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Abstract

Classic diffusion processes fail to explain the volatility of asset’s return. Many empirical findings
on asset’s return time series such as heavy tails, skewness and volatility clustering suggest to break
down the volatility of asset’s return into two components, one caused by a Brownian motion and the
other one by a jump process. In this article, we propose an expansion of the stochastic volatility
model of Heston by adding to the instantaneous asset prices, a jump component driven by a
Hawkes process with a kernel function or memory kernel that is a Fourier transform of a probability
measure. This kernel function defines the memory of the asset prices process. For instance, if it is
fast decreasing, the contagion effect between asset price jumps is limited in time. Otherwise, the
processes remember the history of asset price jumps for a long period. To investigate the impact
of different rate of decay or type of memory, we consider four probability measures, the Laplace,
the Gaussian, the Logistic and the Cauchy measures. Unlike Hawkes processes with exponential
kernel we lost the Markov property but preserve the stationarity property which ensures that the
unconditional expected arrival rate of jump does not explode. In absence of the Markov property,
we take advantage of the Fourier transform representation to derive a closed form expression of
FEuropean call option price based on characteristic functions. The numerical illustration shows
that our extensions of the Heston model achieve a better fit of the Euro Stoxx 50 option data than
the standard version. To conclude, we analyse the sensitivity of European call option to memory
and self-excitation parameters, underlying price, volatility and jump risks.

Keywords: Hawkes process; memory kernel; stochastic volatility; option pricing.

1 Introduction

Over the past decade, a number of stochastic processes designed for option pricing have been introduced
in the financial literature since the seminal work of Black and Scholes [1973]. A common way to
communicate option prices consists in computing the implied volatility (IV) resulting from the inversion
of the Black and Scholes option price formula. IVs measures the uncertainty about how low or high an
underlying asset might fall or rise over a given period. Unlike the historical asset’s volatility, IVs are
somehow expectations for future volatility. As a result, IVs play an important role in financial markets
and option pricing models aim to replicate at least the main empirical features of asset time series.
For a wide set of financial assets, Cont [2001] stated five stylized statistical facts about the asset’s
volatility. First, high volatility events tend to cluster in time. Second, there is a long memory effect in
volatility which occurs when the effects of volatility shocks decay slowly. Third, the asset’s volatility
is negatively correlated with the asset’s return. Fourth, trading volume is correlated with the asset’s
volatility. Fifth, there is an asymmetry in time scales of the volatility which is also known as the time
reversal asymmetry of financial time series data. This has been emphasized by Zumbach and Lynch
[2001] and called the “Zumbach effect” by Blanc et al. [2016]. Beside these empirical findings in asset’s



volatility, common features of the IV surfaces are the volatility term structure effects, the at-the-money
skew and the smile (see e.g. Ait-Sahalia and Lo [1998] Ait-Sahalia et al. [2021]). Designing an option
pricing model that includes most of these characteristics is a challenging task.

In quest of the suitable option pricing model, this article extends previous works on affine stochastic
volatility (SV) models stemming from the Black and Scholes framework. While simple and easy to use,
the Black and Scholes model relies on strong assumptions regarding the financial behavior observed
throughout market data. Merton [1976] and Bates [1991] relax the assumption of the Black and
Scholes [1973] that the asset’s return is normally distributed by inserting a jump component driven
by a Poisson process. Later, Heston [1993] proposes a closed form solution for an option on an asset
with a SV model, which allows to relax the assumption of constant variance of the Black and Scholes
model. He also introduces a correlation between the variance and the asset price in order to replicate
the volatility smile and to explain the skewness of the asset’s return. The Heston’s framework is
extended in several directions. Among them, we can cite stochastic volatility jump (SVJ) models,
introduced by Bakshi et al. [1997], Duffie D. [2000], Bates [2000] and Eraker [2004] to mention a few
pioneering works. The common point of these models, known as affine stochastic volatility models is
the heteroskedastic property of the instantaneous change in variance through the square root term of
the variance in the diffusion volatility. However, in the literature, other authors like Christoffersen
et al. [2006] and Ignatieva et al. [2009] have studied non affine stochastic volatility models in which the
instantaneous change in variance is proportional to any power of the variance in the diffusion volatility.
They conclude that the choice between affine and non affine stochastic volatility models corresponds
to find the right balance between fit flexibility and estimation properties. This motivate us to employ
an affine SV model style for its tractability and economic interpretation documented in the literature
(see e.g. Heston [1993], Bakshi et al. [1997], Duffie D. [2000]).

Notice that in view of expanding affine SVJ models, some authors like Gatheral [2012] investigated
stochastic volatility models with jumps in asset prices and in the variance, denoted by SVJJ model.
Although, this setting enables to maintain the clustering property of SV models, SVJJ models are
less parsimonious than SVJ models, and are harder to fit to observed option prices. Another popular
family of SV models considers that the log volatility behaves as a fractional Brownian motion with
a small Hurst exponent. Among seminal contributions about this family of SV models we list the
fractional SV model of Comte et al. [2010], and the rough volatility model of Gatheral et al. [2014]
that in contrast to fractional SV, has a Hurst exponent of order less than 0.5. Even if these models
are remarkably consistent with major features of financial time series, as stated by Blanc et al. [2016],
they fail to induce a tail of distribution in the return fat enough even with fluctuating volatility since
the asset’s return in these models is conditionally Gaussian distributed. Moreover, these models are
unable to explain in a realistic way how they generate fat tails, long memory in volatility and volatility
clustering.

Nevertheless, most of affine SV models do not allow for the Zumbach effect. This motivates, authors
like Zumbach et al. [2013], Jaisson and Rosenbaum [2015] and Blanc et al. [2016] to modify SV models
in order to integrate this Zumbach effect. The two last works are based on quadratic Hawkes processes
(HPs) which extend the self-exciting mechanism of HPs introduced by Hawkes [1971 a]. In particular,
Blanc et al. [2016] reformulate the general HP in a way that intra-day price changes, have an intensity
proportional to powers of past price variations. Motivated by the empirical results, authors truncate
this intensity to the second exponent and ignore the first exponent term. However, recent work of
Hainaut and Moraux [2018 a|, Hainaut and Moraux [2018 b] and Njike and Hainaut [2022] have shown
the role of linear HP when it comes to replicate features of asset’s return time series. In combination
with the self-excitation property of the linear HP, Hainaut [2021] has designed a non-markov linear
HP for claims process that has memory. Author has generated this memory effect by considering a
linear HP with a kernel function that admits a Fourier’s transform representation. For this work, it
was of interest to explore the benefit of such a setup in an option pricing model. In doing so, the linear
HP will increase the probability to observe a jump of the asset price and therefore the future volatility
after a jump occurrence, whilst the memory kernel of the linear HP will enable us to obtain a longer
effect of past prices into future prices.

This works contributes to the financial literature in three ways. First, we introduce an option
pricing model where the underlying asset price dynamics is self-excited and allows for a longer effect of
past prices through a linear HP. Second, although our model is non Markov, we derive a closed-form
expression for European call option prices. For hedging applications, Greeks of the three sources of



risk: price risk, volatility risk and jump risk are obtained straightforward by taking derivatives of our
formula with respect to the asset price, the variance or the arrival rate of jump. Third, we provide a
calibration procedure of our model to real market option data.

The rest of the article proceeds as follows. Section 2 presents the affine Heston model style with
self-exciting jumps and long memory. This section focuses on distributional properties of the arrival
rate of jumps and the log-return through an infinite dimensional Markov representation of our asset
price model and a discretisation scheme. Section 3 develops the option pricing model under our setting.
Section 4 provides a descriptions of the Euro Stoxx 50 option data. Therein, we present our estimation
procedure, discuss the estimated parameter and assess the sensitivity of option prices to memory
and self-excitation parameters, underlying price, volatility and jump risks. Concluding comments are
developped in Section 5.

2 Model specification

We define all the processes on a probability space 2 endowed with a risk neutral measure Q and a
filtration (F;),~,. We exclusively focus in the option pricing, and assumes that the pricing measure
can be retrieve from European option prices. For sake of simplicity we assume a constant interest rate
T

Hereafter we consider a SVJ model with self-excited jump in return driven by a Hawkes process
with memory kernel:

Ny
% = rdt+V; (de,} +/1- dewf) +d <Z (el — 1)) ~ME(ed —1)dt (2.1)
¢ I=1
AV, = (v — kyVy) dt + oy /VidW}!

where ky, Z—“; and oy are respectively the speed of adjustment, long-run and variation coefficients
of the diffusion volatility of V;. W} and W7 are two independent standard Brownian motions. p is
the correlation between diffusion volatility of stock prices and variances. The variance process is the
square root process introduced by Cox et al. [1985] and referred to as CIR. To ensure that zero is an
unattainable for the diffusion volatility V;, we assume the Feller condition 26y > 0‘2/ holds. Let recall
that affine stochastic model implies that the instantaneous change in variance is heteroskedastic via
the v/V; term in the diffusion volatility. We introduce memory and contagion in the dynamic of stock
prices by considering an arrival intensity \; driven by the following equation:

E (Nt+h|]:t) — Nt

t
M| Fe = }lLim = a+(A—a)g(t)+ 17/ g (t—u)dL,, (2.2)
—0 h 0

with o the constant reversion level, Ao the initial intensity at time ¢ = 0, L; = Zf\gl |.J;| the sum of
the absolute values of the jump sizes up to time ¢. The intensity jumps by 7 |.J;| when the I*" shock in
the asset’s returns dynamics occurs. Therefore, the occurrence of an event increases the probability of
a further shock. The jump sizes J are double exponentially identically and independently distributed
with density v (z) on R :

v(z) = ppTexp(—pTz)lsoy— (1—p)p exp(—p 2) 1oy

Using the previous equation, it follows that the moment generating function (mgf) v (.,.) of the pair
(J,|J]) is given by :

N _
| (eIl = be e
'1/1(21,2’2) =E (6 ) p"" — (2’1 +22) + P — (Zl - Z2).

In particular, the expectation of J and |J| are weighted sum of the average sizes of positive and negative
shocks :

E(J) = p:+(1—p)pi, (2.3)
() = por-(1-p) (2.4)



We consider double exponential jumps as in Kou [2002] in order to replicate the asymmetry of the
log-return distribution. Note that our SV.J model turns back to the Heston model if the jump size is
null.

In equation (2.2), the memory kernel function g, is a positive definite function such that g (0) =1
and lims o g (f) = 0. In this setting, the speed of reversion depends upon the decay rate of g (.).
The function ¢ (.) is the kernel function defining the memory of the stock prices process. If it is fast
decreasing, the contagion effect between stock price jumps is limited in time. Otherwise, the processes
remember the history of stock price jumps for a long period. In the present work, we consider four
functions g (.) that are Fourier transform of positives measure on R :

o The first function gy, (.) is the Fourier transform of the Laplace or double exponential measure
denoted by vy, (.). Let 3 € Rt be constant. The symmetric exponential measure vy, (.) defined
by the following relation :

vr (du) = (5 exp (—Su) 1{1@0} + Bexp (fu) 1{u<0}) du, (2.5)

DN | =

generates the following memory kernel:
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et (2.6)

gr (h) = /R’UL (u) eMdu =

The mean of vy, (.) is uz, = 0 and its variance is 0% = % g1 (.) is a power decreasing function.
. e o] _ 7B . . . . . . . 2
Since fo gr (u) du = %7, in this case the pair (N, A) is a stationary HP if 8 < EATT

o The second function g¢ (.) is the Fourier transform of a Gaussian spectral measure v (.)

v (du) = \/fe_ﬁuzdu. (2.7)

The mean of vg (.) is pe = 0 and its variance is o2 = % Given that vg (.) is symmetric and

2
Jos €754 cos (hu) du = %\/%ef%ﬂ, the memory kernel is equal to

ga(h) = e, 2.5)

where 8 € R*. Since [ gg (u)du = /73, in this case the pair (N,\) is a stationary HP if
1
VB < Zemgam-

o The third function g (.) is the Fourier transform of the logistic distribution defined as follows:

€

e

VLog (du) = —————du, (2.9)
8 (1 + e_%)
where 3 € RT. The mean of v (.) is prog = 0 and its variance is O’%og = 523”2. The memory
kernel is equal to
h — sinh(wBh) 1 . 2.10
g9c (h) {1 I (2.10)

Since [§° grog (u) du = 15, in this case the pair (N, A) is a stationary HP if 3 > %(l‘ll).

e The last memory kernel g¢ (.) is the Fourier transform of a Cauchy spectral measure ve (.)

1

where 8 € RTand the moments of v¢ (.) are undefined. Given that this measure is symmetric,
the memory kernel g (.) is an exponentially decreasing function

go(h) = e P, (2.12)



considered in the following as the exponential kernel because the delays after the arrival of
jumps are non-negative. Since fooo go (u)du = %, in this case the pair (IV, \) is a stationary HP
if 3> nE (1J]).

Within the literature, the Hawkes process with exponential kernel has an intensity A; usually defined
as:

(NewnlFi) — Ny

E t
M| Fy = }LE}I%) h = a+MN—a)e P4 77/ e PU=uqL,,, (2.13)
0

where § is the constant rate of mean reversion. From Hawkes [1971 b], the pair (N, ) is a stationary
Hawkes process if the following inequality holds nE (|.J]) fooo e Ptdu < 1. This latter condition is then
met by choosing the intensity parameters n and 8 such as nE (|J|) < 8. This stationarity property
of the Hawkes process is required to ensure that the long-term expectation, noted Ao = lim;_yo0 A; is
finite and equal to s = Ao (1 — 7K (|J])) "

The first order moment of the HP intensity for the kernel functions in equations (2.6), (2.8) and
(2.10) can be obtained by inverse Fourier transform. In fact, from equation (2.2), we use the properties
of the expectation and apply the Fourier transform to obtain:

FEOF) @) = aF 1))+ 0o —a) Flg(0) @) (214)
(1)) F (/g (1= 0B (] 7o) du) (0
208 () + (o — ) vy () + 7E (1) vr (@) F (E (O | Fo) ) ()
where & (.) is the Dirac Delta function. Then, given that

FEN|R)w) = 2T (j’zﬂ‘g a%;%; ) (2.15)
2amd (w) (Mo — @) vg (w)

L=nE([J)) v (@) = 1 =nE(|J])vx (w)

it follows that

_ 1 270 (w) . vk (w)

E@c[Fo) = oF (1—nE<|J>vk<w>>“”““‘“)f (1—nE<J|>vk<w>>“) (2.16)
_ ai o—iwt 276 (w) w N 1 it v (W) "
= g [T TR et e L T
— - —« i e*iwt Uk((.d) w
- Ee® % Ve L TR

The previous stability conditions ensure that this latter integral exists. Notice that there is no closed
form expression of this expected value of the HP intensity, except for the HP intensity with exponential
kernel. Through either the Laplace transform technique or ODE technique of Fonseca and Zaatour
[2013], the first order moment of the HP intensity with exponential kernel is given by,

B e mEQD=p _ B mEqap-p)t) 91
el 7o) = e 5 ) (217

To the best of our knowledge, it is not possible to derive analytically moments of HP with non-
exponential kernel listed above using the ordinary differential equation (ODE) technique of Fonseca
and Zaatour [2013]. As an alternative, we will derive a quasi-analytic formula of the conditional
moment generating function of these HP intensities with non-exponential kernel.

To compare shapes of memory kernel we range above memory kernels by degree of decay and
consider that their spectral density have the same variance 2. It follows that the parameter 8 of
memory kernels (gx)ie(r.¢,Log) 15 @ function of o?. As the variance of the Cauchy spectral measure is
not defined, we find an by minimizing the sum of least square between the Log and Cauchy memory
kernels. Figure 2.1 compares these four memory kernels when the variance 02 = 16. The left plot
reveals that the Laplace kernel has a slower decay than Gaussian and logistic kernels. Further, in long
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Figure 2.1: Comparison of Laplace, Gaussian and Logistic kernels for 02 = o2 = O'%Og = 16. The
Cauchy kernel is computed with Sc = 2.71.

run the exponential kernel seems to decay more slowly than the Gaussian and logistic kernels, while
the opposite situation occurs in the short run. The right graph shows that the decay rate of the kernel
increases with the thickness of the distribution tails.

The common point of these four memory kernels is the stability of the Hawkes intensity A; under a
certain condition. Unlike the exponential kernel, the other kernels can enable the Hawkes intensity A;
to remember past events for a long time according to their speed of decay. Considering the exponential
kernel (2.12), the pair (N¢, At),~, is @ Markov process and the intensity \; is solution of the following

stochastic differential equation (SDE):

Taking into account kernel functions in equations (2.6), (2.8) and (2.10), the pair (Ns, As), >, is not a
Markov process and we have very little information on its behavior conditionally to the filtration F; for
t < s. For non-Markov processes we cannot rely on It0 calculus to determine quantity like the mgf of the
arrival rate of shocks in the asset’s returns dynamics. However, by using the spectral representation of
kernel gy, (.) for k € {L, G, Log}, we reformulate (N, As),~, as an infinite dimensional Markov process
in the complex plane. To do so, we rewrite g, (.) in Equation (2.2) as a Fourier transform of the
measure v (.) and change the order of integration:

t .
Moo= at+(Mo—a)gr(t)+ 7]/0 /Rel(t*“)gvi (d¢)drL, (2.19)

~ arto-aa@+n [ ([ te“t—wdeu) o ()

It follows that the process Y = fot ett=wEJ L, . defined on the complex plane C is solution of the
following SDE:

Ayt = ieyfdt+ dLy, (2.20)
and the SDE of the Hawkes intensity is given by
dgx (¢
dv = (M —a) ggt( )dt + 7]/ devk (d¢). (2.21)
R

Remark that [, devk (d¢) is real since the measure vy (.) is symmetric and by rewriting Yf as

L
Zi\;‘l et=w) | J)| with u; the time of the I*" shock in the asset’s returns dynamics.



To benefit from the reformulation of the process (N¢, A¢),~, like an infinite dimensional Markov

process <Nt, Aty (Yf) > , we use the discretisation scheme described below, and passing to the
€R/ 450
limit we infer the mgf of the arrival rate of shocks in the asset’s returns dynamics. The key point of
this discretisation scheme consists of an approximation of the measure vy (.) as a discrete measures
with a finite numbers of atoms. For this purpose, we consider a symmetric partition £ () .= ={-0<
5(_",3 <. < fén) =0< 55") <. < fy(l") < oo}, with g(_”g = —ffl"). For each interval ( l(n),fl(_f)l)
barycenter is defined as

(n) | ¢(n)
n +
B = S tan 2€l+17f0rl€{0,...,n—1}, (2.22)
(n) | ¢(n)
_|_
B = % forl € {—n,..,—1},

while the mass of any atom with respect of the measure vy, (.) is
(n)

§i41
k,n
mftn /5(") v (du) , for 1 € {0, .yn — 1}, (2.23)

(k,n) &
m, = /5 v (du), forl € {—n,...,—1}.

(n)
l

m(k n _

By construction lim,, o Y1,

= 1 and the discrete approximation of the measure vy (.) given

a partition of size n, denoted by v vk ") (.) is defined as follows
Z m b(n) u), (2.24)
l=—n

where 6, () (u) is the Dirac measure located at the barycenter bl(n). According to Equations (2.22) and
1

(2.23), and given that the measure vy (.) is symmetric, for I € {—n,...,—n}\ {0}, m (k " = ml(k’n) and

b(_"l) = —bl(n). It follows that the discrete measure v( )() is also symmetric. We con51der that the

following assumptions holds for the partition £():
(i) 5(,”,2 — —00 and &) — 0o when n — .

(ii) max |§l(:)1 - §ln)\ — 0 when n — co.

(iii) £ c gD,

In this setting, for any integrable function, f (.) with respect to the measure vy, (.), we have that

im [ £ () o™ (du) = /_ b f (u) v (du) . (2.25)

n—oo J_

To lighten further developments, we choose n and adopt the following notations:
0) (™) . . .
« V=Y, ! “Horle{—n,..,n}and Y, is solution of the following SDE
Ay, = ip{™y,Oat + L™, (2.26)
(n)
with L™ = ST Li);

e the approximated intensity in the discrete framework is

)\En) =a+N—a)gr(t)+n Z m(k " Y(l (2.27)

l=—n



and has the following SDE

A = (A — )d dt+ Z mEDipmyOgs 1y Z mF™Mar™, (2.28)

l=—n l=—n

Proposition 1. The moment generating function of /\;") conditionally to the information at time
t < s is given by

E (ew‘gn) |]—'t> = exp (F (t,s,w)+ G (t,s,w) ,\ﬁ") + Z H, (t, S, bl("),w) ml(k’n)Y,;(l)>
l=—n

for all w € C_ that satisfies the reqularity condition 1 (0777w S_,m (k n)) < 0. The functions H,
are defined as follows

H, (t,s,bl("),w) = bl(n)m'/ eibgn)(“%)G (u, s,w) du, ¥Vl € {—n,...,n},
t
F and G are time dependent functions that solve the following ODFEs system
F dgy. (¢
% (t,s,w) = —(Xo—a) g’zh( )t s,0) (2.29)

%f(t,s,w) = 1-v (0 NG (t, 5,w) Z m™ Z Hy (t,5,5",w) l(’““) (2.30)

l=—n

with final conditions F (s,s,w) =0, G (s,s,w) = w. 1 is the moment generating function of the pair
of the random jump sizes J and its absolute value : ¥ (21,22) := E (621J+Z2|J|). k€ {L,G,Log,C}
indicates the type of HP memory kernel

Proof. In Appendix A 6. O

Passing to the limit with respect of n and using the frequency derivative property of Fourier
transform, we have the following proposition on the conditional mgf of the HP intensity.

Proposition 2. The moment generating function of As conditionally to the information at time t < s
s given by

E (ew‘s

) = exp (F (t,s,w) + G (t,s,w) A\t + in/ G (u, s,w) / 1=yl (1) dl du)2.31)
t R

for all w € C_ that satisfies the reqularity condition ¢ (0,nw) < co. The functions F' and G solve the
following ODE and partial integro-differential equation (PIDE):

%Zj tsw) = —(o—a) dg’;t(t)G(t,s,w) (2.32)
aa—ct; (t,s,w) = 1—9 <O,7]G (t,s,w) + T]/t G (u,s,w) dgk(:;tt)du> (2.33)

with final conditions F (s,s,w) = 0, G(s,s,w) = w. k € {L,G, Log,C} indicates the type of HP
memory kernel.

Proof. The approximated intensity )\En) defined in equation (2.27), converges almost surely to A; since

for fixed w € 2, the function z — Y;(Z) (w) is integrable with respect to the measure v and for any
integrable function, f (.) with respect to the measure vy (.), we have that

n— oo

lim f( (") (du) / f(u) vy (du) . (2.34)

It follows that N{™ = fo A du converges almost surely to Ny. Forl € {—n, ...,n}, V! = f; et = g™,

If the partition £ satisfies the assumptions (i)-(iii), when n tends to oo, a barycenter bl(”) tends to



p(m)
be an element of R,. Hence the sequence <Y;( ' )> tends to (Y;(l)) almost surely. Next,
IER
l=—n

the dominated convergence provides that

(A7) = lim E(eN|7),
n— oo
where from proposition 1
E (ew‘gn) |ft> = exp (F (t,s,w) + G (t,s,w) ,\ﬁ") + Z H,; (t, s, bl("),w) ml(k’")Yg(l)>
l=—n

and

n

Z H (t’ 37bz(n)7 ) Z b(n ni / ibl(n)(u_t)G(u,s,w) duml(k’n).

l=—n l=—n

Taking into account the definition of the discretised measure f/,i") (2.24) we obtain

/ H(t,s,L,w) o™ ()dl = m’/ (/ ze—i”“—”G(u,s,w)du) 5" (1) d.
—00 —o0 t

Passing to the limit we have

/ H(t,s,l,w)v, (1)dl = ni/ (/ lem =G (u, s,w) du) vg (D) dl
—00 —0o0 t

= m'/ G(u,s,w)/ le =Dy, (1) dldu
/ G u dgk dge (u—1) .

dt

The second and last lines of the latter equation stem from the Fubini’s theorem and the frequency differ-
entiation property of the Fourier transform. Likewise, we show that the limit of Y;" H; (t7 s, bl(n), w) Yt(l)ml(k’")
is

/ Hy (t,s,1,w) Yo, (I)dl = m/ G(u,s,w)/leil(u—”ijk(z)dldu,
— 00 t R

and concludes the proof. O

Applying a finite difference approach to the mgf of the HP intensity in proposition 2, we draw the
expected value of the HP intensity given the time in figure 2.2. From this figure, we conclude that
the expected HP intensity decreases as time increases at the same rate of decay as the corresponding
kernel function.

Let X; := log S; the log of the asset price at time ¢. Considering the discretisation scheme on the
partition £(™), the asset price noted St(") is solution of the following PDE:

(n)
4s™ pl N
St(tn) — rdt+ .V, (pdVVt1 +4/1- deWtZ) +d l; (e’ = 1) | = A{VE (¢7 — 1) dt.(2.35)

By It6 formula the discretised version of the process X; , noted X(n) = log S( ™) admits the next SDE

N

ax™ - (T_;Vt_x E (e’ ))dt+m(pdwt+ﬁdw2)+d ZJI (2.36)
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Figure 2.2: Expected value of the HP intensity A; | Fo. For comparison purpose, the parameter § of

the Laplace, the Gaussian and the Logistic kernels are such that 0% = O’% = O’%Og = 16. While the

Cauchy kernel is computed with So = 2.71. The other parameters are : a = 0.4, n = 0.2, \g = 50,
p=0.4, p" =30 and p~ = —37.

The process Xt(") is then a Markov process with respect to the intensity )\En), the 2n + 1 factors
and the counter Nt("). We can therefore deal with pricing and hedging problems

using standard methods developed for stochastic models. It is shown in the proof of proposition 2
that (A,E”), (Yt(l))

the process Xt(n) converges almost surely to X;. The next proposition establishes the characteristic

i Nt(")) converges almost surely to (/\t, (}/tl)lzfn,...,n ,Nt>. Consequently,

l=—n,...,

function of XS(") conditionally to the information at time ¢ < s.

(k.n)

Proposition 3. For all w € R that satisfies the regularity condition (iw, Ny, my ) < 00, the

characteristic function of XS(") conditionally to the information at time t < s is given by
B <€in£n) | ]:t)

exp (iw (Xt(") +r(s— t)))

(W) =

1— ge—g(s—t)

I-g

)

X exp <9VU;2 (kv —iwpoy — CZ) (s—t)—2log (

1— e—ci(s—t)

where

_ ge—(i(s—t)

X exp <Vtav2 (kzv —wpoy — CD ]

X exp <AJ (t,s,w) + Z C (t,S,bl(”),w) ml(k,n)yt(l) + D (t,5,w)\

l=—n

)

oY

\/(iwpav — kv)2 +o
ky —iwpoy —d
(k:v —iwpoy + (Z) ’

10

2
Vv

(iw +w?),

(n)

t

)



k € {L,G, Log,C} indicates the type of HP memory kernel. For alll € {—n,...,n},
C (t,s,bl(l),w) = ibl(")n/ eibgn)(“ft)D(u,s,w) du. (2.37)
t

Ay and D are functions that solves the following ODFEs system :

{agxtJ (t,s,w) = =D (t,s,w) (Ao — @) dgfzit(t)

9L (1, 5,w) = it (¥ (1,0) = 1) = (v (ieo, S, € (t5,0(" ) m{*™ 49D (1, 5,0) ) = 1)
(2.38)
with the terminal condition Ay (s,s,w) =0 and D (s,s,w) = 0.
Proof. In Appendix B 7. O

The previous proposition presents the characteristic function as the product of the exponent of an
affine function related to the jump component and the characteristic function of the standard Heston
model (see Schoutens et al. 2004 and Albrecher et al. [2006] for more details). Passing to the limit
with respect of n , we have the following proposition on the characteristic function of the process X
under the risk neutral measure Q.

Proposition 4. For all w € R that satisfies the reqularity condition v (iw,n) < oo, the characteristic
function of X conditionally to the information at time t < s is given by

Tis(w) = E9 (% | F) (2.39)
= exp (iw (Xt(n) +r(s— t)))

1—a —d(s—t)
X exp <9VUV2 (kv —iwpoy —d) (s — t) — 2log (ge_))

72 ) 1— e—J(s—t)
X exp ‘/tO'V (kv—lwpov—@m

X exp <AJ (t,s,w) + in/ D (u, s,w) / leil(“_t)Ytlv;.C () dl du+ D (t,s,w) /\t)
t R

where

d = \/(iwpav —ky)* + o (iw + w?),
kv — iwpav — d_
(kv —iwpoy + (i) '

QI

k € {L,G, Log,C} indicates the type of HP memory kernel. A and D satisfy the next ODE and PIDE

ot
%—It) (t,s,w) =iw (¢ (1,0) — 1) — (w (iw,nfts % (u—1t) D (u,s,w) du+nD (t,s,w)) — 1) ’
(2.40)

{SAJ (t7 S,w) =—-D (t, S,CU) (AO - Of) d’ﬁit(t)

with the terminal condition Ay (s,s,w) =0 and D (s,s,w) =0

Proof. This proof is similar to the one of proposition 2, as X gn)converges to X almost surely and by
the dominated convergence the conditional characteristic function of the log-return process is equal to
the limit with respect of n of the conditional characteristic function of the approximated log-return
process. By some grouping and using the frequency derivative property of Fourier transform we retrieve
the result of proposition 4. O

Our setting takes into account several features. It allows for stochastic evolution of the asset
price’s variance, includes a jump risk component into the asset price dynamics and replicate the jumps
clustering. We also generalize some existing valuation models. For instance, we retrieve the Black and
Scholes option price formula by setting J; = 0 and 0y = ky = oy = 0, the Heston option price formula

11
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Figure 2.3: Distribution of X504 | Fo under the risk neutral measure. For comparison purpose, the
parameter 3 of the Laplace, the Gaussian and the Logistic kernels are such that 0% = O'é = O'%Og = 16.
While the Cauchy kernel is computed with ac = 2.71. The other parameters are : Sy = 1, r = 0.01,
Oy =04, ky =1, p=—0.7, oy = 0.01, vg = 0.01, o« = 0.4, n = 0.2, A9 = 50, p = 0.4, p* = 30 and
p~ = —37.

by setting J; = 0 and the Bates and Merton option price formula by setting o = Ag, 7 = 0 and the
jump size J; log-normally distributed.

For comparison purpose, figure 2.3 draws the density of the log-return at 50 days X504 under the
risk neutral measure for our four HP kernels. From these graphs, we conclude that the log-return
density at 50 days with the HP Cauchy kernel has the thinnest tail. The log-return density at 50 days
for ours extension of the Heston model with the Laplace, Gaussian and Logistic kernels look identical
but the zoom in reveals the differences due to the decay rate of these kernel functions. Hence, the
log-return density with the Laplace kernel which has a slower decay than the Gaussian and logistic
ones, has the fattest tail.

3 Option Pricing Models

In this section, we develop the option pricing model under our modeling framework outlined in the

previous section.

As many authors (see e.g. Heston [1993], Bakshi et al. [1997], Gatheral [2012]) we will express the
call option price using the following delta probability decomposition of Black-Sholes formula [1973].
For this aim, in the next proposition we introduce a convenient measure Q* .

12



Proposition 5. Let Q* an equivalent measures to Q on the measure space (2, F), and define by

dQ*
dQ |,

t t t Ny
= exp <_;/o Vudu+/0 \/Vu(dej—I—\/l—p?dVVg) —(w(l,O)—l)/O )\udu+ZJl>.
I=1

Then, under the measure Q*,
i) Wt and W2 are Brownian motions defined as follows:

AWt = dW} — py/Vidt,

AW} = dWE— /1 —p2\/V;dt.
1) N} is a counting process with the following intensity
A= 9 (L,0) A (3.1)

Considering the discretisation scheme on the partition ™), this intensity noted Aﬁ”)’* is solution of
next SDE

AT = (Ag—a*)d

dt+ Z mEm ™y O * g o art (3.2)

l=—n
n),x
where A\ =1 (1,0) Ao, n* = (1,0)n, L(n Zl 1 | and for alll € {—n, ..., n}

av" =iyt + ani . 3.3
t l t t

J* is a double exponential distribution random variables of parameters :

ptr = pt—1, (3.4)

Pt = pT 41, (3.5)
+ oo

= pp - p , (3.6)

pptp=*+(L—p)ppt*

with the following joint characteristic function :

Y (21,22) = E (ezlJ*+22\J*|) _ vatlz) (;1(_; 3)’)22). (3.7)

i) the processes Xy and Vy satisfy the following SDEs :

dX; = (r—&—;Vt—)\;(z/J*( )dt—k\/lz(de*l—k\/l— dW*2)+d ZJl (3.8)

AV, = (Ov — (kv — poy) Vi) dt + o/ VidWiL. (3.9)
Proof. In Appendix C 8. O

From to this proposition and using the characteristic function of the log-return in proposition 3 we
value an European call option of maturity 7" and strike K, written on the terminal spot price St of
some underlying asset in the next proposition.

Proposition 6. The price C (t,T,S,V,\,N,Y, K) of an European call option of maturity T, written
on Sy is given by

C(t7T7S7‘/7>\aNaKK) = StPO(thasv‘/vA7N7)/aK) (310)
~Ke " TUP (t,T,5,V. A N, Y, K),

13



where K is the strike price, P; = P; (t,T,5,V,A\,N,Y,K) are the probability of the call expiring in-
the-money under the forward measure Q* and the risk neutral measure Q respectively. For j € {0,1},
these probabilities are of the form

_ 1 1 . Tt,s (w B Z)
PO = 5 + ; /]R+ Re (eXp (_ZW IOgK) M) d&), (311)
11 13
P = -+ 7/ Re (exp (—iwlog K) t(w)) dw (3.12)
2 7 e, w

where 1y s is the characteristic function of the process Xyunder the measure Q defined in the corollary
4.

Proof. Considering the discretisation scheme on the partition £, the European call option price is
obtained as

c (t, 7,50 v AM NO Y, K) c (t, T,XM V.M NO Y, K)

= ¢ "ITYE (max (X7 — K,0) | 7)
_ enp (e Ke"T-0F (I
= ¢ R x@sig [Pt ) — Ke ( X(Tn)>logK|]:t)

. Xy ok —r(T—t

o ) R )
= 8@ (X > 10gK) - KeT-00 (X{P > log K )

- S,Py— Kefr(Tft) P (313)

where as in the Black-Sholes formula [1973] P{™ = Py (t,T,X™,V,AW N Y, K) and P{" =
P (t, T,XM™ v A0 N0y, K) are the probability of the call expiring in-the-money under the mea-
sure Q* and the risk neutral measure Q respectively. Since C (T7 T,XM™ VA0 N® Y, K ) =
max (eX7 — K,0), for j € {0,1}, with the terminal condition

1 if X7>0

o (3.14)
0 otherwise

Py (T, T, X0, VAW, N Y K = {

Given that the P; are survival probabilities with respect of Xr | F; under the measure Q* and the
risk neutral measure Q respectively. We apply the inversion theorem of GIL-PELAEZ [1951] to get:

—iwlog K (n),*
n 1 1 e T w
P = 7+7/ Re< b ()>dw (3.15)
2 7R, w
—iwlog K (n)
n 1 1 e T w
P = §+f/ Re< : b ( )>dw, (3.16)
T Jr, w

where Tt(})’* (.) and Tt(f}) (.) are the characteristic functions of Xr | F; under the measure Q* and the
risk neutral measure Q respectively. From the definition of the measure Q* we have

e LD

—rT XM
- g C T cwxy? | Fi
e—'r’teXt(n)
_ L) (ei(w—i)X(T") | ]:>
er(T=0) 8, t
er@—0g,
Replacing this into Equation (3.15), passing to the limit with respect of n and using the frequency
derivative property of Fourier transform, allows us to complete this proof. O
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The main problem for implementing this latter call option formula is the numerical approximation
of integrals in equations (3.11) and (3.12). It worth noting that a wrong implementation involves
a weak quality of fitness on real market option data. One may think about Fourier transform, but
the characteristic function 13 s is only evaluated numerically with possible discontinuities and the
integrands have a point of singularity at w = 0. However, these integrals can be evaluate efficiently
via a trapezoidal quadrature approximation. Note that the Lemma 1 in Witkovsky [2001] enables one
to compute the limits of integrands in equations (3.11) and (3.12) when w vanish :

e*iw log K Tt,T (w . Z) N
fte < iw  erT0g, > = B (Xr[F) —logK (3.17)
e—?wlogK
Re (inﬂ“ (“)> — E(Xr|F)—logK (3.18)
where
B (Xr|F) = r(T—t)+— (7 yp 5.19)
T|F) = r ST v .
Oy ) 1 (ko — B
+|Vi— 1 — e~ (kv—pov)(T—1) ’
( " kv —pov (kv—pav) ( )
E(Xr|F) = r(Tft)flel(Tft) Vfgl i(liefkv(Tft)) (3.20)
! 2 k}v t kV kV . .

are results proven in Appendix D 9.

The trapezoidal quadrature approximation of the probabilities of the call expiring in-the-money for
M discrete log-strikes log Ky, := ky = —kmax + (u— 1) Ag, u =1,..., M, equally spaced Ay = 2]“"[”
are given by :

—twiky, T, .
Py, = 7+ Z’WRG( , EAC Z)>Aw

iw,  erT-4)g,

e~ Wi Ko

Tir <wl>) A,

P = f—|— Z’nRe(
27

where v, = %1{121} + 1421y is the trapezoidal quadrature weights, A, = FiA,. ensures that the
absolute value of the integrand function is sufficiently small for all w > wy; with w; = (I — 1) A, for
l=1,...M.

From our call option price formula (3.10) we can derive Greeks for hedging purpose given the three
sources of risk: the price risk Sy the volatility risk V; and the jump risk A\;. The analytical expressions
of the three deltas are given by

0C b, o v nOP

_ 9% % (- 9Pt
AV = av ~ Sy e oV’
_ 90 _ g0 91
AN = Gy TSy T Ke D%
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where for j € {0,1}

dP, 1 e Wos Yy 7 (w — i)
-9 _ = R d
99 W/M e( r(T=1) G2 “
on - _ l/ Re( ﬂmogKTtT( ))dw
85 - ™ R, ’
OP 1 7iwlogKT i
TVO = 7/ Re (B (t,T,w—1) c , r(TtLY;)E;U Z)>dw,
T Jr, we t
P 1 —zwlogKT
% = 7/ Re(BtTw - tT()>dw,
T Jr, W
P, 1 7iwlogKT _ i
g E/ fte (D 6T =) = r(th;)(; l)>dw’
Ry iwe t
P. 1 —zwlogKT
@zf/ReD L @) g
oA T Jr, iw
with
l_e—d(s t)
B(t,T7UJ) = (kv—lwpav—d)w,

and D which satisfies the ODE in equation (2.40). Similarly we can obtain the second and third order
Greeks letter, gamma and vega which are respectively the second and third order partial derivatives of
the call option price with respect of the asset price, the variance and the arrival rate of jumps. Thus,
the sensitivity of our call option price with respect of these three state variables has an analytic form
that relies on the computation of integrals.

4 TIllustration

This section enables us to achieve three goals. Firstly, we present the method for calibrating our Heston
model extension to an implied volatility surface. Secondly, we show that our model achieves a better
fit of implied volatilities than the standard Heston. Finally, we study the sensitivity of European call
option price to the memory parameter 3.

4.1 Data description

The data used in this section is a result of a filtering process applied to the implied volatility surface of
the Euro Stoxx 50 as of the 26! of September 2019 in figure 4.1, with the spot price Sy = 3541 and the
dividend rate g = 0.00225. To our raw data obtain from the Bloomberg’s Option Monitor we exclude
options with maturity greater than one as there are less sensitive to volatility. The constant risk free
rate r is approximated by the three-month instantaneous forward rate on the 26" of the September

2019 implied in the yield curve for the euro area and taking into account issuers whose rating is triple
A.

4.2 Calibration and sensitivity analysis

To calibrate our SVJ model under the risk neutral measure, we use the standard approach that consists
in minimizing the sum of relative squares errors (SRSE) between IVs derived from our model and
market IVs. More specifically, If we denote by © the parameters set of our SVJ model, one evaluate
the vector of parameters © for which our model gives the closest prices to those observed in the market
as follows:

© = argmin (SRSE (0©) + vy max (o}, — 20v,0)),
O,y

i( gMarket (¢ T, S V,\,N,Y,K,) — o1y (t,TS7S7V,)\,N,Y7KS7@)>2(4 )

SRSE (©
ok (¢, Ty, S, VoA, N, Y, K)

S
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Figure 4.1: Implied volatility surface of the Euro Stoxx 50 as of the 26" of september 2019, with the
spot price Sy = 3541 and the dividend rate ¢ = 0.00225.

where K is the strike price of the s-th call option, Ty is the maturity of the call option, oMarket ig
the market implied volatility of the observed call option and M is the number of call options used.
Note that the objective function is not convex and is not of any particular structure. Thus, by using
a gradient based optimizing procedure we are not sure to obtain a global minimum. As proposed
by Hamida and Cont [2005], we add a convex penalization term ~ max (0‘2/ — 20y, 0) to the objective
function (4.1) in order to ensure that a gradient based algorithm can be used.

Based on the filtered IV surface of the Euro Stoxx 50 as of the 26" September 2019, we find the
set of model parameters minimizing the objective function (4.1). Table 1 presents the result of our
calibration procedure applied to the Heston model, and to its extensions with a self-exciting jumps
induce by a Laplace (2.6) (HHPL) , Gaussian (2.8) (HHPG), Logistic (2.10) (HHPLog) or Cauchy
(2.12) (HHPC) kernels. In table 1 the SRSE measures the quality of fit of theses models. We find that
our Heston models with jumps in the asset price dynamics are better, with SRSEs lower than the SRSE
of the Heston model. In figure 4.2, we plot the market implied volatility and the volatility replicated
through the Heston, the HHPL, HHPG, HHPLog and HHPC models at maturities 7" equal to 22, 50,
85 and 113 days. We see that the implied volatilities derived from the HHPL, HHPG, HHPLog and
HHPC models are the closest to market one and they outperform the Heston model, particularly for
small maturities.

Another important quality check, when it comes to calibrate an implied volatility surface, is the
replication of the term structure of at-the-money (ATM) volatility skews. Denoted by ¥ (T'), the ATM
volatility skew at expiry time T > t is the derivative of implied volatility with respect to the money
strike:

aO'IV (t,TaS,Va)‘aNaKKa @)
oK

o - | \
K=5,

For each model and for e small enough, we approximate ¥ (T') by

A arv <t7T757‘/7>\7N7}/’K+67é) —o1v (taTasa‘/a)‘7N7Y7K7€aé)
i) = . ,
€

K=S;

where the approximation holds for small enough e. Empirical studies (see e.g. Gatheral et al. 2014)
show that the observed term structure of ATM volatility skew is well approximated by power-law
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Heston HHPL HHPG HHPLog HHPC
Ov 0.2183 0.2475 0.2223 0.2744 0.2320
kv 7.3697 8.0511 6.7373 9.7406 7.8421
oy 0.6575 | 0.70201 0.6632 0.7406 0.6808
p -0.8136 | -0.9983 -0.9969 -0.9989 -0.9913
Vo 0.0217 0.0208 0.0201 0.0218 0.0202

Ao 1.5484 1.1158 1.3813 1.3013
o 2.48734 8.2820 2.7708 4.5728
i 3.1635 0.2860 9.4444 4.3008
B 0.1362 0.3683 7.9078 4.9346
D 0.5106 0.5452 0.7765 0.4081
+

53.5226 46.6534 64.0890 55.3728
p— -144.0291 | -137.6665 | -97.4525 | -149.4079
SRSE | 0.5256 0.2595 0.2647 0.2786 0.3005

Table 1: Estimated parameters.
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Figure 4.2: Market implied Volatilities versus replicated implied volatilities from the Heston, the
HHPL, HHPG, HHPLog and HHPC models at maturities 7" equal to 22, 50, 85 and 113 days.

18



LY ¢ Heston
o | = HHPL
@ ] HHPG
“* HHPLog|
HHPC
© a
o a
]
—
<o s
Qi
)
x
B30 o
o 3
- i
w
= .
° i
< |
= o
H
a
0 1
> | 5 .
o i I
]
T T T T T
0.0 0.5 1.0 1.5 2.0 2.5

Figure 4.3: The slope of implied volatility skew as function of the maturity over a range from one day
to 2.5 years. Model Parameters used are from table 1.

Heston | HHPL | HHPG | HHPLog | HHPC
H 0.13 0.12 0.14 0.09 0.12
R? 0.87 .87 0.85 0.88 0.87

Table 2: Estimated Hurst exponent H of the ATM volatility skew and the R-squared of the linear
regression model that explains the log-ATM volatility skew logW¥ (T') given logT.

functions of the form TH~2 with H € (0,3) the Hurst exponent . Gatheral et al. [2014] shows that a
value of H close to zero allows to generate volatility surface with a reasonable shape. From the table
2, we deduce that all models considered have an estimated Hurst exponent H between 0.09 and 0.14.
The HHPLog model exhibits the smallest estimated Hurst exponent with an R-squared of the linear
regression model that explains log@ (T') given logT equal to 0.88. From figure 4.3, we conclude that
compared to the Heston model, the other models better replicate the empirical short term explosion
of the ATM volatility skew.

We now focus on the differences between our extensions of the Heston model. To distinguish them
in term of memory length, we draw in figure 4.4 their corresponding kernel functions given the fitted
parameters in table 1. We observe that the Gaussian kernel has the slowest decay, while the Logistic
kernel has the fastest decay. Thus, the HHPG and HHPLog are respectively the models with the
longest and shortest memory among our extensions of the Heston model. From the figure 4.4 also, we
find that the memory of the HHPL and HHPG models increases with the parameter 8. Whereas, the
one of HHPLog and HHPC models increases when the parameter 3 decreases. The figure 4.5 plot the
probability density function of the log-return at 113 days. This figure allows to make link between the
memory length of models and the thickness of the tail of the log-return distribution. In agreement of
the result of the section 2, the thickness of the tail of the log-return distribution for our extension of
the Heston model are ordered by their memory lengths.

The impact of the memory parameter 3 of our affine Heston style models on option pricing is
studied through the implied volatilities and the price risk AS (3.21). To inspect how recalling past
price changes for a long period influences option prices, we vary the memory parameter 5 of our
extensions of the Heston model. Figure 4.6 reveals that an increase in memory indicated by a slower
decaying kernel function ¢, (.), induces an increase in implied volatilities of out-of-the-money (OTM)
call options (S < K). This increase in implied volatilities becomes more pronounced as the expiry
rises. The figure 4.7 confirms this findings and brings out two points. Firstly, the impact of the
memory parameter [ is negligible in the short term, but increases with the expiry time 7. Secondly,
for the HHPLog model with the shortest memory, the impact of a small increase or decrease in memory
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Figure 4.4: Sensitivity of kernel functions to the memory parameter 3. The initial value of g for each
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Figure 4.6: Sensitivity to the memory parameter 5 of the HHPL model. Model parameters used are
in table 1.

remains negligible in the long term.

The price risk AS measures the sensitivity of the option to the stock price. Let us recall that for
options it should be interpreted as the amount of stocks to hold (AS > 0) or to short sale (AS < 0)
for hedging an option. Called the “delta hedging”, this is a very common strategy to do the arbitrage
and minimize risk of portfolio in the option market. From the figure 4.8, the price risk AS calculated
from the Heston model is slightly higher than the one given by the other models for OTM call options,
while, for in-the-money (ITM) call options, the price risk AS in the Heston model is almost the same.
The figure 5.1 highlights the sensitivity of the price risk AS to the self-excitation parameter Ag. We
find that the increase in self-excitation caused by a rising Ao, implies a higher price risk AS for OTM
call options and a lower one for ITM call options. Unlike the price risk AS, from figure 5.2, the implied
volatilities derived from our extensions of the Heston model are more sensitive to the self-excitation
parameter Ay for OTM call options.

Although call option prices from the Heston model and its extensions have roughly the same sen-
sitivity to changes in underlying price, we find that these models induce different shapes of sensitivity
to volatility and jump risks in the option price. The upper graphs in figure 5.3 draw the sensitivity of
call option prices expiring at 50 and 113 days to the volatility V. Known as the greek “vega”, for all
models considered, it takes its greatest value around the ATM. Except for the Heston model, the vega
remains positive and decreases exponentially to zero as the strike moves away from the spot price. In
the lower graphs, we observe a similar shape of the call option price change in case of a jump. Denoted
by AN\, it takes its greatest value at the OTM region and its curve widens when the expiry increases.
It is worth nothing that a higher memory length does not necessary results in a wider A\ curve.

5 Conclusions

In this article, we propose an extension of the Heston model that allows for self-excited jumps in asset
price and long memory of past price changes. This expansion corresponds to an asset price process with
a stochastic volatility and a jump component driven by a linear Hawkes process (HP). The memory
feature of our model stems from the decay rate of the HP kernel function. Considering HP kernel
function that are Fourier transform of the Laplace, Gaussian, Logistic, and Cauchy measures, we
generate different memory ranges, from the longest to the shortest. The self-excitation and memory
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properties of our framework enables us to have a realistic option pricing model that encompass major
characteristic of asset’s return times series such as the volatility clustering and the long memory in
volatility. However, the memory effect leads to a dependence on the past that makes our asset price
process non Markov.

The HP with kernel function which is a Fourier transform of the Cauchy measure corresponds to
the tractable exponential kernel. Except the stochastic volatility model with jumps self-excited by this
exponential kernel, our Heston extensions are non Markov processes. We use the Fourier transform
representation of their kernel functions to establish a closed form expression of the conditional moment
generating functions of the HP’s intensity and the log-returns. Based on these results, we write the call
option price according to the delta probability decomposition and derive Greeks for hedging purpose
given the three sources of risk: the change in underlying price, volatility and the occurrence of a jump.
By inverse Fourier transform of the conditional moment generating function of the log-returns, we find
that with equal parameters, the thickness of the tails of its probability density function is fatter if the
length of the memory of the HP kernel function is greater.

An estimation of our models to implied volatilities of the Euro Stoxx 50 as of the 26! of September
2019 achieves better calibration performance than the one with the standard Heston model, particularly
in the short term. They also provide a good fit of the term structure of at-the-money Volatlhty skew,
approximted by power-law functions of the form TH=3 with an estimated Hurst exponent H between
0.09 and 0.14. Considering the estimated parameters found and varying the memory parameter, we
see that implied volatilities derived from our extensions of the Heston model , increase as the memory
length expands. This sensitivity to the memory length appears more pronounced for out-of-the money
call option prices. A similar conclusion is drawn, with respect to the sensitivity of the implies volatilities
to other self-excitation parameters. The analysis of the Greeks delta, vega and the jump risk reveals
that our extensions of the Heston model have roughly the same delta curve than the standard Heston.
But these models induce different shapes of sensitivity to volatility and jump risks in the option price,
which does not seem to be related only to their memory lengths.

A next step to this work will be to explore hedging strategies in our setting, to manage options
whose underlying asset may experience some clustering of jumps. From a broader perspective, it would
be interesting to extend this work to the pricing of bond, currency, exotic options or exotic derivatives
which are path dependent. From an empirical point of view, it would be worthy to study the empirical
relevance of such Hawkes memory kernels and develop accurated calibration procedure to financial
time series.

Appendices

6 Appendix A: proof of proposition 1

For fixed time s and w € C_ with C_ the set of complex numbers with non-positive real part, we
define the conditional moment generating function by

f(t,s,AE”’,(Yt(”)l 7N§”>> = E(eM)R),

where f is a complex-valued function on [0, s] x G with G = Ry xR} x N the state space of the Markov

process (/\in), (Yt(l)>l ,Nt(")) . By the tower property, for any 7 > ¢,
=—n,...,n >0

Fesa? () N0 = B (s () )R,

and
E <f (r, s A (V) ,N£">) m) - f (t, s (W) ,Né”)>
lim l=—mn,...,n l=—n,...n —
T—t T—1
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Figure 5.1: Sensitivity of the price risk AS to the initial intensity Ag of Hawkes processes. Model
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It follows that the infinitesimal generator A of the Markov process <)\§"), (Yt(l))

uated on f is equal to zero:

Since Af (t, s, )\,(5”), (Yt(l))

n l n

l=—mn,...,n

, Nt(n)

= o0 (6.1)

> exists the function f is in the domain of A which contains

the set of twice differentiable functions such that all partial derivatives of up to order two are continuous
function (see e.g. Duffie et al. [2003]). On the other hand, the It&’s lemma for the semi-martingales
allows us to infer that f satisfies the following differential equation:

0 = Y pamy® Z

ot

+A§">/ (f (t s, A 42 Z mFm, (Yt(l)
R

Given that (Aﬁ”), (Yt(”)

l=—mn,...n

3f
)¢

=

l=—n

dgk

Ly

l=—n

),

=—n,...,n

(6.2)

(k) (m)y-(0) ) _Of
my b Y, )8)\(”)

N 1) - f(.)) v(dz).

,Nt(")) is an affine jump process, from Duffie D. [2000] and Errais

et al. [2010], under technical regularity condition, we conjecture that f is an exponential affine function

of A and (Yf“)

f (t, sa” (v

N§”>>

exp (

F(ts,w) + G (ts,) N+ 30 Hi (ts,0",w0) my,0

l=—n

where F and G are time dependent functions such that F (s, s,w) = 0 and G (s, s,w) = w. While H; is
a function that depends on the time and the position ! € {—n, ...,
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value H; (s, s, bl("), w) is equal to zero. From (Hubalek et al. 2016), the technical regularity condition

needed is equivalent to the integrability of the jumps, that is

oG

e (t,s,w)

n (k,n)
:E(wwzh,um |J|)<OO

t=s

where the random jump size J has density v (z) on R. The partial derivatives of f are then given by :

n n n l
B = (% (ts,w) + 92 (65, ) AW + i, %8 (15,0, w) m{Y ) 1,

af(fn) = G(tvsvw) fv % = Hl <tvsvbl(n)7w) ml(km f VZ S {—n,...,n},

and the variation of f when a jump of size z occurs is equal to

(exp <|z| (n (t,s,w) Z m(k ™ 4 Zn: o, (t,s,bl(n),w> ml(k’")>> - 1) f.

l=—n l=—n

Injecting all these expressions into Equation (6.2) lead to :

oF oG n " OH,; n ) e (1
0 = e (t,s w)—i—a(t,&w))\ﬁ )—l—l; e (t,s,bl( ),w) ml( )Yt() (6.3)

l=—n

n - n n d n
R A (t,s,bl( ),w) m®m 4 (()\0— g’“ ) 10 Z (kam) )y (0 ) G (t,5,0)

l=—n

n n
+/\§n) <w (0,17G (t,s,w) Z ml(k’n) + Z H, (t,s,bl("),w) ml(k’n)> - 1)

l=—n l=—n

where 1) (21, 22) := E (e*1/+#21/]). From which we find the following ODE system:

0= 28 (t,5,w) + (Ao — @) LG (1, 5,w)
0= BG = (t,s,w) + 1) (0 nG (t,s,w) >, l(k"n) + > H (t,s,bl(n), ) ml(k ")> -1
0= % (t,s,bl(n ,w) —Hbg H, (t,s,bl(n),w) +m’bl(n)G(t,s,oJ), vie{-n,..,n}.

For all I € {—n,...,n}, the last ODE admits the following solution:
S
H, (t, s, bl(n),w) = bl(n)m'/ it (u=t) 7 (u, 8, w) du,
t

and the proof is complete.

7 Appendix B: proof of proposition 3

Let w € R. As in proposition 1, if we note

(X0 (10) ) = (e

)

mEm)

—n MYy

affine function of Xt("), Aﬁ”) and (Yt(l)> ,

and under the regularity condition v (iw, ny ) < 00, we conjecture that f is an exponential

f (t, s,Xt(n), A§”), (Yt(l))l ,Nt(")) = exp (z’th(n) + A(t,s,w) + B (t,s,w) V}) (7.1)

X exp ( pe (t,s,bl(n)’w> m*Iy O LD (1, 5,w) Aim)

l=—n
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where A (s,s,w) =0, B(s,s,w) =0, D(s,s,w) =0 and C, (s,s,bl("),w> =0,for alll € {-n,--- ,n}.

Then, by the It0’s lemma for the semi-martingales, f solves the following differential equation:

_ (o, o B of 1. o2f o2 f
0= % (T gVt AT (0 (L0) 1)> aX<n>+ 2" vy TP axav (72)
af - (n)
+(9V_k’VVt)W+* v‘/;tav2 + Z 3Y(l ib

of dg (t) (k,n) - (n) (D)
+6)\(”) (()\0 —a) g +n Z my b)Y,

l=—n
o [ afEva).
R
where

k,n l n

% = (3 + Vit o, YO+ 2AO) 1 Gl = e,
orp ) %f

a(x<”>)2 = —w fa XtV — ZWBf’
o *f
8\/ BY, . dg; = Bva
8Y<l> Clml 1, oo = D,

and Af (z) is the variation of the function f when a jump of size z occurs

=—n,...,n

n
Af(z) = f <t,s,Xt(n) + 2, Vi, A\ 2] Z ml(k’n)7 (Yf”)l

l=—n

+ 2|, N +1> (7.3)
—f (t_ 5 X Ve A, (Y;“))l_n.”MNf”))

= (exp <iwz+ (i: C (t,s,bl(n), ) (k.n) +nD (t,s w)) z|> - 1> I (7.4)

l=—n

Injecting all these expressions into equation (7.2) lead to :

94 — _jwr — 6y B — D (N — ) 920
%—[t) =iw (¥ (1,0)-1) - [ (exp (iwz + (Zl_fn C ml’C oy nD) |z\) — 1) v (dz) (75)
98 — G bB +cB? '
9 — _(Cy+nD)ib™ Vil € {~n,..n}

where a = % (w + 1), b= —ky +iwpoy, ¢ = flav . In order to separate the part of the characteristic

function linked to the jump component we assume that A (¢, s,w) = Ap (¢, s,w) + Ay (t,s,w), with

terminal condition Ap (s,s,w) = 0 = Ay (s,s,w). It follows that the ODEs system (7.5) can be
subdivided into two ODEs systems :

8,84% = —iwr — 0y B 76)
95 =a—bB+eB? '
and
941 = D (Xo _Q)%
%—? =iw (¢ (1,0) = 1) — fR (exp (iwz + (Zl":_n Olml(k’") + nD) |z\) - 1) v(dz) . (7.7)
9 — _(Cy+nD) bVl € {~n,..n}

The ODEs system (7.6) corresponds at the one of the standard Heston model. From Schoutens et al.
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[2004]), we have:

exp (int(n) + Ap (t,s,w) + B(t,s,w) Vt> = exp (int(n) +r(s— t))

1—¢ —d(s—t)
X exp (9‘/0;2 (kv — Wpoy — d) (s —t)—2log (ge_§>>

» . 1— e—(f(s—t)
xexp | Vioy? (kv —iwpoy — d) 1— ge—dis—t)

where

d = \/(iwpov —ky)? + o2 (iw + w?),

kv - iwpav — (Z

(k;v —iwpoy + CZ) '

Albrecher et al. [2006] prove that this form of the characteristic function of the standard Heston model

is stable for Fourier inversion or numerical integration.
Let us focus on the ODEs system (7.7). Its last ODE admits the following solution:

g =

C (t,s,bl(n),w> = inbl(")/ eibgn)(uft)D(u,s,w)du. (7.8)

t

This last formula allows us to conclude the proof.

8 Appendix C: proof of proposition 5

The derivative

N : : t Nu
‘ii% ~ exp (;/ Vudqu/ VVa (pdWh +V/T=2aW2) = (v (1,0) - 1)/ Aud“+z']l>
7 0 0 0 =1

is an exponential martingale as a solution of a driftless SDE and given that E ( fOT )\Sds) < oo and
E (fOT Vfds) < oo for all 7> 0.

i) is straightforward. Hence, we start by the proof of ii). The moment generating function of ,\g")’*
conditionally to the information at time ¢ < s is given by

(n),x (n) (n) (n)
E* (ems ‘]_-t) — U ]E(eUS +wip(1,0)A |]_-t)’

exp (F (t,s)+ G (t,9) Aﬁ") + Z H, (t, 8, bl(n)) ml(k’n)Yt(l)>

l=—n

where
N ()

. ‘ t u
U = _%/ Vudu—i—/ VVa (W 4+ VT= p2aw?) ~E (e’ - 1)/ AP du+ Y
0 0 0 =1

is the approximated exponent of the exponential martingale % .
0
If we note
s (t, S UM A (th)l ’an)) = B (e 0x | R)
=—N,..., n

and we conjecture that f is an exponential affine function of Ut(n) )\En) and (Yt(v)) ,
v=1,...,n

f (t, s, Ut(n)7 Aﬁ"), (Yt(l)) ,Nt(n)> ‘= exp (A (t,s,w) + 1 (1,0) B(t,s,w) )\,En)) ,

l=—n,...n
X exp ( > a (t,s,bl(")7w) mEMY D 4D (1, s,w) Utn)>

l=—n
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where A (t,s,w) = 0, B(s,s,w) = w, C (s,s,bl(n),w> =0foralll € {-n,..,n}and D (s,s,w) = 1.

According to the It0’s lemma, f solves the following differential equation :

_ af of )y 1
0 = + 556 ( (¥ (1,0) = DA = SV, ®.1)
L &/ ~ Of 0 4 of dgx (1) N ) () (D)
5 gume Vet 2 9y ® Y+ sy | Qe —a) =4 +nl;nml i)Y,

o
+A / (f (t S U 420 4l 3 mE™, (VO +kl) N 1) £ >> v (dz)
oo =—n,...,n

l=—n

where
af a.f a.f n k,n 82f
8U(n) :D(t,S,OJ)f,sz(l,O)B(t,S,W)f,m:Ol (tvsvbl( )7w)ml( ).f7 8U(")2 :D(t,s,w)zf,

of _ (o4 0B (n) 9C, (n) (kn)y-(v) , OD (n)
815_<8t (t,s,w) + ¥ (1,0) — 5 (t,s,w) N\ +Z (,s,bl ,w) Y, +6—(tsw)U 1,

l=—n

and the variation of f when a jump of size z occurs is

(exp (D (t,s,w)z+ <771/J (1,0) B (¢, s,w) Z m(k ) 4 Z C (t,s,bl(n),w) ml(k’n)> |z|> - 1> f

l=—n l=—n
Injecting all these expressions into equation (8.1) lead to :
A B n n v D n
0 = %—t(t,s,w)—kw(l,o)%—t(t S,w) ( )+ Z 9C, (, s, ,w) (k, )Y( )+8a—t(t s w)U( )

l=—n

D (1 5,w) (— (6 (1,0) = A — ;vt> + 3D (t5,0)* Vi

) n kyn); (n)<-(1 dgs (t) kn) o (n)<r(1
+i Z C (t,s,bl( )7w) ml( )bl( )Y;( ) +¢(1,0) B (t,s,w) (()\0 —a) ———= 1 +n Z m( )Zb( )Y( )>

l=—n

+)\§") <¢<D(t7s,w) Y (1,0) B (¢, s,w) kan)—l—zcl(tsb(n) ) (kn)>—1>

l=—n l=—n
or
0 = P tsw) - SD(tsw) Vit 2D (45, Vi 6 (L0) B(ts.w) (o — ) 0 (5
ot 2 2 dt
OB
0 = 1/)(170)@(1575700) _D(t757w) (1/1 (LO) - 1) (83)
+p (D (t,s,w),nY (1,0) B (t,s,w) Z ml(k’") + Z G (t, s, bl("),w) ml(kn)> -1,
l=—n l=—n
0 = @(tsb(n) )—l—z(Cl (ts b(™ w)—i—m/J(l O)B(tsw))b(") vie{-n,..,n} (8.4)
ot y 9y y Oy YL ) Pk} 1 3 eeey .
0D

D (t,s,w) = 1 solves the last PDE as D (s,s,w) = 1. Given D (¢,s,w) = 1, the functions A and B
satisfy the following PDE system :

B (tys,w) == (1,0)B(t,s,w) (Ao — ) 1,
0B o (b 0Btsw) S, mB 4, Gt )mt) (86)
9 (tsw) —1- ey |

29



Let A5 =1 (1,0) Ao, o =9 (1,0) a, n* = (1,0) n and

P (21 + 1, 22)
Y (1,0)

Taking into account these definitions, the latter ODE system is similar to the one obtained under risk
neutral measure Q in proposition 1. On the other hand, for all € {—n,...,n},

Y* (21, 22) (8.7)

C (t,s,bl(n),w) = ibg”)n*/ eibl(n)(“_t)B(ms,w) du,
¢

solves equation 8.4. By a suitable rearrangement, we can show that this definition of the joint moment
generating function ¢* corresponds at the one of the pair J*and |J*|where the jump size J* follows a
double exponential with parameters

prro= ot -1,
— %

pr o= p — L
- pp P
pptp=* +ptr(1-p)p

*

All the previous results allows us to complete the proof of ii). The SDE of the variance V; under Q*
is derived from i). While for the process Xy, similarly to the proof of ii), the dynamics of X under the
measure Q* is obtained by comparison with the results of proposition 3.

9 Appendix D: Expected value of X1 | F;

Given the dynamics of X7 under the measure QQ, we have

E(Xp|F) = E(/tT <r;Vu> |]—‘t> (9.1)
r(Tft)f%E (/jmmﬂ),

where the solution of the SDE of the variance process is given by

6 6 T
Ve = oy v e—kv(T—t)+UV/ kv (T=9) ST aw, (9.2)
Ky kv t

Applying the Fubini rule leads to

T
Oy Oy 1 — kv (T—
rdu = YT+t A N S ) .
/t V,du Al )+(Vt kv) kv( e ) (9.3)

+O_l /u \/‘75 (efkv(t—s) o efkv(T*S)) dWS].
kv Ji

Hence

E(Xr|F) = T(T—t)_;i\‘j(T_t)_;O/t_kv)klv(1_€_kV(T_t))' (9-4)

Under the measure Q*, the SDE of X; and V; are given by :

dX;

N*
1 t
<r + 5V =AY (1,0)) dt +/V; (det*1 +4/1 - p2th*2) +d | YT |, (95)

=1
AV, = (v — (ky — poy) V) dt + oy / ViAW, (9.6)

It follows that
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E* (Xr | F1)

B </tT <r—|— ;vu> | ]-"t> (9.7)

1 T
t

1 Oy < Oy ) 1 (ke — T
= rT-t)+=—T—-t)+ | V; — (176(‘/%)0‘/)( t)>
( ) 2]fv—PUv( ) " kv —pov ) 2(ky — poy)
where as under the measure Q
r v Oy 1
/ Vodu = ———— (T —t)+ (Vt — ) (1 — e—(kv—PUV)(T—t)) (9.8)
t kv — pov ky — pov ) kv — poy
LoV / VA (e v )12 _ om0 ) quyz,
kv —pov Ji
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