variance of the IG(a, b) distributed random variable is a/b%. In above parametrization,
a=1and b= §\/a? — 32. Using the same parametrization, its Lévy measure is given
by

da exp(Ba) Ky (ala])
@ ||

vnig(de) = dz, (2.5)

where K (z) is the modified Bessel function of the third kind with index A, [2] and
the characteristic function of Y7 is given by

(byTIG(U/) — eiu[log(Sg)—i—(r—q—i—u;)T]—6T(\/o¢2—(ﬁ+iu)2—\/az—ﬂ2), (26)

where w = §(y/a2 — (B +1)2— /a2 — 32). The (o, §,§) parametrization of the Lévy
measure is commonly used in the literature,[3], [20], [22]. Thus, we will exercise all
of the calculations related to NIG with respect to this parametrization throughout
this paper. However, this parametrization does not lead to a Brownian subordination
in terms of the drift, volatility and variance of the subordinator as we have for VG
process. In [9] a similar parametrization of the NIG process is given. The Lévy
measure of the NIG process is given by

C
vnig(dz) = meAmKl(B|x|)da:, (2.7)
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2 2 2 2
where A = & B =X ¢ ;r; /H, C= 97:%” and K (x) is the modified Bessel function
of the third kind with index A. Therefore, using the same parametrization, an NIG
process X; is given by the following subordination of a Brownian motion by Inverse

Gaussian process as follows:
Xt = HIGt—FO'W]Gt, (28)

where 6 and o are the drift and the volatility of the Brownian motion, respectively.
The parameter k is the variance of the subordinator. Since the options’s prices are
invariant under these parametrizations i.e.,

C(a, B,6) = C(0(a, B,9),0(cx, 8,0), ke, B,0)) (2.9)

we write following relation between the derivatives of an option’s price with respect
to the paramters defining the Lévy measures given in (2.5) and (2.7).

0C _0con  0Cos  0C o
Oa 00 0o 0o « Ok Oa
ocC 90C 00 oC % oC %
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Lk R R (2.10)
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Also,
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g 95 o —a

B ow oy ey (2.11)
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This enables us to calculate the sensitivities in terms of the {6, o, K} parametrization
in NIG case as well.

2.1. Sensitivities of Call and Digital Options. Let S; be the price of the
underlying at time t. If Y = log(Sr) is the log-price of the underlying at time T'
with the risk neutral density pr(y), then the characteristic function, ¢y,.(u), of Y is
defined by the Fourier transform of the density function as follows:

Py (u) = / ™Y pr(y)dy.

—o0
Thus, the price of a European call option is given by

O (k ef(akJrrT) 00 ik J
r(k) = T /0 ¢ a?2+a—1v2+i2a+ 1)v .

where ¥(v) = v — (o + 1)i. In [8] the details of this result are discussed and since
then it has been used in the literature extensively. In (2.12), the parameter « is called
the dumping parameter, k is the log of the strike price, r is the constant interest rate
and T is the time to maturity. Following the same idea, we give price function of an
European digital option? as follows:

ef(akJrrT) 0o —ivk
Dr(k) = — aa)dv. 2.1
() = ——— [ - ey (213)

2The pay-off function of the digital option is ¢(St) = Tisp>K}-
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2.1.1. Call Option Sensitivities: Delta, Gamma, Rho, Theta. Delta is
the sensitivity of the option’s price with respect to the initial value of the underlying
asset. It measures the change in option price with respect to a small change in Sp.
Thus, it is calculated by taking the partial derivative of the option price with respect
to S().

NI 8CT(k)
AL (k) = 95,
—(ak+rT) oo ‘ VG, NIG (g
- 657/ ewkwdu (2.14)
o7 0 o+

In Figures 2.1(a), 2.1(c) and 2.1(e) the surface plots of delta for BS, VG and NIG
models, respectively are given. It can be seen from these figures that for deep out of
the money options delta gets close to zero, while it approaches one for the deep in the
money options. The delta of the deep in the money and the deep out of the money
options, with the longer maturity, tend to approach zero and unity slower than the
ones with shorter maturity, respectively. In other words, a $1 change in the price of
the underlying increases the price of the in the money option that is close to maturity
more than the one that has more time to expiry.

Gamma is the sensitivity of the option’s delta with respect to the initial value of
the underlying asset. It measures the change in delta with respect to the small change
in S().

OAcan

0So
e—(ak-{—rT)

- /0 e~k NS NI (1)) ). (2.15)

FVG, NIG (k) —

Call

It is important for the hedging strategies that are used when the options are traded.
Together with delta, gamma is commonly used for so called delta-gamma hedging, [7].
Figures 2.1(b), 2.1(d) and 2.1(f) shows how gamma changes with time and moneyness.
Gamma has its peak for the at the money options. As moneyness of the option deviates
from ATM, gamma becomes smaller. For deep in the money and the deep out of the
money options gamma is larger for those with more time to expiry. This is reasonable
since as the option has more time to expiry the delta of the option has more time to
vary.

Rho is the sensitivity of the option with respect to the interest rate, r. It measures
how much the option’s price changes with the small changes in the interest rate.

“ aCT(k
e = 20
Tef(akJrrT) o] efiuk ve o
= NG (Y dv. 2.1
— | e o @)

It tends to approach to zero faster as the option becomes out of the money and
increases with time to maturity as it is seen in Figures 2.2(a), 2.2(c) and 2.2(e).
Theta is the sensitivity of the option with respect to time to maturity, 7. Except
for deep in the money options, O is negative for all models. The reason for that is the
positive dividend as it is seen in Figures 2.2(b), 2.2(d) and 2.2(f). As long as ¢ > 0,
O gets positive values as strike price approaches zero. Also, theta becomes smaller
in absolute value as the option has more time to expiry until it becomes positive.
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Theta is obtained by taking the partial derivative of the option price with respect to
T. Hence,

o, (k) = 270
- M/m —iwk [ (@t iv)r+ (e +1+iv)(w —q)
= = 0 € (2+a—12+i2a+1)v)

Llog (1= (a4 1+ )0k — G k(e +1+w)?)

(®+a—-1v2+i(2a+ 1))

} Pyz (9(v))dv

(2.17)
and under NIG model
@NIG(k) _ ei(akJrrT) /Oo efiuk (a + il/)?” + (Oc +1+ iy)(w B Q)
Canil 7r 0 a2+ a—v2+i2a+ v
2 _ N2 o2 a2

R R ) O (0(v))d

a2+ a—v2+i2a+ 1)y Yr '
(2.18)

2.1.2. Call Option Sensitivities: Drift, Vegal, Vega2. Before we introduce
these sensitivities we give the partial derivatives of the call option with respect to the
parameters {«, 3,d} when the underlying is modelled by an exponential NIG process.

OCr(k) _ TelektrT) oo (a+ 1+ )U(=i) —UDW)) e
B - /0 e o to 2 1iZat ) Py, (V(v))dv,
(2.19)
y _ —(B+iy) _ -8
where U(y) =6 <\/ai,,;g(ﬁ+”/)2 \/a?zi_q,@2) .
dCT(k) _ Telok+rT) /Do —k @+ 1+ )U(=1) —UWWV)) e
a5 T o ¢ a?+a—v2+i2a+1)v Oy (V())dv,
(2.20)
where U(y) = \/aiig —(B+iy)? — \/a?ng — 2.
OCr(k) _ Te~(ektrD) poo (a+ 1+ i)U(=i) —UWOWV)) e
o - /0 e o to 2 1iZat )y Py, (V(v))dv,
(2.21)

where U(y) = dansg <\/aiig—1(ﬁ+iy)2 a \/“ijg_ﬁZ .

Drift is a new sensitivity that we introduce as the sensitivity of the option with
respect to the parameter 6 of the Variance Gamma and Normal Inverse Gaussian
processes.

VG 86 k
Dia(k) = 3Tg( )
—Te~(ektrT) roo o (—i) —UDW)) e
-1 /0 ¢ o+ v Ove (V).

(2.22)
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where U(y) = 1/(1 — iybx + %ZKyQ). D3i(k) is given by the solution of the linear
system given in (2.10). For the counter parties of an option trade, the effect of the
skewness of the underlying asset in the option price is important. When 6 is zero the
distributions of VG and NIG processes are symmetric. Thus, as 6 deviates from zero
the skewness of the distribution of the underlying asset changes. This is an important
fact for the option pricing. For instance, positive skewness implies higher values of the
underlying. Hence, the call option is going to be more expensive. In Figures 2.3(a)
and 2.3(b), we observe that drift tends to decrease as maturity increases. Thus,
for a positive change in 6, the value of the option decreases. We obtained negative
values after we calibrated VG and NIG models on date August 06, 2008. Thus, since
0 is negative, the positive change in the absolute value of theta will result in more
negatively skewed distribution. Hence, it is more likely that the value of the underlying
becomes less than the strike price and this causes a decline in the price of the option.
Despite this general view, in Figure 2.3(b) for very short term options we observe that
the drift has positive value for the near the money options with K/Sy > 1. When
0 is positive both figures get positive values. However, drift in NIG model becomes
negative for very short term options that are near the money with K/Sy < 1.

Vega is another new sensitivity that we introduce as the sensitivity of the option
with respect to the parameter o of the VG and NIG processes. It measures the change
in the option’s price with respect to the small changes in ¢. When we compare the
Figures 2.3(c), 2.3(d) and 2.4 we see that vegas of the NIG and BS models are close
to each other. Vega of the VG model, however, has much smaller values.

PG () = aCT (k)
Call 80_
B —oTe(oktrT) roo o (U(—i) — (a + 1+ i) U (v)) va
R i b oy (00
(2.23)

Even though we use the Black-Scholes name for this sensitivity it is slightly different.
In the Black-Scholes model ¢ is the only source of the volatility. However, in the VG
and NIG processes, o is a partial source of the total volatility. The other source of
the volatility is k. Thus, we define another sensitivity of the option with respect to
the parameter x of the VG and NIG processes.

Vega, measures the change in the option’s price with the small changes in the
parameter x, the variance of the subordinator.

O (k
Vet ) = 200
Te~(ahtrD) 20 e [(a+1+)G(=i) = GWW)) | va
- /0 € { (a+iv)(a+1+iv) } Oy (V(v))dv,
(2.24)
where g(y) = SO UWIS 0D iy () — @ VoXIS(k) is given by the

solution of the linear system given in (2.10). In Figures 2.3(e), 2.3(f), Vega, gets
smaller for out of the money and in the money options and it increases with the
time to expiry. However, Vega, of NIG model takes negative values that increase in
absolute value as near and at the money options get close to expiry. This implies that
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as the variance of time increases in the arrival of the new information the option price
decreases as it gets close to expiry.

2.1.3. Digital Option Sensitivities. We calculate the sensitivities of a digital
option by taking the partial derivatives of the price function given in Equation (2.13)
with respect to the related parameter.

0D (k)
AYE, NG () =
Digital ( ) 850
e—(ozk+1’T) o] )
v /0 e_l”k(b¥;;’ MG (v — ai)dv. (2.25)
aAD' ital
I'\VG, NIG k — 1g1
Digital ( ) 850
ei(akJrrT) oo —ivk . VG, NIG .
= e a+iv—1)py V(v —ai)dv.  (2.26)
o™ 0
0Dp(k
prsie(y) = 20
—(ak+rT) S ‘ iv— DoV NG (L, i
£ / gmivkp O 1) :T_ w=ad,, (2.27)
T 0 a+ v
0Dp(k
015, (k) = 221
e laktrD) /°° o—ivh (a+iv—1r+ (a+iwv)w
B ™ 0 a+ v
Llog(1 - (a+iv)bk — "—2/1(oz—|—i1/)2) .
- P 2 ¢y (v —ai)dv.  (2.28)
0D (k
oy, (k) = 2210
e (k4T /00 vk (a+iv—1r+ (a+iv)w
B s 0 a+ v
5(\/043”15]— (B—FOZ—I—ZV)Q— \/a?ﬂg—BQ) NG .
- P Py, (v — ai)dv.(2.29)
0D (k
Dgicjgital(k) = 69( )
_Tef(akJrrT) 0 -
e / R U(—i) — U — ai)) Y (i — ai)dv. (2.30)
T 0

where U(y) = 1/(1 — iyfr + S ry?).
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0D (k)

VIS (h) = 230
do
—oT —(ak+rT) 00 .
_ ZoTe ) / e RU(—i) — (o + U (v — i) By (v — ai)d.
™ 0
0Dt (k
VQEiGgital(k) = aTK( ) (2.32)
—(ak+rT) 0 . ) —17) — — a1
_ L/ J— { (o +iv)G(—1) ; G(v az)} VS (1 — ad)dy,
T 0 (v +iv) T
(i U)o U)oy 7 L

ODr(k)  Te (oktrT) /oo vk (0 i U(—i) — UV — i)
0

op T O (v — ai)di2.33)

o+ v

~oN —(B+iy) — —5
where U(y) = <\/agig(/3+iy>2 \/aimﬁz) '

85 T

—(ak+rT) 0 ) —17) — — ol
D) _ T ) [ ok M) U =) e, oo
0

o+ v

where U(y) = \/Oz?“vg — (B +iy)? — \/a?nlg - B2

—(ak+rT) e8] NS (—i) — 77 — i
ODr(k)  Te~(ok+ / vk (a+iv)U(—i) —U(v — «ai) OIS (v — i) di2.35)
0

Oainig T o+ v

where U(y) = baunig <\/aii_q—1<ﬁ+z'y)2 B \/aijg—m)'

3. Malliavin Calculus for Simple Functionals. In this section we will give
the definitions and theorems of finite dimensional Malliavin calculus. The notations
that we use follow from [4]. However, we generalize definitions and theorems for k
such that 1 < k < n and for k = n we obtain the results of [4]. Consider a sequence of
independent random variables (V;,,n € IN*) on a probability space ({2, F, P) such that
for all n > 1, V,, has moments of any order. We assume that V,, is absolutely contin-
uous with respect to the Lebesgue measure and has density p,, which is continuously
differentiable on R and such that Vm € NN, ygrfoo ly|™ prn(y) =0. We also assume

that %an(?)ﬁ has at most polynomial growth. For m > 1, we denote by f € CI*(R")

pn(y
the space of the functions f : R™ — R which are m times differentiable and such that

f and its derivatives up to order m have at most polynomial growth.
A random variable F' is called a simple functional if there exists some n € IN and
some measurable function f : R™ — R such that

F=f(Vi,...,Vy).
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We denote by S, ) the space of the simple functionals such that f € CI" (R™). A
simple process of length k is a sequence of random variables U = (U;)i<k, k < n such
that

Uz' = U,i(Vl, ceey Vn)

We will also denote by Pffm the space of k-length simple processes.

DEFINITION 3.1 (Inner Product). Let U = (Uy)i<k and U = (U;);<k be two
k-length simple processes in P(’jl_l) then

k
(U, U) = Z Up Up
p=1

is called the inner product of U and U.

DEFINITION 3.2 (Malliavin Derivative). The k-length simple process
D¥ . Stn,1) = P(]i%o), k < n is called the Malliavin derivative operator and it is defined
by D*F = (D;F)i<y, where F = f(V1,...,V,) € S(u1) and DFF = 0;f(V1,..., V),
i <k.

DEFINITION 3.3 (Skorohod Integral). §F : P(Iiz,o) — Sn,1), k < n is called the
Skorohod integral operator and is defined for any k-length simple process U € P(]:%O)
such that

k
K (U) = =Y [DiU; + 0; (Vi) Ui,
i=1

where

o AW )0
0;(y) = 0y In[pi(y)] = { P (y())7 if pi(y) =0

PROPOSITION 3.4 (Duality Formula). Let F' € S, 1) and U € P(’jho), then
E[(D¥F,U)] = E[F§*(U)).
Proof.

E[(D*F,U)] = E[Z D;F U]

k

= E[Z(U,z&f)(vl, ceey Vn)]
k
= /n [Z(uiaif)(yla e ,Z/n)] pr(y1) - palyn)dyr .. . dyn

Now, we apply the regular integration by parts formula of Calculus for each 7.
Let

i =i (Y1, Yn)pi(yi) , B = 0if (1, - - yn)dy
dov; = [3¢u7:(y1, o Un) Fuiyr, - yn)ﬁEZﬂ pi(yi)dyi  Bi = f(y1.-- - yn)
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and we continue from above,

—Z/ s wm)ui (s wm)ps(yi) ] H p;(y5)dy;
]RTL

Jj=1,j7#i
n
:| H yj dy]

e

- fyl,...,ynZ[auzyl,...yyn)+ui(y17...7yn

R =1 i

n

= f(ylaayn)d( yl""ayn H yj dy]
R j=1

= E[F§*(U)).

O
DEFINITION 3.5 (Ornstein-Uhlenbeck Operator). L* : S(n,2) = S(n,0) i called
the Ornstein-Uhlenbeck operator and is defined by

k k
LFF = — Z L;F=— Z D;D;F +0,D;F
i=1 i=1

k
== (AN Vi, Vo) + 0, (V)@ ) (Va, - V)
=1

REMARK 3.1.

i. Orntein- Uhlenbeck operator can be considered as the Skorohod integral opera-
tor applied to Malliavin derivative operator.
i. E[F L*G] = E[GL*F
Proof. E[F L*G) = E[F §*(D*G)] = E[(D*F,DXG)] = E[*(D*F)G] =
E|G LFF |, where we used the duality formula in the third equality. O
iii. L*(F G) = FL*(G)+ GL*(F) — 2(D*F, D*G)
Proof. We use the deﬁnition of Ornstez'n— Uhlenbeck operator.

ZL (FG) = ZDD (F Q)+ 0;(V;)Ds(F G)

=1

:_Z{D [F D;G + G D;F] + 0;(V;)[F D;G + G D;F}

=1

k
=~ {DiFD,G+ FD;D;G + D;GD;F + GD; D; F+
=1

+ 9( )F DiG + 0;(V;)G D, F}

:_Z{FDDG+0( 3) D;G) + G(D;D;F

+9( ) D;F) + 2D;FD;G}
= FL*(G)+ GLF(F) - 2(D*F,D*G) O

DEFINITION 3.6 (Malliavin Covariance Matrix). Let F = (Fy, Fa, ..., Fy) be an
d-dimensional vector of simple functionals such that F; € Sy 1y. The matriz ME(F)
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is called the Malliavin covariance matrixz of F' whose entries are given by

k
M} (F)i; = (DF;, DEj) = > 0ifioif;(Va, ..., V),
=1

where F; = f;(V1,...,V,).
THEOREM 3.7 (Integration by Parts). Let F' = (Fy, Fs, ..., Fy) € S?n,?) and G €

S(n,1y- We assume that the M} (F) is invertible and denote MF(F) = [M[’,“(F)}_1
We also assume that E[dethj(F)]‘l < 0. Then for every smooth function ¢ : R* — R

E[0:¢(F)G] = E[¢(F)H} (F,G)], (3.1)

where
d
=> GME (F)L*F - MF, (F)(D*F,D*G) — G(D*F,D*MF, (F)) (3.2)

with E[H'(F,G)] < co. Proof. Using the chain rule we write

(DE(F ZDm
= Z Z 9i¢(F)DpF; Dy F;
p*l =1
= Zalqs ZD F; D, F;

p=1

- Zalqs ‘77_7 )

u

Thus, we obtain 9;¢(F Z >M,’f7 (F). By Remark 1.6.(iii) we have,

Jj=1

(D*6(F), D" Fy) = % [~ L*(6(F)E) + ¢(F)L"Fy + F; L*(6(F))] .

Therefore,

E[0:6(F)

d
(Z Fy) + ¢(F)LEF) + F; LM (9(F))] Mflf_“(F)) G

Jj=1

When we apply Remark 1.6(ii) to the first and third terms in the summation by
considering G and Mﬁ(F )ji in the multiplication, on the right hand side we get

d
E Z[ S(F)F,LHGME (F)) + $(F)GME (F)LFF; + ¢(F)L*(F; M~ (F)G)]

Vi

N)Ir—\

Jj=1
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Again, by applying Remark 1.6.(iii) to the last term in the above sum, we obtain

d
= % E Z &(F) {GMjﬁ (F)L"F; — F;LM(GME (F)) + F;L* (MY, (F)G)
+ ME (F)GLM(F)) - 2(D*F, Dk(MZj_ﬁ(F)G))H

d
= E[¢()Y [2GM’“ L*Fy — 2(D*F;, DF (MY (F)G)ﬂ

Jj=1

By applying Remark 1.6(iv) to the last term of the above sum we conclude as
d
F) Y GMS, (F)LME; = M (F)(D*Fj, D(G)) = G(DVFy, D (MY, (F))

O

4. Applications of Malliavin Calculus. Throughout this section we will use
a discretization scheme of the process. As a result, we use the following time grid

O=to<th1 <...<tp_1 <tp=T.
Therefore, the continuous underlying process takes the following structure

Sy = Soe(r—(I+U))T+Z;’:L:1 A\/St;=St;_ Zi+B 3 St;—=Si;_ 1 (4]_)

where S; is the subordinating process. Since, digital and call options’ payoff functions
depend on the final value of the underlying, the Malliavin weights for them are the
same. In the next sections we use the integration by parts formula that we obtain in
Theorem (3.7). Thus, the Malliavin weight for 1-dimension (d = 1) is

k k k k k k k k k
H*(F,G) = G M}¥(F) L*F—M¥(F) < D*F,D*G > ~G < D*F, D* M*(F) >, (4.2)

for 1 <k <n.

The arbitrage free option price is given by u(z) = e = e "TE[¢(Sr)] with
respect to the sensitivity parameter z. In the next sections we give the details of the
calculations of the Malliavin weights for the Greeks when z = Sy, x = r or x = o,
etc. Also, in the following subsections,

F= f(xlv"'7xnvy17"'7yn) = Soexp <(T—Q+W)T+ZA\/EI1+BZZJI>,
i=1 i=1
and G, = T.
4.1. VG Model. In VG model St is given by

ST — Soe(rqurw)TJer’:l oV AG Zi+6 3" | AG@7 (43)

where G, is the gamma process used to subordinate the Wiener process and AG; =
Gt, — Gy, ,. Also, we define the following random set RS = {(x1,...,Zn,Y1,---,Yn)
(.231, e ,xn,yl, e 7yn) = (Zl, ceey Zn,AGl, e ,AGn)}
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4.1.1. Greeks: A.

s
0S5y

A=e [6(57)] = e—TTE[cb’(ST)i—ﬁ] = Blo(S)H (51, %N.

In the following list the detailed calculations of the terms in Equation (4.2) are given.

1.

10.

11.

12.

2
3
4.
5
6

St =F = f(Z1,...,Z0,AG1, ..., AGy).

. D;F = §7£|RS = 0/AG;Sr, ¥j such that 1 < j < k.

. D;;F = %gms = 6>AG; Sy, ¥j such that 1 < j < k.
Gsy = 55t = g |ns = -

. D; GSO—U\/A—GJS , Vj such that 1 < j < k.

. 0j(zy) = dlog (ps (1)) — (ZJJ(IJ)) = —uz;, where pj(z;) = \/%efi, V4 such that 1 < j <
k.

L;F = D;;F+0,(Z;)D; F = o2 AG;St — Zjo/AG;St, ¥j such that 1
]Sk

IN

k k
~Y Dj;F+6;(Z;)D;F = —=Sp Y 0*AG; — Zjo\/AG;, for 1 <k <
=1 =1
n.

k
- ME(F) =) 0®AG;S7 >0, for 1 <k <n.

=1

k k
D;MF(F) = 0/AG;Sr2Sr Z o?AG; = 20+/AG; Y 0’AG; St
=1

=20,/AG;MF(F), Vj buchthat1<j<k‘

ME(F) = M%(F) for 1 <k <n.
DK (F) — _D;ME(F) 20\ /AGME(F)  20\/AG,
T MER)? T (ME(F) ME(E)

Malliavin weight follows from the above calculations:

St

k
HX(F,Gs,) = < - My(F )(—STZ(UQAGJ-—ZJ-U\/AGJD

i=1

~ MR ZUN/AG Sra\/AG, gT 5r Z JAG; 5y Z27VAG) V(?)C”

7j=1

k k
=< Mk (F) (Zamejs% —S%ZZjaw/AGj>
0 i—1 j=1
1 2 u
- S—OM’“ ZU2AG 52 4+ — 5 —MF(F)Y 0*AG;S7

J=1 J=1

k
— S_Mk(F) (MJ:(F) —-5:> Zja,/AGj)
0 =

— iMk(F)Mj;(F) +

2 v
5 < MA(F)ME(F)

S
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-1 Mk(F) 1 2
—S—O+ S STE ZU\/AG S+S—0
ME(F)
- =% 5T§ Z0\/AG,

STZ 120/ AG;
S YR 02AG;S2
i1 Zj\/AG;

= 4.4
S() Z;C:l O'AGz ( )

Therefore, delta of a call or digital option is written via the Malliavin weight as

St Zj\/AG;
_ e—rT .
A= E[¢>(ST)—SOZ e J. (4.5)

4.1.2. Greeks: I'. We express the weight for gamma in terms of the weight of
delta.

_ _—rT 62 _ _—rT 0 ST 7rTi k ST
P=e" e [#(Sr)] = ™" 5  Blo'(Sr) g1 = ™" - Elo(Sm)HA(Sr, o))
S S 0 St
= e "TE[¢ (St )STHA(STa ST)] +E(Sr) 55 HX (S, S_o)] (4.6)

St
So

0 St

— e TElo($)H* (7, S HA (57 2 5o HE(Sr. ) (@)

)] + e TE[$(Sr) 55

After taking the derivative in the last term, gamma is given as follows.

I =T E[p(Sr)H (S, S—THA(ST, Sﬁ D] - T Elo(5r) o ~HX (S, Sﬁ )
— e TBlo(se) (5. §T (51, 50) — - 1A (51, i—i))]. (1)

We use the integration by parts formula in order to remove the derivative in the first
term of Equation (4.6). Since F' = S, we use the F-related calculations that are
done for delta. Thus, we deal with a shorter list of calculations for gamma. In the
following list the detailed calculations of the terms in Equation (4.2) are given.

1. Gr = 82 HK (F,Gs,).

2. DjGr = LAS()%HE(F, Gsy) + 55 2% ) such that 1< j < k.

3 Z?:l oAG;’
3.
GrMF(F)LFF
k
S
— S_zﬂg(F, Gso) ME(F ( STZ( 2AG; — ij/AGj))
j=1

S2 Z 1SZO' AG;
= HK(F,Gs,) | -M*(F T2 AG; + == 5o
Al S)< o )ZSO K 02AGS2

Jj=1
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Sk, 57,0, /AG; )

= HK(F,Gs,) | -MF(F)MEF(F) +
Al s)( S (F)MZ(F) ST IAGLSE
1
— HA(F.Gs) (5 + HA(F.Gs.)) (4.9)
0
n Recall that M,’YC(F)M[’,“(F) =1.

MY(F)(DF, DGF>

o AG S S AG;
= MM(F ZJN/AG S | VESOT k(g Gl ) + sg SF oac, UAJG
i=1 i
_ A(FaGSO) ’Y(F)Ek:O'QAG'SQ ( )‘92 E] 1UAGJ
So = Tt 53 Zle o AG;

MF(F)S3 Y00 0AG,
S5 Zf:l oAG;

H%(F Gg, ) MF(F
_ A( ) So) 'y( )M{I:(F)—f—
So
_ Hg(FaGSO) ( )ST
= + 3
S() SO

(4.10)

20 /AG;
:_%Hg (F,Gs,) Za\/AG 5, 27VEG

Jj=1 Mk )

k

- SOHA (F,Gs,) Za AG;STMF(F)

= _S_HA(F7 Gso) My (F)MJ(F)

- HA(F Gs,)- (4.11)
S

Thus,
H*(F,Gr) = (4.9) — (4.10) — (4.11)

1
= HZ(F7 Gso) <_S_O + HK(FE GSO))

HK(F7 GSO) _ M’IYC(F)SQ

HA(F GSO)

So

= (HZ(F7 GSO))Q -

This implies

HIE(Fv GF) = (HZ(F7 GSO))Q -

M (F)SE

Mﬁ(F)SQ St

T 5,

= (4.12)

o) (4.13)
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Therefore,

St

-7 M’I;(F)S% 1 ST
I'=e " E[¢(Sr) ((Hg(sim 5_0))2 T S_OHK(ST’ S—O)>]- (4.14)

4.1.3. Greeks: p. We express the weight for rho in terms of the weight of delta.

o . . 95
p =5 (e TEB(SD)]) = ~Te " TE[p(Sr)] + ¢ TE[ (S1) ). (415)
dSt St . .
We define G, = o = TSt = TSOS_ = TSyGa. Thus, we rewrite p in terms of
r
Ga as 0
p=—-Te "TE[¢(S7)] + e "TE[¢ (ST)TSoGA]
= —Te ""E[¢(Sr)] + TSoe” " E[¢(Sr)HX (F, Ga)]
= e "TE[p(ST)T(SoH*(F,Ga) — 1)] (4.16)
Equation (4.16) implies that
Hy(Sr, H*(F,Ga)) = T(SoH"(F,Ga) — 1), (4.17)

where F' = St.

4.1.4. Greeks: D. We express the weight for drift in terms of the weight of
delta.

0St

D= — (e "TE[¢(S1)]) = e "TE[¢(S1) 54 20

89 ]. (4.18)

1 OST ow i
Recall that w = - —In(1—-6k— o2 ) We define Gp = 50 = %T + 22: AG¢> St =

ow OST ow
So (89T+ZAG>85 =S <69T+ZAG>GA
LEMMA 4.1. Let A be any random variable independent from Z; for all i

k. Then H*(F,AG) = AH*(F,G) for alli=1,... k.
Proof. Equation (4.2) implies that

H*(F,AG) = AG M} (F)L*F
—MZ¥(F) < DF, D*(AG) > —AG < D*F, D* M} (F) >

Since A is independent of Z; for all i = 1,...,k, we write M,’YC(F) < D*F,AD*G >
for the second term in the above equation. Also,

MY(F) < D*F,AD*G >= M¥(F)A < D*F, D"G >

by the linearity of the inner product. This completes the proof. O
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We observe that S (8“’T—|— > L AG,) is independent of Zi’s. Thus, Lemma
(4.1) implies that

D =e"TE[¢'(S7)So <awT + ZAG ) Gal

= e "TE[¢(Sr)HE (S, So (?“;T + Z AG, ) Ga)l

0
= efrTE[qﬁ(ST)So <(;§T+ ZAG ) HA(ST, GAa)]
Therefore,
T =T
D =e™"" E[¢p(Sr)So <W + ; AG; | HA(St,Ga)l, (4.19)
ince 2% — 1 pquation (4.19) impli
since =7 = T —— quation (4.19) implies
k -T - k
HD(ST,GA) =5y <m + ;AGl HA(ST, GA) (4.20)

4.1.5. Greeks: V. We express the weight for vega in terms of the weight of
delta.

0 0St

=__ (eTE =e "TE[¢ —. 4.21

V= oo (e E(Sr))) = e Bl¢ (S1) 757 (4.21)

In the following list the detailed calculationb of the terms in Equation (4.2) are given.
oS

1. G, = P T _ T— —|— AG; Z) St. For the further calculations D;G,
o

is needed exphc1tly
2. D;G, = /AG,; S + (Tg—w +) AG@) o\/AG;Sr.
o
i=1
3.
k k
GoMJ(F)L"F
k
<T%+ \/AG Z)STMk ( STZ( QAGJ‘—ZJ‘UN/AGJ‘))
j=1

aw n

k
k
= (T% +, AG@) (—1 + M} (F)S%;ij/AGj)

k
n Z,0\/AG;
—_5 Ta—“’+§j e | D = i
9o L S0 So>, 0?AG

ow - 1 &
=5, (T% + Z AG@) (5_0 — HX(F, GA)> (4.22)
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M¥(F)(DF,DGg)

— ME(F ZU\/EST (VAG;Sr

>

+ <T(Z—w + AG7Z7> o/ AG]ST>
ag

i=1

k n k
+ (Tg—: > J2Ast%) +) VAGZi (Z o2Ast%) }
j=1 i=1 j=1
= % +Y VAGZi + T(Z—Z]. (4.23)
=1

Go(DF, DM (F))

<T——|— AGZ)ST (ZU\/EST 20\/?)—61))

= (T_+ VAG; Z) ( §(F)ZU2AGJ»S%)

J=1

=2 (T(Z—Z] + 1n1 AG@) : (4.24)
Thus,
H*(F,G,) = (4.22) — (4.23) — (4.24)
o

=-S5 (T— + AGiZi> (i — HX(F, GA))
Oo So

=1

1 - ow
—{;‘F;\/AGiZi-FT%}
+2 Ta—w—i—zn:\/AG‘Z'

Jdo p e

ow i 1
=(-1-14+2T—+(-1-1 2§ AG; Z; — =
( +2) 80+( +)¢1 G, -

+SoHK (F,Gn) <T— + Z VAG; Z)

= SoH"(F,GAa) Z VAG, Z; + SoH*(F, GA)TZ—‘” L (4.25)

g g
=1
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As a result vega is given by

n k
V= e TB[o(S) <Son(F, Ga)Y VAG.Zi - W _ %)] (4.26)
i=1 - T2

i w —0
since — = —————.
do 1—0k— %
4.1.6. Greeks: V,. We express the weight for vega2 in terms of the weight of
delta.

Vi = (e Elo(Sr)]) = e Bl ()

oSt

K

|+ E™[6(Sr)). (4.27)

where

E9fosn) = [ [ s Linvteio)

=1
2 ﬁf (yi;alt;,b) | d dzndys . .. dyn, (4.28)
8/{ 1 c\Yisa Qs L1 ...0TnAY71 . ..AYn, .

where a = b= 1/k. We define
F=1] fo(yi: Ati/x, 1/k), (4.29)
i=1

and we evaluate the partial derivative as follows:

% <H fa(yi; Ati/k, 1//“?))

_ 9 og(r)
a 8&6
8 n
= F& (; log(fa (yi; Ati/k, 1/“)))
- 8 n —Ati Ati Ati o &
=F <§_; — log (k) —log (D(=)) + (= = Dus H)

At;
K2

_Fy"
=1

= HfG(yi;Ati/n, 1/k) (%(bg(ﬁ) —1)

i=1

{mg(n) 1Al gy + 2 }

R Ati

"L At
HQ

2
i=1

where ¢(z) is the digamma function as denoted in [2]. Therefore,

{w(fi) —log(y:) + Ayt }) : (4.30)

e ""E[¢(Sr)] = e T E[¢(Sr) (%(bg(ﬁ) -1

" At
KJ2

>
=1

At; i
{052~ toutun) + 2

})]. (4.31)
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oSt Ow o Ow_0Sr  _ Ow . ow .
e 8_TST Soa—T 5 =5y o TGAa. Since Sy &‘{T is

independent of Zi’s, Lemma (4.1) implies that

We define Gy, =

Vo = e_TTE[qb'(ST)SOg—wTGA] + Equation (4.31)

= T B[p(Sr) H (S, S0 2

Ok
_ e_TTE[(b(ST)SOZ_wTHA(STv Ga)] + Equation (4.31).

TGA)] + Equation (4.31)

Thus,

ow T
HY (S7,GA) = So=—THE (ST, Ga)+ +—

- (log(x) — 1)

At; Yi
)~ log(y) + A (432

with

ow _ _(0—}—02/2)/14— (1 -0k — o%k/2)log (1 — Ok — 02K /2)
ok K2 '

(4.33)

The Malliavin weight given in Equation (4.32) has the term log (y;) for y; > 0. Thus,
theoretically the Mallivin weight is well defined. However, in simulations when the
weight is calculated for small values of y; the calculation of the logarithm takes longer
and results in very large negative numbers, as well. Thus, the variance of the weight
gets larger. We observe that the Malliavin approach does not converge. In the next
section, we introduce a localization method that improves the convergence .

4.2. NIG Model. In NIG model St is given by

Sp = Soe(rer)TJer:l SVAIG; Z;+B8% S0, AIGi, (4.34)

where IG; is the inverse Gaussian process used to subordinate the Wiener pro-
cess and AIG; = IGy, — IGt,_,. Also, we define the following random set RS =
{(Z1, s Tn, Y1y oy Un) = (T2, Ty Y1,y - - ,yn) = (217 ces Ly AIGy, ..., AIG,)}.
Also, recall that w = §(y/a2 — ﬁ +1)2— a2 -

4.2.1. Greeks: A.

~r 9
050

2T} = Blo(syms sr. 2]

A =
e 5

El¢(Sr)] = ¢ "TE[¢'(St)
In the following list the detailed calculations of the terms in Equation (4.2) are given.
1. Sp=F = f(Zy,...,Zn, AIG,, ..., AIG,).
. D;F = §7ﬂ|Rs = 6v/AIG;Sr, Vj such that 1 < j < k.

. Dj;F = %ms — 82AIG,Sr, Vj such that 1< j < k.

2
3

L Gsy =55 = ulns = 5
5

6

. DjGg, =0 AIG L, Vj such that 1 < j < k.

. Oj(zy) = %ﬁj(%)) = —ux;, where p;(z;) = —L_e %, Vjsuch that 1 < j <
k.
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10.

11.

12.

D. BAYAZIT AND C. A. NOLDER

LjF = Dij + @;(ZJ)DJF = 52AIGlST - Zj(S\/AIGiST, Vj such that
1<j<k.
k k
= =Y Dj;F+6,(Z;)D;F = —Sp Y §*AIG; — Z;0r/AIG;, for 1 <
i=1 i=1
k <n.

k
. ME(F) =) §%2AIG;S% >0, for 1 <k < n.
o T

=1
k
D;ME(F) = 6v/AIG;Sr250 Y 8*AIG;

= 20/AIG,; Y 62AIG;S2 = 26+/AIG; MF(F), Vj such that 1 < j < k.

1
k =——— forl <k<n.
MV(F) NE(F)’ or1<k<n
Mk v/ L ME 20/ AIG;
Dij(F):_DJ G(F):_26 AIG U(F): G

! (ME(F)) (ME(F))? ~ ME(F)

The Malliavin weight follows from the above calculations:

HY(F.Gs,) = XM ( STZ(52AIG ZWAIG))

So
—ME(F Zé\/AIG ST(S\/AIG St
j=1
k
_ﬁzém&(—z(s\/—ma»

ME(F)

So

= I MEF (Z 8’ AIG;S7 — S7 ZZ 0\/AIG; )

k
1 k 2 k 2
—S—OM ;5 AIG;S2 + 5 M Z:: 2AIG;S2

k
— S—OMk(F) ( 22: AIG)

_iMk(F)Mj:(F) - 3M,’Y“(F)J\%'i(l[’“)

So So
-1
-5 STZZ 0\/AIG; — %
Mk Z;6\/BIG;
- STZZ 0\/AIG; = TZJ !

SoSF | 82AIG;S2

— ZFL VAILG (4.35)
So Sk eAIG; '
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Therefore, the delta of a call or digital option via the Malliavin weight is

_ 51 ZiVAIG
A =e"TE[p(S J— 4.36
e " E[¢(S7) SOZizléAIGi] (4.36)

4.2.2. Greeks: I'. We express the weight for gamma in terms of the weight of
delta.

2
= erTaa—% (6(S7)] = eirTaiSo &/ (ST):D;Z] eirTaiSQ [6(Sr)HE (S, ?—Z)]
= e "TE[¢/(Sr ):“’;,THA(ST, 51 —)] + E[¢(St) a?s* HA(ST, 51 Y (4.37)
0
= e "TE[¢(Sr)H* (ST, &HA(STy ST))] + e*TTE[¢(ST)82 (ST, St 7] (4.38)
0 0 0

After taking the derivative in the last term, gamma is given as follows.

I'=e "TE[¢(ST)H" (ST, S_THA(S% S_Z))] _ e—rTE[¢(ST) HA(ST, g_z)]
T EG(Sr) (Hk(sT, §T HE (S, §§>> o HA (S, i,i))]. (4.39)

We use the integration by parts formula in order to remove the derivative in the first
term of Equation (4.37). Since F' = Sp, we use the F-related calculations that are
done for delta. Thus, we deal with a shorter list of calculations for gamma. In the
following list the detailed calculations of the terms in Equation (4.2) are given.

1. Gr = 3L HA(F,Gs,).

2. D,Gr a«/TIG SVAIGSt [Tk (F, Gig,) + §§ 2’67% Vj such that 1 < j < k.

3.
GrMF(F)LFF
k
_ STk, Gls,)M(F) —STZ(b'QAIGi—Zj(S«/AIGi)
So <

52

k k

= HK(F,Gsg,) (—MW(F)Z ST52AIG + SN
3 152

J=1

>k %Zj(s\/—ma_i)

= Hg(F,GSO) (—MAI;(F)M[E(F) + Z] 1 sTZ 5@)

SF | 82AIG;S2

— HA(F.Gs,) (-5 + HA(R.Gs,)) (4.40)

since Mﬁ(F)M;f(F) =1.
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MY(F)(DF, DGF>

= ME(F de/AIG St 5vMG STHA(F Gs,) + Sr_VAIG

=1 52 SF L SAIG,
_ HA(F,Gs,)ME(F) Ek:(SQAIGiS% . Mj(f;)s% Sr_ SAIG;

So j=1 S Zle OAIG;
_ HA(F,Gs,)ME(F) ME(F) + ME(F)S2 Y2 0AIG;

So ’ S8 F 0AIG;
- Hﬁ(l;;Gso) N M»’YC(SI(;)S%. (@)

Gr(DF, DM} (F))
St

AIG
=% “—HE(F,Gs,) Z(S\/AIG ST ")

k
- SOHA (F,Gs,) gémmis%m (F)

= HA(F Gs,)ME(F)M(F)
S

2

= - —HK(F Gs,). (4.42)
So

Thus,
H*(F,Gr) = (4.40) — (4.41) — (4.42)
— HA(R.Gs,) (- + HA(R.Gs,))
HX(F.Gs,) _ My(E)ST 2

— HRX (F,
SO Sg SO A( GSO)
MF(F)S2
— (HA(F,Gg,))? — 20 E)5T (0.43)
SO
This implies
MF(F)S2
HE(F,Gr) = (HA(F,Gsy) — ST L ks, 5Ty (4.1
52 So So

Therefore,

k 2
P = e TB[g(Sr) <<H2<F, G - T - s i—ﬁ))]. (1.45)



Malliavin Calculus for Levy Markets 25

4.2.3. Greeks: p. We express the weight for rho in terms of the weight of delta.

: 05

p= (e7"E[¢(Sr)]) = —Te ""E[¢(Sr)] + e "TE[¢'(Sr) e ]. (4.46)
O0St St . .
We define G, = o = TSt = TSOS_ = TSyGa. Thus, we rewrite p in terms of
r o

Ga as

p=—-Te "TE[¢(ST)] + e "TE[¢ (ST)TSoGA]
= —Te "TE[¢(St)] + TSoe " T E[p(St)HE (F,G )]
= e "TE[p(ST)T(SoH*(F,Ga) — 1)] (4.47)

Equation (4.47) implies that
Hy (1, HY(F, Ga)) = T(SoH"(F,Ga) = 1), (4.48)

where F' = St.

The sensitivities D, V, V2 are given after calculating the sensitivities with respect
to Barndoff-Nielsen parametrization. However, these parameters also determine the
distribution of the inverse Gausssian increments. Therefore, differentiating under the
expectation implies the differentiating the probability density of the inverse Gausssian
increments, as well. Thus, the sensitivities with respect to these parameters are given
as follows:

4.2.4. Sensitivity with respect to f.

= e*rTEW(ST)%] +e " TED[g(Sr)), (4.49)

du(p)
op

where

n

B = [ [ osn [ itwio0;

X (H fIG(yi;Ati,b)> dey ... daepdyy ... dy,, (4.50)

i=1

where b = §v/a2 — 32. We define

F = Hf[G(yi?Atiab)a (451)

=1

and we evaluate the partial derivative as follows:



26 D. BAYAZIT AND C. A. NOLDER

8 n
a5 <}:[1 fra(yi; At b))

_ 9 log(F)
= 86@

= F% (Zlog f[G(yvaAtub))>

3 (At;)* by
85 <Zlog< )—i—Atb log(yl)—2—yi— 5
S 0b 0b
=F)» Ati— — —=by;
2. Atigs ~ g5t
= Hf,c i Atz,b)zn:(Ati — byi)@. (4.52)
=1 =1 l 85
Therefore,
E®)[¢(S7))] zn: — bAIG; 6‘b] (4.53)
=1 85
The first term of Equation (4.49) involves the derivative operator. We apply Theorem
(3.7) to remove the derivative in the expectation. We define Gg = %BT In the

following list the detailed calculations of the terms in Equation (4.2) are given.
ow =
L. Gg=|T—-= 52 AIGi St

2. D;Gg = (T— + 62 ZAIG ) 5v/AIG; Sy
3.

GsMF(F)LFF

9 k
<T8—‘ﬁ” + 52 ; AIGi> SrME(F) (-sT > (92216, - 730, /Azaj))

Jj=1

k
" 7.5/AIG;
(T— +5QZA1G> <—1+SOZJ—1 J J)

So > 62AIG;

(T— + 42 Z AIG, ) —1+ SoHK(F,GA)). (4.54)

MEY(F)(DF,DGg)i

k 3
=MEF)Y <T— + 62 ZAIQ) §*AIG;S%
=1

Jj=1
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ow 2 k . 2 2
(T% +6 Z AIG7;> ME(F)> 8°AIG;S7

j=1
<T— + 42 Z AIG, ) (4.55)
5.
Gp(DF, DM} (F))x
) 25,/AIG,
(T— +6 ZAIG ) STZ(S,/AIG Sp 2oV ICs AIE(F)
=2 <TZ—Z + 62 Z AIGi> ME(F) Z S252AIG,
i=1 j=1
=2 <TZ—Z +6°> Amy) (4.56)
=1
Thus,

H*(F,Gp) = (4.54) — (4.55) — (4.56)
<T— + 42 Z AIG; ) (SoHE (F,GA)). (4.57)
Together with Equation (4.53) this implies

du(p)
op

= e TE[y(Sr) < <TZ—Z Ly ar Gi) SoHa(F, Ga)
=1

4 (f:(A _bAIG, )32))] (4.58)

=1

Hence, after summing up At;’s over the time grid:

— e TE[(Sr) < (Ta—w LY ar G) SoH4 (F, Ga)
=1

op
+|(T- En:bAIG % ] (4.58D)
i=1 ') o8
with
ow _ op 6(B+1)
B e Je-(GrI) (4.59)
o _ 9 (4.60)

B /a2 — 32
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4.2.5. Sensitivity with respect to .

Au(o) a5t
95 95

= e TE[¢ (S1) 22 ] + e TE®[¢(Sr)), (4.61)

where

0
6(S7)] / [ otsn) I[lfN v 0,1) 2

X (H fre(ys; At b)) dzy ...dx,dy; ... dy,, (4.62)

i=1

where b = §v/a2 — 32. We define
F= H fra(yis Ati, b), (4.63)
i=1

and we evaluate the partial derivative as follows:

8 n
= f (yﬂNub))
96 <1:[1 e

_ 9 log(F)
T

— F% (;10g(fIG(yi;Atiyb))>
(AL)? b y>

0 [ At
_F% <;10g(\/ﬂ>+Atb——log(yi)——2yi -

=1

a5 85
- - ob
= [[ fra(yis Ati,0) D (At; — byi) 5. (4.64)
=1 i=1
Therefore,
EOp(Sp)] = Elo(5r) Y (M~ bAIG) 0] (4.65)

=1

The first term of Equation (4.61) involves the derivative operator. We apply Theorem
St

(3.7) to remove the derivative in the expectation. We define G5 = 5 In the

following list the detailed calculations of the terms in Equation (4.2) are given.

1. Gs = <T%—1§ + Z VAIG; Z; + 2552A1@> Sr.
2. D;Gs = \/AIG; St + <T \/AIG Zi+ 266ZAIG ) 5/AIG; St
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GsME(F)LFF

ow ~ "
Tos+ Z VAIG Z; + 255; AI@) STME(F)

J:1

k
", Z;0,/AIG;
- Ta—w+ \/AIGZ +2B§ZAIG‘> <—1+SOEJ_1 - J)

B So S 82AIG,;

ow

k
( sry- (92A16; —Zjaw/AIGj)>
<T 55 T Z VAIG; Z; + 2652A1G ) —14 SoHK(F,Gp)). (4.66)

M (F)(DF, DGj)y,

k
= MJ(F)Y 0AIG;S7

j=1
N . 2 2
+ <T% + ; VAIG; Z; + 286 ; AIGZ) §*AIG;S%
ME(F) &
_ M) > 82AIG;SF

j=1

k n n
ow
+M¢(F)§:52A1st% <T—85 + §_ VAIG; Z; +2/36 ;le AIGZ)

j=1

_ l 4 T_ n Z VAIG: Zi + 2652A1G (4.67)

Ga(DE, DM (F),
ow - -
— <T% + Z VAIG; Z; + 286 ; AIGi)

AIG,

xsTZ&/AIG Sp 2oV DIC Mk )

k
(T— + Z VAIG; Z; + 2562AIG ) ME(F)Y " 876°AIG

j=1

(T— + Z VAIG; Z; + 2562AIG ) (4.68)
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Thus,
H*(F,G5) = (4.66) — (4.67) — (4.68)

1 ow
=+ (T_

+ Y VAIGZi + 2652A1Gi> SoHK (F,GA). (4.69)
=1 =1

Together with Equation (4.65) this implies
8u—((s)ze_TTE[(b(S ) —l—i— Ta—w+i:\/AIG'Zl+2ﬁ(52n:AIG4 SoHE (F,Ga)
95 T 5 95 v 144 i OLLAL

' (i(mi—mfaa%))]

i=1

Hence, after summing up At;’s over the time grid:

= efrTE[qﬁ(ST) (—% + <T({;—1§ + VAIG; Z; + 2652 AIG1> Sng(F, GA)

i=1 i=1
- ob
+ <T - meca) %>]
i=1

with
ow
a5 = V2 (B+12—a2—p, (4.71)
% =+a? - 32 (4.72)
4.2.6. Sensitivity with respect to a.
au(a) _ i —rT _ —rT / & —rT ()
2 = = (e TEI9(ST)]) = ¢ T B (Sr) o] + e TTE@[p(Sr)], (4.73)
where

Eloso) = [ [ asn[Livtaion

i=1

a n
X% <}:[1 fra(yi; Aty b)) dzy ...dzx,dy; ... dyy, (4.74)

where b = §y/a? — 2. We define

F = H fIG (yi; Ati, b), (475)

i=1
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and we evaluate the partial derivative as follows:

8 n
£ (}:[1 fra(yi; At b))

_ 9 oa(m)
a 8046

- F% <Z log(fra(ys; At;, b)))

L (At)? by
(Z log < ) + At;b — log(y7) o -

= FZAti— — —bby7

; 0o da 7
: 7 ’ /L 1 8@
Therefore,
E@[¢(S7)] zn: At; — bAIG; ‘%] (4.77)
804

=1

The first term of Equation (4.61) involves the derivative operator. We apply Theorem

oS
(3.7) to remove the derivative in the expectation. We define G, = 8—T In the

@
following list the detailed calculations of the terms in Equation (4.2) are given.

ow

1. Go =TZ2 57,
8aa
2. D;Gy = T%dw/AIGjST
3.
GoME(F)LFF = TngTMk ( Z (52A1Gj - Zj(s\/AIGj))
8w 145 jl:1 20,/ AlG,
T a 0S80 S, 02AIG,
0
Ta;”( 1+ SoHE (F,Ga)). (4.78)
4.

MF(F) < DF,DGy >, = ME(F ZT—(S?AIG 52

ow
- 75 (4.79)
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AIG,

Go < DF,DMF(F) >, —T STZ&/AIG ST ALE(E)

ow 2 <2
= =27~ -M; (F);ST(S AIG;
ow

= 2T~ (4.80)

Thus,
HY(F,Gy) = (4.78) — (4.79) — (4.80)

ow
- T%

Together with Equation (4.77) this implies

SoHY (F,GA). (4.81)

8155)‘;‘) :eTTE[¢(ST)< g SoHK (F,Ga) + <Z At; — bAIG;) gcli))]

:e_”TE[gé(ST)( ngOHA(F Ga) + < ZbAIG) )]

after summing up At;’s over the time grid, and with

ow 1 1
S =da <\/a2 — 52) : (4.82)
o _ _ oo (4.83)

da -

5. Localization Functions. When the sensitivity is calculated by using the
Malliavin calculus, the Malliavin weight might grow during the simulation causing a
higher variance. Thus, the speed of convergence will be slower. In order to avoid this
problem we use the variance reduction method that is introduced in [12]. We use a
localization function which vanishes out of an interval [K — ¢, K + ¢] for some ¢ > 0.
We first define functions Bs and G5 where Bs is the derivative of Gs.

0 ife<K-—-9
Bs(x)=<¢ L'(z) ifze[K—-6K+4 , (5.1)
R(z) ifx>K+9§

and

Gs(z) = /jj Bs(z)dx

0  ify<K-0
L(y) ifye[K—0§K+1 (5.2)
R(y) ify>K+39,
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where R(y) = y — K for a call option and R(y) =1 for a digital option. The smooth

_ [y=(K-9))*
5

(
approximation of the pay-off function is L(y) = for a call option.

b
We introduce L(y) = exp <— (%) > as the smooth approximation of the

digital option’s pay-off function in the interval [K — ¢, K + §], where a is a positive
real number and b is an even integer.
Hence, we define the localization function

Fs(y) = maz(R(y),0) — Gs(y) (5.3)
0 ify<K—0
_ —L(y) ify € [K —4,K] (5.4)
R(y) — L(y) ifye[K K+ '
0 ify>K+6.

As it can be seen in Figure 5.1, G5 becomes steeper for larger values of b enabling a
better approximation of the digital option’s pay-off function. However, the interval
where G5 is non-zero shrinks and the effect of localization vanishes.

By using Equation (5.3), pay-off function is given by ¢(y) = Fs(y) + Gs(y) en-
abling us to write, for instance, the Greek, A as follows;

OE[¢(Sr)] _ OE[Fs(ST)] | OE[Gs(Sr)]

0S5y a 05y 05y
oS oS
k T T
= E[F5(St)H" (ST, 55~ 35 )]+ [Ba(ST)aSO] (5.5)

We took r = 0 to simplify the expressions in above. Since Fs vanishes out the interval
[K —§, K + 4] the contribution of large values of St in the Malliavin weight will vanish,
as well.

A third term needs to be added in Equation (5.5) when we are calculating
the derivatives of an option with respect to the parameters in the Barndoff-Nielsen
parametrization of NIG model. To be more specific, let us consider the partial deriva-
tive with respect to 3, i.e.

OE[¢(ST)] _ OE[Fs(51)] | OE[Gs(Sr)]
9B B B

S+ BB 5T+ EP(Gs(S)l, (5.7

where E(P)[] is the expectation after the partial derivative of IG density is taken *
and

(ST,%%T) <T2—Z+5QZAIG‘>SOHA(F Ga) + < ZbAIG) (5.8)

is the weight in Equation (4.58b). We also introduce the variations of (5.6) by mixing
it with the finite difference method when a function is smooth. We explain these
variations and the notation that we use to denote them in the presence of above
example for NIG model:

(5.6)

= E[Fs(ST)H (Sr,

3The definition is given in Equation (4.50).
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NIGM: Global Malliavin sensitivity for NIG model,

OE[o(S 05
OB — lo(sn)t(sr, b
NIGML: Local Malliavin sensitivity for NIG model,
DL — By (s (S, S0 + EIBs(5r) 28] + B9 (G (1)

NIGMLF': Local Malliavin sensitivity for NIG model with finite difference
method used in the second term of Equation (5.6),

OE[$(ST)]
op
where u(St, 8) = E[Gs(ST)].
NIGMLFF: Local Malliavin sensitivity for NIG model with finite differ-

ence method used in first and second terms of Equation (5.6). The weight
H(Sr, 88%) given in Equation (5.8) has two terms. The second term comes

05, u(Sr,B+h) —u(Sr, 8 — h)
0B 2h ’

= E[F5(St)H (ST,

from the partial derivative of the product density function, F(8), of IG dis-
tribution with respect to 5. Since F is smooth in /3, we use finite difference
method to calculate the derivative. In order to accomplish this, we only
shift 8 in the density. This is equivalent to simulating St from the following
functional form, S5

SH(BEh) = Sper—atwBNT+E, AIG;i(B£h)Zi+88° 7, AIGi(B%h) (5.9)

Hence,
8E[q§(BST)] _ BFy(Sr)H* (S, %)1
o ElFs(S7(8+ 1)] — B[F5(S7.(5 — h))]
2h
L ulSr. B+ h) —u(Sr,B—h)

2h ’

where H"*(St, %) is the first term of the summation in (5.8).

VGMEF': Global Malliavin sensitivity for VG model with finite difference
method used to calculate E()[¢(S7)]. When we are calculating Vega2 in
the VG model the weight has a logarithmic term as functional of the Gamma
random numbers. Thus, as smaller Gamma random numbers drawn during
the Monte-Carlo simulations, logarithmic term gets larger values and this
causes large variance in the simulations. In order to get rid of the large vari-
ance, we apply the finite difference method in order to take the derivative
of the Gamma product density with respect to x by following the method
explained for NIGMLFF but without using any localization. Thus,

0

Vo = P (E[o(ST)])

= E[¢(Sr)H*(Sr, St

ok

Elo(St (s +h)] = E[¢(S7(k — h)]
2h

)]+ (5.10)
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where

oS 9
H*(Sr, a—:) = Soa—zTHg(sT, Ga)

and

Sk 4 h) = SperTUNTHEI, oV/AGREN Zi40 iy AGi(skh) (5.17)

6. Data and Numerical Results. We used S&P 500 index European option
data for our numerical implementations, [1]. The figures that represent the numer-
ical results are obtained for the average of the bid and ask prices in August 06,
2008. During the option’s model calibration process we used the fast Fouriér trans-
form method as it is discussed in [16]. As we implement the nonlinear least square
method we used implied vega of the each option in order to weight the squared
differences as suggested in [9]. Hence, we obtained the following values for the pa-
rameters of each model: ops = 0.2002, (ove, 0 ve, kve) = (0.0102, —1.4552,0.0198),
(anie, B nia, Onie) = (21.8248,—6.1882,0.7934) and Cont-Tankov [9] parametrization
values of NIG are (oyic, 0 ~ic, fnic) = (0.1947, —0.2346, 0.0602).

The comparison between different localizations of Malliavin and finite difference
approaches depend on the benchmark line that is obtained by evaluating the integrals
given in Section 2 and we call that line as VGFFT or NIGFFT. We also present +1%
of the FFT line. We used the centered finite difference (CF) method as it is given in
Section 5. Thus, for gamma it turns out to be

OA _ E[¢(S7(So + h))] = 2E[¢(S1(50))] + E[$(ST (S0 — 1))]
0Sy h2 '

The parameter values that are used during the simulations represent the market with
Sp = 1289.19, r = 2.8152% and q = 2.04%. We run simulations for an ATM op-
tion with T = 0.3726. The choice of h depends on the number of paths, M such
that h = M~1/5 as discussed in [14]. The localization parameters are chosen as
(a,b,9) = (1,2,150). We generate inverse Gaussian random numbers by using the al-
gorithm introduced in [18]. Since the European type call and digital options are path
independent, we used one time step. This results in the parameter a = T'/k of the
gamma distribution to be larger than one. Hence, we use Fishman’s generator, [11]
for small number of simulations and for the large ones Marsaglia and Tsang’s faster
gamma random number generator, [17]. We also used the common random numbers
in the path generation in order to reduce the variance in finite difference method.

In Figure 6.1, we present the simulation results of delta, gamma and rho under
NIG and VG models for call options. We observe that NIGML has a remarkable im-
provement on NIGM when delta and rho are simulated. However, Malliavin approach
does not bring improvement on CF. When gamma is simulated NIGM is converging
in the +1% band while CF does not. Due to the strong discontinuity of the digital
option, the convergence of CF is very slow as it is seen in Figure 6.3. Improvement
of localization in Malliavin approach is observed, as well.

Figure 6.2 presents the alpha, beta and delta sensitivities of Barndoff-Nielsen
parametrization of NIG model together with drift, vega and vega2 sensitivities of
Cont-Tankov parametrization. NIGM and NIGML outperforms CF in Figures 6.2(a),
6.2(b). However, the simulations for delta sensitivity in Figure 6.2(c) shows that CF
outperforms all of the variations of Malliavin approach except NIGMLFF. As we ob-
tain the Figures 6.2(d), 6.2(e) and 6.2(f), we use Equation (2.10). The dotted lines of
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+1% of the FFT line are also obtained by mapping +1% of the FFT lines of Figures
6.2(a), 6.2(b) and 6.2(c). NIGMBEST is the combination of the best of the varia-
tions of Malliavin approach under Barndoff-Nielsen parametrization. Thus, for this
simulations we used (22, %, 9¢) = (NIGM, NIGML, NIGMLFF). The digital option
simulations are shown in Figure 6.4 with (g—g, %, %) = (NIGM, NIGML, NIGMLF).
After a simulation of M = 107, it is clear that CF is outperformed by NIGMBEST
and NIGM for all simulations for both call and digital options.

Finally, drift, vega and vega2 under VG model are given in Figure 6.5. For both
digital and call options VGML and VGMLF improve the convergence of the Malliavin
approach and outperforms the CF for digital option. However, none of the methods
converge in the vega simulations of the digital option even after 10% simulations. On
the other hand, VGML outperforms CF for call option after simulating vega. As we
discussed in Section 4.1.6, even tough the Malliavin weight without localization is
well-defined, it tends to explode during the Monte Carlo simulations as small gamma
random numbers are generated. We used VGMF as a combined weight obtained by
the Malliavin calculus and the finite difference method. The other method VGMLFF
extends it by using a localization function. Simulations of vega2 of the digital option
converge as we use these methods. Figure 6.5(f) shows that convergence in VGMLFF
method is better. Figure 6.5(e) shows that in the call option case neither of the
methods including the centered finite difference do not yield converging simulations.

Conclusion and Discussion. In this paper we introduce new sensitivities of the
option contracts when the underlying is modelled by an exponential Variance Gamma
or a Normal Inverse Gaussian process. We analyse new sensitivities, drift, vega and
vega2 together with the Greeks of the options that are written on S&P 500 index.
We also introduced the use of the Malliavin calculus through Brownian subordination
of the VG and NIG processes. We obtained discrete formulas that can be used in
the Monte-Carlo simulations directly. In the digital option case we observed that
Malliavin calculus outperforms the centered finite difference method. However, for call
and digital options the use of the Malliavin calculus may not improve the convergence
of the simulations when the index is modelled by Variance Gamma process. When
we run the simulations for the sensitivities except for gamma the Malliavin approach
and its variations that we introduced perform at most as good as the centered finite
difference method. Exceptions that the variations of Malliavin approach performs
slightly better are the vega of the call option and the drift of the digital option. On
the other hand, when the index is modelled by the NIG process, Malliavin calculus
outperforms centered finite difference method for all of the sensitivities except delta
of the call option. However, even in that case a variation of the Malliavin approach
is performing as good as centered finite difference method. We certainly suggest to
use the Malliavin calculus for the sensitivity calculations of options when the index
is modelled by a Normal Inverse Gaussian process and when it comes to model the
index with the VG process we suggest to use the finite difference method.

In Section 3 we give a generalized finite dimensional Malliavin calculus. Hence, as
we calculate the Malliavin weight we only use the normal random variables that arise
from the discretization scheme of the Brownian subordination of the VG and NIG
processes. If gamma random variables are also introduced in the weight we obtained
a better convergence in the VG case of the delta simulations. We will discuss the
details of this approach and the applications to other sensitivities in our forthcoming

paper.
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Fia. 2.2. Call Option’s Rho and Theta under BS, VG and NIG models.
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Drift of the Call Option (NIG) - Aug.06,2008
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Fia. 2.3. Call Option’s Drift, Vega and Vega2 under VG and NIG models.



40

D. BAYAZIT AND C. A. NOLDER

Vega of the Call Option (BS) - Aug.06,2008

Strike/S, Months

Fic. 2.4. Call Option’s Vega under BS model.
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Fiac. 5.1. G5 for digital option with a =1 and 6=150.
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Fic. 6.1. Call Option’s Delta, Gamma, Rho under VG and NIG models.
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Fic. 6.5. Digital Call and Call Options’ Drift and Vega sensitivities under VG model.
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