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Abstract. This study presents Fourier Transform of Stock asset returns uncertainty under Covid-19 surge.
Computational issue with respect to Covid-19 induced payoff uncertainty of option on an underlying stock
is mathematically studied. A newly modified Black-Scholes model (MBSM) is proposed incorporating
Factorial function for generalization of Black-Scholes model (BSM) and random variable volatility function
as an alternative to constant volatility in the BSM. A closed form integral formula for stock price is obtained
for MBSM. The variable volatility function is to account for uncertainty effect owing to Covid-19 on the
stock price in the MBSM. Option prices are compared based on the selected methods. The option output
via the MBSM and Fast Fourier transform (FFT) method varies on replicating simulation which is more
realistic in financial market compared to the BSM which returns constant option price all-through. Hence,

the study findings show that the MBSM assumption of non-constancy in the volatility term suits the stock
markets behaviour over the BSM.

1. Introduction

In this study, Fourier transform methodology of a class of partial differential equation applicable for
option price computation on stock asset under Covid-19 induced price uncertainty is studied. The book
written by [20] discusses the Fourier transform methodology in option pricing and volatility modeling in
detail. Cont [14] applies the Fourier transform method to analyze the empirical properties of asset returns,
including distributional characteristics and serial correlations in his study while [12] presents a fast Fourier
transform-based methodology for pricing options and demonstrates its efficiency compared to traditional
methods. In [2], the use of Fourier transform techniques in estimating stochastic volatility models, which are
widely used in pricing options and risk management were discussed. In similar enthusiasm, [1] explores the
application of wavelet-based Fourier methods in analyzing the self-similarity and long-range dependence
in financial time series. A comprehensive treatment of derivative pricing and risk management using
Fourier transform techniques, specifically focusing on models with stochastic volatility was presented
by [19]. Just to mention few, [23] applies the Fourier transform method within a Bayesian framework
to estimate stochastic volatility models with fat-tailed and correlated errors. Several studies have been
rolled out on Fourier transform technique and applications in finance. The definitions and useful axioms
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on Fourier transform method are reported in the next section vividly. Also, [12] presents a fast Fourier
transform-based methodology for pricing options and demonstrates its efficiency compared to traditional
methods.

In this present study, one will see that the statement of the problem follows from the fact that stock prices
are affected by uncertainties in financial markets. Various sources of uncertainty are in existence which
are responsible for price fluctuations of stock asset. In recent time, Bankole and Ugbebor [8] incorporated
the concept of economic recession induced volatility uncertainties in option price computation. They
considered option price instability subject to information flow (filtration) from recessed economy into financial
markets and the uncertainties such filtration pose on stock assets’ returns determined by the volatility term
in financial models. Some studies in the past have been concentrated on stochastic volatility term structure
with respect to stock price characteristics in real life ([13], [22]). The shortcomings of the classical Black
- Scholes model [10] in fitting volatility smile of stock price owing to assumption of constant volatility in
their model, led to the development of various forms of stochastic volatility models.

However, despite the observable shortcomings in the Black - Scholes model, the model is still in use as a
benchmark for option price comparison among some other option pricing models. In an attempt to unravel
the shortcomings of constant volatility term in the Black - Scholes model, the main objective of this study is
to incorporate random variable volatility function &; in the deterministic Black - Scholes model (BSM). The
new model is termed Modified Black - Scholes Model (MBSM). Our attention is devoted to uncertainties
on Nigerian stock payoff with respect to Covid-19 information flow from the economy to stock markets. In
the next paragraph, we consider the existing literature on Covid-19 and its effect on the output of financial
assets.

Corbet et al.[15] gave an analysis on the effect of corona virus on stocks’ return and volatility behaviour
during the Covid-19 pandemic outbreak. Their results revealed that companies went through negative
hourly returns, exceptional large increase in hourly volatility and trading volumes owing to the announce-
ment of Covid-19 pandemic outbreak. Recently, some scholars studied “the impact of Covid-19 pandemic
on the global economy and international financial markets” [6]. Eichenbaum et al. [16] used a method based
on canonical epidemiology model to study an interaction between economic decisions and pandemic. Pag-
nottoni, Fama and Kim [28] in their research on cryptocurrency interactions in frequency domain revealed
that Covid-19 pandemic outflow of information had substantial impact on the cryptocurrency market. The
research studies of [3] reported that there was loss in the return of stocks under Covid-19 period using
the historical Nigeria stock Exchange data from 2" January, 2020 through 16th April, 2020. Their findings
further documented high in volatility of stocks during the Covid-19 period. It was also stressed in the
research carried out by [4] that the outbreak of Covid-19 caused poor performance of Ghana Stock Ex-
change market. The authors reported that the Ghana stock exchange experienced better returns prior to
the Covid-19 period. Quite number of literature show evidence of negative effect Covid-19 has on financial
asset returns.

The inference from the above literature are evidences to show that financial markets are sensitive to
Covid-19 information inflow to the market especially stock markets. In addition to the aforemention
citations, one can deduce that the economy state affects the price of goods and services generally. In
Bankole & Ugbebor [8], [9], it was discovered that “assets’ value are affected by the state of the economy”.
There exists uncertainty in the price of financial assets based on the information inflow to the market. The
price of Stock assets undergo stochastic movement in response to every filtration of bad news inflow to
the market from the economy [29]. The Covid-19 pandemic news is one of the sources for stock’s value
stochastic movement in the stock markets during Covid-19 period.

Several financial models are in existence in valuation of stock price, option on an underlying stock price
such as: the classical Black - Scholes model, a single factor Heston model, Double Heston model, to mention
few. The classical Black - Scholes model [10] has been criticized based on its inability to described the real
life situation of stock price . Hence, the purpose of this study is to relax the assumption of constant volatility
in the Black - Scholes model which is the major deficiency, and propose a random variable volatility term.
In other words, a form of random-volatility &;, is proposed to replace the constant volatility parameter. The
new model is however referred to as modified Black - Scholes Model (MBSM) in this study. The paper is
structured as follows: Fourier Transform methodology, Black - Scholes Model Partial Differential Equation
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for Nigerian Stock asset, Fourier Transform and computation of modified Black - Scholes Model (MBSM),
Numerical results and analysis, Volatility surface for Stock with respect to MBSM, and Conclusion.

2. Fourier Transform methodology preliminaries

Fourier Transform based computation is adopted in this study. There exists an algorithm on Fourier
transform called Fast Fourier transform (FFT) which is a mathematical algorithm for computing Discrete
Fourier Transform (DFT) of a sequence. FFT has been proven to be effective in the valuation of option
prices ([7],[8],[12]). For more details on fast Fourier transform in option pricing, the reader could check the
following references ([12],[24],[27],[30]). However, in this paper, we demonstrated simplicity approach of
using differential axiom of Fourier transform to solve a modified Black - Scholes partial differential equation
for stock asset value valuation. The novel methodology coupled with introduction of factorial function and
random volatility function are in our model formulation for asset valuation is the major contribution to the
existing literature. The steps are discussed vividly in the next section.

Definition 2.1 ([31]). Let f(x) be a Lebesgue -measurable function of x € R, then the L?>-norm of f is defined as:

uﬂ:UiWﬂ%ﬁ; 1)

where

L% = {f : ||fll < oo}. (2)

Equivalently, f(x) is a piecewise integrable real function over the entire real line satisfying the condition

I ()| dx < 0. 3)

For Fourier transform and inverse Fourier transform of a function to exist, it is necessary that the function is absolutely
integrable over IR with finite value as defined in (3) above. An absolutely integrable functions on a given interval
(a, b) are said to be on the space of L'(a, b). The concept of Fourier transform can be extended to the square integrable
functions.

Definition 2.2 ([31]). A square integrable functions is defined as:

I F@)[ dx < oo. (4)

The space of square integrable functions is represented by L*(R) over the real line or simply an interval (a, b).

2.1. Fourier Transform and Inverse Fourier Transform

There are some conventional representations of Fourier transform found in use depending on various
fields of application. For instance, in Physics, Fourier transform of a given function say, f(t), is carried out
by moving from time f-domain into an angular frequency w-domain measured in (radians/second), while
in the case of signal processing, Fourier transform is done moving from time t-domain into frequency
(cycles/second)-domain [26]. The transition from one domain of operation to another is dependent on the
area of application that one is considering and what one intends to measure. The relationship between the
frequency f, and angular frequency w, is given by w = 2nf.

Definition 2.3 ([26], [31]). Let f : R — R be a real-value function for x € R, then the Fourier transform of f is
defined as:

F (F)0) = faw) = f f)edx, w € R, ©)

where i = V=1 and w is a parameter.
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We can recover f(x) from f(w) by the inverse Fourier transform.

Definition 2.4 ([31], page 13). The inverse Fourier transform of the real valued function f(x) is defined as:

7:—106(0)); x) = f(x) = %[ flw)e ™ dw, x € R ©6)

which belongs to either L' or L? - spaces.

Definition 2.5 ([8],[12],[31]). FFT is a highly efficient implementation of discrete Fourier transform which maps a
vector h = (hj)i.\fzf)l onto some vector Di(h) such that

z

Dy(h) = Y e %Fp;, k=0,.,N-1. 7)
j

I
o

In application, N is usually chosen as power of 2 so that the complexity of the FFT algorithm reduces from an order of
N? for direct numerical integration methods to that of N'log, N operations to compute N values faster.

2.2. Some Axioms of Fourier Transform

In this subsection, we highlight some useful properties of Fourier transform applied in this study. For
more details, please see ([26], [31]).

e Differentiation axiom: Let f be a piecewise n-times continuously differentiable function such that
™ is the derivative of order n € IN. Suppose each of the derivative is integrable absolutely on the
whole real line, then the Fourier transform of the derivative is given by

F(f@);0) = f e

= (iw)" I ) f(x)ei“”‘dx ®)
= (i0)"F (f(x); @)
= (i)' f(w),

e Symmetric axiom:

F(f();0) = flw) = F(f(-2);0) = f(-w). 9)

There is a very close relation between Fourier transform and characteristic function.

Definition 2.6 ([31]). Let P(x) be the probability density function with x € R. Then a characteristic function
¢(w), w € R, is defined as the Fourier transform of IP(x) by:

F(Pw;i0) = de) = [P0 = B (10

We can recover the probability density function IP(x) via inverse Fourier transform of the characteristic function.

This we define as:

P(x) = F ' (d(w)) = % j: ) dw) e dew. (11)
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Example 2.7. Consider a piecewise function f(x) defined below:

i, for —2<x<0;
flx) = —%, for 0<x<2. (12)
0; otherwise
The Fourier transform for f(x) is computed as follows.
Solution:
. 09 2
F (f(x);w) = f(w) =f Zez“’xdx —f Ze‘“’xdx (13)
-2 0
2 _ 1 el 0 1 (e 1 i) w2 1 e iw©)
fl) = 4(ia))‘2 4(ia))0 _4iw(€ ¢ ) 4iw<e ¢ )
1 —2i 1 2i
- w) _ ©_1
4diw ( ) 4iw ( )
_ 1 2iw —2iw
= E (-6 e + 2)
_ 1 iw —iw 2
diw ( ¢ )
Applying Euler’s identity ¢ = cosw + isinw, e = cosw —isinw.
~ 1 .. 2 isin®
We have: f(w) = ~Tio (Qisinw)” = — P

Intuitively, the solution steps of example 2.7 demonstrates the simple way of performing Fourier trans-
form of piecewise function, using equation (5). It is a straightforward hint to execution of Fourier trans-
form of real-valued functions. We give the graphical representation in 2-dimension and 3-dimension of
flo) = _isinzw

The figure 1(a) is the 2-dimensional graph of the Fourier transform f(w) of the piecewise function in
equation (12). It was observed that the graph behaves like signal processing. At a uniform spacing of the
Fourier-based argument w taking interval of 20 each up to 120 points, the corresponding Fourier transform
f(w) were obtained from 0.0 — 0.7. From the graph, f(w) was at its peak value when the argument @ = 0.
There was contraction in value for increase in the argument @ up to 120. In other words, the signal plots
converges to zero for sufficient w-values > 120.

respectively.
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3D plot of Fourier Transform of the piecewise function
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Figure 1: (a) 2D plot of the Fourier transform f (w) of the piecewise function f(x) and (b) describes the
3D-plot of the Fourier transform f (w) of the piecewise function f(x).

3. The Model

3.1. Black - Scholes model (BSM) Partial Differential Equation [10]
The general Black-Scholes Partial Differential Equation is of the form:

A% v 1, g2 P’V

E + 75 E + EG 8_52
subject to initial condition V(S,0) = max (S - K,0), S > 0, and boundary condition V(0,t) =0, V(5,t) =S
as S — oo, 0 <t < T, where V(S,t) is the price for an option, S is the current option price, K is the strike
price, r is a risk-neutral interest rate assumed constant, and ¢ is the volatility rate which is also assumed
to be constant by Black-Scholes [10]. The call option value V(S, ) is exactly S when the underlying asset
value S becomes very large and therefore the strike price becomes negligible. The real life interpretation
of this condition that S — oo (the underlying price becomes extremely large) causes the call option price to
approach the exercise value S implies the call option value is extremely ”“in the money” (ITM) and it shows
that the call option fully worths exercising in the market. For detail, see equation (26) — (27) in [32].

-V =0, (14)

Some solution steps of solving the BSM were demonstrated in [25] and [32] among other methods of
solution. However, we give another formulation and demonstrate differential axiom of Fourier transform
of solution other than those used in most studies and arrived at the generalization of BSM as follows.

3.2. Modified Black - Scholes Model (MBSM) Partial Differential Equation for Stock Asset
In order to give the proposed MBSM model, we first consider the following definitions 3.1- 3.2.

Definition 3.1 ([11]). Let m € IN be the set of natural numbers. The Factorial function denoted by m! is the function
that computes the product of the first m natural numbers defined by:

ml=m(m-1)---3-2-1. (15)
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For large values of m, m! ~ m™e™, equation (15) is equivalent to the restriction of the gamma function to positive
integers. The restriction fy(x) of a function f(x) to a given nonempty set H is the set of pairs (x, y) such that y = f(x)
and x € H. For integral m, the Factorial function of m is given as

=T(m+1) = foo t"e~tdt. (16)
0

From (16), it implies that for any m € IN, I'(m) = fooo tnlet = (m—1). Also, using integration by parts in
Calculus, it holds that T'(m + 1) = mI'(m) which corresponds to (16). The gamma function generalizes the factorial
function to positive real values. It was introduced by the “Swiss mathematician Leonhard Euler in the 18th century”
[5]. 1t is further stressed in [5] that “the numerical values of factorial function between any two non-negative integers
must lie between the range of their numerical values.

Definition 3.2. Let (Q, ¥, Q, FF) be a filtered probability space with IF = F, t € [0, 00). We define a random-variable
volatility function as:

5 = {mndn(a, b) |11 <& <b, VYabe ]R} (17)

where randn(-,-) is a function for generating random numbers within a specified interval. The choice of the value
of a and b depends on the information outflow from the economy to the financial markets based on the state of the

COVID-19 pandemic. Therefore, 3¢ = {6T|T(t)} where F (t) is the filtration of the random volatility function at a
time t, up to the maturity time T of the option.

Intuitively, the value of a and b respectively denote the lower bound and upper bound for the volatility
function. That is, a is the probable minimum value of the stock volatility and b is the probable maximum
value of the stock volatility in an unstable stock market. The prediction of the value of a and b is constrained
on the historical volatility or the observable market price movement of the asset under consideration in
application.

We incorporate the factorial function m! equation (15) and variable volatility function &; equation (17)
into the BSM (14) and referred to the new model as modified Black-Scholes Model (MBSM) as follow.
Consider an option on a Nigerian stock, N (S(t),t = T), in the form of European style option where the
operating rule is to leave the option until its maturity time T before exercising it. As a call and put option

on S(t), setting h = N/ (S(t), T) = N and NF”“E(S(t), T) = NP respectively gives

9 Ncall Ncall 1 82 Ncall

=+ mi(r + %(m ~162)S() e R (m! 6,S(1))* 50 Nl =, (18)
subject to initial conditions (ICs) and boundary condition (BCs):
ICy : S(ltlm N“I(S(#),T) =00, on[0,T],S >0,
IC,:  N“!(S(t),T) = ¢ (S(t)) = (S(t) = K)* on [0, T], (the call option payoff function). (19)
BC:  N<l(0,T) =0, on [0,T].
Similarly, for put option, we have
N (r + %(m 1)ot)5(t) (;I; (:)t % (m! 6,5(8))? % — NP = 0 20)

subject to boundary conditions
ICy : s(ltl)m NPUE(S(H), T) 0, on[0,T],5(t) >0,

IC,:  NPU(S(t), T) O (S(t) = (K=S(t))" on [0, T], (the put option payoff function). (21)
BC: NP0, T) =Ke"TD on [0, T].
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The equations (18) and (20) are the generalization of Black and Scholes PDE for European-style call and put
option respectively where specified values for m € IN U {0} are endowed with the Factorial function. For
example, if m = 1, then (18) and (20) will be exactly the BSM of the form (14) except that the volatility in
our case is not constant. The boundary conditions (19) and (21) are necessary as they determine the type
of derivative evaluated. In addition, the boundary conditions help in obtaining closed - form formular
for the FBS-PDEs which translate to the option pricing simulated values. Among the influences of the
factorial function m! on (18) and (20) is the generalizaton possibility of the BSM. Also, the influence of
the factorial function will be more felt in further studies that have to do with statistical analysis (such as
skewness, Kurtosis, etc) of financial models with respect to financial securities live data analysis especially
via simulations. For instance, the figure 4(d) shows that an increase in m!-values results to fat tail of the
density function but decrease in the density amplitude and this verifies risky asset return behaviour during
financial crisis compare to the projected returns in normalcy period ([17], [18]). Hence, one could infer from
here that incorporation of factorial function concept is not a waste of effort especially from financial data
Scientist analysis perception which we hope to explore more in further studies.

4. Main results

4.1. Fourier Transform and computation of modified Black-Scholes Model (MBSM)

We consider the MBSM presented in the section 3.2 with random-variable volatility function in place
of constant volatility for Black - Scholes model. The intuition behind the introduction of variable volatility
is to account for Covid-19 induced uncertainty effect on the volatility term on the underlying stock asset
being a risky form of asset that its price changes stochastically in the financial markets.

Theorem 4.1. Let the Stock asset S(t) be driven by the Stochastic Differential Equation
dS(t) = (m!r + %m!(m ~1)5% - q) S(t)dt + mls,S(E)AW, (22)

whose pde representation is given as

aN put F2NPut INPU (S(8), T)

52 O D +rS—350

An integral analytic formula for the stock is expressed as

(S(t),T) + 1 fsz = NP (S(t),T), me]0,1], (23)

T o2 2
In (S—) (r - 3) T
N(S, 1) = No ST) — exp —= dsr. (24)
& V2mt o\t
Proof. The following change of variable are made at constant interest rate r, and volatility o.
Let7:t+— T —t be a mapping such that ‘9 > —2¥. The pde (23) in backward time becomes:
8N put ~2 , PPAPH INPU(S(1), T) ot 3
(51, T) +3 S 7520 (5@, T)+ rST(t) —rNP¥(5(1),T) = 0. (25)
Equivalently given as:
BNF”” B 1 52 , 2NPHt INPU(S(1), T) ut
(S, 1) = 55°5" Fay (50, T) 4 1S3 = N (S(),T) (26)

Let the log stock asset be defined by y := In(5(t)) as S(t) = In 5(t) whose option value is denoted by N(S, t) in
the partial differential equation at a time ¢ base on the new variables. The derivatives are now transformed
as follows:

IN(S, t) ON(S,t) dy  IN(St) dInS(t)

st dy  as(t)  dy oS (27)
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which reduces to:
JN(S, 1) 1 JIN(S, )

aS(t) ~ S(t) 9y

Similarly,
PNty 9 .BN(S,t) _ 9 (1 ON(S1)
2S2(ty ISty ISty ISy \S(t) 9y
1 9 INEBH 1 INGSH
~S(t) 9S(H) Iy S2(t)  dy

1 (ay a)aN(s,t)_ 1 IN(S,b)

TSMH\IS®) dy) dy D dy

dy 1
dS(t) ~ S(t)
ANGSH) 1 (1 d IN(S,t) 1 IN(S, 1)
9S(f) ‘%(%)@ dy S Iy
1 AN 1 IN(S,1b)
T2 PR Sy dy

Substituting for yields the following

1
We factorize the common term —— in the right hand side of (30) to obtain

S(t)
ANGS,H 1 (aZN(s,t) aN(s,t))

982ty (M \ a2 dy

Next, we substitute equation (28) and (31) in the pde representation given in (26) as follow:

INP! _ 150N INPH(S(t), T)
5 (50, T) = 75°S (S(H), T) + R O

27 S — NP (S(8), T)

Based on the initial dynamics of the stock given as
ds(t) = (m!r ; %m!(m _ 1) - q) Sty + miFS(HAW,

We first revert the pde (32) to the form:

aZNput
JS2(t)

aNput
ot

NP (5(1),T) _

(S, T) = 537" 550

rNPU(S(8), T)

(S(t), T) + m! (r - %(m - 1)52) S(t)

and then make substitution for the derivatives so that we have the following equations.

N
ot

1 |
(S, T) = E(m!)zo2s§§ (
t

AN(S,H  IN(S, b
dy? Ay

1 1 IN(S,t)
yr— = — 2 _ 77 _
) + m! (r 2(m 1)o )St S oy rN (5, T)

which reduces to:

oN 1 d’N(S,t)  IN(S,t) 1 ON(S, 1)

-7 = Z(m252 AN 4 lyr— Z(m —1)52 | 2227

57 (5, 7) 2(m.) 15 ( E oy )+m.(r 2(m 1) ) oy rN (S, T).
ON 1 9’N(S, t) m!G? (m —1)a?\\ IN(S, t)
i — ()22 I\ = _ ‘7
3 (S, T) 2(m.) o P + m! ( > + (r > ) oy rN (5, T).

2681

(28)

(29)

(30)

(81)

(32)

(33)

(34)

(35)

(36)

(37)
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We are now set to take the Fourier transform of the derivatives with respect to the independent variable
y :=InS(¢) as follows

ON ()2
T(E (St/ T)) - 2

627__(82N(S, t))+m! (_m!zc”iz N (r_ (m —1)5? ))T(aN(S, t)

Iy? > Jy )_¢(7N(St/T))- (38)

To this end, we apply the derivative property of Fourier transform (8) on the differential operators and the
function N(S;, t) in (38) as follows:

F (LL(8,,T)) = iwN(S,b), n(®)
?(92{j;f'f>) = F(£(26,D)) = 7| £ (NS, H) | = (@?NES, 1) = —w?N(S, 1), (39)
_ from (*)

Substituting (39) into (38) yields the first order ordinary differential equation (40)

N — 152 ~1)82 — —~
%—f (S:, T) = —%(m!)zaz W?N(S;, T) + m! (—m o 4 (r— M)) iwN(S;, T) — rN (S;, T) (40)
We integrate (38) with respect to 7 as follows:
—_ — 152 - 1)52 —
N =No ¢ exp [—%(m!)zoz T + icwom! (—mza + (r— (m 5 )o )) T], N # 0. (41)

With values of m € IN U {0}, various solution will emanate from the generalized solution (41). For an
illustration, setting m = 0 with 0! = 1, we have a solution of the form:

= = 52 5

N =Npe"exp [_?sz + iw (r + E) T] (42)
Form =1, 1! = 1, the solution in equation (41) reduces to the form:

- 52 ~2

N =Njye " exp [—%wzi + iw (r - %) T] (43)
Next by considering Fourier transform such that we set u = (“72 - r) 7 and s = & V7. The term

2 2
1 1(v-(5-7)7
exp| -5 | ———= (44)

oV2nt 2 Gt
Choosing the solution in equation (43) with respect to (44) yields

1 1(v-(5-1)e)
Vo NO.exp[—E [6—\ﬁ] H (45)

In the next step of solution, we take the inverse Fourier transform in order to revert to the normal form as

follows:
1 « 1 y—z—(%z—r)’cz
et No(z) ex ——(—) dz 46
&V2mr j:oo o) p[ 2 & (46)

2 52
e"exp (—%wzf + iw (r - %)T) =F

ﬁ(y, T) = No e TF

N(yr T) =

5
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Equivalently stated as:

T (2= v+ (-%)9))
6%6 IOONO(Z) exp[—i[ oV ] dz (47)

The final step of solution which entails switching back to the original variables suitable for the initial setting
such that logarithm of the initial stock price is defined by y := In 5(fp) and 5(f) = In S(t) whose value was
initially denoted by N(S, t). It remains to change the variable z back such that the stock price S; = ¢* implies
z := InSt and the known initial stock price at time ¢y = 0 is Syp. With the possible change of variables
highlighted, we have an integral analytic formula for an asset price as

N(y, 1) =

~2 2
1 00 1 1 lnST—(lnSO+(7—%)T)
N(S, 1) = -t No(St) — -= dsr. 48
S 6\/27116 ~fo o(5m) STexp[ 2[ T ! (48)
This is further expressed as:
L [afmE D)),
N(S, 1) = -t No(St) — -= - St. 49
&0 = fo R 5V T )

O

4.2. European Call & Put option price formula for the MBSM.

Lemma 4.2. Let 5(t) be an underlying stock asset whose dynamics is given by

call 82 call

aNcall )
— 15
+ 5 (m! 6,5(t)) 7520

o _ 7,Z\]cull — 0, (50)

1 i ON
+ml(r + S (m = 1)52)S(t) 550

with initial condition No (S(t), T) = ¢ (S(t)) = (S(t) — K)* on [0, T). Then an analytical integral formula for plain
vanilla call option price is given as

2 2
1 o0 1 1 lnST—(lnSO+(r—%)T)
NS, T) = e-”f Sr—K) —exp|-= dSr. 51
ST=—=c" | G )STp[z[ T r G1)
Proof. Given the dynamics of a stock asset price as
aNcull 1 aNcall 1 aZlel
1 - _ ~2 - 3 2 _ call _

= +mi(r + 5 (m=1)d, )s®) S0 2 (m! 3:S(H)* o3 B PNl = . (52)

Using the derivative property of Fourier transform (8) on the differential operators and the function N(S;, f)
in (52) gives

N (S, T) = —1(m!)262 W*N(S;, T) +m! (—ﬂé2 + (r - M)) iwN(S;, T) = rN(S;, T). (53)
JT 2 2 2

Integrating (53) on the interval [0, T] leads to

_ (m=-1)5°

—~ —~ 1 lo?
N“I(S,T) = Ny e exp [—E(m!)zo2 w*t + iwm! (—% + (r >

))T] No(S,T) 0.  (54)
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Applying the procedures in (43) through (47) on (53) yields

1 lnST—(lnSO+m‘( TZ)T) ’
N(S, 1) = . \/27_[_7 f NQ(ST) exp [——[ - dSt.

We then use the initial condition such that Ny(S7) = max(Sr — K,0) = (St — K), if St > K, we have the
desired analytical formula for a plain vanilla call option price as

(55)

" lnST—(lnSO+m'( ;)T) ’ J
NS, Ty = Sr—K ex St,
D m!G \/271 f (57 ) PI™ m!é 't !
21 122 (56)
foo( lnST—(lnSQ+m'(r—?)T)
=" St —K) ————exp|-= dSt.
kT STO V2nt P m\G vt T
where © =t — T is the time to the expiration of the option. For m = 0, we arrived at
o 2
00 1 lnST—(InSO+(1’—?)T)
NC””(S, T) — e—T’T f (S _ —  ex ds (57)
K ! STO' V27t PI™ T !

O

The equation (57) verifies the analytical call option pricing formula given as equation 2.7 on page 7 in [31],
except that our volatility here is not constant and the methodology adopted in this paper is different from
that of [31]. It proven that the Fourier transform methodology applied on the MBSM is able to yield a
desirable result and the MBSM generalizes the BSM.

Lemma 4.3. Let S(t) be an underlying stock asset with dynamics as the MBSM given by

ONPH ONPH 1 NP
ot 5@ T2 GiS(H)° 882(t)

with initial condition Ny (S(t), T) = cp (S(t)) = (K—=S)" on[0,T], forK > S;. Thenan analytical integral formula
for plain vanilla put option price is given as

- N =0, (58)

+ m'(r + %(m - 1)Ut )S(t)

(59)

y II’IST—(IHSO-{‘( %2>T) ’
NPUH(S, T) = 7" f (K- ST)STg\/_ep[ [ oV dSr.

Proof. The proof is similar to the proof of 4.2 except that the payoff function is different for put option. Let
the dynamics of the stock asset price be given as
JNPut JNPut 1 5 > NPut
= (m!G,S(t
ot a5 2 MO Sa

Using the derivative property of Fourier transform (8) on the differential operators and the function N(S;, t)
in (60) gives

— NP = 0, (60)

+ m!(r + %(m - 1)@2)5(1})

_ ~ o o
aa—lj(st, T) = —%(m!)zéz 0*N(S, T) +m! (—m'z" + (r— (m=1)5°

5 2)) iwN(S;, T) — N (S;, T). (61)

Integrating (61) on the interval [0, T] leads to

- - ! 2 -1 ~2
NPY(S,T) = No e'™ exp [—%(m!)% W*T + iwm! (—m; + (r— (m =13

5 ))T] No(S,T) 0.  (62)
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Applying the procedures in (43) through (47) on (61) yields

. [msT ~(InSo + m! (r - %)T)]ZJdS
T.

1 0 1
NPW#(G 1) = ———¢7'7 f No(St) — exp|—=
5 m!é V2mnt 0 ol57) St p[ 2 m!G \t

Setting No(St) = max(K — S1,0) = (K- St), for K > St and for m = 0, an analytical formula for a plain
vanilla European put option price is given as

(63)

I 2
1 0 1 1 lnST—(lnSQ+(1’—%)T)
NPH(S T) = -t f K-81) — —-= dsr,
5D 6\/27‘(76 K ( 7) STexp[ 2[ 5Vt :
oy (64)
o foo (K . ) 1 1 1HST—(IHSO+(T— T)T) Js
=e - ——exp|—-= .
K ' Sté V27T P 2 VT !

O

Remark 4.4. The probability density function for a normal distribution of the stock price from our result in the
equation (64) is hereby denoted by q(St) and given as

1 1 lnST—(lnSo+(r—%2)T) ’

q(Sr) =

2

o
The MBSM stock price dynamics following normal distribution has mean valueas u = In So + (r - Et) T and variance

0>T. We state the following call and put option formula in closed form respectively for the MBSM analogous to the
Black-Scholes [10] formula for option pricing as follow.

(i) Let the stock asset S(t) evolves in accordance to the Stochastic differential equation:
1
ds(t) = (m!r + Sl = 157 - q)S(t)dt + miz S(HAW,, m €[0,1], (66)

satisfying the density function (65). Then The plain vanilla call option price formula on the underlying stock
price S at exercising time T for the MBSM is expressed as

Callypsp (S,1) = D(d1)S(t) — P(do)K e T
S() a7
ln(y) + (r—q+ 7)(T— t)
d =

6 VI —t
d = d-VT -t
(ii) The put option price formula in a closed form on an underlying stock asset S at exercising time T for the MBSM

is given as
Putyipsm (S,1) = @(=dz)Ke ™ — @(=d1)S(t)
ln(%) + (r—q+ %)(T— t)
di =
6 VI —t
dy = di—-5FVNT -t
Remark 4.5. o For a non-dividend paying call option, one will set q = 0.

o The ®(d1)S(t) controls the expected gain from buying a stock completely. The second part ®(dy)K e 7=

estimates the present value of paying the exercise price, K, on the maturity date T. The two symbols ®(d1) and
D(dy) are standard normal cumulative distribution function.
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5. Numerical Results and Analysis

In this section, we give numerical result for European call option. The corresponding European put
option prices could easily be obtained via put-call parity having known the call option value.

With constant riskfree interest rate r = 0.4, constant volatility o = 0.5 for Black-Scholes model (BSM),
and with specified values for the variable volatility 6; in each table for the modified Black - Scholes (MBSM),
the results in Table 1 and Table 2 were obtained with respect to the models BSM, MBSM and Carr & Madan
[12] FFT-algorithm. From the two tables above, it was observed that the stock returns in terms of the

Table 1: First Simulation result of non-dividend paying European-style call option returns on Nigerian
Stock under constant and random (variable) volatility function

Asset Strike Constant Random  Exercise Option  Option  Option

price price Volatility Volatility = Time Prices Prices Prices
S K o g (year) BSM MBSM FFT

100.5 80 0.5 0.545 0.33 31.59417 32.01060 32.14628
100.5 80 0.5 0.507 0.33 31.59417 31.65558 31.79123
100.5 80 0.5 0.582 0.33 31.59417 32.38878 32.63832
100.5 80 0.5 0.492 0.50 36.55854 36.47298 36.71610
100.5 80 0.5 0.470 0.50 36.55854 36.24827 36.49141
100.5 80 0.5 0.570 0.50 36.55854 37.38664 37.62979

Table 2: Second Simulation result of non-dividend paying European-style call options returns on Nige-
rian Stock under constant and (variable) volatility function

Asset Strike Constant Random  Exercise Option  Option  Option

price prices Volatility Volatility = Time Prices Prices Prices
S K o o (year) BSM MBSM FFT

100.5 80 0.5 0.470 0.33 31.59417 31.34639 31.59593
100.5 80 0.5 0.646 0.33 31.59417 33.10784 33.35738
100.5 80 0.5 0.650 0.33 31.59417 33.15521 33.40474
100.5 80 0.5 0.518 0.50 36.55854 36.75831 37.00145
100.5 80 0.5 0.547 0.50 36.55854 37.09985 37.34299
100.5 80 0.5 0.616 0.50 36.55854 37.99786 38.12711

BSM remain constant throughout due to the constant assumption of the volatility term while the MBSM in
which the volatility term is random, the option prices varied. At times, the option returns increased and
decreased in some cases duet to the randomness of the volatility term. We can inferred from here that the
MBSM returns demonstrated the stock market behaviour in the actual sense unlike the BSM. It is hoped
this assumption of the MBSM will interest investors rather than the BSM.
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5.1. Volatility Surface for Nigerian Flourmill Stock using the MBSM

Volatility Surface of the MBSM for the Nigerian Stock Volatility surface over a wide range of strike price 100..3000
wrt the Modified Black-Scholes Model MBSM

Strikes K

Range of Time T
Strikes K : 100..3000

(a) (b)

Figure 2: Option price volatility surfaces: (a) describes the Volatility surface for Nigerian Flourmill stock

price during Covid-19 and (b) describes the Volatility surface over a wide range of Strike prices for Nigerian
Flourmill stock.

Bar chart Visualization of options returns based on model and method
Options price returns comaprison based on model/method

33.5
33
34
% 32.5
33 2. 32
4 g 315 4
g 32 ) =1
8 Series3 o] 31
]
&3l 30.5
_E Series2 30 e I
5 BSM MBSM FFT
°©  Bsm
MBSM Seriesl Models and method
FFT
Maodels and method W Seriesl M Series2 Series3
(a) (b)

Figure 3: Option price comparison based on Models & method: (a) describes the surface plot for option
price with respect to the BSM, MBSM & FFT; and, (b) describes the Bar chart visualization of option returns
in the BSM, MBSM & FFT respectively.
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The graph of m!, for m =0..2
Thegraphof T'(m+1),m=0.2
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3 ) . Probability density function plots for the MBSM
Factorial function versus Gamma function :
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Figure 4: (a) Factorial function plot, (b) Gamma function plot, (c) Factorial & Gamma function plot,(d) The
graph of probability density function for the MBSM at varied values of m!.

The figure 4 verified the similarity of factorial function and gamma function in equation (16), while 4(d)
shows the probability density function graph at varied values of m! in the MBSM. It is observed that an
increased in the value of m increases the fat tail of the density but decrease in the amplitude of the density.
Studies such as [17], [18] shows that stock return distributions exhibit fat tail during financial crisis than
expected probability of return in financial markets especially risky assets. The crisis of covid-19 is not left
behind among other sources of stock asset return uncertainty. A nonlinear fitting of Nigerian Flourmill
stock data to the MBSM-model gave the volatility surfaces in Figure 2(a) and Figure 2(b). The visualizations
truly formed curved surface which accounts for an improvement on the classical Black-Scholes model of
1973. The major observation is that the classical BSM is common to have flat surface owing to constant
volatility structure. In figure 3(b), we see that in the case of BSM, the option price did not change for three
consecutive simulations owing to the constant volatility syndrome unlike that of MBSM and its FFT output.

6. Conclusion

Options valuation in a volatile economy under Covid-19 pandemic induced uncertainties was studied.
We relaxed the assumption of constant volatility term structure in Black & Scholes options pricing model.
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Fourier transform methodology was adopted to solve the modified Black-Scholes model (MBSM) partial
differential equation. The interval for the random variable volatility was set following the historical volatility
of the option to forecast future time volatility. In real life, volatility term is never constant, hence it demands
using stochastic form of volatility term in which we have subjected the popular Black - Scholes volatility
term to a form of random variable volatility forming accumulation points around the constant volatility
term which in turn varies the option prices. Numerical results were generated and compared with the Black
- Scholes Model. From the tables of result, the MBSM-prices and FFT-prices showed varied option returns
for replicated MBSM simulation which are more realistic unlike the BSM that assumed constant volatility
term. The BSM has been criticized by various studies in the past. Hence, our findings is in agreement
with [13], [22] which encouraged stochastic form of volatilities for option valuation. The options prices on
the underlying Nigerian stock obtained in the Table 1 and Table 2 show the payoff uncertainties from the
Covid-19. Therefore, a form of random volatility function is better used in option pricing to account for
uncertainties in the stock output under uncertain events like Covid-19. Hence, it is recommended to relax
constant volatility term structure of Black - Scholes and apply stochastic form of volatility in which we used
random variable volatility.

Conflicts of Interest

The authors declare that there are no conflicts of interest regarding the publishing of this paper.

Acknowledgement

The authors would like to thank the editor and the reviewers for their germane suggestions and remarks
which helped to improve this study.

References

[1] P. Abry, P. Flandrin, & M. S. Taqqu, Self-similarity and long-range dependence through the lens of wavelets: An overview. IEEE
Transactions on Information Theory, 44(2), (2000), 520-536.
[2] Y. Ait-Sahalia, & R. Kimmel, Maximum likelihood estimation of stochastic volatility models. Journal of Financial Economics, 83(2),
(2006), 413-452.
[3] M.O. Adenomon, B. Maijamaa, & D. O. John, On the Effects of Covid-19 outbreak on the Nigerian Stock Exchange performance: Evidence
from GARCH Models, Preprints 24 April, 2020, doi:10.20944/preprints202004.0444.v1
[4] E.K. Agyapong and B. . Bribinti, The impact of Covid-19 on Stock returns of listed firms on the stock market: Ghana's experience. African
Journal of Economic and Management Studies, Emerald Publishing Limited, 2040-0705, (2021). doi:10.1108/AJEMS-02-2021-0074
[5] C. Annamalai, Analysis of Factorial Function for Non-Negative Real Numbers, (2023). Accessed on researchgate.net 15 April 2023.
DOI:10.31219/0sf io/4acyu
[6] S. Arshian, A. Chaker, and Y. Larisa, COVID-19 pandemic, oil prices, stock market, geopolitical risk and policy uncertainty nexus in the
US economy: fresh evidence from the wavelet-based approach, (2020). https://ssrn.com/abstract=3574699
[7] G. Bakshi, and Z. Chen, An Alternative Valuation Model for Contingent Claims, Journal of Financial Economics, 44 (1997), 123-165.
[8] P. A. Bankole, and O. O. Ugbebor, Fast Fourier Transform of Multi-assets Options under Economic Recession Induced Uncertainties,
American Journal of Computational Mathematics, 9(2019), 143-157. https://www.scirp.org/journal/paperinformation.
aspx?paperid=94756
P. A. Bankole, and O. O. Ugbebor, Fast Fourier Transform based Computation of American Options under Economic Recession
induced Volatility Uncertainty, Journal of Mathematical Finance 9(2019), 494-521. https://www.scirp.org/journal/cta.aspx?
paperid=94538
[10] E. Black, and M. Scholes, Valuation of Options and Corporate Liabilities, Journal of Political Economy 81 (1973), 637 — 654.
[11] T. Britannica, Editors of Encyclopaedia. “gamma function”. Encyclopaedia  Britannica, 21 Jun. 2023,
https://www.britannica.com/science/gamma-function. Accessed 28 June 2023.
[12] P.Carr, and D. B. Madan, Option Valuation using fast fourier transform, Journal of Computational Finance 2(4) (1999), 61-73.
[13] P. Christoffersen, S. Heston, and K. Jacobs, The Shape and Term Structure of the Index Option Smirk: Why Multifactor Stochastic
Volatility Models Work so Well, Management Science 55(2009), 1914-1932.
[14] R. Cont, Empirical properties of asset returns: stylized facts and statistical issues. Quantitative finance, 1(2), (2001), 223-236.
[15] S.Corbet, G. Hou, H. Yang, B. M. Lucey, O. Les, Aye Corona! The Contagion Effects of Being Named Corona during the COVID-19
Pandemic, (2020). Available at SSRN: https://ssrn.com/abstract=3561866 and http://dx.doi.org/10.2139/ssrn.3561866
[16] M. S. Eichenbaum, S. Rebelo, and M. Trabandt, The Macroeconomics of Epidemics. Working Paper 26882, National Bureau of
Economic Research, (2020). http: //www.nber.org/papers/w26882
[17] C. Eom, T. Kaizoji, E. Scalas, Fat tails in financial return distributions revisited: Evidence from the Korean stock market. Physica A:
Statistical Mechanics and its Applications, Vol. 526, (2019). https://doi.org/10.1016/j.physa.2019.121055

[9


https://ssrn.com/abstract=3574699
https://www.scirp.org/journal/paperinformation.aspx?paperid=94756
https://www.scirp.org/journal/paperinformation.aspx?paperid=94756
https://www.scirp.org/journal/cta.aspx?paperid=94538
https://www.scirp.org/journal/cta.aspx?paperid=94538
https://ssrn.com/abstract=3561866
http://dx.doi.org/10.2139/ssrn.3561866
http://www.nber.org/papers/w26882

[18]
[19]

[20]
[21]

[22]
[23]

[24]

[25]
[26]
[27]
[28]
[29]
[30]
[31]
[32]

P. A. Bankole et al. / Filomat 38:8 (2024), 2673-2690 2690

C.Eom, Y. Eom and J. W. Park, Left-tail momentum and tail properties of return distributions: A case of Korea. International Review of
Financial Analysis, Vol. 87, (2023). https://doi.org/10.1016/j.irfa.2023.102570

J. P. Fouque, G. Papanicolaou, & K. R. Sircar, Derivatives in Financial Markets with Stochastic Volatility. Cambridge University Press,
(2011).

J. Gatheral, The volatility surface: A practitioner’s guide. John Wiley & Sons, (2018).

L. Grzelak, C. W. Oosterlee, V. Van, Extension of stochastic volatility models with Hull-White interest rate process, Report 08-04,
Delft University of Technology, (2008).

S. L. Heston, A closed-form solution for options with stochastic volatility with applications to bond and currency options, Review
of Financial Studies 6(2) (1993), 327-343. ISSN 0893-9454. DOI:10.1093/rfs/6.2.327.

A. Jacquier, N. G. Polson, & P. E. Rossi, Bayesian analysis of stochastic volatility models with fat-tails and correlated errors. Journal of
econometrics, 122(1), (2004), 185-212.

Y. K. Kwok, K. S. Leung, and H. Y. Wong, Chapter 21: Efficient Options Pricing Using the Fast Fourier Transform, J.-C. Duan et al.
(eds.), Handbook of Computational Finance, Springer Handbooks of Computational Statistics, Springer-Verlag Berlin Heidelberg,
(2012), 579-604. DOI:10.1007/978-3-642-17254-0 21,

E. Law, Finding the Solution to the Black-Scholes Equation, Undergraduate Honors College Theses 2016-Liu post, Long Island
University, (2019).

K. Matsuda, Introduction to Option Pricing with Fourier Transform: Option Pricing with Exponential Lévy Models. Department of
Economics, The Graduate Center, the City University of New York, pages 1-241, 2004. http://www.maxmatsuda.com
C.R.Nwozo, and S. E. Fadugba, On Two Transform Methods for the Valuation of Contingent Claims, Journal of Mathematical Finance,
5(2015), 88-112. http://dx.doi.org/10.4236/jmf.2015.52009

P. Pagnottoni, A. Faméd and J. Kim, “Financial networks of Cryptocurrency prices in time-frequency domains”. Quality & Quantity,
Springer Nature, (2023). https://doi.org/10.1007/s11135-023-01704-w

S. A. Raji, P. A. Bankole, Mathematical model for Nigerian Stock price Returns under Covid-19 and Economic Insurgence induced Volatility
Uncertainties, Quest Journals: Journals of Research in Applied Mathematics, 8(10) (2022), 3949 .

C. Ricardo, Speed and biases of Fourier-based pricing choices: A numerical analysis, International Journal of Computer Mathematics,
gCOM-main-document (2017), 1-29.

M. Schmelzle, Option Pricing Formulae using Fourier Transform: Theory and Application, (2010). wwww.martin.schmelzle@
pfadintegral.com

A. S. Shinde, and K. C. Takale, Study of Black - Scholes Model and its Applications, Procedia Engineering 38 (2012), 270-279.
www.elsevier.com/locate/procedia


DOI:10.1093/rfs/6.2.327
http://www.maxmatsuda.com
http://dx.doi.org/10.4236/jmf.2015.52009
wwww.martin.schmelzle@pfadintegral.com
wwww.martin.schmelzle@pfadintegral.com

	Introduction
	Fourier Transform methodology preliminaries
	Fourier Transform and Inverse Fourier Transform
	Some Axioms of Fourier Transform

	The Model
	Black - Scholes model (BSM) Partial Differential Equation BlackScholes
	Modified Black - Scholes Model (MBSM) Partial Differential Equation for Stock Asset

	Main results
	Fourier Transform and computation of modified Black-Scholes Model (MBSM)
	European Call & Put option price formula for the MBSM.

	Numerical Results and Analysis
	Volatility Surface for Nigerian Flourmill Stock using the MBSM

	Conclusion

