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Abstract We consider the pricing problem related to payoffs of polynomial growth that
can have discontinuities of the 1st kind. The asset price dynamic is modeled within the
Black-Scholes framework characterized by a stochastic volatility term driven by a fractional
Ornstein-Uhlenbeck process. In order to solve the aforementioned problem, we consider
three approaches. The first one consists in a suitable transformation of the initial value of the
asset price, in order to eliminate possible discontinuities. Then we discretize both the Wiener
process and the fractional Brownian motion and estimate the rate of convergence of the
related discretized price to its real value whose closed-form analytical expression is usually
difficult to obtain. The second approach consists in considering the conditional expectation
with respect to the entire trajectory of the fractional Brownian motion (fBm). Here we derive
a presentation for the option price which involves only an integral functional depending on
the fBm trajectory, and then discretize the fBm and estimate the rate of convergence of the
associated numerical scheme. In both cases the rate of convergence is the same and equals
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n~"H_ where n is the partition size, H is the Hurst index of the fBm, and r is the Holder
exponent of the volatility function. The third method consists in calculating the density of
the integral functional depending on the trajectory of the fBm via Malliavin calculus and
providing the option price in terms of the associated probability density.
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1 Introduction

Starting with the pioneering works by Hull and White (1987) and Heston (1993), stochas-
tic volatility models for assets prices have been a subject of intensive research activity,
which is still vibrant from analytical, computational and statistical points of view. Of course,
option pricing is one of most relevant problems. In the latter context, stochastic volatil-
ity models are widely used because of their flexibility. Concerning the stochastic volatility
modeling, note that there are approaches involving Gaussian (Nicolato and Venardos 2003;
Schobel and Zhu 1999), non-Gaussian (Barndorff-Nielsen and Shephard 2001, 2002), jump-
diffusion and Lévy processes (Cont and Tankov 2004; Kyprianou and Schoutens 2005), as
well as time series (Carrasco and Chen 2002; Palm 1996; Shephard 1996). Our references
are not in any way intended to be exhaustive or complete, we only illustrate the availability
of various approaches. We would also like to mention the books (Fouque et al. 2000; Kahl
2008; Knight and Satchell 2011) and references therein, as well as the paper (Altmayer
and Neuenkirch 2015) which in some sense was a starting point for our considerations. A
useful decomposition formula for option prices that is valid even when the Malliavin reg-
ularity conditions are not satisfied, was obtained in Alos (2012). Furthermore, the models
of financial market where the asset price includes stochastic volatility with long memory
in the volatility process is a subject of extensive research activity, see, e.g., Bollerslev and
Mikkelsen (1996), where a wide class of fractionally integrated GARCH and EGARCH
models for characterizing financial market volatility was studied, Comte et al. (2012) for
affine fractional stochastic volatility models, and Chronopoulou and Viens (2012), where
the Heston model with fractional Ornstein—Uhlenbeck stochastic volatility was studied. As
was mentioned in Comte et al. (2012), long memory included into the volatility model
allows to explain some option pricing puzzles such as steep volatility smiles in long term
options and co-movements between implied and realized volatility. Although the long mem-
ory effect corresponds to the case H > 1/2, empirical evidence suggests values H < 1/2,
(“rough volatility”), see for example (Bayer et al. 2016) or discussion in Funahashi and
Kijima (2017), where an approximation formula is proposed. When dealing with “rough
volatility”, one may find useful the decomposition approach developed in Bergomi and
Guyon (2012). Concerning the approach that permits to get the semi-closed form solution
for the call option price in Heston model with jumps in the asset price and semimartin-
gale stochastic volatility with long memory, see Pospisil and Sobotka (2016). Note again
that as a rule, the option pricing in stochastic volatility models needs some approximation
procedures including Monte—Carlo methods.
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The present paper contains a comprehensive and diverse approach to the exact and
approximate option pricing of the asset price model that is described by the linear model
with stochastic volatility driven by the fractional Ornstein—Uhlenbeck process with Hurst
index H € (0,1). We assume that the Wiener processes, one of which is driving the
asset price and another one is the underlying Wiener process for the fractional Brownian
motion driving stochastic volatility, are correlated with a constant correlation coefficient.
The significant novelty of our approach is that we consider three possible levels of the repre-
sentation and approximation of the option price, with the corresponding rate of convergence
of discretized option price to the original one. Another novelty is that we can rigorously
treat the class of discontinuous payoff functions of polynomial growth. As an example, our
model allows to analyze linear combinations of a digital and call option. Moreover, we pro-
vide, for the first time in literature to the best of our knowledge, rigorous estimates for the
rates of convergence of option prices for polynomial discontinuous payoffs f and Holder
volatility coefficients, a crucial feature considering settings for which exact pricing is not
possible.

The first level of approximation corresponds to the case when the price is presented as
the functional of both driving stochastic processes, the Wiener process and the fBm. We
dicretize and simulate both the trajectories of the Wiener process and of the fBm (the dou-
ble discretization) and estimate the rate of convergence for the discretized model. In these
settings we apply the Malliavin calculus technique, following Altmayer and Neuenkirch
(2015), to transform the option price to the form that does not contain discontinuous func-
tions. The second level corresponds to the case when we discretize and simulate only the
trajectories of the fBm involved in Ornstein—Uhlenbeck stochastic volatility process (the
single discretization), basically conditioning on the stochastic volatility process, then cal-
culating the corresponding option price as a functional of the fBm trajectory, and finally
estimating the rate of convergence of the discretized price. This approach allows to simulate
only the trajectories of the fBm. Corresponding simulations are presented and compared to
those obtained by the first level. We conjecture that the single discretization gives better sim-
ulation results. In general conditioning is widely used in option pricing in various situations,
see, e.g., Bertholon et al. (2007) and references therein, so, it is not surprising that it helps
here as well. The third level potentially permits to avoid simulations, because it is possible
to provide an analytical expression for the option price, as an integral including the density
of the functional which depends on stochastic volatility. However, the density we obtain
within the Malliavin calculus framework is rather complicated from the computational point
of view.

Taking into account previously mentioned approaches and techniques, the subject of the
present paper is a financial market characterized by a finite maturity time 7" and composed
by a risk free bond, or bank account, 8 = {8;,t € [0, T']}, whose dynamic reads as 8, =

eP!, where B € RT represents the risk free interest rate, and a risky asset S = {S,,t €
[0, T']} whose stochastic price dynamic is defined over the probability space {2, F,F =
{Ft}tero,71, P} by the following system of stochastic differential equations
dSt = bS[dt +U(Y[)S[dW[, (1)
dY;, = —aY,dt +dB}!, t € [0, T]. )

Here W = {W;,t € [0, T} is a standard Wiener process, b € R, « > 0 are constants, and
Y = {Y;,t € [0, T]} characterizes the stochastic volatility term of our model, being the
argument of the function o. The process Y is Ornstein-Uhlenbeck, driven by a fractional
Brownian motion B = {B! |t € [0, T]} with Hurst parameter H € (0, 1), and is assumed
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to be correlated with W. Recall that an fBm is a centered Gaussian process with covariance
function EBtH BSH = %(.921"1 +12H — | — 5|2H). Moreover, due to the Kolmogorov theorem,
any fBm has a modification such that almost surely its trajectory is a Holder function up
to order H. In what follows we shall consider such a modification. Recall that for H > %,
fBm has a long memory. This is suitable for stochastic volatility which represents the mem-
ory of the model. On the other hand, the case H < % corresponds to rough volatility. We
would also like to emphasize that a market model described by the system of Eqgs. 1 and
2 is incomplete because of two sources of uncertainty, whether or not it is arbitrage-free.
Therefore, in what follows we focus our attention on the so called physical, or real world,
measure, instead of using an equivalent martingale one. Note, however, that in the case
when the market is indeed arbitrage-free and there exists a minimal martingale measure,
the stock prices evaluated w.r.t. the minimal martingale measure, resp. w.r.t. the objective
measure, differ only by the non-random coefficient e’~#), as it happens in the standard
Black—Scholes framework. A discussion of arbitrage—free property of the market under con-
sideration (with additional restrictions of the coefficients), a presentation of the class of
martingale measures, and a formula for the minimal martingale measure is contained in
Section 2. For more details on the arbitrage-free property of the markets with stochastic
volatility see, e.g., Kuchuk-Iatsenko and Mishura (2015). Concerning the payoff function,
we consider a measurable one defined by f : RT™ — R™, and depending on the value Sy of
the stock at maturity time 7. Our main goal is to calculate and approximate E f (S7) using
the aforementioned levels, also providing rigorous estimates for the corresponding rate of
convergence for the first and second levels.

The paper is organized as follows: in Section 2 we give additional assumptions on the
components of the model and formulate auxiliary results; Section 3 contains the necessary
elements of the Malliavin calculus that will be used later; Section 4 contains the main results
on the rate of convergence of the discretized option pricing approach; Section 5 contains
the main results concerning the rate of convergence of the discretized option pricing prob-
lem when conditioning on the trajectory of the fBm; Section 6 is devoted to the analytical
derivation of the option price in terms of the density of the volatility functional; the proofs
are collected in Section 7; finally, Section 8 provides the numerical simulations associated
to the approaches described in Sections 4 and 5.

2 Payoff Function: Additional Assumptions, Auxiliary Properties.
Discussion of Asset Price Model, Absence of Arbitrage, Incompleteness

2.1 Assumptions on the Payoff Function and Volatility Coefficient
Throughout the paper we assume that the payoff function f : RT — R satisfies the

following conditions:
(A)

(i)  f is a measurable function of polynomial growth,
fx)<Cr(d+x), x>0,

for some constants Cy > O and p > 0.
(ii) The Function f is locally Riemann integrable, possibly, having discontinuities of the
first kind.
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Moreover we assume that the function ¢ : R — R satisfies the following conditions:
(B) there exists C, > 0 such that

(i) o is bounded away from 0, o (x) > opin > 0;
(ii) o has moderate polynomial growth, i.e., there exists ¢ € (0, 1) such that

o(x) < Co(1+x|7), x e R;
(iii) o is uniformly Holder continuous, so that there exists r € (0, 1] such that
lo(x) —o| < Colx —y|", x,y €R;

(iv) o € C(R) is differentiable a.e. w.r.t. the Lebesgue measure on R, and its derivative
is of polynomial growth: there exists g’ > 0 such that

lo"(x)] < Co (1 + |x|7),

a.e. w.r.t. the Lebesgue measure on R.

Remark 1 1) Concerning the relations between properties (ii) and (iii), note that we
allow r = 1 in (iii) whereas (ii) follows from (iii) only in the case r < 1.

2) Concerning the relations between properties (iii) and (iv), neither of these properties
implies the other one unless » = 1. Indeed, on the one hand, a typical trajectory of a
Wiener process is Holder up to order % but nowhere differentiable. On the other hand,
even continuous differentiability does not imply the uniform Holder property.

3) Concerning the assumption (i), we need it for theoretical calculations because in the
process of smoothing the payoff function we divide on o.

2.2 Properties of Fractional Ornstein—Uhlenbeck Process

According to Norros et al. (1999), fBm admits a compact interval representation via some
Wiener process B, specifically,

1

BH = /k(t, 5)d By,
0

t
H-1/2
t 3
k(t,s) =ch <7> (t—s)12 _(H— 1/2)s—H+1/2/uH—% w—)\""2du | 1,_,,
S

N

( 2HT - H) )”2
cy = 7 3
T(H + D2 —2H)

For H > 1/2 the kernel k(z, s) is simplified to

t
1
k(t,s) = (H - 5) cHs%*”/uH*%(u — 9 3 qu, . (4)
N

The processes B, BH and Y generate the same flow of o -fields. Denote this flow as
F¥ ={(Fl =o{Bf,0<s <1}t >0}

Our next assumption is that the processes B and W are correlated as follows
(C) E(B;W;) = pt, with some constant p € [—1, 1].
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It means that W, = pB, ++/1 — p2V,,t > 0, where V is a Wiener process, independent
of B. For technical reasons we introduce the notation u = /1 — p2.
The next result is almost evident, however, we formulate it and give a short proof for the
reader’s convenience.
Lemma?2 (i) Eq.2 has a unique solution of the form
t t
Y, = Yoe ' + / e GBI = Yoo + B — o / e =B s (5)
0 0

Moreover, for any a > 0 and any o < 2

Eexp{a sup |Y;|¢} < oo. (6)
1€[0,7T]

(ii)  Eq. 1 has a unique solution of the form

Sy = Spexp {bt +/
0

(iii) For any m € Z we have E(ST)" < 00, and consequently for any m > 0 the
Sollowing relation holds: E(f(St))™ < oo. Moreover, for any m € Z we have

t

t
a(mdws—lf ozm)ds}. 7
2Jo

sup; r0.7) Eexp {mfoto(Ys)dBS] < 00, and Eexp {meTaz(YS)ds} < 0.

Remark 3 We can generalize assertion (ii) of Lemma 2 to the following one: for any
function ¥ = ¥(x) : R — R of polynomial growth sup,c 71 E(I¥(S/)]) < oo. Also,
it follows from (i) that for any function ¥ = ¥ (x) : R — R of polynomial growth
SUP;¢(0,7] E(|¢¥(Y:)|) < oo, and in particular, SUP;c(0,7] E(lo(Yy)]) < oc.

2.3 Arbitrage-free Property, Class of Martingale Measures, Incompleteness,
Minimal Martingale Measure

We formulate the arbitrage properties of the market (1)—(2) in the following statement.

Theorem 4 Let the volatility coefficient o satisfy assumption (B). Then the market
described by (1)—(2) has the following properties:

(i)  Itis arbitrage-free and incomplete.
(ii)  Any probability measure Q with Radon-Nikodym derivative

dQ = T T ) T 5
— =exp / v1(s)d By —I—/ v (s)dVy — 1/221':1/ vy (s)ds ®)
dP 0 0 0

with non-anticipative bounded coefficients v; satisfying the equation

B—b
pvi(s) + pva(s) = ——, ©)
o (¥s)
is a martingale measure.
(iii) Taking vi(s) = p% and v (s) = M% in (8), we get the minimal martingale
measure.
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3 Elements of Malliavin Calculus and Application to Option Pricing

In what follows, we recall some basic definiNtions a}}d results about Malliavin calculus. Our
main reference here is Nualart (2006). Let W = {W (¢), ¢t € [0, T]} be a Wiener process on

the standard probability space {€2, F,F= {]:,VT/}, t € [0, T], P}, where Q = C([0, T], R).
Denote by C*°(R) the set of all infinitely differentiable functions with the derivatives of
polynomial growth at infinity.

Definition 5 Random variables £ of the form £ = h(W(zl), e W(tn)),
h=hx',...,x") e C®R"), 1,...1, €[0,T], n > 1

are called smooth. Denote by S the class of smooth random variables.

Definition 6 Let & € S. The stochastic derivative of & at 7 is the random variable

"\ oh ~ ~
Dig =3 (W, .., Wt ico), 1 €10, T1.
i=1

Considered as an operator from L2(Q) to L2($2; L2[0, T1), D is closable. We use the
same notation D for its closure. D is known as the Malliavin derivative, or the stochastic
derivative. The domain of the operator of the stochastic derivative is a Hilbert space D'2 of
random variables, on which the inner product (which coincides with the operator norm) is
given by

(&, m12=EEn) +E(DE, Dnyy), H =L*(0, T],R).

Thus, the stochastic derivative operator D is closed, unbounded and defined on a dense
subset of the space L3() (see Nualart 2006). The following statement is known as the
chain rule.

Proposition 7 (Nualart 2006, Proposition 1.2.3). Let ¢ : R™ — R be a continuously
differentiable function with bounded partial derivatives. Suppose that € = (&1, ..., &) is a
random vector whose components belong to DV2. Then ¢(&) € D2 and

Do(§) =) 0ip(5)DE;.
i=1

Denote by § the operator adjoint to D and by Dom § its domain. The operator § is
unbounded in H with values in L2(€2) and such that

(i) Dom § consists of square-integrable random processes u € H, satisfying
[E((D§., u) )| < CEE)2,

for any & € D12, where C is a constant depending on u;
(ii)  If u belongs to Dom §, then §(u) is an element of L2(2) and

E(§8(u)) =E (D&, u)y)

for any & € D''2.
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The operator § is closed. Consider the space L2 = [2([0, T, D'2) with the norm ||- 12,

where
T T pT
||u||21,2=E</ utzdt—i—// (Dsu,)zdtds>.
0 0o Jo

If u € L2, then the integral §(u) is correctly defined, the notation §(u) = fOTu,d W; is

used and
2

T
E (f u,dwt) < lull? 1
0

(see Nualart 2006). In this case operator §(u) is called the Skorokhod integral of the process
u and is denoted by
T

S(u) = /u,dﬁf,.
0

To apply Malliavin calculus to the asset price S, note that we have a two-dimensional
case with two independent Wiener processes (V, B). With evident modifications, denote
by (DY, DB) the stochastic derivative with respect to the two-dimensional Wiener process
(V, B). Denote also

t t t
1 1
X (1) =log S(t) =log So+bt — 5/az()/s)dsJr/a(ys)alwszlog So +bz—§/az(n)ds

0 0 0
t t

+ M/U(Ys)dvs +p/U(Ys)st~
0 0

Lemma8 (i) The stochastic derivatives of the fBm BY equal to
D) B =0, DEB =k(t,u)l.<.
(ii)  The stochastic derivatives of Y equal to
t
DVY, =0, DBy, = (k(t, u) —a [e*0=k(s, u)ds) Ty (10)
u
In particular, for H > 1/2 the stochastic derivative of Y can be simplified to
'
DfY, = cHe’“’ul/z’er"‘ssH’l/z(s —w)A-32q51,,. (11)
u

(iii)  The stochastic derivatives of X equal to

t
DY X;=po (Y)luer, DIX, = — / o (Ys)o' (Ys) Dy} Yeds

u
1

+ f o' (Y)DEYdWs+po (V) | L. (12)

u

Lemma 9 The laws of St and Xt are absolutely continuous with respect to the Lebesgue
measure.
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From now on, we denote C any constant whose value is not important and can change
from line to line and even inside the same line. Throughout the paper, C cannot depend on
n,t,s,butcandependono, H, T, Yy, So, &, b, p,r,q,q’, f and other parameters specified
in the problem. In what follows we need the statement contained in the next remark.

Remark 10 The chain rule of stochastic differentiation can be extended to a wider class
of functions in the following way. Applying Proposition 1.2.4 from Nualart (2006) and the
related remark, we get that if the function ¢ is Lipschitz continuous and has a derivative a.e.
w.r.t. the Lebesgue measure on R, and the law of the r.v. § is absolutely continuous with
respect to the Lebesgue measure on R, then ¢(&) has a stochastic derivative and D (§) =
¢’ (§)DE a.e. w.r.t. the Lebesgue measure on R.

In particular, consider the stochastic differentiation of the functions of the Ornstein—
Uhlenbeck process Y. Let ¢ be locally Lipschitz, with both and ¢ and ¢’ being of
polynomial growth. Then ¢, (x) = @ (X)L jxj<p + (@(=n)) Ly <—n + @ ()L y~, is Lipschitz,
has a derivative @), a.e. w.r.t. the Lebesgue measure. Moreover, there exists a polynomial ¢
with non-negative coefficients such that

l0n ()| + 19, ()] < @(Ix]), x €R,
which implies that

Elo(Ys) — ¢n(Y)|> < 4E (¢2<m|)1ys¢[ﬂ.n]) - 0.

Also, it follows from (10) that in fact D Y; is in L2([0, T']). Furthermore,
E 72(|Ys 0,
<Sg[1§§] o (¥ |)> <

due to the fact that rr{lg;; | |Ys| has exponential moments. Therefore,
se€|0,
T
E f (@' (Y5)DEYs — DS gu(Yy)) du
0

N
< 4E | max ¢* (YD1 max v,gi-nn] f (D2Y)du | — 0.
s€[0,T] 5€[0,T]
0
Previous results, together with the fact that D is closed, imply that D,f o(Yy) = ¢'(Yy) Df Ys.

X
Let us introduce the following notations: g(y) = f(e¥), F(x) = f f(z)dz and let
0

y
G(y) = [g(z)dz,x > 0,y € R. Also, let
0

T
Zr — /U*I(Yu)dvu. (13)
0

Note that Z7 is well defined because of condition (B), (/). Now, analogously to Altmayer
and Neuenkirch (2015), we are in position to transform the option price in such a way that
it does not contain discontinuous functions.
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Lemma 11 Under conditions (A) and (B) the option price Ef (St) = Eg(Xr) can be
represented as

F(S Z
Ef67%=E< ;;)<y+3§>). (14)
Alternatively,
1
Eg(Xr) = ?E(G(XT)ZT)o (15)

4 The Rate of Convergence of Approximate Option Prices
in the Case When Both Wiener Process and Fractional Brownian
Motions are Discretized

In the present section we provide our first approach (first level) to the numerical approxi-
mation of the solution for the option pricing problem. In particular, we are going to provide
a double discretization procedure with respect to both the Wiener process and the fBm, also
estimating the rate of convergence for the corresponding approximated option prices to the
real value given by E £ (S7).

To pursue latter aim, let us introduce the following notation. For any n € N consider
equidistant partition of the interval [0, T]: t; = t;(n) = %, i =0,1,2,...,n. Then we
define the discretizations of Wiener processes W, V, B and the fractional Brownian motion
BH:

AP, =P (tiz)—P@),i=0,1,2,...,n,P =W, V,B, B

Discretized processes Y and X, corresponding to a given partition have the form

j—-1
ot g oT —a(ti—t) pH
Y = Yoe~ U + Bl — 7Ze i g,
i=0
T j—1 j—1
2
X = Xo+bty =53 02 (V) + 3o (V) AW;
i=0 i=0

1

1
= Xo+bt; — E/UZ(KY”)ds—I—/J(Yf)dWY, j=0,..n,
0 0

1j

where we take Y;' = Y/ for s € [f;,fi11). The discretization of Z7 from (13) is Z} =
T
of %y;,)d Vi. Also, we define S,"j = exp {X ,"/ } The three lemmas below contain the auxiliary

bounds that are necessary in order to establish the main result.

Lemma 12 (i) For any 0 > 0 there exists a constant C depending on 0 such that for
anys,t € [0, T]
ElY, - Y, < Clt —s"".
(ii)  Forany6 > 0 there exists a constant C depending on 6 such that forany0 < j <n

0
E <cn7 07,

Y, — ;!

(iii)  Forany@ > 0 there exists a constant C depending on 0 such that for any s € [0, T]
ElY, — Y| =E|Y, - ¥]'|® <Cn™H.
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(iv)  Approximating process has uniformly bounded moments: for any 6 > 0

sup EY"? < oo, (16)
5€[0,T]

and bounded exponential moments: for any a > 0 and any o < 2
Eexp{a sup |Y/'|%} < oo. a7
1€[0,T]

Remark 13 Using (16) and (17), we can prove similarly to Lemma 2 and 3 that for any

me 7
m t
sup sup E(St”) < oo,sup sup Eexp {m/ (I(st)st}
n>10<j<n ! n>11el0,T] 0
T
< oo, supEexp {m/ oz(Kf)ds} < 00, (18)
n>1 0

and

t 1 t
sup sup Eexp {m (/ o (Y"dBs — */ OZ(Ys”)ds)} < 00.
n>11€[0,T} 0 2Jo
Lemma 14 There exists a constant C > 0 such that for any n > 1
E(X7 — X2 < Cn 2, (19)
and

E(Zr — Z3)* < Cn™ M, (20)

Lemma 15 Under conditions (A) and (B) we have the following upper bound: there exists
a constant Cg > 0 such that
2
B F(Sr) _ FGSp|° _ Cpon=2H.
St S’Tl -

Using previous lemmas, we are now in a position to state the main result of this section,
namely to provide the rate of convergence of the discretized option price to the exact one
represented by E f(S7), under the double discretization.

Theorem 16 Let conditions (A) and (B) hold. There exists a constant C > 0 not depending

on n such that ; .,
F(ST) zZy

Ef(St) —E 14+ =+

‘ f(S7) ( s < + T

5 The Rate of Convergence of Approximate Option Prices in the Case
When only Fractional Brownian Motion is Discretized

—rH

<Cn

The present section is devoted to the implementation of the second approach (second level)
to approximate the option price. It is based on the fact that the logarithm of the asset price is
conditionally Gaussian given the trajectory of the fractional Brownian motion. It allows to
exclude Wiener process W from the consideration and to calculate the option price explicitly
in terms of the trajectory of fBm B*!. Respectively, we can discretize and simulate only the
trajectories of B (the single discretization). Theorem 18 gives the explicit option pricing
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formula as the functional of the trajectory of fBm B*!, and Theorem 19 gives the rate of
convergence. Comparing to Theorem 16, we see that the rate of convergence admits a bound
of the same order, influenced by the behavior of volatility.

Let us introduce the following notations: define a covariance matrix

2.2
uoy uT
Cx,z:( Y 2)7

uT oy
and let
T
2 2 1 5

oy = | o°(Yy)ds, my = Xo+bT — an + o [ o(Ys)dBs,
0 0
T

02 = /J_z(Ys)ds, A =|Cx.z| = n*(ofos — T?).
0

Evidently, A > 0. We assume additionally that the following assumption is satisfied.
(D) A = 0202 — T? > 0 with probability 1, in particular, y > 0.
Note that the random vector

T T T T

1
X, Zr)= | X0 + bT—5/o2<ys)ds+p/a<md83+u/o(mdvs, /o*‘(mdvs

0 0 0 0
(2D

is Gaussian conditionally to the o -field .7-'7{{ . The conditional mean vector equals to (my, 0),
and the conditional covariance matrix is Cy,z. Next lemma presents common conditional
density of (X7, Z7). Note that under assumption (D) the distribution of (X7, Z7) is non-
degenerate in R?.

Lemma 17 Let assumption (D) hold. Then the common conditional density px z(x, z) of
(XT, Z7), conditionally to the given trajectory {Y;,t € [0, T1}, equals

1 1

px,z(x,2) = — exp{ - — (o%(x — my)2 + uzo,%zz —2Tpu(x — my)z) } (22)
2w A2 2A

The next result states that the option price can be presented as a functional of a% and

T
[o (Yy)d B only.
0

Theorem 18 Under conditions (A)—(D) the following equality holds:
- _ 2
Eg(X7) = (2m)~? [ G (L2 exp{ _Gomn? } W
MZGY 2/L O'Y
R

x2
— 27)’E (ay)_I/G((x—i—my)oy)%e_Z?dx . (23)
R
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In order to state the main result of the present section, let us define the following
quantities

T

1 n
o2 = /OZ(Y_Y”)dS’ my, = Xo+bT — 50%‘" +p Za(Y,g)ABk
0 k=0

1 T
Xo + bT — Eagn + ,0/ o (Y")dBy.
0

Theorem 19 Under conditions (A) — (D) we have

_ _ 2
Eg(X7) — 1)~ 2 / G(x)E <(x2m3”) exp{ - (xm”)}) dx| < cn~"H,
uo

2
R Y.n 2l”“ZUY,n
(24)

Without any doubt, the form of density is much simplified in the case p = 0, i.e., pro-
cesses W and B are independent, because in this case the option price can be presented as
the functional of o)% only. The great advantage of this situation is that we can discretize just
the trajectories of Y. And although this case is perhaps more particular and not so common,
we still prefer to consider it, since similar methods can be applied also in the case of a weak
dependence between W and B. In particular, if p = 0, we have

(7)% T 1, [
CX,Z= T O’% s mY=X0+bT_EGY1 mY,n=X0+bT—§UY,n’

and (24) transforms into

_ _ 2
Eg(X7) — 1)~ % / G()E (W exp{ - (x"”)}) dx| < cn~"H.

3 2
o 20
R Y.n Y.n

6 Option Price in Terms of the Density of the Integrated Stochastic
Volatility

Consider for simplicity the case when p = 0. Applying Theorem 18 and equality (23),
T

we clearly see that the option price depends on the random variable a% = o2(Yy)ds.
0

Therefore it is natural to derive the density of this random variable. Since a% depends on
the whole trajectory of the fBm B on [0, T], we apply Malliavin calculus in an attempt to
find the density. First, establish some auxiliary results. For any ¢ > 0 and § > 0 introduce
the stopping times t, = inf{r > 0 : |BZH| >¢eland vs = inf{r > 0 : |Y; — Yp| > 6}

Lemma 20 For any [ > 0 the negative moment is well defined: E(vs) ™' < oo.
Now we introduce additional assumptions on o.

(E) The function o € C@(R), its derivative ¢’ is strictly nonnegative, o’(x) > 0, x €
R, and 0/, 0" are of polynomial growth.

@ Springer



344 Methodol Comput Appl Probab (2019) 21:331-366

Lemma 21 Under assumptions (B) and (E) the stochastic process
DBo? DBo?
DBl | IIDBo}Il,

t [0, T]

belongs to the domain Dom § of the Skorokhod integral §.

N
Denote n = (|[DBa2112)7Y, 1(u,s) = cye™ [e®of =120 —w)I=32dv, k (y) =
u

a(y)a’'(y).

Theorem 22 (i) The density p o2 of the random variable 0% is bounded, continuous and
given by the following formulas

Po2(w) =E ([T > 3 % , (25)
Y Y [|D Uy”[-]

where the Skorokhod integral is in fact reduced to a Wiener integral,

DBg2 T y !
) ) A :Z’Vf i(Ys) (f u1/2—Hl(u,s)dBu>ds—f DinD,) (oy)du.
IDBo3|2, 0 0 0

(ii)  The option price Eg(X1) can be represented as the integral with respect to the
density Py (u) defined by (25) as follows:

Eg(X7)

_ _ _ _ 2
= (271)*%T / G(x)/ (x +u/2 3XO D) exp { — (r+u/2 fo bT) }poz (u)du.
R u 2u Y

7 Proofs

Proof of Lemma 2. (i) The representation (5) for the fractional Ornstein-Uhlenbeck pro-
cess Y is well known, see, e.g., Cheridito et al. (2003). It is a continuous Gaussian process
with sup, <o, 7 E(Y,)? < oo. The finiteness of any exponential moments of the form (6)
follows from Fernique (1975), or (Ledoux 1996, Theorem 4.1).

(ii), (iii) To establish the representation (7) for S, we need only to prove that the inte-
grals f(; o (Ys)d W and fé o (Y)Ssd Wi are well defined, while the form of the representation
is straightforward, because W is a square-integrable martingale with respect to the flow
FB:V generated by the couple of independent processes B and V. Concerning fot o (Yy)dWs,
it follows from (6) and condition (B), (i) that fotEaz(Ys)ds < CfotE(l + Y |*)ds < oo,
consequently f(; o (Ys)dW; is well defined. Moreover, the following moments of any order
are finite: sup,¢[o.7 Eo?'(Y;) < oo. Additionally, for any o < 2 exponential inequality (6)
follows from Fernique (1975). Therefore, taking into account that ¢ < 1, we get that for
any k > 0

t t
Eexp{k/ 02(Ys)ds} §Eexp{C[,k/ ¢ +|YS|2")ds} §CEexp{CaTk sup |YS|2"} < oo.
0 0 s€[0,T]

(26)
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It follows immediately from (26) and from Novikov’s condition that for any n € Z

t t
Eexp{Zn/ U(YS)dWS—ZnQ/ UZ(YS)ds} =1,
0 0

consequently
t t
sup BS! < C sup Eexp {n/ o (Yy)d Wy —E/ Uz(Yx)dS}
1€[0,T] 1€[0,T] 0 2Jo
1/2
<

t t
C sup ((Eexp {an o(Ys)dW, — 2n2f 02(Y5)ds}>
1€[0,T] 0 0
‘ 1/2
X (Eexp {(2712 — n)/ UZ(YS)dS}) )
0

' 1/2
=C sup (Eexp {(2n2 - n)/ oz(mds}> < 0. 27
1€[0,7] 0
Further, applying both final and intermediate bounds from (27), we get that
T 2
/ E(oz(YS)Sg)ds <T|\| sup ESr4 sup E04(Yt) < 00, (28)
0 1€[0,7] 1€[0,7]

and finally the proof of (ii) follows from (27) and (28). To establish (iii), it sufficient to
prove that for any m € 7Z, SUP;c(0.7) Eexp{mf(;cr(Yx)dBX} < 00. But we can proceed as
before: it follows from (26) that for any n € Z and any ¢ € [0, T']

t 1 t
Eexp{mf o (Yy)dBy — 5’"2/ aZ(YS)ds} =1,
0 0

and consequently

172

t t t
sup Eexp {m/ U(Ys)st} < sup <Eexp {Zm/ a(Ys)dBS—Zmz/ az(Ys)ds}>
0 0 0

t€[0,T] t€l0,T]

' 1/2
X <Eexp {Zmzf az(Ys)ds}> < 00.
0
Remark 23 Analyzing the bounds obtained in (27), we can immediately conclude that for
anym € Z
t 1 t
sup Eexp {m (/ o (Ys)dWy — f/ oz(Ys)ds)} < 00,
1€[0,7} 0 2Jo

t 1 t
sup Eexp {m (/ o(Ys)dBg — f/‘ UZ(Y_Y)dS>} < 00.
1€[0,7] 0 2Jo

Proof of Theorem 4. Let a probability measure Q be defined via (8) with functions v;
satisfying (9). Then the discounted process

O

and

aQ

D, :=eFs, .
EE P

Fi
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gets a form
t t
D =1+ f (po (Yy) + v1(5)) dBy + / (4o (¥y) + v2(s)) dVi,
0 0

therefore it is a martingale w.r.t. the measure P. Therefore, e 7S, is a martingale w.r.t.
the measure Q, and we established both (i) and (ii). To check (iii), note that the minimal
martingale measure, according to Schweizer (1995), is defined via the relation

dQ

t
— =1- Z dM,,
dP |7 /(; sa(s) s

where the price process has a form S, = So + M, + fota(s)d(M)S. In our case M; =

f(;Ssa(Ys)a'Ws, fotot(s)d(M)s =(b- ﬁ)f(;Sxa's, therefore o (s) = &%&), whence 1 —
f(; Zsa(s)dM,; =14+ f(; Zs %d W;. It means that the minimal martingale measure Q (that
is unique) has a Radon—Nikodym derivative

ta tea 2
dQ :exp{ P deS—l/Z Mds},
dP 7, o o(¥s) 0 UZ(YS)

and this equality is satisfied if we choose vy (s) = p% and 1y (s) = u%. The theorem

is proved. O

Proof of Lemma 8. Statement (i) follows directly from the definition of stochastic deriva-
tive and from the fact that B and V are independent. Similarly, the first equality in (10) is
obvious since Y is independent of V. Furthermore, integrating by parts (5) and taking into
account representation (3), we get the following equalities

t
Y, = Yoe ' + BtH — ote_m/o e‘”Bsts, (29)

whence
t
DfYt = (k(t, u) — ote_m/ e k(s, u)ds) 1,<s,
u

where the kernel k was introduced in (3). Now, let H > 1/2. Then we can use representation
(4). Note that the derivative k| of the kernel k equals

1 1 3
Loy H-1 H-3
Ki(s,u) = cgu2™"s"T2(s —u)" 21,44

It is an integrable function, therefore we can integrate by parts once again and get
; t
1 1 3
Df Y, = 67“’/ ekl (s, u)ds = cye 2™ / esf2( — w2451,
u
u

So, we get (10) and (11). The first equation from (12) follows from the definition of
stochastic derivative. Further,

t t

By _ 1 B, 2 B
D,/ X, = ) D, (c°(Ys))ds + | D,/ (0 (Ys))dWs | 1.

0 0
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By Remark 10 and since Y; has a Gaussian distribution and the function o is continuous
and a.e. differentiable, we can apply the chain rule to o (Y¥;). Moreover, the result can be
written in the standard form, so that D2 (o (Y;)) = o/(Ys) DB (Y;), and

DE(o%(vy)) = 20 (Y,)o' (Y,) DE(¥y) (30)

a.e. w.r.t. the Lebesgue measure on R. Besides, similarly to proof of Lemma 2, we can apply
properties (B), (i) and (iv), which together with (10) ensure that the integrals in (12) exist,
whence the proof follows. O

Proof of Lemma 9. Conditionally on the o-field F. H X5 is a Gaussian random variable.
Therefore, for any Borel set A C R of zero Lebesgue measure, we have

P(X7 € A} = E(Lx,cp) = E(E (]1XT€A|]-”7’?)) = 0.

The absolute continuity of the law of St follows from that of X7 since ST = exp{X7}. O

Proof of Lemma 11. Let the function H be locally Lipschitz and H'(x) = h(x) a.e. with
respect to the Lebesgue measure. Assume additionally that 4 is of exponential growth.
Hence it follows from Remark 10 that

DY H(X7) = h(XT)D) XT.

We will now establish that H(X7) € D'2, where we consider stochastic differentiation
w.r.t. V. Indeed, & is of exponential growth,

h(x) < Ch(1 + ePrlly,
and

X
H(x) = f h(y)dy < Cylx|(1 4 P!y < € (1 + PrDIly,
0

Furthermore, since

ePrtDIXTl — (ST)P11+1 V. (ST)—Ph—l7

we get from (27) that EH 2(X7) < 00. Additionally,
T T
14 2 2 2 2
E/ (h(XT)Du XT) du = 1 2E | h (XT)/U (Yo)du | =
0 0

172

T
<C Eh4(XT)/Eo4(YL,)du < 00.
0

Therefore

H(X7) € D2, (31)
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Having established both the existence and the form of the stochastic derivative, together
with (31), we can proceed as in the proof of Proposition 4.1 (Altmayer and Neuenkirch
2015). Namely, the Skorokhod integral is the adjoint operator to the Malliavin derivative,
therefore

T T

1 1 1

Eh(X7) = —E XDV x =—E| | D'HX
h(XT) T /h( 7)D, TDL‘{XTdu T f . H( T)O’(Yu)du
0 0
1 ; 1 1
= — E|HX) | ——dV, | = =EHX7)Z(T)). 2
e L T)/U(Yu)dv CE(H(XZ(T) (32)
0

The function G is locally Lipschitz and G’(x) = g(x) a.e. with respect to the Lebesgue
measure. Moreover, g is of exponential growth, namely,

g(x) < Cr(1 4P,
therefore (15) follows directly from (32).
To establish (14), we start with the identity

F(eY) +/XF(ey)

ex er

G(x) =

dy — F(1),
0
then we rewrite it, applying (15), as follows:
1
Ef(St) = Bg(X1) = ?E(G(XT)ZT)

Xt

1 F(St) /F(ey) 1 F(ST)
= —E dy—F() | Z = —E V4
T Sy + M M| Zr T Sr T
0
X7
g /F(ey)d z L)z
T o T T r
0
Xt y
1 _(F(St) 1 /F(e)
= —E V4 —E dyZ
T ( st 7)) o AT
0
. _ F(H)
Applying Eq. 32 to h(x) = ==, we get
Xr

E (F(ST)> _ g / F€) vz
ST T ey
0

_ 1 (F(Sr) F(ST)\ _ . ( F(S1) Zr
Ef(ST)_TE< St ZT)+E( Sr )_E< Sr (1+ T))

Hence

O

Proof of Lemma 12. Since the process Y as well Y" are Gaussian, it is sufficient to
consider throughout the proof only the case 6 = 2.
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(i) The increment of Y can be presented as
Y, =Y, =B = B —a(e™ - _M)f “ugH qy +e_°"f Bl du.

ol _ o7 < |t — 5| for ¢, s > 0, we have

s 2 ' 2
2
c|e(s! - B/ +|t—s|2E(/e“"deu) +E (/e“"deu)

0 s

Since |e

E(Y,—Y,)?

IA

IA

c <|z — 5P+t —s|2H> <Clt —sPH
(ii)  Define the approximation e, (s) = e~ B}?, s €[t tiy1), 0 <i <n— 1. Then,
similarly to above calculations,
1
2 C C C
E(v, - v) =eE f (e‘”BSH —e®)ds | =5+ =
0
(iii) Now,lets € [t;, ti+1) and 6 > 1. Then it follows from (i) and (ii) that
ElY, — v’ =E|Y, - ¥'|” < CE|Y, — v, | + CE|Y,, — ¥}"® < Cn™"H.
Statement (iv) follows immediately from Lemma 2, statement (i), and from statement (iii)
above. O
Proof of Lemma 14. Let us start with (19). Taking into account condition (B), (ii) and
(iii), we can write
T T T T 2
—xn\2 — _l 2 1 2yn _ n
E(X7 " =E 3 o“(Yy)ds + U(Ys)chS—i—2 o (Y{)ds o(YHdW;
0 0 0 0
1 ; ’
2E| 5 f (0*(Y;) —o(¥/')ds | +2E f (0 (Ys) — o (Y))d W,
0 0

[

IA

T

T
Z/15(02(1/ Y — o 2(Y")2ds + ZfE(a(Y ) — o (Y")2ds
) K s K s

0

IA

T

E[lr ()= (9P 1o (1) +o ()P Jds-+2 [Eo () ~o 17 Pds
0

I
NN
—°

IA

[ (B(1x = v (C+ P+ 17 P)) +E[¥e = vy )ds

cf (Blr - v E(c+iv+ |Y;’|4‘1))1/2 ds. (33)

IA

St~ o\aﬂ <
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Lemma 2 (i), and Lemma 12 (ii) imply that for any 6 > 1

sup  E (1%, +1¥%) < cc. (34)
neN,sel0,T]
Moreover, it follows from Lemma 12 that for any s € [0, T] and 6 > 1
ElY, — Y7 < cn 0", (35)

Set & = 4q in (34) and 6 = 4 in (35) and substitute the result into the right-hand side of
(33):
T 1
E(Xr — X})% < cf (E (Y — Y;“)“’)2 ds < cn™¥H,
0
so that (19) is proved. Now we move on to (20). Taking into account condition (B), (i), we
get that

L 1] _le®m=aWl _lox) —aB)l
o(x) o~ ool o2
whence
T 2
_ognN2
Bz = 27) _/ (a(Y) o(Y")) @
0
| T
s—cof (v, — Y2 ds.
Gmm
0

We can apply (35) with & = 2 to the last inequality and conclude this part of the proof
exactly as it was done for (19). O

Proof of Lemma 15. We can write

g|FGn) _Fep P F(Sr)  F(Sp) [
ST S; ST S?

F(St)
St sg

=211+ 21.
(36)

< 26|

+2E’

Now we estimate the right-hand side of (36) term by term. For I; we have

2 172
n=E(Fen(sn™ = H™)) = (BFEEGH™ -sp™)Y) . 61

On the one hand, since f and F both have a polynomial growth, E(F(S7))* < 0o according
to Remark 3. On the other hand,

— —1\4 —4
E((Sp)™ = (Sp7)" = 85 te T (38)
| T T | T T 4
xE | exp E/UQ(YS")dS - /o(Y{’)dWs —exp E/oz(Ys)ds — /U(YS)dW.y
0 0 0 0

Using the inequalities
le* —e’| < (e" +eM)lx —yl, x,yeR,
@+ )" = CG™ +y™"), x,yeRneN,
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along with results outlined in Remarks 3 and 13, the Burkholder—Davis—Gundy and Holder
inequalities, condition (B), (i) and (iii), and relation (34) with v = 164, we get from (38)
that

E((Sn) " = sp~H*

T T T T
< CE (exp {;/GZ(YS")ds - /J(Y;‘)dWs} — exp i;faz(ys)ds - /O’(Y_V)dWX D
0

4

0 0 0
T T T T
<CE ((exp {Z/UZ(Y:’)ds - 4fa(xf)dWs] +exp {2 o2 (Yy)ds — 4/0(YS)dWS })
0 0 0 0
T T T T 4
x (;/az(yﬁ)ds - /U(Y;’)dWs - %/az(Ys)ds +/U(Ys)dWs)
0 0

T
<C (E (exp {4 2(Y”)ds — S/U(Y")dW }

0

T 1/2
+ exp {4/02(Ys)ds — Sfa(Ys)dWx}))
0

0

i T T T T '
<\ e (5 [orams - [oamaw, - [oroas+ [awoaw,

i 0 0 0 0 _

i T T T r 7'
<clEe %/UZ(YS")GIS—/U(Yf)de - %/oz(n)dH/a(K)dWs

i 0 0 0 0 _

A T 8 T T '
<C|E /az(xf)ds—/oz(mds +E /G(Y.f)dWs —/G(Ys>dWs

0 0 0 0

- ) . 4172

<c|1E (/ (oQ(Xf)—oz(Ys))gds +CE (/ (U(Ys”)—“(ys))zds)
0 0

- T
_c|1 /E{(U(Ys")—G(Yv))(G(Yf)-FU(Yv))}gd‘

L 0

172

T
+CTE f (0 (") —o(¥y)* ds
0
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T
12
<C|E / E|Y, — Yn lorg (C+|YS|16q+|Yn|l6q>) ds
0
T 1/2
+E‘/m—yn
0
T 172
nlor % n|8r
o f((E}YS_Ys’ ) +E|Y, — 1] )ds ) (39)
0

Applying (35) consequently with &6 = 8 and 6 = 16 we get that the last expression in
4rH
(39) does not exceed C (%) , thus from (37) we obtain

L<cnt, (40)

Now we continue with I, from (36):

I = [B(F(ST) = F(S}) ] [E(S )~ ]

The second multiplier is bounded according to Remark 13, therefore it follows from
condition (A), (i), that

1/2
StV Sh Y

L < C[E(F(ST)—F<S;’~)>4] = / f(x)dx

T/\S”
2 n 4 P n 4 172 n |8 P np81/4
<y [E (|ST—ST\ (1 + SE + (Sp)P) )] < C[ElST—ST| E(14S2+(S1)7) }
According to Lemma 2 and Remark 13,

supE(1 + S7 + (S?)P)8 < 00,
neN

whence we get that
g\ 174
I = (EIsr - S1°)

To evaluate the right-hand side of this inequality, we can proceed as in the proof of (39) and
the subsequent inequalities, because neither the opposite sign of the exponents nor the 8th
power instead of the 4th lead to serious discrepancies in the estimations. Therefore we get

1
T 8

1/8
L=<C f <(E]Ys _ Yn’32r) —|—E\Y |16r) ds <cC <n716rH> —Cn¥H.
0
41)
Bounds (40) and (41) complete the proof. O
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Proof of Theorem 16. By Lemma 11 we can write

) _el(FGSD ( Zr\\_(FGSp (., Zt
‘Ef(Xr)—E< 5 (1+T))‘_E‘< s (1+T)) ( 5 (1+T))‘

- lE’F(ST) +E’(1+7)(F(ST) F(S} ))‘
Sr st

- T St
12 o\ 172
1 F(ST)\? 2 F(Sr)  F(Sp) z
T(E( 5t )E<ZT‘ZT)) +(E< S )E(”r)) |

2
According to Lemma 2, 3 and the Cauchy—Schwartz inequality, E (%‘?) < 0.

(zr - z7)

Obviously,
T
supE (Z¥)2 <5
nzl min
Now the proof follows from Lemma 14 and Lemma 15. O

Proof of Lemma 17. The proof immediately follows from the general formula for the
density of a two dimensional Gaussian vector:

1= o212
fx1,x2) = (297)
TO107
1 (x1 —m)? (o —m2)?  20(x) —my)(x2 —my)
X exp (—2(1 o, |: 012 + 022 — o100 (42)

with the mean vector and covariance matrix respectively

mi 012 Qo102
myp )’ 00102 022 ’

In our case the covariance matrix equals

T
the mean vector (my, 0) = (log Sp + bT — %0% +p fa(Ys)dBS, 0),and o = > Tg

0 Y- z
(22) follows immediately from (42). O

Proof of Theorem 18. Applying Lemma 11, equality (15), and Lemma 17, we get that

TEg(X7) = E[G(X dv, | =E|E| Gx dv,
g(X1) ( T)/ A ( T)/ A 1y
=E|E fG(x)sz,Z(x,z)dxdz Fiy :E/G(x)szyz(x,z)dxdz
2 RZ
= EfG(x) /szlz(x,z)dz dx. 43)

R R
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The inner integral can be significantly simplified. Indeed, denote X = x — my. Then

1 1
/szvz(x,z)dz = ﬁ/zexp{— ZA(

2 .22
2 A2
R

035 + Wlop? — 2,uT)Ez> }dz

1 1 TZ\? 1%
. zexpy — — | | poyz — — + sz dz
2]TA7 % 2A oy

“Y

1 { %% ool —T? }/ { 1 ( Tx) }
—FeXp| — - —5— zexp Hoyz — — dz
ZJTA% 2A a% J 2A

oy

2
X oy Tx
=——7expy— 55 [2xp)— 7 — dz.
2w A2 2utoy 2

V2AT J2A%oy

Since

/x —(ax— b)2 _ %«/7?,
a
R

we obtain

Jote o] -]
z x,2)dz = ————exp] — ——¢.
’ Pxz 2o 2w P 2uol

(44)
Combining (43) and (44), we get the proof

O

Proof of Theorem 19. To simplify notation, without loss of generality, let us assume that
Xo + bT = 0. Then, using (23), we get that

— _ 2
‘Eg(XT)—(2ﬂ)_l/G(X)E(wexp{ m})dx‘
wroy 2u? UYn
R
1 G )E< { (X—my)z}
R

2ulo?

Q2m)~

(= my,n) exp{ (x —my,)? }) ‘
'u201§,n 2“’ UYn
1 _ _ 2
< (2n)*%/c(x)[ (7 ;"Y I exp{ _ G omra)y 2’”2’”) })
M Y oi’n 2/1’ GYn
2 : :
+E

(x—m Y)<ex {_(x—my)z}_ex {—(’“‘mY")z})de
woy \TU1T 2207 LT g,
= (2n)—%<fG(x)(J;’(x)+J;(x))dx>.
R

To bound J{'(x) from above, denote

iy 1/2 r — my)? 1/2
exp(x) Eexp{ — T} s Eexp(x) = Eexp{ - 7] .
M UYn

2
/vbzo'y
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By the Cauchy—Schwarz inequality,

1/2
1 xX—m xX—m
Ji(x) < 7E( e ) Efep(). 45)
K Oy Oy n
Furthermore,
X —my X —my, 1 1 _ _
3 - 3 = 2 Y (GY U%,n) +(x+ Eag,n)(GY3 - GY,z)
Oy Oy.n
r 3 3
+p ( fo (0 (¥, - o(Y;’»st) 07 —o7). (46)

Since |a1 — a2| < |a1 — a2|(a1 + a»), ai, ax > 0, and also the lower bounds UY > Tomm,
2

2
oy, = Tog;, hold, we can conclude that

22
3 _ o3 o2 o2 (6! 4o _‘GY ¥n —1 4 -l
Oy Y| = 9y Oyn|\%.n y )= ) Oyn Y
OyOyn
2 2
2IGY_UY,n 5 2
< ﬁ < C|O'Y —O'Y,”|. (47)
OvY,nTZOvmin

By the penultimate bound from (47) and since Gfﬂ

we get

is bounded from below uniformly in #,

1
(Ix] + —a%,,)|o§ — o7,

1 _ _
|(x + Ea§,n>(o—y oyl <
UYnTZGmln

el
<c< +3 oy — aYn|<C(1+|x|)’aY oF |- (48)

Y,n

Summarizing (46)—(48) we get

X —my X —myn

3 3
Oy O%.n

T
< c(l + |x| +/ (o (Yy) —o(Yf))st) lof — o ,l.  (49)
0

Furthermore, applying Burkholder—-Davis—Gundy inequality and Remark 3 together with
Lemma 12, we obtain

T
E (( / (0 (Yy) — o(Yf))d&) (0 — a&,n))
0
r 4 . 12
(E (/ (o(Yy) — a(Y;’))st> E (o% - o%,n) )
0

2

=<
, ’ . 1/2
<c (E ( / (0 (¥y) _a(xg»zds) E(of — o7, )
0
12
<C (E (0; —a%n)ét) . (50)
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Finally, we get from (45) — (50) that
J(x) < C(1+ |x)(E(oy, — oD EL (x). €]

exp
Similarly to (33) and (39), by applying condition (B), Lemma 12, (iii) and (iv), together
with the standard Holder’s inequality, we get
4

T T
E(oy, —op)* =E / (@*(Y") — o?(Yy))ds | < CE f (@2(Y") — o2(¥y)) ds
0 0

IA

T
caC [[prr-ro e + o] " as
0

T
1/2
< c/ [E(Y;’ —KY)Sf] ds<Cn~*H. (52)
0
Combining inequality (52) with (51) we get

JHx) < CnH (1 4+ XD ER,, (x),

exp

and consequently

/G(x)]l"(x)dx <cn / G(x)(1+ |x|)E£‘xp(x)dx. (53)
R R
Let us show that the integral in the right-hand side of (53) is bounded in n > 1. In this

connection, denote 3 = T/Lzoém. Applying the standard Holder inequality together with

polynomial growth of G (x) and relations (18) from Remark 13, we get that

/G(x)(l + XD EL,, (x)dx

R
% ) 1/2
< /Gz(x)(l + |x])2e@PHDIxl g /6(211+1)\X\E6xp{ _ (x—myn) }dx
woi,
R R
1/2 1/2
xz Xz
<c E/e<2p+1>|x+my,n\exp{_7}[,)( <c E/e(2”+1)("‘+my-”)exp{——}dx
x »
R R
12 12
Xz .X,'z
+C E/e—(zp+1><x+my,n)exp{_7}(1)6 — ¢ | ge@r+imy, /e<2p+1)x exp{_f}dx
» »
R R
s 12
iC (Ee—(2p+l)m}'.n / e=CPHDx oy {_L} dx) <cC. (54)
»
R

Construction of an upper bound for J;' (x) is similar. Indeed,

|exp{—u?} — exp{—v?}| < (exp{—u’} + exp{—v*Dlu — v|(Ju] + [v]).  (55)

In our case
X —my X —my,

= , U= .
V2uoy V2uoy,

u
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Note that
2

T
Elul? < CE <|x| Yoy + V o (Y,)d B, ) < C(L+ 1x)2
0

and the moments of higher order of u and v can be bounded similarly. For [u? — v?|, in the
same way as in (46), (47) and (48) we have

T T
|u—v|sc(1+|x|+‘f o(Y!)st>|ay—ay,n|+c‘/ (0 (Y,) — o (Y')dB|.
0 0

(56)
Additionally,
oy — o,
. 2 2
loy — oyl < ———— < Cloy —oy |
n oy +0'Y,n Y Y.n

Hence, applying Holder, Minkowski, and Burkholder—Davis—Gundy inequalities together
with condition (B), (iii), we get from (56)

(Elu —v|H)!/®

A

C(1 + [x(E(oy — o7 )9/
1/16

T 16
+<E< / a(Yf)st) ) (E(o7—a7,)')'"/1°
0
r g\ 1/8
+C (E (/ (U(YS)—G(YS”))dBS> )
0

C(1 + |x])(E(o} — o7,)'®)!/10

IA

1/8

T 4
+C (E (/ (o(Yy) — a(Y;’))st> ) ) (57)
0

Proceeding as in (52), we get

T g\ 1/16
(E(o} — o7 ,)'O10 < (E ( f (a2 (Yy) —oz(Y;’»ds) ) <cn ",
' 0

and
1/8

T 4
(E (/ (o (Yy) —o(yf))zds) ) <Ccn .
0

Now we continue, preserving for the moment the notations # and v and taking into account
(55)—(57):

1/2

B = E(‘i |exp{—’} —exp{—v2}|) =5 (E|u|2E(|exp{—u2} —exp{—v2}|)2)
oy

1/2
< CO+ ) (E (1 exp(—u?) - exp{—v2}|)2)
a\ 174 1/8 1/8
< C(l+|x|>(E(lexp{—u2}+exp{—v2}|) ) (E(u—vD®) ™ (Equl+ w)*)
a4
< CA+xpPn~H (E (lexp{—u2}+exp{—v2}|> ) : (58)
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Together with (58) this implies that

/ G(x)h)dx < Cn~H / (1+ x)*G )
R R

e —my)2 (x—my,,)2 e

The fact that the integral in the right-hand s1de of (59) is bounded in n, can be established
via the same approach as applied to the integral f Gx)(1 + [xDE”_ (x)dx in (54). (|
R

exp

Proof of Lemma 20. For any § > 0 choose ¢ = £(§) in such a way that (2 4+ «|Yp|) < 8.
Then we get from the representation (29) that for0 <t <t A ¢

A

t
1Y: — Yol < [Yol(1 —e ) + B | +ae™" | **|B|ds
t s
0

IA

|Yoloe + & + e ¥ (e — 1) <2+ a|Yo|) < 8.

Therefore for ¢ < 2++|Y0i we have that vs > 7, A €. So, it is sufficient to prove that for any
e¢>0andany!/ > 0

E(t, A o)) < o0. (60)
Now, forv < ¢

P{t: Ae < v} =P{t. <v}=P{sup |BF|>¢).
0<t<v

Furthermore, it follows from the self- similarity and symmetry of the fBm that
P{supp<;<y |BH| > e} < 2P{supy<,<; B > —} Let us denote ¢ = Esupy,<; B
Then, according to inequality (2.2) from Talagrand (1994), for v < ¢ such that addmonally

<. > ¢ we have
v

H\2
H € _ (e =vv™)
Pl B = i ey s =e |
and (60) follows since
E(re/\e)_l = /P{(TEAS)_I > uldu = /P{‘L’S/\S < —}du = / —2P{r£A8 < v}du < o0.
u v

0 0 0
O

Remark 24 Exponential bounds for the distribution of 7, allow to prove that E(t, A ¢ A
a)~! < ooforanya,l > 0.

Proof of Lemma 21. As it follows from Proposition 2.1.1 and Exercise 2.1.1 in Nualart
(2006), it is sufficient to show that

o; € D** (61)

and that .
E(||DB<73||H) < 0. (62)
Recall that k(x) = o(x)o’(x). It follows from conditions (B) and (E) that « and

k' are functions of polynomial growth, «(x) > 0. Recall the notation [(u,s) =
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s
cye™ s fe““vH_l/z(v — u)=3/24y. Taking into account (30) and (10), we write the

u
stochastic derivative as

T T
DE(o}) = DE( / o?(Yy)ds) =2 / k(Yy)DEY,ds
0 0
T s
= ZCHul/z_H/K(YS)e_‘”/e‘”vH_l/z(v — w132 qvds
u u

T
= 2u1/2_H/K(YS)l(u, s)ds.
u
Therefore, the iterated derivative equals
T
DEDP @) =2 PP [ wou i, s)ds, (©3)
uvz

Since the right-hand side of (63) is in H ® H and the corresponding integral has moments
of any order due to polynomial growth of «’, (61) follows.
To prove (62), note that

T
D} (oy) = Cfx(Ys)(s —u)=12gs,
u

whence

T T T 2

IDBo2) 1% = / (ch%)zdu > C/du /K(YS)(S — w124

0 0 u

Now, let 6/(Yp) = o9 > 0. Choose § > 0 so that for y € [Yg — 8, Yo + 8] we have

o'(y) > % Then choose ¢ = ¢(§) as in the proof of Lemma 20, and take { = 7, A e A %

Then

2

T T 2 %{ ¢
[du _/‘K(YS)(S — M)H—1/2ds > C/du /K(YS)(S _ M)H—I/st
0 u 0 %{

1 2

] ) 1 H-1/2

> C/du /Omindo (§g> ds | =cerH,
0 2
3¢

It follows immediately from Lemma 20 and 24 that

_8 —8—8H
E(||DBU$||H) < CE¢—%3H < CE (‘58/\8/\5> < 0.
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Proof of Theorem 22. From Lemma 21 and Proposition 2.1.1, Nualart (2006) we get the

first part of equality (25):
w)=E|1 8 7303
u) = .
po')% 0§>u ||DO’%||%I

To get the second part, note that n := (||Da§|| H)_2 admits stochastic derivative and,
according to Proposition 1.3.3 from Nualart (2006), the following holds

DBO.Z T T
s| —L— :f an(a,%)dBu:n/ DE(o})dB,
0 0

2112
||DBoy||H

T
T T
—/ DEyDE(62)du :27,/ ul/Z—HfK(Yx)Z(u,s)dsdBu
0 0

u
r 2
—/ D,an,f(oY)du.
0

According to Lemma 2.10 from Ledn and Nualart (1998), we can apply the Fubini theorem
for the Skorokhod integral. We have

T
T T K
/ ul/z_H/K(Ys)l(u,s)dsdBu=/ K(Ys)(/ u>Hi(u, s)dB,)ds,
0 0 0
u

where the interior integral is a Wiener one.
Finally, taking into account that my = Xo + bT — %O’%, we get

g& —my) {_(x_mY)z}

o3 T o2
(x +u/2 — Xo—bT) (x +u/2— Xo—bT)?
= A Wz exp { — 2 }P(;; (u)du.
Combining this with (23), we get the proof. O

8 Simulations

In this section we use the discretization schemes proposed in 4 and 5 to simulate the option
price. We treat double and the single discretization, respectively, and we also compare it to
the direct Monte Carlo average. Note that in Theorem 16 and 19 we prove convergence of
the expectation, in other words, we prove that the bias is going to zero as the partition size n
increases. The tables below suggest that the variance of the estimate expectedly remain on
about the same level.

The values of b, and T are the same in all simulations, and equal b = 0.2, =
0.6, T = 1.

We present here the results of simulations for different functions o and f. Tables from
1 to 6 demonstrate results of simulations for different n. All numbers have 6 digits after the
decimal point. The tables include the outcomes of computations based on (14) (the double
discretization, ‘dd’ in the tables), (23) (the single discretization based on conditioning, ‘sd’
in the tables), and the direct averaging (‘da’ in the tables). The mean squared errors are also
included. For the single discretization the values in the mean squared errors column (column
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Table1 f(s) = (s — )4 + Lsu1, 0(y) = /[ +0.55, H = 0.6

n dd dd_error sd sd_error da da_error

100 0.951019 14.363830 0.956867 0.008173 0.956300 6.128996
300 0.973156 15.927797 0.956734 0.007935 0.965695 6.652094
900 0.982417 21.924333 0.956843 0.007999 0.970280 7.991714
2700 0.935197 19.155798 0.957068 0.007875 0.938319 7.233949
8100 1.006177 19.731601 0.956925 0.007998 0.987641 7.904191
24300 0.953743 16.835284 0.957012 0.007977 0.949628 6.776577

5) are obtained by taking same expression as in (23) and replace the mean of the sample by
the variance of the sample.

In Tables 1 and 2 f has a linear growth and o takes moderate values (note that the
larger values o (Y;) takes, the higher the variance of St is going to be). With f(s) = (s —
D4+ 1s-1, Gis given by G(x) = 1,-0(exp(x) — 1). We see that the single discretization
performs better than the other methods considered here, while the double discretization
results in a higher mean squared error than the direct averaging.

In Table 3 the results of the single discretization computations for various functions o
are given. Note that the choices of ¢ result in o (Y;) taking higher values (on average) and
therefore in a high variance for S;. Because of that, both the double discretization and the
direct averaging do not work well under these circumstances. It is therefore noteworthy to
point out that the single discretization shows a very robust performance here.

In Tables 4 and 5 o is as in Tables 1 and 2, respectively, while f is an indicator of an
interval. With f(s) = Ts¢q1,2) we have G(x) = max(0, min(x, log(2))). The single dis-
cretization again performs better here. Unlike previously, using double discretization results
in a smaller mean squared error than the direct averaging.

Table 6 confirms a good overall performance of the single discretization, and that the
single discretization works well in settings where the direct averaging and the double
discretization would require a huge number of trials.

Table 7 shows the results of simulations for when f grows faster than linearly: f(s) =
((s — 1)1)3? 4 14~ 1. In this case

X
X+ [(ef = 1)32dz, x >0,
Gx) = g( )

(64
0, x < 0.
Single discretization method again shows a robust performance here, while double dis-

cretization and direct averaging have high variance.

Table2 f(s)=(s— 1)y + Ls=1,0(y) =cos@8y)+1.2,H =0.6

n dd dd_error sd sd_error da da_error
100 1.005087 39.331162 0.973939 0.010322 0.987789 11.421569
300 0.967322 24.129696 0.973903 0.010282 0.972769 8.368354
900 1.014731 38.291297 0.973755 0.010448 0.984578 10.110878
2700 0.973777 26.510487 0.973658 0.010284 0.969705 9.600445
8100 0.967524 26.988813 0.973172 0.010471 0.963961 9.561456
24300 0.954076 24.880125 0.973564 0.010226 0.969705 9.872354
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Table 3 The single discretization only, f(s) = (s — D)y + 1,1, H =04

n o(y) =2|y|+2.2 error o(y) = 5sin(y) + 5.05 error o(y) =10y/y2 +1 error

100 1.196685 0.000532 1.221111 0.000004 1.219343 0.000000
300 1.197129 0.000511 1.221111 0.000006 1.219582 0.000000
900 1.197123 0.000508 1.221124 0.000005 1.219601 0.000000
2700 1.197186 0.000508 1.221130 0.000004 1.219290 0.000000
8100 1.197294 0.000510 1.221140 0.000004 1.219335 0.000000
24300 1.197131 0.000512 1.221117 0.000005 1.219385 0.000000
Table4 f(s) = lsc1,2,0(y) =+/Iy[+0.55,H=0.8

n dd dd_error sd sd_error da da_error
100 0.173459 0.085342 0.172270 0.003021 0.171200 0.141891
300 0.170377 0.083396 0.171784 0.002989 0.171875 0.142334
900 0.172513 0.084694 0.172209 0.002994 0.171275 0.141940
2700 0.170567 0.083248 0.171828 0.002964 0.174650 0.144147
8100 0.172327 0.084907 0.171824 0.002967 0.168925 0.140389
24300 0.172714 0.084648 0.171822 0.002933 0.170300 0.141298
Table 5 f(s) = ly¢[1,2),0(y) =cos(8y) +1.2, H=0.8

n dd dd_error sd sd_error da da_error
100 0.162822 0.191493 0.163004 0.018580 0.164850 0.137674
300 0.167634 0.199874 0.163181 0.018253 0.162775 0.136279
900 0.165612 0.196169 0.163669 0.018401 0.163775 0.136953
2700 0.163298 0.193913 0.164235 0.019251 0.166050 0.138477
8100 0.164814 0.193648 0.164236 0.018682 0.165650 0.138210
24300 0.162855 0.191648 0.164496 0.018850 0.165525 0.138126
Table 6 f(s) = lye1,21,0(y) =2ly|+22,H =038

n dd dd_error sd sd_error da da_error
100 0.009435 0.004724 0.009434 0.000074 0.009125 0.009042
300 0.008986 0.004406 0.009259 0.000072 0.009025 0.008944
900 0.009631 0.004674 0.009296 0.000072 0.009525 0.009434
2700 0.009373 0.004600 0.009241 0.000070 0.009300 0.009214
8100 0.009703 0.004775 0.009247 0.000071 0.009250 0.009164
24300 0.009217 0.004554 0.009206 0.000071 0.009650 0.009557
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Table 7 The single discretization only, f(s) = ((s — 1).;.)3/2 + 1.1, H=0.7

n o(y) = +/(y] +0.55) error o(y) =cos(8y) + 1.2 Error

100 1.914334 0.009626 2.326036 0.021973
300 1.923092 0.009487 2.327452 0.022298
900 1.919237 0.009389 2.321790 0.022594
2700 1.917376 0.009398 2.318913 0.022438
8100 1.920846 0.009454 2.313767 0.022488
24300 1.921878 0.009446 2.317305 0.022312

The simulations are done in R. For each estimate 40000 trials were used. To simulate
the fBm, we used a modified version of the a function from the package dvfBm R kindly
provided by J.-F. Coeurjolly in private conversation. For simulations related to the double
discretization we take the average of the value under the expectation in the right hand side
of (14) over 4 % 10* trials. For simulations related to the single discretization, we replace
infinite interval of integration in the right hand side of (23) with a finite one, making sure
that the integral over the complement is small. To be more precise, assume, for technical
simplicity, that f(y) < y* for some k € N. Then, for example, the right-hand tail of the
integral in (23) can be bounded from above in the following way:

0 x2
(27‘[)_%E ((O'y)_l / G((x + my)ay)lfze_’lﬂzdx)
A

IA

00 x _ —Ax
(27)3E ((ay)71/ eFAmyIoY o2 " g2 dx)
A

A —1
(27‘[)_%E ((GY)_lekaUy <47/1«2 - M_z - kG,V> ) ’

IA

0.05
|

0.00
1

| T T T I
0 10 20 30 40

Fig. 1 The picture shows the plot of the integrand in (24), n = 900, H = 0.6, f(s) = (s — D)+ + 1,1,
o(y) =2yl +2.2,G(x) = Ly>o(exp(x) — 1)
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Fig. 2 The picture shows the plot of the integrand in (24), n = 24100, H = 0.4, f(s) = (s — )+ + Ls~1,
o(y) =5sin(y) +5.05, G(x) = L,-o(exp(x) — 1)

We discretize the finite interval; the partition size varies, but is at least 2000. For each x
from the partition, we take the average over the same 4 % 10* trials of the value under the
expectation in (23).

Figures 1, 2, and 3 display the integrand in (24) from various simulations.

1.5

1.0

0.5
|

0.0

T T T T T T T I
0 5 10 15 20 25 30 35

Fig. 3 The picture shows the plot of the integrand in (24), n = 24100, H = 0.7, f(s) = Lyeq1,2), 0(y) =
cos(8y) + 1.2, G(x) = max(0, min(x, log(2)))
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o
)
=} Value of n
— 100
Q 2 300
i 900
2700
8. N — 8100
o —— 24300
[te}
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S
=}
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o
=)
o
C)_ —
o
T T T T I
0 5 10 15 20

Fig. 4 The picture shows the plot of the integrands in (24) for different n, H = 0.8, f(s) = ((s — 1)4)3/* +
Ls-1,0(y) = J/(ly| +0.55), G is given by (64). Since the functions are very close to each other, their plots
overlap

The above pictures give plot for a single choice of n. It’s worth pointing out that the
resulting function changes very little with n as can be seen on Fig. 4. Each curve almost
coincides with previous ones, so the curve for n = 24300 almost completely conceals the
plots for the other values of n. In fact the absolute value of the difference between each two
functions does not exceed 0.0023 in our simulations. This pattern is also observed for other
choices of f and o considered in this section.

As a conclusion, the single method discretization allows to achieve a higher precision. It
keeps showing consistent results and a relatively small error in situations where the other
considered methods suffer from high variance.
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