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1. Introduction

The fundamental importance of time varying volatility has long been recognized in statistical finance and financial
economics, and many scientific findings thereof have been well accepted and exploited in these disciplines. The topic is
motivated by strong evidence that volatility does not remain constant over time. Recently, in October 2008, the volatility
index of S&P 500, VIX, hit 80% whereas its average (1990-2009) was about 20%. Empirically, also the price-dividend ratio
(or its reciprocal, the dividend yield) is time-varying and one of the ‘stylized facts’ of financial markets is that changes in
the price-dividend ratio are negatively correlated with volatility. Many theories, of which the so-called volatility feedback
effect (sometimes called the risk-premium effect) is one, explain the empirically observed negative correlation between
volatility and stock price (see, e.g., Refs. [1-8]). According to the theory of volatility feedback effect, an unexpected increase
in squared volatility leads to an immediate decline in the stock price, because cash flows are discounted at a higher rate.
Therefore, an exogenous increase in squared volatility generates additional return volatility as stock prices respond and
adjust to new information about the cost of capital. In addition, the relation between volatility and returns can (at least
partly) be explained by the leverage effect, which extends from changes in the firm’s value to changes in stock returns
and volatility. The difference lies in causality—the volatility feedback effect theory contends that changes in volatility may
produce return shocks, whereas the leverage hypothesis predicts that return shocks lead to changes in volatility. Also the
leverage effect is widely examined in the literature (see, e.g., Ref. [9] and references therein).
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The time-varying price-dividend ratio (or the dividend yield) and its relation to stochastic volatility is well documented
in the empirical literature, but the current option pricing literature does not sufficiently characterize the joint dynamics of
dividends, volatility, and stock price; instead, typically in option pricing, dividends are either ignored or the dividend yield
is assumed to be constant at best. In this paper, we aim to show that the prevailing practice of ignoring the modeling of the
joint dynamics of dividends, volatility, and stock prices is inconsistent not only with respect to financial data but also with
respect to financial theory itself. This oversimplification can lead to mispricing of options and a misestimation of the effects
of the return risk and volatility risk on option values. Our main goals are as follows:

e Model the joint stochastic dynamics of return volatility, dividends, and stock price with volatility feedback in continuous
time by determining the underlying stock as a claim for future random dividends with a stochastic discount rate.

e Express the relation between dividend growth volatility and return volatility and solve the volatility puzzle (i.e. return
volatility is too high compared to dividend growth volatility).

o Show that the correlation between returns and volatility can be divided into two components: leverage effect and
volatility feedback effect.

e Demonstrate a mechanism by which the market price of return risk, or equity risk-premium, affects option prices.

e Show that, contrary to the prevailing view, an increase in squared return volatility can negatively affect the price of deep-
in-the-money call options.

o Illustrate how to obtain forward-looking estimates for the price of diffusion return risk using information on option
contracts.

One of the main implications of Black-Scholes theory is the irrelevancy of the equity risk premium in option valuation
(i.e. option values are not functions of the expected rate of return). We, however, aim to show that the price of return risk
determines the sensitivity of the dividend yield to return volatility and thereby affects option valuations, and consequently,
the market price of return risk is needed as an input to price options under our framework. This, on the other hand, allows us
to produce forward-looking option-implied estimates for the market price of the diffusion return risk and the volatility risk
premium as a part of the calibration procedure of our model. These option-based estimates can be obtained using option
data alone without the need of historical stock price data, which is in contrast to the traditional literature that usually uses
a series of equity market indices producing backward-looking estimates for the market price of diffusion return risk.

In the early literature, Carr and Wu [10] provided a welcome exception by proposing a model that aims to capture
the volatility feedback effect and estimate the jump risk and the variance rate risk using option data. Bakshi and Wu [11]
specified a model to estimate market prices of different sources of risks using information on both time-series returns and
options prices. However, the approaches in these two papers differ markedly from ours. Most importantly, they assume
a constant dividend yield, an assumption that contradicts the empirical evidence of varying price-dividend ratio and the
theory of the volatility feedback effect. Moreover, Carr and Wu [10] try to capture the volatility feedback effect directly
by assuming a negative statistic correlation between business risk and stock price without modeling the changes that the
underlying asset price undergoes in volatility. In addition, in contrast to our paper, the price of the diffusion return risk does
not appear in option pricing formulas under the risk-neutral measure in Refs. [10,11]. Our paper is also related to Ref. [12],
which integrates the stochastic dynamics of interest rates, dividends, and stock prices and valuates options accordingly.
Despite of some methodological similarities between the papers, [ 12] differs substantially from the present paper; whereas
Kanniainen [12] focuses on the joint dynamics of spot rate and dividends but ignores the volatility feedback effect, in this
paper we investigate the stock market dynamics and options prices under the volatility feedback but, for simplicity, assume
constant interest rates.

The paper is organized as follows. In Section 2, we present our model setup, solve the price-dividend ratio with it, and
study stock market dynamics under our assumptions. In Section 3, we show how to price options under our settings, and in
Section 4 we provide an empirical illustration. The final section discusses the results and draws conclusions.

2. Stock market dynamics

2.1. Model setup

Let {P;; t > 0} denote the stock price process and {D;; t > 0} the instantaneous dividend stream and let us assume that
both {P;; t > 0} and {D;; t > 0} evolve on R . We define the cumulative stock returns as follows:

Definition 1 (Cumulative Stock Return). The cumulative stock return from dividends and changes in prices satisfies
dPt + Dtdt

dR; =
Py
Thus {R;; t > 0} represents the instantaneous total return including price appreciations and dividends. To focus on the
characterization of stock market dynamics and valuation of options with volatility feedback condition, and to maintain
conciseness and readability, we employ pure diffusion-based models and leave extensions, including jumps and non-affine
volatility models, for future research. In the following, we characterize the dynamics of cumulative stock returns and return
volatility.
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Assumption 1. The cumulative stock return and its volatility evolve stochastically as

dR, = (r + yx»)dt + x.dB] (1)
dx; = —px.dt + o, dB, 2)

where x; represents instantaneous return volatility, and r, y, 8, and oy are constant positive real numbers. Moreover, B" and
B* are Brownian motions, dB;dBf = pr.dt,and xp := x, X € R.

This assumption consists of two parts. First, in Eq. (1) we assume that the expected rate of return (including both
price appreciation and dividend yield) depends on squared return volatility and results in an ICAPM type equilibrium
(see Refs. [13,2]), where r denotes the risk-free interest rate and where, under certain assumptions, the price of diffusion
return risk, y, represents the coefficient of relative risk aversion [2,14]. This classical risk-return tradeoff relation is widely
used in various contexts in the financial literature with time variation in second moments. Second, we follow Heston [15] and
assume that volatility follows an Ornstein-Uhlenbeck process according to Eq. (2). In fact, this volatility model in Heston’s
paper [15, see p. 328, Eq. (2) therein] has its roots in the Stein-Stein model [16]. As Heston shows, if volatility follows
Eq. (2), then squared volatility, h, = x2, follows the squared root process:

dh; = k(6 — hy)dt + op/hdB, (3)

where k = 28,60 = oxz/(Z,B), and oy, = 20y. This affine model is arguably among the most widely used continuous-time
stochastic volatility models in finance. Notice that in (3) the correlation between returns and volatility, o ¢, is assumed to
be time-varying, and as seen later, can be endogenously determined by specifying the process for the dividend stream and
by applying the transversality condition. Originally, and typically, the correlation is assumed to be constant in time.

Second, we assume that the stock (the stock index) pays dividends continuously with stochastic dividend growth
volatility. In particular, similarly to [17,18], instantaneous dividends are assumed to follow a geometric process.

Assumption 2. (i) The stochastic differential of dividends is given by
th = OlDtdt +y[DtdB?

with dB‘t’dB’; = paxdt, where the correlation coefficient of dividend growth and return volatility, psx € [—1, 1], and the
expected rate of dividend growth, @ € R, are constant, and where dividend growth volatility, y,, is stochastic. Moreover,
Do:=D,D > 0.

(ii) The covariance and correlation between dividends and return volatility are related according to

. d .
sign <EC0Vt (D¢, (x?))|1':t> = sign(pgy).

In assumption (i), a negative correlation between dividends and return volatility can be thought of as representing the
leverage effect: the greater (resp. less) the dividends, the greater (resp. less) the stock price, and because of financial leverage,
the less (resp. greater) the return volatility. The assumption of lognormal instantaneous dividends (cash flows) is quite
common in the literature (see, e.g., Refs. [19,17,20,18,21,12]). Assumption (ii) implies that the correlation coefficient pg4, has
the same sign as the covariance between dividends and squared return volatility. Consequently, because pqy is assumed to
be a constant, the sign of the covariance between dividends and squared return volatility does not change over time. Note
that the standard Heston model implies the same relation for the covariance between returns and squared return volatility
and the corresponding correlation coefficient.

Together Assumptions 1 and 2 imply that the price process is given by

dP, = (r + yx{) Pedt — Ddt + x.P.dB} = (r + yx; — 8;) Pedt + x.P,dBj,
where §8; := D, /P, represents the time-varying instantaneous dividend yield.

Assumption 3. By assuming transversality, we express the stock price, p(Dy, x;), P = p(Dy, X;), as the expected value of
discounted dividends, conditional upon the present information:

o0 S
En,x/ exp [—/ r+ yxﬁ)du] Dyds
t t
[o.] S -1 N
D; x IEX/ exp [/ (oz —r—yx— zyﬁ) du —|—/ yudBﬂ] ds < oo. (4)
t t t

Herer + yxfl represents the instantaneous stochastic cost of capital at time u.

p(Dy, X¢)

1 Notice that the sign of x is irrelevant. It is the squared volatility that matters: the statistical properties of the stock return dynamics, including the
correlation between squared volatility and returns, are the same with x, and —x;.
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The above expression clarifies the concept of the volatility feedback effect, according to which the stock price is
determined by the expected value of discounted dividends, where the cost of capital depends positively on squared return
volatility. As squared spot volatility increases, then also the future values of return volatility are expected to increase, and
future dividends are thereby discounted at a higher rate. Then according to Eq. (4), the current stock price immediately
responds negatively to an increased cost of capital, generating additional return volatility as stock prices adjust to new
information (see, e.g., Refs. [3-6]).

In contrast to our characterization, the existing literature seeks to capture the volatility feedback effect differently and,
in fact, in numerous ways. Typically, models are in discrete-time and based on GARCH type settings (see, e.g., Refs. [5,6]);
continuous-time characterizations have also been proposed (see, e.g., Refs. [8,10]). More importantly, many papers in
the volatility feedback literature assume that the risk-premium depends on dividend growth volatility instead of return
volatility (see, e.g., Refs. [5,22] and the references therein), but, on the other hand, in the conditional CAPM literature it is
the conventional ICAPM type risk-return trade-off with a linear relation between risk-premium and squared return volatility
that has been the primary target of investigation. Empirically, stock return volatility is admittedly much higher than dividend
growth volatility, a phenomenon extensively investigated in the literature, and hence estimates of the risk-return trade-off
parameter can differ depending on whether the risk premium is assumed to depend on return volatility or dividend growth
volatility. In addition, in several papers, it makes sense to work within the log-linear approximate asset pricing framework
of Campbell and Shiller [23] (see, e.g., Refs. [5,22]), but we show it more worthwhile under our settings to use numerical
methods to solve the price-dividend ratio.

Under these assumptions, we aim to investigate the joint dynamics of and relation between stock price, return volatility,
and dividend stream. In particular, we seek to determine the relations of return volatility to dividend growth volatility and
to the price-dividend ratio (and its reciprocal, the dividend yield).

Definition 2 (Price-Dividend Ratio). f : R — R, denotes the price-dividend ratio and satisfies p(D;, x;) = D.f (x;).

We can see from Eq. (4) that for all x > 0, p(D, x) = p(D, —x) and so f (x) = f(—x). Practically, this holds because the
stochastic cost of capital is determined by squared volatility, x>, and hence the sign of volatility, x, does not affect the stock
price dynamics. Thus we can deduce that f is an even function, i.e., f (x) = f(—X), fy(xX) = —fy(—x), and fix () = fix(—x) for
all x > 0, where f; and fy, denote first and second order derivatives. Moreover, for the stock price to be a continuously
differentiable function, we can impose that f,(0) = 0. We will use this property as a boundary condition to solve the
price—dividend ratio for x > 0.

2.2. Solution

We assume that dividend growth volatility is stochastic and interlinked with stochastic return volatility. In fact, it is easy
to show that if dividend growth is assumed to be IID, i.e., y; is constant over time, then for | pg¢| # 1 the stock price is not
real-valued for all x > 0 under our assumptions. This is intuitive, because with constant dividend growth volatility the only
source of stochasticity in return volatility would be the stochastic cost of capital, which, according to CAPM, is determined by
return volatility itself. On the whole, because the assumption of [ID dividend growth is not reasonable under our settings, the
rest of the study considers dividend growth volatility as an endogenously determined time-varying and stochastic variable.
We offer now a solution to dividend growth volatility as a function of return volatility. Using this solution, we then present
a non-homogeneous ordinary differential equation that the price-dividend ratio must satisfy.

Proposition 1. Suppose that the above assumptions hold. Then the dividend growth volatility, y(x), y. = y(x;), satisfies

@ @)’
yx) = _deax% + sngn(X)\/ X2 — (1= pg,) (@J; (::)) ) : (5)

Proof. By applying [t6’s Lemma with Definition 2 and noting that dp(x, D)/dD = f(x), the price process can be expressed
as

1
dp;, = (af(xt)Dt — Bxefx(X)D; + fx(X¢) paxoxy:De + Efxx(xt)axth) dt + fi(x;)oxD,dBf +f(xt)ytDtdBf

HG&) 1 5 fu(Xe) Fu(xe)
+ oy
Fxe) 27 fx) Fxe)

The above reasoning is also applied, e.g., in Refs. [17,18]. From the relation between the return process, volatility process,
and dividend process we obtain with y; = y(x;) that

2 _ 2 2f®)? )
=y + Oy )2 + zpdxy(X)UXf(X) .

= <0€ + (0ax0xY: — BXr) ) Pidt + oy P.dBf +J/tPtdBf~ (6)
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When we solve the above with respect to y(x), we obtain

Y NN P A
yx) = deo'xf(x) i\/xt (1= pg) <fo(X)> . (7)

First, if x > 0, we choose the greater of the two roots above. To understand this, note that by Itd’s lemma

d
ECOVr(Dt, (X?))|r:[ = 203X Y(X¢)D; pax,

which implies under Assumption 2(ii) that sign (y(x)) = sign(x); hence we must choose the greater of the two roots to have
a strictly positive y for any x > 0. At this point, note also that if p4, < 0, then the first term on the right hand side of Eq. (7)
is strictly negative for any x > 0. This implies that under certain conditions, the structural parameters are bounded. The
above also implies that y(x) < 0 for x < 0; hence we always choose the smaller of the roots foranyx < 0. 0O

Note that the above Proposition implies that dividend growth volatility y(x) = 0 if and only if return volatility x = 0.
Furthermore, dividend growth volatility y(x) > 0 and y(—x) = —y(x) for any x > 0. It also follows that under our
assumptions the price of the stock would be difficult to solve by Monte Carlo methods. In particular, to compute Eq. (3), we
must solve y, = y(x,) iteratively, which is determined by the price-dividend ratio, f (x), which again directly determines
the stock price. Therefore, we must look for a solution in another direction.

Using the solution for dividend growth volatility, we can formulate a differential equation that the price-dividend ratio
must satisfy:

Proposition 2. Suppose that the conditions of Proposition 1 hold. Then the price-dividend ratio satisfies the following relation:

1
G R0xpex = PO + S0 S0 = (r+yx — 0f (0) = =1, (8)
where y(x) is given in Eq. (5). For the interval x > 0, the boundary conditions are f(x) = 0asx — oo and fy(x) = 0at x = 0.

Proof. The result is directly obtained by matching the drift term of the stock price process (6) and the assumed required
rate of return minus the dividend yield, r + yx*> — 1/f(x).

The first boundary condition is based on the fact that future dividends are discounted at an extremely high cost of capital
if the volatility of stock returns is extremely high. The second condition is imposed by the differentiability of f atx = 0. O

This model is hardly tractable analytically, especially with pgx # 0; therefore, we employ numerical methods to solve
it.2 The numerical solution is described in the Appendix.

In Fig. 1, we have plotted the price-dividend ratio as a function of return volatility for x > 0. We do not show the
corresponding plot for the interval of x < 0 because it can be considered as a “mirror image” of Fig. 1as f (—x) = f(x) (f isan
even function). Bakshi et al. [26] estimated from option prices that the volatility of the variance, o}, is about 0.4, depending
on the moneyness of the options, implying that o, = 03,/2 = 0.2. Moreover, the speed of adjustment of the squared
volatility process, k, almost equalled one, and thus 8 = k /2 & 0.5. We also note that these values are consistent with their
estimation of the long-run average squared volatility (variance), & ~ 0.04. In addition, we assume that the instantaneous
risk-free interest rate is r = 0.02 and the correlation between the returns and dividend growth is pqy = —0.5. In Fig. 1 (a),
we have plotted three curves by varying the price of diffusion return risk, y, the expected dividend growth rate, ¢, and the
correlation between return volatility and dividend growth, pg4,. In Fig. 1 (b), we perform a sensitivity analysis by varying g
and oy, from Bakshi’s estimates [26].

As expected, the stock price is a monotone decreasing function of squared return volatility. At the origin, the first
derivative is zero, as required by the condition of f,(0) = 0. Note how a greater y implies a lower stock price even with
a greater expected dividend growth rate. This seems reasonable, because an increase in y increases the stochastic risk
premium, yx2. Note that if y were equal to zero, then Assumption 3 would imply that o should be less than the risk-free
interest rate; otherwise the stock price would not be well defined. In fact, a greater stochastic risk premium implies a greater
upper bound of the expected dividend growth. For example, with y = 1and & = 0.08, the numerical solver? returns an
error message and we cannot find a suitable numerical solution for the price-dividend ratio because dividend growth would
then be too high compared to the (stochastic) risk premium, but with y = 3 and o = 0.08, a solution does exist (see Fig. 1).

As the above analysis shows, the price-dividend ratio, f; = f (x;), varies as return volatility changes; hence the dividend
yield, §; = 1/f;, depends on return volatility and is stochastic. Moreover, the correlation between returns and volatility
becomes stochastic under our settings:

2 with pax = 0, Eq. (8) is a non-homogeneous ODE, whose associated homogeneous equation belongs to the class of degenerate hypergeometric
equations. However, the solution is very complicated and extremely hard to interpret (see Refs. [24,25]).

3 MatLas bvpéc.
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Fig. 1. The price-dividend ratio, f (x), with respect to return volatility, x. In plot (a), parameters are r = 0.02, 8 = 0.5, 0y = 0.2, pgxy = —0.5 (thicker
lines) or pay = 0.5 (thinner lines), and y and « vary. In plot (b), parameters are r = 0.02, y = 2,a = 0.05, pgy = —0.5 (thicker lines) or pgxy = 0.5

(thinner lines), and $ and oy vary. In particular, the relation between g and oy is determined with o, = /260 8, where the average variance 6 = 0.04.

Proposition 3. Suppose that the conditions of Proposition 1 hold. Then the correlation between returns and return volatility,
Prx.t = Pr(X¢), can be expressed as

O'x?((:)) + ¥(X) pax

> 9
O 4 Y002 + 2pac iy ()

Prx(x) = sign(x)

where y(x) is given in Eq. (5) and f satisfies Eq. (8). Note that px(—x) = o (X).

The proof of the above proposition is straightforward and is omitted. The economic point here is that whereas the
correlation between dividends and return volatility, o4y, represents the leverage effect, the difference p,(x) — pax represents
the volatility feedback effect.

Also, Ang and Liu [18] provide a solution for the price-dividend ratio under a continuous stochastic volatility model and
ICAPM (see Corollary 3.6 and Section 3.6 therein). Their solution, however, differs substantially from ours. First, we assume
that total return volatility follows the Stein-Stein or Heston type process, whereas in [18], squared total return volatility
comprises (i) squared dividend growth volatility and (ii) a residual component, in which only the residual component
follows the Heston model. The residual component represents, in fact, the volatility arising from time-varying discount
rates. Second, and more importantly, in our model investors are rewarded for total return volatility as the original ICAPM
predicts, whereas in [ 18], investors are rewarded for residual volatility (discount rate volatility), but not for dividend growth
volatility. Technically, their specification yields a closed-form solution, but economically such an assumption is questionable
as the dividend growth risk remains unpriced. Interestingly, some papers in the volatility feedback literature assume that
the risk premium depends only on dividend growth volatility instead of total return volatility, which is exactly the opposite
to what Ang and Liu assume (see, e.g., Ref. [5]). Third, their solution is based on a condition f (0) = C, which they refer to as
the price-dividend ratio at time t = 0 and match with the unconditional price-dividend ratio. However, since f depends
only on the state variable x (also under their settings), f (0) should refer to the price-dividend ratio with x = 0 rather than



728 J. Kanniainen, R. Piché / Physica A 392 (2013) 722-740

a 0.25 T T T T b = 700
= =
= X 600t
z 02 o 3
= = 2500}
S 0.15} =2 % 4001
E Ep
2 S L
& o1} =3 300
o0 2 g
2 [} _DOD 200 |
S 0.05f B £
= 22 100}
2 22
= : ‘ ‘ g5 A A :
0 0.2 0.4 0.6 0.8 1 0 0.2 0.4 0.6 0.8 1
Return volatility, x Return volatility, x

Fig. 2. Can high return volatility plausibly be explained? The figure demonstrate a possible relation of dividend growth volatility, y(x), with respect to
return volatility, x, under the volatility feedback effect. The parameters are y = 3.115, ¢« = 0.08, 0y = 0.2, 8 = 0.5,r = 0.02, and pgy = —0.5.In (a),
dividend growth volatility is plotted against return volatility, and in (b) the ratio of return volatility to dividend growth volatility is plotted.

with t = 0, i.e., with zero volatility, not with zero time.* Therefore, f (0) cannot be thought to represent the unconditional
price-dividend ratio. Moreover, f (0) = C cannot be assumed to be an exogenously determined constant and independent
of y and other parameters. Indeed, as Fig. 1 shows, f (0) depends negatively on y, which is very intuitive: return volatility is
mean-reverting and never remains constantly at zero; therefore, the greater the price of diffusion return risk, the lower the
price-dividend ratio for a given instantaneous volatility because the future dividends are discounted at a higher rate. Note
that under our model no expression is needed for f (0), since we can use f'(0) = 0 as a boundary condition for the interval
of x > 0, as imposed by the differentiability. Overall, Ang and Liu’s characterization carries implications that are essentially
different from ours.

2.3. Why return volatility can be greater than dividend volatility

At this point, let us consider the relation between dividend growth volatility and return volatility. The early literature
offers much evidence that return volatility is greater than dividend growth volatility, i.e., x> > y(x)2. Suppose that the
conditions of Proposition 1 hold. Then it is easy to show that x> > y(x)? if and only if

_&fx(x)
2x f(x)°

Because squared return volatility always has a non-positive effect on the price-dividend ratio, i.e., f,(x) < 0 forallx > 0 and
fx(x) > 0forall x < 0, the right hand side of the above inequality is non-negative. Consequently, if the correlation between
dividends and return volatility is zero or less, return volatility is higher than dividend growth volatility. On the other hand,
if the correlation between dividends and return volatility is positive and high enough, then return volatility can be lower
than dividend growth volatility.

According to our model, the ratio of squared return volatility to squared dividend growth volatility can be very large. If
we calculate the ratio using the same parameter values as in Fig. 1, our model can yield an extremely high ratio of return
volatility to dividend growth volatility, with y = 3 and @ = 0.08 the ratio is even higher than 10 forall0 < x < 0.5.In
fact, if y is high enough, the ratio can be infinite. In the light of Eq. (5), such a relation is easy to understand mathematically:
for pgx < 0, y(x) would approach zero for strictly positive x, if (f,/f)? were high enough (due to a relatively high y ). In fact,
y(x) could even be non-negative for a strictly positive x, but this would violate Assumption 2(ii). Economically, this means
that volatility feedback almost alone explains the return variance

2 _ 2 2fx(x)2 H(®)
X" =y(X)°" + oy )2 +210dXY(X)Uxf(X)-

In other words, if y is relatively high, volatility feedback can amplify a very small but nonzero dividend growth volatility to
a relatively high return volatility. This extreme situation is illustrated in Fig. 2 by increasing y to 3.115. According to plot
(b), with these parameter values the ratio of return volatility to dividend growth volatility can be as high as 700.

Recently, Bali and Engle [27] estimated the risk aversion coefficient to be even more than 4 and to be highly significant
for S&P100 stocks (see also Ref. [28]). In the light of these empirical estimates of y, we argue that the high ratio of return
volatility to dividend growth volatility, or the “excess” volatility of the stock market, can be explained by volatility feedback.
Our finding is in sharp contrast to the conventional argument that stock market volatility is “too” high (i.e. equity volatility

Pdx <

4 Remember that under the tranversality condition, f is the function of volatility only, and calendar time is thus an irrelevant variable here.
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puzzle, see, e.g. Ref. [29]). Shiller, however, assumed that the cost of capital is deterministic and unaffected by return
volatility. If the discount rate varies, the stock price can vary even with unchanged dividends, and hence one should
adopt time-varying discount rates. This assumption of a constant discount rate was later relaxed, e.g., by Cochrane [30].
By modeling the stochastic cost of capital, we assert that the ratio of return volatility to dividend growth volatility can be
arbitrarily large.

This study also shows that using the log-linear approximation does not necessarily make sense under our settings. In
particular, we could approximate the price-dividend ratio as

f(x) = Crexp(—Cx?),

where Cq, G > 0 are constants. A similar approximation is applied, e.g., by Campbell and Viceira [24], Bollerslev et al. [31].
Note thatiff,/f = —2C,x, and the implied approximation of dividend growth volatility is linear in return volatility. However,
the above figures show that this is not the case under our model.

2.4. Price dynamics revised

We have now shown that under the transversality condition the price-dividend-ratio depends on return volatility and
is hence stochastic. Consequently, dividend yield cannot be assumed constant in time, as is typically done in the financial
literature. In addition, the correlation between returns and return volatility is endogenously determined and stochastic,
even though fairly stable. Instead of assuming a constant dividend yield and a constant correlation, the stock price process
could be more appropriately written as follows:

Je(xe)
fx) fF(x) f(x)

where f (x) satisfies Eq. (8). Note that the random term, x,dB], can be decomposed into a dividend term, y(x)dB?, and a

volatility term, O_Xf}c((;(t)) dB}; i.e., the price process is driven by changes in dividends and return volatility. Moreover, return
volatility was assumed to evolve according to Eq. (2).

To understand how this expression captures volatility feedback, suppose that return volatility is positive, x; > 0, and
that it increases, dx, > 0. The first observation is that the expected rate of return, r + yx2, increases. The positive change in
the drift term is, however, lessened or even reversed by a change in the dividend yield. As demonstrated earlier, an increase
in squared return volatility decreases the price-dividend ratio, or, in other words, increases the dividend yield, 1/f, and thus
potentially decreases the expected price appreciation, resulting in a pull-down. In addition, under these conditions, the last
term on the right hand side in Eq. ((10), second line) is strictly negative, further decreasing the stock price. Therefore, an
increase in squared volatility results in three effects on the stock price: an increased expected rate of return, an increased
dividend yield, and a negative random shock. Moreover, because dividend growth volatility increases together with return
volatility, the stock price becomes more sensitive to dividend shocks.

The volatility process follows the mean-reversion Ornstein-Uhlenbeck process, which provides an exact solution that
we can simulate with arbitrary time steps; however, simulation of the stock price process is appropriate only with short
time steps:

dPt = (T + )/X? ) Ptdt + XfP[dBr <T + )/X? > Ptdt +y(Xt)P[dBd + o Oy PtdB)[(, (]0)

1 1 :
Frear = Frexp [(r i fx) 2% ) At +y(x)VAtel + o xj;( ;))\/7 x]
Xeyar = X eXp(—BAL) + oy %ﬁ—zﬂﬂf)gﬁ

where €%, €¥ ~ N(0, 1), Corr(e?, €) = pax. In each step, f (x) and f,(x) can be solved for a given x with Proposition 2 and
y(x) with Proposition 1. Note that the dividend process can be determined from D; = P;/f (x;) or, alternatively, simulated
directly:

D¢y ar = D exp |:<05 — %J/(Xt)z) At +J’(Xt)\/E€f:| . (11)

When the same random number sequences are used and the time steps shrink, both approaches yield identical dividend

stream sequences with Dy = Py/f (xo). In addition, instead of simulating the return process directly, the dividend stream

and return volatility can also be simulated together with the stock price, which is then determined using the relation
= Dief (x¢).

Sample paths of squared return volatility, log-price-dividend ratio, log-dividends, and log-price are illustrated in Fig. 3.
The prices, dividends, and their ratios are given in logarithmic form with equally stepped tics because, by the definition of
price-dividend ratio, In(P) = In(D) + In(f). The figure also plots the ratio of return volatility to dividend growth volatility
and the correlation between returns and return volatility. We have highlighted four time instants with large movements in
return volatility with stable dividends. Clearly, the price-dividend ratio, and then also the stock price, has reacted negatively
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years.

(resp. positively) to the positive (resp. negative) volatility movements because of volatility feedback. For example, observe
the period before the third highlighted time instant, in which squared volatility increased to about 0.05 (¢t ~ 2.17). In
this period, the dividend increased slightly and had practically no effect on stock price movements, yet the stock price fell
substantially in response to an increase in the cost of capital. The fourth highlighted time-period (t ~ 2.92) represents a
situation in which the stock price level increased due to a decrease in the cost of capital. When the price-dividend ratio
(or equivalently, constant dividend yield) is assumed constant, as done traditionally, the stock price goes up if and only
if dividends increase. However, our characterization allows stock prices and dividends to move in opposite directions.
Moreover, our model implies that call prices and the underlying stock do not necessary move in the same direction, in
agreement with what was empirically observed by Bakshi et al. [32]. In particular, a change in the call price can be positive or
negative depending on which effect, increased squared volatility or increased dividend yield, predominates. Option pricing
under our settings is discussed further in Section 3.

The figure illustrates that the modeled return volatility is approximately 1.915 times higher than the dividend growth
volatility, and that this ratio varies slightly. The estimated unconditional ratio, 1.907, is close to these theoretical values.
In addition, the correlation between returns and return volatility is quite stable in time and fluctuates around —0.892. The
estimated unconditional correlation between A(x*) and A InP is —0.8868, again close to the theoretical values, and the
estimated correlation between A(x?) and A InD is —0.4967, which is very close to pgx = —0.5. The difference between
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Corr(A(x?), AlnP) and Corr(A(x%), AlnD) can be justified with volatility feedback; in fact, the difference could be used
as a measure of volatility feedback. Finally, the figure also demonstrates volatility clustering: periods of high (resp. low)
volatility are followed by high (resp. low) volatility. Because return volatility and dividend growth volatility evolve hand in
hand, volatility clustering is not only about returns but also about dividends.

3. Option valuation

3.1. Risk-neutral dynamics

Under the risk-neutral probability measure Q, cumulative stock return and return volatility evolve as

dRr, = rdt + x.dB/,

dx; = —B(x)x.dt + o, dB, (12)
where E{ and E"; are Brownian motions under the probability measure Q, and B is the speed of the mean reversion under Q.
We realize immediately that the above is satisfied if

dB = dB! + yx.dt,

Ax(Xt)

Ox

dBY = dB' + xdt

with
Fi(xe)
Fxe)

where Ay(x;) = B(x[) — f represents the volatility risk premium, which is non-zero for equity (see, e.g., Refs. [33-35]). For

simplicity, we suppose that A, = 8 — B is constant. To express the dividend process under the risk-neutral measure, we
write

X dB' = y(x,)dB + o dB?,

S @) o s .2 K&
Fo) dB; = y(x;)dB; (yx[ o) Axx[> de,

which implies that the dividend process under the risk-neutral measure is given by

(L
de‘(“ Y%t

Therefore, the rate of expected dividend growth becomes stochastic under the risk neutral measure. Note that the greater
the y, the less the expected dividend growth under the risk-neutral probability measure. Moreover, a negative price of
volatility risk, A, < 0, affects the expected dividend growth positively under the risk-neutral measure.

It is also worth observing that the price-dividend ratio satisfies the same relation under both physical and risk-neutral
probability measures. To see this, suppose that the conditions of Proposition 1 hold. Then the stock price evolves under
risk-neutral dynamics as follows:

S(xe) 1, fu(Xe)

fe(xe) ~ fe(xe)
Flxy TP = PR 5% G Iy
where B = B+ Ay, and thus the terms including X, cancel each other out. Under the risk-neutral measure, the expected rate
of return of any asset equals the instantaneous risk-free interest rate. Now when we apply this principle and match the drift
term of the risk-neutral price process (14) with the expected price appreciation under the risk-neutral measure, r — 1/f (x),
Eq. (8) follows. This means that the stock is priced equivalently under both physical and risk-neutral probability measures.
Consequently, under Q, the stock price follows

y(x)dB? = x,dB} — o

Axxt> D,dt + y(x;)D,dB". (13)

dp, = (a — VX + hae ) Pedt + o7 PedB} +y(x)PedB,  (14)

Fe(xe)
)

where f (x) satisfies Eq. (8) and can be solved for given x with r and « and structural parameters oy, 8, ¥, Odx-

1 - ~
dp, = (r - 7) Pidt + y(x,)P,dB + o P.dB}, (15)
F&x)

3.2. Option prices

Given the risk-neutral dynamics in (15) and (12), the price of a European call option can be computed as
c(t, Pe,xe, T, K, 1, 030) = exp(—r(T — O)EZ[(Pr — K) ™1, (16)

where T is the time of maturity, K the exercise price, and 6 = {oy, 8, B , ¥, Pdx} the set of structural parameters. Like,
e.g., most GARCH models and the so-called VAR volatility model, our model requires Monte Carlo simulations to compute
option prices (see, e.g., Refs. [36-38]). To speed up computations, we use antithetic variates and distributed computing.
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What is very fundamental here is that to compute the expected payoff in Eq. (16), we need to know all the parameters

0 = {oy, B, B. ¥, pdx}- Specifically, to compute the right hand side of Eq. (16) with Monte Carlo methods, we simulate the
discretized risk-neutral processes

1 X
Piyar = Prexp [(r — fx2> At + y(x)/ Atéf + ofo( ) «/Atéf] ,

S f) 27 fxo)

N 1—exp (—ZBAt)
Xrtat = X €Xp <—,3Af> + ox Ta,

where €9, & ~ N(0, 1), Corr(¢¢, &) = pg,. Even though parameters y, 8, and o do not directly appear in the above
expressions, they are necessary, together with r, oy, and pgx, to compute f(x) in each time step for a given x. Thus future
stock price distributions and hence also option prices depend on the price of diffusion return risk, y. This is in very sharp contrast
to the derivative pricing literature, which, following Black and Scholes [39], considers the price of diffusion return risk and
the stock’s expected rate of return irrelevant to option pricing. However, in our dynamics, y affects option prices, mainly via
dividend yield, 1/f (x), which is expressed as a function of return volatility with y as a structural parameter of that function.
In other words, y determines the sensitivity of dividend yield to return volatility and thereby affects option prices. In some
current option pricing models, option prices can be seen as dependent on the price of the return risk, but these models
differ essentially from ours. To understand the difference, consider, for example, the [40] model, in which 6 is the leverage
parameter under the physical measure whereas under the risk-neutral measure it is =0+ y, where y is the price of the
return risk. Hence, one could say that for fixed 0, a change in y affects option prices through 6. However, to price options, all
we need is the combination 6 4 y; consequently, we cannot separately identify & and y when estimating the Heston-Nandi
model using option data alone under the risk-neutral probability measure, because we can only estimate the combination
=0+ y (see the similar discussion of the Leverage model [36], on-line Appendix). Moreover, because options are priced
in terms of the risk-neutralized volatility process, under the standard Heston model (with two parameters) option prices
directly depend on the sum of B = B + Ay and only the combination of 8 4 A can be estimated with historical return data.
However, under our dynamics we need both parameters, 8 and ,B not only their sum, to price options. That is, we need
separately both physical and risk-neutral parameters, or, in other words, we need the market price of the diffusion return
risk and volatility risk-premium; this arrangement allows us to estimate the forward-looking, option-implied market price
of the return risk and the volatility risk-premium using option data alone.

Fig. 4 illustrates the relation between option prices and the price of diffusion return risk. The parameter values
are expressed in the figure caption. In plot (b), we perform a sensitivity analysis by varying 8 and oy from Bakshi’s
estimates [26].°The option prices were calculated with Monte Carlo simulations using antithetic variates and 10,000
paths/option. Clearly, the greater the price of diffusion return risk, the greater the dividend yield and the lower the call
price. Moreover, the greater the time to maturity, the greater the effect of an increase in the price of diffusion return risk
on the call price. In addition, option prices are higher with p4, = —0.5 than with p4, = 0.5, and correspondingly, initial
dividend yield is lower with pgy = —0.5 than with pgx = 0.5. A doubling value of 8 and a corresponding change in oy do
not affect the results substantially, and the shape of the curves remains the same.

5 Note that the values are the same as used in Fig. 1b, except that @ = 0.015. This is justifiable because for y = 0, the stock price is well defined only if
r>ao.
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Fig. 5 shows how option prices depend on the volatility risk premium. In plot (a), we fix 8 and vary 8 = B — A, whereas
in (b) B is fixed and B = 8 + A, varies. Plot (a) shows also the dividend yield whereas in (b) it is constant ( B does not appear
in Eq. (8)) and thus ignored. In both cases, an increase in A,, which represents the difference of B and S, decreases option
prices. Again, a doubling value of 8 and a corresponding change in oy do not affect the results substantially.

Because in our model options prices depend on all the parameters {oy, 3, B ¥, pdx} in addition to the risk-free interest
rates and the expected dividend growth rate, the parameters (including y and §) could be estimated using information
on option prices by directly minimizing pricing errors. This also contradicts the early empirical literature on financial
economics, where the coefficient of risk relative aversion, y, and the speed of the “physical” volatility mean-reversion,
B, have so far been estimated using time series of asset returns, not pure option prices.® Therefore, we are motivated to
estimate the parameters of our model using information on options prices alone, and we will use this approach in the
empirical section of this study.

At this point, it is worth pointing out that the original Heston model (with the Ornstein-Uhlenbeck process) can be seen
as a special case of ours. For y = 0, we get that f = 1/(r — «) is constant with respect to x, implying a constant dividend
yield r — o and equal dividend and return volatilities, y(x) = x. By denoting Bf by B; and pgx by p, the risk-neutral versions
of the stock price and the volatility process with y = 0 can be expressed as

dPt = OlPtdt “FXtP[dB[,
dx, = —Bx,dt + o,dB,

where dB;dBf = pdt, which corresponds exactly to Heston’s original specification. Therefore, our model should be able to
price options at least as well as Heston’s model with the dividend yield of r —«, or even better, as we will see in the empirical
part of this study. In fact, we could say that under Merton’s ICAPM, Heston’s characterization of a constant dividend yield
implicitly assumes y = 0, viz. risk-neutral investors. Note also that if we set y = 0, option prices no longer depend on the
speed of the physical mean revision, 8, which cannot be estimated using pure option data.

One interesting implication of our characterization is that the option price can be a decreasing function of squared return
volatility. The reason here is that an increase in squared volatility increases the dividend yield, and thus potentially lowers
the call price. The early literature usually argues the opposite, i.e., that because of the convex payoff, return volatility has

6 Note that under the original Heston model (or other current stochastic volatility models), the price of diffusion return risk and the speed of the mean
reversion of physical processes can be estimated only by using time series of asset returns, not option prices, since Heston’s option prices are not affected
by “physical parameters”.
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(thicker lines) or pgx = 0.5 (thinner lines). In plots (a) and (c), 8 = B = 05,0, = /208 = 0.2 with & = 0.04, and in plots (b) and (d),
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a positive effect on the standard call option (see, e.g., Refs. [41-45]). These arguments for a positive relation between call
price and volatility are, however, based on the assumption of a constant dividend yield or absence of dividends.

To see how return volatility affects options in our model, let us, for simplicity, first consider a special case of K | 0;
i.e., the exercise price is zero and the ‘option’ holder gets the underlying stock for free at time T. In this case, the option price
is

T T
c(t, P, X, T, 0,7, a; 0) = exp(—r(T — t))EXPr = P,EZ exp |:/ <—; — 1x?) ds —l—f x5d1§§1| . (17)

t fx) 2 t
The price of this option is less than that of the underlying stock, because the option holder receives no dividends until
maturity, and hence the underlying price is reduced by the expected cumulative dividends. If the current squared return
volatility xf increases, then not only the current dividend yield but also the expected dividend yields increase because of the

persistence of stock return volatility; consequently, the expected terminal price, IE?PT, is lower. In fact, we suppose here that
the stock price level is not affected by an increase in volatility, which, according to Definition 2, must mean that the current
level of dividends must increase to respond to a lower price-dividend ratio. Greater dividends mean a greater shortfall for
the option holder, reducing the option price. This is illustrated in Fig. 6, plot (a). The same could also be put differently. We
could think of a situation in which the stock price level reacts to an increase in squared return volatility, while the level
of dividends remains an exogenous variable and unaffected, just as the theory of volatility feedback predicts. We can then
express the option contract in the terms of dividends, rather than a function of the spot price:

T T
c(t,f(x)D¢, %, T,0,1, 05 0) :f(xt)DtIEi2 exp [/ (—L — 1xf) ds —f-f xsdég] .
t f(xs) 2 t
Because f(x) is decreasing w.r.t. X, an increase in squared return volatility has two negative effects on option prices: via
increased dividend yield and via a lower stock price level. As Fig. 6, plot (b) shows, squared return volatility can then
substantially decrease the option price. In addition, the greater the speed of adjustment of the volatility process (8), the
less the effect of initial volatility on option prices as squared volatility is pushed toward the average volatility level faster.
With strictly positive exercise prices, K > 0, the payoff becomes convex, and thus an increase in squared volatility can
also increase the option price, depending on which effects, positive or negative, dominate. Intuitively, the greater the K, the
greater the “convexity effect” and the more squared return volatility can increase option prices. Fig. 7 illustrates how the
price of an option with K = $100 changes with return volatility. In plot (a), we keep the current spot price fixed whereas
in (b) current dividends are fixed. In the first case, convexity dominates the increased dividend yield, whereas in the latter
case, the option price can be a non-monotonic function of return volatility. Note that in (a) the option is at-the-money for
all x > 0, whereas in (b) it is at-the-money only for x = 0 and out-of-the-money for all x > 0. Changes in 8 and o, have a
negligible effect on the relation between return volatility and option prices.
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is fixed. Moreover, xo = 0.2 and At = 1/252 year.

4. Calibration to option prices

4.1. Data and methodology

In this section, by calibrating our model to the sample of S&P500 call options, we illustrate how it is possible to obtain
forward-looking estimates for the price of diffusion return risk using information on option contracts alone without the need
of the series of asset returns. At the same time, this paper is among the first attempts to obtain the option-implied values for
the price of diffusion return risk, y, and the volatility risk premium, A,. The use of information on option contracts (instead
of time series data) is motivated also by Christoffersen and Jacobs [36] who argue, “for the purpose of option valuation,
it may be preferable to estimate the parameters directly using ...option prices”. Bakshi et al. [26], among others, employ
this estimation methodology using loss functions to minimize the pricing error of options. Since their work, a wealth of
literature has appeared on evaluation of stochastic volatility models using empirical information on option prices (see, e.g.,
Refs. [46,36,47,38,48]).

In this study, we use the sample of the daily data of S&P 500 index call options traded on the Chicago Board Options
Exchange (CBOE), and in particular the mid-point bid-ask quotes. Practitioners often estimate the coefficients of the
underlying dynamics on observed option prices through static daily calibration, but instead of using single-day data, we
use multi-day data. The option prices are samples of every trading day in 1995, from January 3 through December 27, a total
of 21,166 observations.” Data from 1995, and the 1990s data in general, is widely used in the literature (e.g., Refs. [35,36,49,
50,48]), and our empirical results are thus comparable with those of recent studies on option pricing. The recorded S&P 500
index values are not closing values but rather from the moment an option bid-ask quote was recorded. We use the data on
daily three-month Treasury bill discounts and convert them first to annualized continuously compounded interest rates to
price options each trading day. Moreover, we estimate the average growth rate of dividends, @ ~ 6.13%, from monthly data
on S&P 500 dividends® from January 1995 through December 1996, covering the lengths of all the option contracts. A typical
approach to take dividends into account is to calculate their present values until the maturity of each option and subtract
them from the spot prices (see, e.g., Refs. [26,36,49]). However, in our paper, dividend yield is determined endogenously by
stock return volatility.

We used some exclusionary criteria to filter out option data that could complicate calibration. From the original data
set we excluded price data with a time stamp later than 3 p.m.; excluded options with maturity less than 6 days; excluded
market prices below 3/8 dollars; and excluded options in conflict with the no-arbitrage rules. These criteria were also used

7 The data were graciously provided by Gurdip Bakshi.
8 The monthly dividend data were made available by Professor Robert Shiller on his web site http://www.econ.yale.edu/~shiller/data.htm.
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Table 1

Sample properties of the in-sample (sample A) and the out-of-sample (sample B) option data,
reported by dividing the data into three groups based on maturity (trading days) and six groups based
on moneyness (P/K). The table shows the number of options and the average price (in parentheses).

(a) In-sample data

Moneyness Maturity (days to expiration)

P/K <60 60-180 >180 Subtotal

<0.94 104 757 327 1188
(0.73) (2.98) (6.86)

0.94-0.97 710 690 115 1515
(1.68) (7.81) (18.45)

0.97-1.00 1196 780 117 2093
(4.94) (14.86) (27.1)

1.00-1.03 1170 744 213 2127
(13.75) (24.69) (35.74)

1.03-1.06 1075 732 173 1980
(25.86) (35.97) (44.83)

1.06 1473 815 76 2364
(43.56) (49.53) (55.75)

Subtotal 5728 4518 1021 11267

(b) Out-of-sample data

Moneyness Maturity (days to expiration)

P/K <60 60-180 >180 Subtotal

<0.94 53 139 66 258
(0.7) (3.49) (10.37)

0.94-0.97 195 92 35 322
(1.97) (7.31) (21.73)

0.97-1.00 602 253 150 1005
(6.71) (18.42) (32.07)

1.00-1.03 744 455 237 1436
(16.69) (29.77) (41.62)

1.03-1.06 800 505 180 1485
(30.28) (41.4) (53.41)

>1.06 1862 827 125 2814
(62.18) (64.09) (66.16)

Subtotal 4256 2271 793 7320

by Bakshi et al. [26], and similar criteria were used by Heston and Nandi [40]. To satisfy the arbitrage restriction, the option
price must fall between the upper and lower bounds. To be precise, we must ensure that both, ask and bid quote, are between
those bounds. Therefore, we test the ask quotes against the upper bound rule and the bid price against the lower bound rule.
The lower bound of the no-arbitrage rule is C; > P; — PVDIV — Ke~"7= where PVDIV is the present value of dividends
during the life of the option. Here we used dividend data in a traditional way to calculate the lower bounds of option prices.
The upper bound is simply C; < P,.

After applying all the above criteria, our test data set contained 18,587 quotes. We divided the data set into two samples.
First, the period from June 3, 1995 to August 4, 1995, covering the first 150 trading days and denoted as Sample A, was used
exclusively for in-sample estimation. Second, we used the period between August 7, 1995 and December 29, 1995, a total
of 100 trading days, as an out-of-sample data set, referred to as Sample B. Table 1 shows the properties of the option data
in detail.

One approach is to estimate the structural parameters and spot volatility on each trading day separately (see, e.g.,
Ref. [26]) and another to use more than one day of option prices to estimate the structural parameters (see, e.g., Ref. [36]
and references therein). There are numerous reasons for preferring a multi-day sample. First and most importantly, it is
essential that we use information on time-variation in the price of the underlying asset and spot volatility; this can be done
only with multi-day data. Second, the first approach (single-day samples) would yield different estimates of the structural
parameters for each day while, on the other hand, structural parameters are assumed constant. Third, Cont and Tankov [51]
argue that “given that the number of calibration constraints (option prices) is finite (and not very large), there may be many
Lévy triplets which reproduce call prices with equal precision”. Overcoming, or at least minimizing the instability problem
was enough incentive for us to increase the number of option price observations using multi-date data. Fourth, assessing
long-term performance with single-day samples is problematic.
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Overall, it is better to use more than one day of option prices to estimate the structural parameters. In the present
literature, such multi-day estimation has been applied with GARCH type models (see, e.g., Refs. [40,36]). Then a volatility
updating rule can be used to link volatility on different dates for given structural parameters (see Ref. [36], Online Appendix).
However, this is not possible with an option pricing model, in which the stock return process and the instantaneous volatility
process are driven by separate random terms. Consequently, we need a suitable proxy for market volatility, which is
intrinsically unobservable. The recent empirical literature has constructed volatility proxies from volatility indices, like VXO
and VIX. On September 22, 2003, the CBOE reformulated its implied volatility index to use the model-free implied volatility
approach on S&P 500 and created a historical record for the changed S&P 500 VIX dating back to 1990.° This reformulated
VIX is used as a spot volatility proxy in, e.g., Refs. [52-54,37]. The Black-Scholes implied volatility could be adjusted for the
effect of mean revision in volatility, but as Ait-Sahalia and Kimmel [54] show, with VIX, this adjustment has only a marginal
effect on the results, perhaps because the current reformulated VIX is model-free. Therefore, as in Ref. [53] and also partly
in Ref. [54], we use the reformulated model-free VIX data directly as a proxy for instantaneous volatility. To be precise, we
use the lagged values such that yesterday’s closing value of VIX serves as a volatility proxy for today’s model-based option
prices. Notice that when pricing options, volatility is modeled under the risk-neutral measure, and VIX measures volatility
just under the risk-neutral measure.

The loss function we use is the square root dollar mean-squared error,

1. .
$RMSE = *E (C(ti, Py, Ty, Ki) — c(ti, Py, %, Ti Kiy 1720, @5.0))2,
n &
1

which is minimized with respect to the structural parameters, 6. Here n denotes the number of contracts and r/ ™" the
observed T-Bill rate. Moreover, ¢(-) is the price of the i-th option, c(-; 0) the corresponding model price, and x;, = VIX;,_1
denotes the volatility proxy used at time t;.

The loss function was minimized using the Nelder-Mead simplex algorithm, a derivative-free methods for unconstrained
multivariable function minimization, as implemented in the MATLAB fminsearch code MathWorks [55]. The same
optimization algorithm has been used with Monte Carlo simulations at least in Ref. [38]. The options are priced by simulating
20,000 paths with antithetic variates. To speed up computation, distributed computing has been used such that workers
(cores) calculate option prices for different days independently; i.e., worker one calculates the options for day one, worker
two for day two, and so on. This requires 150 workers and achieves a 150-fold speedup.

4.2. Results

Table 2 shows the evaluation results for three specifications: (i) full model; (ii) constant y = 0; (iii) constant y = 0 with
doubled interest rates and halved dividend growth rate. Before presenting and interpreting the results, we emphasize that
our estimates concern the volatility process (2), not directly with respect to the squared volatility process (3), though they
can be converted by applying the relations « = 28, o, = 20y,and 6 = axz /(2B). Moreover, the volatility risk premium can
be presented with respect to squared volatility process as A, = k — k, whereas with respect to volatility process we express
itas Ay = B — B. Clearly, our result can be converted with A, = 2A,. Therefore, when the estimated values of 3, oy, and A,
are compared with the estimates of «, o3, and XA, in the early literature, our estimates should be multiplied by two.

For specification (i), we find that the estimates of B and oy, are reasonable and fairly consistent with the early empirical
results of the Heston (1993) model. Moreover, the correlation between return volatility and dividend growth rate is negative,
indicating the existence of a leverage effect. All the parameters are statistically significant. More importantly, the estimated
y is about 1.8 and statistically significant. This estimate implies that the expected returns are related to squared return
volatility and that, consequently, the price-dividend ratio is sensitive to return volatility. Our estimate is thus consistent
with the ICAPM and the theory of volatility feedback. Recently, after a 20-year debate, studies have, after developing
estimation approaches, identified positive and significant relations between the expected rate of return and volatility (see,
e.g., Refs. [56,57,28,58,27] and the references therein), and our results provide further evidence of this significant and
positive relation using an entirely novel approach. Moreover, we find that the estimate of A, is negative (—0.338), and
that it has been estimated accurately as well. In addition, this estimate is consistent with published theory and findings (see
Refs. [59,35,60,61]). Based on the difference between option-implied and realized volatilities, Bollerslev et al. [61] construct
a volatility risk premium index and show also a link between volatility risk premium and the price of diffusion return risk
(the risk-return trade-off coefficient). Following Heston [15], Bakshi and Kapadia [35], Bollerslev et al. [61], we can, in line
with our assumptions, write that

d
Alxe) = VECOVr(Xr, R)e=t,
which yields with A (x) = A,(x)x that

d
x(X) = VoxaCorrr(xh R)|r=t = yoxpr(Xt),

9 See CBOE Documentation 2003.
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Table 2

We estimate our model directly by fitting the observed option prices using
a nonlinear least-squares code to minimize $RMSE. Only options in Sample
A (June 3-August 4, 1995), consisting of 11,276 contracts, are used in the
estimation. Standard errors are reported below each parameter estimate in
parentheses. At the bottom, the table reports SRMSE for samples A and B at the
parameter optima. Results are reported for three specifications. Specification
(i) represents a general model in which y is a free parameter. Specification (ii)
comes with y = 0 (no risk-return trade-off) as also does specification (iii),
but the observed average dividend growth rate, &, and T-bill rates, r™! have
been adjusted. In particular, we use doubled T-bill rates and halved dividend
growth rate in (iii).

(i) y free (i)y =0 (iii) y = O with
ri=2" o =a/2
B 1.2476 32.8570 1.3282
(0.0420) (2.5897) (0.0474)
ox 02713 0.6659 0.2666
(0.0032) (0.0271) (0.0035)
Pax —0.6410 0.4241 —0.8002
(0.0069) (0.0180) (0.0033)
A —0.3376
(0.0128)
% 1.7929
(0.0099)
$RMSEs
Sample A 08111 11327 09114
Sample B 0.9355 1.6429 0.9859

where p(x) is determined according to Eq. (9). Hence a positive price of diffusion return risk and a negative correlation
between the returns and return volatility together imply a volatility risk premium. Because the standard Heston model
assumes that the correlation between the return and return volatility is constant, then also the volatility risk premium is
constant in time. Under our transversality settings, the volatility risk premium becomes dependent on return volatility and
is hence time-varying and stochastic, yet very stable with respect to x. With our estimates, p., evolves around —0.7879 and
using this value together with o, = 0.27 and y = 1.79, we obtain an implied volatility risk premium of about —0.38. Because
this is close to our unrestricted estimate of A, —0.338, the above theoretical relation between the price of diffusion return
risk and the volatility risk premium seems to hold in the light of our data. Compared to the other studies, the in-sample and
out-of-sample RMSEs are reasonable low (see, e.g., Refs. [36,49]).

Specification (ii) assumes that y = 0, excluding volatility feedback and implying that the price-dividend ratio, and then
also the dividend yield, do not depend on return volatility. As explained earlier, 1/f = r —« is constant and not dependent on
B; hence the volatility risk premium cannot be estimated. Both the in-sample (sample A) and out-of-the-sample (sample B)
RMSEs are substantially higher than in specification (i). We immediately notice that the estimate of j is not reasonable, for it
implies that « is greater than 60, which is absolutely unrealistic. Moreover, the correlation between return volatility and div-
idend growth is substantially positive and contradicts the leverage effect. On the other hand, we observe that the assumption
of y = 0 is not consistent with the observed interest rates and the dividend growth rate. In particular, the average divi-
dend growth rate, @ &~ 0.0613, exceeds the T-bill rates that range from 0.054 to 0.0596 and implies that the dividend yield,
1/f = r — «a, takes negative values and does not satisfy the assumption of positive dividend yields. To put it simply, in 1995,
the dividend growth rate was greater than the risk-free interest rates, and this phenomenon cannot be captured with y = 0.
Therefore, we constructed a third specification, by which we ensured that the dividend yield is always a positive constant.

In specification (iii), we use r; = 2r/ " with o = &/2, where r/ P! is the T-bill rate at date i. That is, to have strictly
positive dividend yields with ¥ = 0, we double the observed T-bill rates and halve the observed average dividend growth
rate. As can be seen from Table 2, this adjustment makes parameter estimates with ¥ = 0 more realistic. Furthermore, both
the in-sample and out-of-the-sample RMSEs decrease yet remain greater than in specification (i). We emphasize here that
in any interpretation of the estimates of specification (iii), it should be kept in mind that these adjusted interest rate and
dividend growth rate values do not represent the true economic situation in 1995. Rather, this specification shows that the
poor performance and unrealistic estimates of specification (ii) can be partly explained by the fact that the assumption of
y = 0 contradicts the empirical observations of dividend growth and risk-free interest rates.

5. Conclusion

This paper shows that under the volatility feedback effect the stock price process takes a form in which the dividend
yield and the correlation between returns and return volatility become time-varying and endogenously determined by
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total return volatility, implying that the stock price and dividend stream do not always move in the same direction and
that the ratio of total return volatility to dividend growth volatility can be relatively high. The main implication is that
in contrast to the current wisdom, there is a mechanism by which the market price of diffusion return risk (or equity
risk-premium) affects option prices, i.e. the market price of return risk is needed as an input to price options under our
framework. Moreover, we demonstrate how the price of a call option can be decreasing in squared total return volatility.
As a part of the calibration progress, we present an approach to identifying the risk-return relation using forward-looking
option data. We also show how a positive risk-return relation agrees with empirical observations of dividend growth and
risk-free interest rates. Overall, we argue that the prevailing practice of ignoring the time-varying price-dividend ratio in
option pricing oversimplifies the stock market dynamics and disagrees with data and theory.

This framework has potential for further research. In particular, one could examine the hedging of volatility risk under
volatility feedback, a particularly interesting topic, because, as we show, depending on the moneyness, option prices can
react positively or negatively to an increase in squared return volatility. Furthermore, it would be worth considering, within
our framework, a stochastic investment opportunity with an intertemporal hedging component to hedge against changes
in the forecasts of future market volatilities. Such an experiment is motivated by recent empirical evidence of a significantly
negative relation between expected return and volatility risk (see Ref. [27]). In this paper, we aimed to illustrate how to
obtain option-implied forward-looking values for the price of diffusion return risk and volatility risk-premium without the
need of time-series stock data, but in future research it would be interesting to investigate the volatility feedback using data
on options together with stock price and dividend series. On the other hand, direct estimation based on time-series data
would be challenging at best. Moreover, now that we have focused on stock price and dividend dynamics, option prices,
and volatility feedback with a diffusion-based volatility model, our extension could be addressed also with more elaborate
volatility models with jumps or non-affine stochastic volatility models. These general suggestions for future research may,
however, require increasing the number of model parameters and computational complexity, which would again challenge
especially empirical analysis. Therefore, we expect work to continue also on complementary computational solutions to
ease our progress.

Appendix. Technical appendix: Numerical solution of boundary value problem

The ordinary differential equation boundary value problem (BVP) in Proposition 2 can be solved numerically using
general-purpose numerical solvers. We used the bvp4c solver in the MATLAB interactive scientific computing software sys-
tem. The bvp4c solver uses a fourth-order collocation method with automatic mesh refinement. The solver’s algorithms are
described in Kierzenka and Shampine [62]; here we provide details of the formulation of the problem for numerical solution.

For numerical solution the BVP solution domain x € [0, co) is approximated by a finite interval [0, b]. We used b = 5;
this is considered adequate because repeating the computations with larger b values gave the same solution to within 4
decimals. Empirically, return volatility can hardly be greater than 100%; therefore b = 5 is also empirically reasonable.

For large x, the dominant term on the left hand side of the differential equation (8) is —yxf (x). Balancing this term
with the right hand side leads to the asymptotic estimate f(x) = ﬁ On the basis of this asymptotic analysis, we used

the boundary condition f (b) = ﬁ in the numerical solution. The symmetry condition f,(0) = 0 was used as the second

boundary condition.

The bvp4c solver supports the use of parametric continuation whereby the problem is successively solved with gradually
changing parameter values. We exploit this feature by first solving the problem with pgsx = 0, then successively solving the
problem with pg, values gradually increasing to the desired level. Because the BVP with pqy = 0 is linear, the numerical
solution of the first problem can be obtained directly without any Newton iterations. As the o4y values are increased, the
solution and mesh from the previous solution are used as initial estimates for the Newton process, which then typically
converges in a few iterations.

References

[1] F.Black, Studies of stock price volatility changes, in: Proceedings of the 1976 meetings of the American Statistical Association, Business and Economic
Statistics Section, 1976, 177-181.
[2] R.C. Merton, On estimating the expected return on the market, Journal of Financial Economics 8 (1980) 323-361.
[3] R.Pindyck, Risk, inflation, and the stock market, American Economic Review 74 (1984) 334-351.
[4] K.R. French, G.W. Schwert, R. Stambaugh, Expected stock return and volatility, Journal of Financial Economics 19 (1987) 3-29.
[5] J.Y. Campbell, L. Hentschel, No news is good news: an asymmetric model of changing volatility in stock returns, Journal of Financial Economics 31
(1992) 281-318.
[6] G.Bekaert, G. Wu, Asymmetric volatility and risk in equity markets, Review of Financial Studies 13 (2000) 1-42.
[7] M. Raberto, Modeling and simulation of a double auction artificial financial market, Physica A 355 (2005) 34-45.
[8] T. Bollerslev, ]. Litvinova, G. Tauchen, Leverage and volatility feedback effects in high-frequency data, Journal of Financial Econometrics 4 (2006)
353-384.
[9] I Florescu, C.G. Pasdricd, A study about the existence of the leverage effect in stochastic volatility models, Physica A 388 (2009) 419-432.
[10] P. Carr, L. Wu, Leverage effect, volatility feedback, and self-exciting market disruptions: disentangling the multi-dimensional variations in S&P 500
index options, Working Paper, City University of New York, 2008.
[11] G.Bakshi, L. Wu, The behavior of risk and market prices of risk over the Nasdaq bubble period, Management Science 56 (2010) 2251-2264.
[12] ]. Kanniainen, Option pricing under joint dynamics of interest rates, dividends, and stock prices, Operations Research Letters 39 (2011) 260-264.
[13] R.C. Merton, An intertemporal capital asset pricing model, Econometrica 41 (1973) 867-887.



740 J. Kanniainen, R. Piché / Physica A 392 (2013) 722-740

[14] J.Y. Campbell, Intertemporal asset pricing without consumption data, American Economic Review 83 (1993) 487-512.

[15] S.L. Heston, A closed-form solution for options with stochastic volatility, with applications to bond and currency options, Review of Financial Studies
6 (1993) 327-343.

[16] E.M. Stein, ].C. Stein, Stock price distributions with stochastic volatility: an analytical approach, Review of Financial Studies 4 (1991) 727-752.

[17] M.J. Brennan, Y. Xia, Stock price volatility and equity premium, Journal of Monetary Economics 47 (2001) 249-283.

[18] A. Ang, ]. Liu, Risk, return, and dividends, Journal of Financial Economics 85 (2007) 1-38.

[19] R.McDonald, D. Siegel, Investment and the valuation of firms when there is an option of shut down, International Economic Review 28 (1985) 331-349.

[20] G.Bakshi, Z. Chen, Stock valuation in dynamic economies, Journal of Financial Markets 8 (2005) 111-151.

[21] J. Kanniainen, Can properly discounted projects follow geometric Brownian motion? Mathematical Methods of Operations Research 70 (2009)
435-450.

[22] G. Wu, The determinants of asymmetric volatility, Review of Financial Studies 14 (2001) 837-859.

[23] ].Y. Campbell, RJ. Shiller, The dividend-price ratio and expectations of future dividends and discount factors, Review of Financial Studies 1 (1988)
195-228.

[24] J.Y. Campbell, L.M. Viceira, Strategic Asset Allocation, Oxford university Press, 2002.

[25] A.D. Polyanin, V.F. Zaitsev, Handbook of Exact Solutions for Ordinary Differential Equations, CRC-Press, 2003.

[26] G. Bakshi, C. Cao, Z. Chen, Empirical performance of alternative option pricing models, Journal of Finance 52 (1997) 2003-2049.

[27] T.G. Bali, R. Engle, The intertemporal capital asset pricing model with dynamic conditional correlations, Journal of Monetary Economics 57 (2010)
377-390.

[28] T.G. Bali, The intertemporal relation between expected returns and risk, Journal of Financial Economics 87 (2008) 101-131.

[29] RJ. Shiller, Do stock prices move too much to be justified by subsequent changes in dividends, American Economic Review 71 (1981) 421-436.

[30] J.H. Cochrane, Explaining the variance of price-dividend ratios, Review of Financial Studies 5 (1992) 243-280.

[31] T. Bollerslev, N. Sizova, G. Tauchen, Volatility in equilibrium: asymmetric and dynamics dependencies, Review of Finance (2011)
http://dx.doi.org/10.1093/rof/rfr005.

[32] G. Bakshi, C. Cao, Z. Chen, Do call prices and the underlying stock always move in the same direction, Review of Financial Studies 13 (2000) 549-584.

[33] C.G. Lamoureux, W.D. Lastrapes, Forecasting stock return variance: toward an understanding of stochastic implied volatilities, Review of Financial
Studies 6 (1993) 293-326.

[34] G.J. Jiang, P. van Der Sluis, Index option pricing models with stochastic volatility and stochastic interest rates, European Finance Review 3 (1999)
273-310.

[35] G.Bakshi, N. Kapadia, Delta-hedged gains and the negative market volatility risk premium, Review of Financial Studies 16 (2003) 527-566.

[36] P. Christoffersen, K. Jacobs, Which GARCH model for option valuation? Management Science 50 (2004) 1204-1221.

[37] P. Christoffersen, K. Jacobs, K. Mimouni, Models for s&p 500 dynamics: evidence from realized volatility, daily returns, and option prices, Review of
Financial Studies 23 (2010) 3141-3189.

[38] G. Barone-Adesi, R.F. Engle, L. Mancini, A GARCH option pricing model with filtered historical simulation, Review of Financial Studies 21 (2008)
1223-1258.

[39] F.Black, M. Scholes, The pricing of options and corporate liabilities, Journal of Political Economy 81 (1973) 637-659.

[40] S.L. Heston, S. Nandi, A closed-form GARCH option valuation model, Review of Financial Studies 13 (2000) 585-625.

[41] R.C. Merton, Theory of rational option pricing, Bell Journal of Economics and Management Science 4 (1973) 141-183.

[42] Y.Z. Bergman, B.D. Grundy, Z. Wiener, General properties of option prices, Journal of Finance 51 (1996) 1573-1610.

[43] D.G. Hobson, Volatility misspecification, option pricing and superreplication via coupling, Annals of Applied Probability 8 (1998) 193-205.

[44] S.]Janson, J. Tysk, Volatility time and properties of option prices, Annals of Applied Probability 13 (2003) 890-913.

[45] M. Kijima, Monotonicity and convexity of option prices revisited, Mathematical Finance 12 (2002) 411-425.

[46] M. Chernov, E. Ghysels, A study towards a unified approach to the joint estimation of objective and risk neutral measures for the purpose of options
valuation, Journal of Financial Economics 56 (2000) 407-458.

[47] ]. Huang, L. Wu, Specification analysis of option pricing models based on time-changed Lévy processes, Journal of Finance 39 (2004) 1405-1440.

[48] P. Christoffersen, C. Dorion, K. Jacobs, K. Wang, Volatility components: affine restrictions and non-normal innovations, Journal of Business & Economic
Statistics 28 (2010) 483-502.

[49] P.Christoffersen, K. Jacobs, C. Ornthanalai, Y. Wang, Option valuation with long-run and short-run volatility components, Journal of Financial Economic
90 (2008) 272-297.

[50] G. Bakshi, C. Cao, Z. Chen, Option pricing and hedging performance under stochastic volatility and stochastic interest rates, in: C.H.C.-F. Lee (Ed.),
Handbook of Quantitative Finance and Risk Management, Springer, 2010.

[51] R. Cont, P. Tankov, Non-parametric calibration of jump-diffusion option pricing models, Journal of Computational Finance 7 (2004) 1-50.

[52] C.Jones, The dynamics of stochastic volatility: evidence from underlying and options markets, Journal of Econometrics 116 (2003) 181-224.

[53] G. Bakshi, N. Ju, H. Ou-Yang, Estimation of continuous-time models with an application to equity volatility dynamic, Journal of Financial Economics
82(2006) 227-249.

[54] Y. Ait-Sahalia, R. Kimmel, Maximum likelihood estimation of stochastic volatility models, Journal of Financial Economics 83 (2007) 413-452.

[55] T. MathWorks, Optimization Toolbox 5: User’s Guide, 2010.

[56] E. Ghysels, P. Santa-Clara, R. Valkanov, There is a risk-return trade-off after all, Journal of Financial Economics 76 (2005) 509-548.

[57] T.G.Bali, L. Peng, Is there a risk-return trade-off? evidence from high-frequency data, Journal of Applied Econometrics 21 (2006) 1169-1198.

[58] G. Bekaert, E. Engstrom, Y. Xing, Risk, uncertainty, and asset prices, Journal of Financial Economics 91 (2009) 59-82.

[59] J. Pan, The jump-risk premia implicit in options: evidence from an integrated time-series study, Journal of Financial Economics 3 (1996) 15-102.

[60] P. Carr, L. Wu, Variance risk premiums, Review of Financial Studies 22 (2009) 1311-1341.

[61] T.Bollerslev, M. Gibson, H. Zhou, Dynamic estimation of volatility risk premia and investor risk aversion from option-implied and realized volatilities,
Journal of Econometrics 160 (2011) 102-118.

[62] J. Kierzenka, L.F. Shampine, A BVP solver based on residual control and the Matlab PSE, ACM Transactions on Mathematical Software 27 (2001)
299-316.


http://dx.doi.org/doi:10.1093/rof/rfr005

	Stock price dynamics and option valuations under volatility feedback effect
	Introduction
	Stock market dynamics
	Model setup
	Solution
	Why return volatility can be greater than dividend volatility
	Price dynamics revised

	Option valuation
	Risk-neutral dynamics
	Option prices

	Calibration to option prices
	Data and methodology
	Results

	Conclusion
	Technical appendix: Numerical solution of boundary value problem
	References


