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Empirical analysis of stock price model
under lattice framework
-Evidence from NIKKEI225 options market-

MasaHIrRO HiNo 1 Jungt MawariBucHT 1
and KoicHr Mryazaki'!

In this research, we discuss how closely deterministic volatility models and
stochastic volatility models fit cross-sectional options market prices in lattice
framework adopting NIKKEI225 options market data. As deterministic volatil-
ity models, we examine five kinds of models from BS model to the model
including functions such as tanh(x) and sech(x) that may generate skewness
and kurtosis in risk-neutral density at maturity. Regarding stochastic volatility
models, nine kinds of models are examined. They are discrete stochastic volatil-
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ity model representing Heston model, whose volatility follows OU process and
similar models with more flexible probability transition matrix. In view of the
fit precision, we empirically compare the effect of the local volatility functional
form in the deterministic volatility model with that of the flexible probability
transition matrix in the stochastic volatility mode. As a result, 5 and 7 param-
eter deterministic volatility models seems to be advantageous among all of the
valuation models examined in our analysis.
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dS:/S; = rdt + o (S, t) dW (1)
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Put Price = e™"T fOK max (K — St,0) f (St) dSt @
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K1 5MOTRXIZAT vy - RIT4UT++ET)V (DVM)
Table 1 Five kinds of Deterministic Volatility Model(DVM).

DVM Local Volatility
1P o (Si,t)=a
2P (S, t) = aS?
3P n(S,.t):chu{] — tanh [b(s‘sos")}}
5P o (S,t) :c+a{17tanh [b(sl;f“)]} +d{1750ch [c (5‘;05”)”
7P o (Si,t) = a + btanh [(‘ln (ij’) - d} +e {1 — sech [f In (%) - g] }
2
3
=
=z
8

%)

1 Li E7VOTIHT T+ ADREIX.
Fig.1 The conceptual figure of binomial lattice for Li model.

St =S8t [L+rAt+o(Sii,t) VAL,
Syt =Sl [14+rAt—o (S{_i,t) VAL,
Sioi [L+rAt—o (Si_i,t) VAL

(3)
Sitt =1 : ) . (i#0,t
' 2{ +SEL [1+rAL + 0 (ST t) VAT } (i#0.)

3. BERSTAVTAETIVEY ) —1EBFE

3.1 BERSTA4VT4ETIVOZIFY ) —KE

RIT 4 VT« 7% OU MR TEHT 2 MR RT TV 70 ETME, KX @4), X (5)
THEZ5N%.

dS/S = rdt 4+ odW; (4)
do = —k (o — &) dt + ydWa (5)
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TTT, S, r o,k v &, TNENME, KU ATER, RST0VT41, RIT71V
T4 OV, FEEIREE, RST 20T DRSS T2 )T 2EKT. £z, dW, & dWs
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Vo) OE&EZER 2R .

SERRIHEEE 2 &, 2 = 5 DD zin = k NOHEEEL pr ; Y, X (6) THEAOBNBR
WaATEHTHD (J=1%ZnRLR2 251 .
seh(J—j) if k=j+1
1—kh]  if k=j
tkh(J+j) if k=j-1

0 otherwise

Pr,j =

SRR 2 ZROTRT T4V T lfd 2 X (7) DK S ICEKBT 5.
ot (zt) = a+dz (7)
TTT, 6 =v/Ve] &L, REEMCBI BRI T 1 VT4 /KEREICT B0, o =
§(J +1) LAET .

ERROEFIWICEK ST, RTT 1V T 10, 1, IKEEZER (o —6J,...,0,...,a+8J)
1R (6) THA BNBHBHEETANC > T LT C e b, flxiE, J=1
DI, RST 1 VT 1 OIREZERE, (5,20,30) L15%.

xic, K (4) THEZ SN HMEEE ZIHY U —T&RHET BBICE, v = In(S:/So) I
TH5EDZHET . A 4) 2 &,

S = So exp{(r— %at (zt)"’) t+ o0 (2) Wi (t)} 8)
THA0H,
v = (r= 300" t+ o) W () ()

CHT B0 Y ) — BT 5 (B 3(a) BHAC J = 1 ORAEEHLTVA) .
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Vol.2009-MPS-76 No.24
Vol.2009-BIO-19 No.24

2009/12/17
B2 X577« HBOZRX.
Fig.2 The conceptual figure of volatility transition.
&2 “OU” HeRHERETH.
Table 2 “OU ” probability transition matrix.
k\j Low Vol. Middle Vol. High Vol.
Low Vol. 1-k h k h/2 0
Middle Vol. k h 1-k h Kk h
High Vol. 0 k h/2 1-k h
&3 MER T ERHERATY.
Table 3 “ Symmetrical ” probability transition matrix.
k\j Low Vol. Middle Vol. High Vol.
Low Vol. a c 1-(a+Db)
Middle Vol. b 1-2¢ b
High Vol. 1-(a+b) c a
&4 HHE HERHERIT.
Table 4 “Free ” probability transition matrix.
k\j Low Vol.  Middle Vol.  High Vol.
Low Vol. a c e
Middle Vol. b d f
High Vol. 1-(a+b) 1-(c+d) 1-(e+f)
v DHBIE, R (9) THABNTVBOT, ZOMBGELI,
lim lE‘ [Apye lye =y, 2e] =71 — lat (z0)? (10)
h—0 h 2
. 1 A 2 _ _ 2
lim —E [(Anye)® [y = y, 2| = 04 (21) (11)
h—0 h
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CHEECEMT UE KV, BIEINS, X (6) TRENBZRT T 1 U T 1 OHERERE X (12) O
FRfiD L5 « FREERZ IS TEZ 25T ¢ A LOMRICET 550 7 (yeon = K, §,t + h)
&, Bt Ot +h ETORT T4 VT 0§06 THAIFHEIS, Bl t+ hicBNT
Yepn DVRIE K ICH 2R ZRT. COLEEZHOTROHRAEES.

71-(ytth :K7J7t+h)

2JZ+1 T (yt =K + j6vVh, i, t <% - Tﬁi(;;? ) (13)
= Pj,i r——

= +7 (yt K — j6vh,i t) (% 2(;;? )

TTTC, yp=K+jovh (=1,..2J +1) OHTHRITEDT y, 1T ZIREZERIC)E
SRVEDIBL T, 7 (g = K +jovh,it), 7 (v =K — jovh,i,t) 20 &5 5. LA

&b, K@), KX (5) 2T OU XA TDVY—DHERTE 5.

3.2 EIASWICTBWTERAT HBHEERS T UT s ETIV

FGEAHTTIE, RTT 0V T OIREZERNE 3IKE (T =1 &L, 2 DDIGHIHIF B
ENHEHFB. H—IC, Britten-Jones and Neuberger(2000) 1BV T T T 1+ ADIEN—E
THoTmzRE LD, &, 1, BORT T UT s OREID, ZNEFNH,20,360 (K
3(a) & DELAEL, BRITAUTAHHRITT U T 4D 1.5 FITHE S mnEs
5N5%. £oT, FEEAMZITIICEELTE, &, W, ORI T4 UT 1 DREIHAE
CEZRZETIVERATS. BN, Ko7y —RAchx T, & F, KORTT 1V
TAOREIN, ZNFN 30,56 (K 3(b) &E2Tr—ALZFNEFN S 506,95 (K 3(c))
LB r—XZED 5. B, RIT 4T OHEBIERICBILT, X570V T+
AR (5) O OU @2 RELT 2 # L WK Z RS 218 TR S 2. BfEmIciE, OU #iEd
HERRER GR2) IKMA T, MHEOHERIER (X 3), BhROHRHR (X4 ZHRAT
3. Fie, HAEZHY Y —ICBW KGO FARICERAT 2RI T 1 U T 1 OHFSIERE TR
BRICEMAT280L ZEATZETETIVEIGEEL, MMOHRE RS T 2T 1 O
ORICHIBINGEREA T 2. FHETHICB O TRHT 2EEHRR T 71 U T 0 ETIVIE,
FICiiNTzE, B, BORT T VT DRKESERTT 1 VT« OHBIHER L DA ED
FICHIET 2 9O THD, £5ICF LD,
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(a) (6,26,39) (b) (6,38,50) (c) (6,56,99)
3 J=1 BT AHEEX.

Fig.3 The conceptual figure incase of J=1.

&5 9MOMEFEERT T4V T4 ETIL.
Table 5 The nine kinds of discrete stochastic volatility models.

Transition probability Matrix

OU Symmetrical Free

@ @ @

@) ®

Volatility State
(8,56,98) (8,38,58) (8,28,38)

4. REETD

4.1 FIADROMNR EFEDR
FEEDHI T, FETIVDTT 4 ACHEDII AT a YOETIVIEilG LRG3 710X
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YTy a Vst Ty g Uik FERITTAEMRS (500 X)) A ATM A SIEWIEIC 3
Lol IR AT W e x—1 LF, OTM1), OTM2, OTM3 Da—)VA gV
T MATT g vOER 6 ) EOTHEEEMZEHBESE L, X (14) ITRLz. Th
W, BNeT5% X SICETIVDIRT A—=2HEEZITY, B N_EEAMDV NS WET IV
T3 VTGS L G TH B LIS .

Min >~ (P —Pi)2/6 (14)

TTTC, PidA 7Ty a  digiitg, P 347y a>yET/Vlitg, i 1347 a > ofilir
=L, KUZETIE, 6 VS,

4.2 T—REDIRE

FIHT 24 7Y a VIZEADEA LR 2BEHED 15 B¥HOE DL L, 7— 2k,
2003 4 6 M5 2008 4 4 HE T 59 HI &9 5.

4.3 RADTREREER

61213, BHOHMBEOMEDEE LR Z T VIS, Y7751 LRERAEL
WM& LRI TR Uz, OB, Y7754 LRERAEL & L% T4 7> =
VOTGRENKELEBEZ LEZLNDD, TNHEOREETA TV a VIHEET IV
EIARY Ty aFIVind TSy a iE & OBEHCHER 5 X 2 B EEENT—<
D1DEZNETHS. £6ICEDNT, XD 3 DDA SONEREERT S,
=, TEIZRATYY « RIT 40U T 0BT I/VRICEBIT ZEE MO, 50,
BRI T4V T4 ETIVEICBI 2EEMEOLLEI, BT 2IZATYy 7 - RIT+4
VT4 ETIVEHRRT T VT4 ETINEDBTOLRHITH .

FB—DEENDS, £6DTRIZAT VY - RTIT 41T 4 BT IVICET %85 OIFH
WCEHT S, U7 751 LRERELG L DEOMNDKHHICE L TE 1 /35 XA—2ET
WING TIRT A—=RETIVANERFTRT T« U 7 1 OREBIEDIER S MBIt > TEAME
MRELSEEINTOZ 22D N S, ERENDIE, 13T A—2R2/8FA—XDET
VTIE, V77T A LREFRA LG DA LR TBEESEEDREBICE R 5013 LT, 3
INTRA=R, 585 A—=&, TINTGA—=RETF)IVTRESENZNIERTLEWVETHS.
DED, NS5 3DDETFIVE, HA Ty arolGRECHE L CEEETTIVTH S
EWVWAB. TDTEND, RITAVTAA—TIKBIZAF 2 —Z2FREKBTEH D
AfREE 75 % & 5 %R BISUE tanh(x) ZRFTRT T4 VT 4 ICEAT 5 L OELENDY .
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&6 HINBIKD T L ATHE(R .
Table 6 The Average and standard deviation of objective function value.

Deterministic Volatility Model
Before the financial crisis (2003/06~2007/08)  After the financial crisis (2007/09~2008/04)

1P 2P 3P 5P P 1P 2P 3P 5P P
Average Average
103.48  69.02 21.95 4.21 0.21 351.59  260.17  28.21 6.92 0.59
Standard Deviation Standard Deviation
125.51  97.35 29.85 7.48 0.57 737.10  582.66 37.45 13.02 2.26

Stochastic Volatility Model
Before the financial crisis (2003/06~2007/08)
0O0oU3 0 O0U5 0OO0U9 0O Sym3 O Symb5 0O Sym9 0O Free3 0 Free5 0O Free9

Average
76.81 64.43 56.07 55.00 40.67 32.84 12.66 8.36 6.83
Standard Deviation
105.83 95.47 88.00 84.36 69.30 60.55 29.03 13.92 11.41

After the financial crisis (2007/09~2008/04)
0 ou3 0 OU5 0 Oou9 O Sym.3 0 Sym.5 O Sym.9 O Free3 O Freeb O Free9

Average
293.15 263.10 241.13 245.02 203.98 178.33 44.54 16.55 11.25
Standard Deviation
651.79 602.93 564.54 576.70 501.80 452.80 130.09 41.00 31.69

R, 3NTA=RETIVE 5 INGA—RET)IVOBENRIIRT . 5 /35 A—XET)V
W 3NFGA—RETNEXANTBEIICHELIZET IV THZDT, TNHEDETILE
S NULRATR T T 1 U T 11— M 2RI % T E D ATREGBIBUE sech(x) ZHAT 5
W EDIREETRENZEDHL2DICEMNTH I ZHE T ENTES. HNEEOMEIZ
21.95 15 4.21 FTRRCHEELTHD, RFIRT T4 Y T 4 ICBIBIE tanh(x) ICIA T
BEEIE sech(x) ZFIHT 2 C L OFRMUNMHRTE 5. Eiz, BRI T4V T 1 ICBEE
tanh(x) & sech(x) ZF/& 3 THH LTz 7835 A—2 BV ase it 7 3 Uil
ik L BN L TR > T B,

F_OBEND, K6ICBITS 9EOHERT T+ VT ETIVCHET BE 5D
EICEET 2. SRERDSFHAIMNS 2 LD—DI, OU, MR, HHOMNOHEBHER
ERHT2ETIVTH-TE, B, M, BORTT )T OREINVRELEZZ LS
RITAVT 4 OKEZEDIZET VDD (3, 5, 9 LXRBICH->T), EAMENREL KA
LETHD. ZDOBIE, ANDORTT 1V T 1 OKETH > TEHEBHERICHET ZHIKE
OU, Xffi, HHEELBD DI TEAENRELARD, &, H, IKOKRTT 1 VT DKRE
EOREHBEL D LHBMHERICET 52 HHEDOTNEAHICEZ BN RKEVERTH
. TOTEND, WRRTT 4 UT TNV E UTHRETVERTT 25813, AU
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FHDEICRT T4 VT OWBHEREFTINCEZ 5T N IaRr v aF Vst T a
VIR L BN A T g VRHET NV EMERT S5 A TEMTH R T b3S,

BN D, REICHDWTTEIZATY I - RIT 4V T ETNVOEENEE
HRRTT 4 VT4 ETINVOREEEZIET S, #ERT T4V T 4 ETIVCBOTRS
T4 )T 1 OHERBIERD OU TEHZ 5N % Heston XA TOETIVE, BEEIDHRTZ I
ZATYY cRTT 4 UTAETIVD 28T A—=RETIVDOKHETH S T EHRTENS.
2IFGA=RETIVERTI T4V T A H—TICBIFEAF 2 —2EHIT 2 EHRETIED
B, RFRT T4 )T« WEEEMSEFICEKEFELTED, BV 2=z 5ET
VU TRKEDNRE S IFEDLBWVEBIEZ L > TV A D AF 2 —DREVHAIC
WBEAEMETT 5. COREDERRT T VT ETVCEONTRT T4 U T 1 OHER
g% OU L 30K ARETH B Eibh b, KT, BRRST 4V T4 ETIVIC
BIFBRITT 1V T 1 OHERBHERZ OU H SN E D URD GBI DWW THEET 5 &,
TRIZATYT « RTITAVTAETIVD 28T A—=RET)IVOKEC Z FEZEDD,
INTRA—REFIICIIE D eV D. DFD, RIT 1T« OHERBIHERZ OU D
SN D UEDTZIZT T, RATR T T 14U 7 1 1B 2 BEEIE tanh(x) WEKT 2K 5
HFEGHEON ENRADEZNDTHS. ERIT AV TAETNVCBIZRT TV T 1
DOHEBERDHFIZ EITRD TRFRD B HH & LIGEICDOWTHERT 5 L, &, H, KD
RITAVT A DORESHDANOKETH>TH, BEWEETEZIZXTv T - KRIT7 1V
TAETIND 3INTA—RZETIVDIKEER LEZE 58T A—2R 7T I8TG A—2DET)V
WKiERIE RN Ehbh 3.

DED, RFTRI T4 U T4 OBEIE L LT tanh(x) IKIMZ T sech(x) &FIHT 2% 514,
gaRv sy atVizA Ty a UGG & OBE X Z O A TAMIZE TEA
U 7oA SIS TR B OER R S T« U T« BT VA LR, 57 ¢ AFEROBIH S £ %S
NE, 7EIZATY T « RIT VT A ETIVD 58T A= 7 INT A—=ZETF)ILH
WD TENETIVTHB T DB,

5. FLoHEIER

AWETIE, H#E 225 4 7> g viligzatidge LT, BS ETIVOIRETVTH S
TRIZATYY - RITA4VTAETNVRERRT T4 ) T4 ETICHD ATV a v
ETFIIED 7 a At 7> a F VAT Y a Uik e EOREE CERANTH MO
WTTT 4 AT IVOPSHA CTHGE L 7z.
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INHERDSIE, MNOHERRT T4 U T ETIIVOESEEMICHT 2 Y X7 dirs
MOBEDRERENT 2 EMAREGRRNTIAT T« U T 1 OBEIE (tanh(x), sech(x))
EEBOTRIZATY Y « RIT 4V T4 ETIVOESHICIRE TN ENbhoTz. T
T A AREEOHEE AN, COXSIBTRIZATY Y - RIT4 VT4 BTNV
WD TENZETIVTHZ EEZLNS.
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