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Pricing European Call Options on Stocks Under Stochastic Volatility
(An empirical study using the Heston model)
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Abstract:

The study analyzes the Heston Model to determine the fair value of a European call option.
It first presents a conceptual approach to options contracts, then discusses the Black-
Scholes model as the benchmark for option pricing. The Heston Model is introduced as a
more realistic framework, modeling implied volatility as a mean-reverting stochastic
process driven by a Brownian motion and governed by a partial differential equation
linking volatility to the asset price. A descriptive approach is used for theoretical aspects,
while an analytical approach is applied in the empirical study. Model parameters are
calibrated using the L-BFGS-B optimization algorithm to assess predictive accuracy. The
model is then implemented in Python and compared with market data, including option
prices and implied volatility. Results show that the model effectively captures volatility
dynamics and performs well in pricing (OTM) and (ATM) options.

Key Words: Options contracts; Stochastic volatility; Heston model; Parameter calibration;
Python programming.
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Slladly JeoY) Wlss  bL3NIy (0 Ut i oK 16,1 Jums lesze (0 Y1 Lsb -l (U
B 23V Loy 1S IS Baled) 5L i 0n Sae K el ods e IS s
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splal iles pasnss (Cui et al., 2017) M{wsj wdfsn e U (Bl SUL ma 3z
Sl ol alys LY 158 3151 Ogtuna Csjﬂ drt b pals Wi (oounll et L Bals
oot Pl AL ped A b i dAoball oda (39 LAcel) (L) clgjj sl
(Limited-Memory BFGS With Bound Constraints) J jLe:1 (The L-BFGS-B) 415>
=53 .(Shanno Goldfarb Fletcher (Broyden) L4254 vl e cusy (Davidon, 1991)
ISl - 3 Gadlet 4syledl oda a5 co .(Quasi-Newton Method) sl 1| BFGS
iwjyls>= yeaiy .(Nocedal & Wright, 2006, pp. 136-137) 35101 plaseesl (3 e liS™ Lk 3pedl

(e A aneai & Eo BFGS U slawsl L-BFGS-B
38 Slghan it mewd) 83942 3515 pusns :(Objective Function) Cadl as s —
(3 Hessian asize fis
(X1 = 0) Bliery sle 350 B 0S5 0L Slanedd ras 1839030 5. —

m(x) = ) + g (x — x) + % (x = %) By (x — x) (16)
o] O
¢ Xy e (Objective Function) @bl &> 7,45 52 g, -~
Xy dkeid) dis (Hessian matrix) Olwes isial i Joni gl L-BFGS #5000 2 By -
o) S5y daddl Lagds die whadl sud thilll ol dg b L-BFGS-B pasuns o9l plp-Y
IV ekt Jlgbl Jows LS™. Sl aaladl) 15 sugis abais 175l ey L 3,4 i) e ol
t 3V gt 58T Sledal Lilly Wlall 390 OF e 59d (oF jold ot Jaan s 2t

2k0 > o2, -1<p<1, 0<fH<1
o<1, k>0, 0<vy<1

3 plall @it 4
al ¢ 511 (Berkshire) ae vem ) e 3,031 ehadl L plisianl @ ool dmeioshl 3gudf plasizaly
til) 230 el G T W5 3a by Liadsnzn! . 2024.12.19 5,12 Yahoo Finance sye s
ol 3l ey Gddl Bedl el o ) G &l e o) s 3 bossle &l e

P QWS sl 4xy 3L Al Ll e Lo 525 .(Rouah Fabrice, 2015, p. 116)

2
L(K, 0,0, p, 1]O) = Z [Cmarket(Ti' I<]) - CHeSton (Ti! I<j; K, 0,0, o, UO)] (17)
ij

P gl 3 moge o2 LS 2308 ) Sledaad) atlesall o3l e Jsadl ¢ ades
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Initial Rate Of Long-Run | Volatility Of| Correlation
Variance Reversion Mean Volatility |Coefficients
Parameters Vo K 0 o p
Values |0.0528485908|1.0119515036|0.0167586678 |0.21146647240.6606734881

Python a2, o2 1) slaw¥u oWl slas] e : kel

isdully ikt .5
(Heston Model) Oges z3581 o8 22W1 days¥ s1,20 Ohls jlaw QU Wlodl (1.5
& el b anl, ) e (Berkshire) asys ohls bl 3 foldl el Wl SUE ol s Jol
F & B 28wt S LBl pyly Al e Lills gy Al B I Bl V) )l
.(Heston Model) 0seees z358h fodl Szl (it 23567 o Lede Jpad
oo el ohls el (04) o) okt g ag BUiswa) 13 51 il Sl el Jold T
b B gy «ols (06) Lasass ) ae (Berkshire) i peel s Leals) & &) @Y g4
Al ede ey 20241219 m)lh Lpd F o (Al pn) Sl &b
5445 o L ool iz (Strike Price) duis jleel Sl sds aule ¢ > .2024.12.20
e Gedl adl B)lie ey Yss 449,34 52 (Spot Price) ¢sysdl andl OF LS Nss 475.5
d,41y (Absolute Difference) slall 3,all sy Ostmn 398l plisizal gl audl o L
tk b WY caie U (Relative Difference) o
529 <0.88 by (MAE) glall Wkl Lavvgzn 0B 10gmen #3981 Jlanly 2add) Goud) jlan G G4
AL et Oyt 23581 O L ety Lo 904050 aly o) G801 Jowrgze (235891 885 ) wll olike
RETWNITR- P PO IRV W]

"dedid jlanl (g (guedt Ly pllalt Tad-t Gy BN g 1(1) 0By JSEIN
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IQ\SJJAU f\*‘“ olENI

¢l OST0] 9 Bl a9 i a3 ey Bp Ogtnn ijﬁ bl ¥es 449,34

A ) o waisll OO el 08 3 B a2 & e Jo 8 %60 J) fas deiy ST
- (Volatility Smile) et Cdidl goie LU e )08 ol o s,
"Ogiad 73581 slanl 5 AdH Bgudl jlanl n By 1(2) 08y S

Comparison of Market Pric

@ vs Heston Model Price

Python w2, o2 ) sbzaVU oWl slae] o 2 yaad)

U1y ag Bzl 33 Ogiwnd 361 9 Bgudl 23681 jlansl g :(3) 0By Jgud!

Strike | Last v Spot | Maturity Rate Maturity | Heston Abs- Relative
Price | Price Price in days price | difference diff
445 6,58 | 0,00001 | 449,34 | 0,002738 | 0,000126 1 4,662323 1,92 29,14
441.5 3,55 | 0,00001 | 449,34 | 0,002738 | 0,000126 1 2,736528 0,81 22,91
450 2,98 | 0,007822 | 449,34 | 0,002738 | 0,000126 1 1,349644 1,63 54,71
452,5 11 0,03126 | 449,34 | 0,002738 | 0,000126 1 0,521498 0,58 52,59
455 0,47 | 0,062509 | 449,34 | 0,002738 | 0,000126 1 0,181065 0,29 61,48
451,5 0,24 | 0,062509 | 449,34 | 0,002738 | 0,000126 1 0,186781 0,05 22,17
MAE 0,88 40,50
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Sl 03 bl (05) 35 o ey sl 30 Bliseal O3 sl Ol Jlawl Jobd o
55 BTl (L930) Bl JlrT s B aszall s e 2apdl 3y0¥1 gl o el lls
Sdgty Ayl e o Abgmde D3 sy U] i 3k b5 Jeadl gy .2025.01.17 sote
dL%04.69 (o aedl SUed & 25 o (MAE) 0.87 slal Tt bavgze i o (235831
ITM Jls) (V50 445 Gatd) ne sied dbidl sl o 235831 285 3 Bolesl S 8 909,06
33 (1.3956) llas G5 Al 235891 oo c(diid) s o ol ¥35 449.34 (5,00 ol o
los L) I g 51 ((0.00001) sttty Laisnin 057 (IV) goial) il 0F o2, (%09.06)
SSrlys 3518 3 358 e o (1880 8 by of Rt s ey W) Gsedl IV W5 8
s Gk 83 ST 23851 O (ATM) s )Yss 450 duisd) e e WL (ITM) L L)
S Jon 23689 0L >0 & ((0.00196) IV ¢ il glis) xe (0.508) shae 33 9%04.69
e B wi) ((OTM L) V55 455 didal) jame die ¢ BN (3350 il el e Ll
Stochastic )  Jlseall dadl ardé 3 Lad Se w5 12 0.0078 U1 IV 53l o5, %8.47
Sl Sl mn dlize 12 IV o 595 0 20l (OTM Shld Oges 3440 ¢ (Volatility
& #Hl 2358 0F Ul Sl 125 (T 2t e (OTM Sl IV gl Ssle w35 o) it
V93 4555445 wie g a Yy (sl o Jol 139) JV53 450 Lt e i Sl s
Mean Reversion ) abwsze {4 il 5358 de oo m30adl Sledas (3 83 pide S 15 Lk gay
w1V plid) of Ls™.(Volatility-Return Correlation) it ae (il byl f (Speed
By & 536 ol o Jan O dols (3581 oI Sy V3l 1 LS ek (01 e J8)
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Strike | Last v Spot | Maturity Rate Maturity | Heston Abs- Relative
Price | Price Price indays | price | difference diff
445 15,4 | 0,00001 | 449,34 | 0,082136 | 0,003778 30 14,004 1,39 9,06
36
450 | 10,83 |0,001963| 449,34 | 0,082136 | 0,003778 30 11,338 0,50 4,69
28
455 8,31 |0,007822| 449,34 | 0,082136 | 0,003778 30 9,0135 0,70 8,46
46
MAE 0,87 7,41

Python &2, olx 2 1) slea¥b oWl slae) o 0 ykaald

(06) o3y Joukt 3 2asill SULY Lo 2l by 94 Blizewdl O3 ¢l 30 Ol el Jld &
L) bge i G dedl U Glhe OO s (3 Ughas B3 Opns z3ul Gl
igdly A dgadl Jlawdl Gl OF ) sty Lo 902,14 ol W) Lowszag 0.46 (MAE) llal)
(Y03.27) el i Gap oS (2l may .(L¥9 24—18~) Lo bVl ot 85)ie L 300
(OTM whls) AoV sl a3 el a5l (Y9 445) 1Y) i) e I3 ITM oLl
e 3345 e 35V 8 3 Ld Sy 5 L sy D015~ I ol Wikl 2l o (Y 455)
& S (IV) sl Cladl Of o oL oda G (IV) soall i) ke 3 Bdlast o it
23 0.000987 5 Nys 445 Lid) ed 0.00001) ook 1 JSCos mnises Ld ey UL
G S S e LT IV 00 OF 85 o 2iid 315 3 36 ol sag (((Yss 450 i
Gsd) OF ) s & (Spot = 449.345) )5l jndl o ol Lkl e 23 ATM L
b e 238 Oladas Jo OV3las 3 i 3 WS OLL odd Radsis Djae S sl
) o HE 358Y) s 1 F sy 00 0.770.3 Js S aalall G, OF medl L2 ol o5
e $) we IV @ kb 3L e (IV Surface) sedl) CLidl o (23S Laiw (580 (i
G T2 BT U VR CRV N 2 PPy JRESNINEES R PINCH (RO B EIPE RS
gl ) Cdad ass e e dle) Sldall 35l 3 i o 2aad) Bodl LSl bl
Ysuio z358Y) x4 .(Long-Term Volatility) =3 Lsb i) 5f (Mean Reversion Speed)
By S il IV I cils13] avls oldall 3 g olend U] 2t oS cobldl oda b 3
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Strike | Last v Spot | Maturity Rate Maturity | Heston Abs- Relative

Price | Price Price indays | price | difference diff

445 | 23,75 [0,00001| 449,34 | 0,257358 | 0,011838 94 22,985 0,76 3,21
97

450 | 19,93 (0,000987| 449,34 | 0,257358 | 0,011838 94 20,268 0,33 1,69
21

455 | 18,02 (0,007822 449,34 | 0,257358 | 0,011838 94 17,748 0,27 1,50
32

MAE 0,46 2,14

Python a2, w2 1) staeVU ol sls) o yokeal

Ogteen £3581 il O (07) o3 Jgad) oo logy 185 Glioens¥t 3 s ad) Syl jlansd Jls &
s lax Lowsze) 1,16 1) 0.58 oo 1allld Bdll ol o el adsndl jlanl me L Wil
las 3 el L wo ((%03.05 i Lox Lowszs) %0413 141 %01.92 o 2 39,41 (0.91
e e oo B Joly (3258 12358V e blis 31.6 :Gpdl an) V5 445 Sl e e
had a8 3 Wl 236891 01 ) et U (26,92 123831 Llis 28.08 185di) Yo 455 L
@M did) ae e OTM wlld 2l bapass o Uiy 2isid) Boidl e 0I5 ITM olls
5395 depm) oo lodal 2306V dnli oAbl ey LB BYe B dd (3 s pie S B L gy

(o A 248) 5 (sl 4 e
(0.003916 41 0.00001) 26l 2aisie L (IV) sodll (it cbly eh (sl 2t o
8 Dol s a1 (("Volatility Smile" Clidl gmiaS) Faudd slal) Solld 2ild
o2l Of Gl ) Ol aaisil) Ayl slede pie o and) ohaall 5B JLe) e (235601 (3 Bundly
Sl Bl (3 fidy 36891 OF ) pede 8 22l gl B Slgtns wo Bl B9 4
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Option Prices: Heston Model vs Market
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Python as, ez 4] staalU iU slae] oo 2 pokaabl

"Ly 185 Blirein! 37l U grmed cs}éi 9 gl Cs,,éi gl o :(6) o3y Jg!

Strike | Last v Spot | Maturity Rate |[Maturity| Heston Abs- Relative

Price | Price Price indays | price difference diff

445 31,6 |0,00001| 449,34 | 0,506502 | 0,023299 | 185 | 32,5788 0,97 3,09
2

450 | 30,26 (0,000498 449,34 | 0,506502 |0,023299| 185 | 29,6782 0,58 1,92
3

455 | 28,08 (0,003916| 449,34 | 0,506502 | 0,023299 | 185 | 26,9195 1,16 4,13

MAE 0,91 3,05
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Implement the characteristic function and calculate option price

File Edit  View Run Kemel Settings  Melp
B + XD » & C » Code v JupyterLab [3

def heston_charfunc(phi, S0, vO, kappa, theta, sigma, rho, lambd, tau, r)!
a = kappa*theta
b = kappaslambd
rspd = rhotsigma*phis1y
d = np.agret( (rho*sigma®phi®1j - b)**2 4 (phi*1jephi**2)*nigmar*2 )
i = (bepspled)/(bepspi-d)
expl = np.exp(r*phi*lj*tau)
tarm2 = SO**(phi*1j) * ( (1-g*np.exp(drtau))/(1-g) )**(-2%/nigma®*2)
oxp2 ® np.explottaur(berspisd)/sigma**2 + ve*(brrspisd)*( (1enp.exp(d*tau))/(1-g*np.oxp(d*tau)) )/sigma*+*2)
raturn expl*term2*exp?
Integrand(phi, $8, vO, kappa, theta, sigma, rho, lambd, tau, r):
args » (50, vO, kappa, theta, sigma, rho, lambd, tau, r)
numerator = np,exp(r*tau)*heston_charfunc(phi-1j,%args) < K*heston_charfunc(phi,*args)
denominator » 1 *phisKe*(1|*phi)
return numerator/denominator
heston_price_rec(50, K, v0, koppa, theta, sigma, rho, lambd, tau, r):
args » (50, vO, kappa, theta, sigma, rho, lambd, tau, r)
P, umax, N = 0, 100, 10000
dphisumax/N
for 1 4n range(1,N):
phi = dphi * (2% + 1)/2
numerator = npoexp(r*tau)*heston_charfunc(phi-1j,%args) « K * hoston_charfunc(phi, *args)
denominator = 1i*phi*K**(1i*phi)
P += dphi * pumerator/denominator
raturn np.real((50 « Kenp.oxp(«r*tau))/2 « P/np.pi)
heston_price(50, K, v0, koppa, theta, sigma, rho, lambd, tou, r):
args = (50, vO, kappa, theta, sigma, rho, lambd, tau, r)
roal_integral, ere = np.real( quad(integrand, 0, 100, argezargs) )
roturn (SO - K*np.exp(-r*tau))/2 + real_integral/np.pi
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Calibration - Optimization Objective function

File Edit View Run Kemel Settings Help
B+ X0 0O » &« C » Code v

# Optimizgtion paorameters

params = {
"v@": {"x@": 0.1, "lbub®: [le-3, ©8.1]},
"kappa": {"x@": 3, “"1bub“: [1e-3, 51},
“theta": {"x@": ©.85, “lbub®: [1le-3, ®8.1]},
"sigma": {"x@": @.3, "1lbub™: [le-2, 1]},

rho": {"x@": -8.8, “lbub™: [-1, @]},

x@ = [param/"x@"] for param in params.values()]
bnds = [param"lbub™] for param in params.values()]

def SgErr(x):
v@, kappa, theta, sigma, rho = x
err = np.sum((P - heston_price_rec(S®, K, v@, kappa, theta, sigma, rho, tau, r)) ** 2 / len(P))
return err

# Optimize parameters
result = minimize{SgErr, x8, tol=le-3, method='L-BFGS-B', options={'maxiter’': 1e3}, bounds=bnds)
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