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Abstract: In Mathematical Finance call option is the stock market device and pricing an option is a key part.The solution of Black-
Scholes-Merton (BSM) Partial Differential Equation gives the theoretical value of an option(Call/Put). It is also very
useful application for online trading platform. In the present paper we have applied Fourier Transform Method to solve
the equation for Log payoff function and Modified Log payoff function, which are the boundary conditions for the BSM
partial differential equation. Also we have observed and shown that averages of these two payoff functions will give exactly
the average of two solutions.
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1. Introduction

In Mathematical Finance, the Black-Scholes-Merton equation is a Partial Differential Equation to find the value of European
Call/Put option. Suppose C(S,t) is the value of European call option. The following most basic equation, which appears
in almost every basic book on the subject, e.g. [1-4];

oC aC o282 9%°C

is known as a Black-Scholes-Merton Partial Differential Equation. Where,
S is Spot price of asset

X is Exercise price or strike price

T is Total period of time

r is Risk free interest rate

o is Volatility

t €10,7] and C(S,t) =0 for all ¢

C(S,t) = S as S — oo.
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Consider the European call option whose final payoff at the expiry time T is given by a function f of the final spot price S
(we note that in the literature it is often denoted by many as St) which is assumed to be a continuous function, that need
not be differentiable. Also we demand,

Jim C(5,) = f(5).

We can convert the Black-Scholes-Merton Partial Differential Equation to the heat equation using the following substitutions:

y:T_t7

x:1n(§)+<r—%2> (T— 1) and

D(z,y) =" T7VC(S,t).
These substitutions also convert the above mentioned boundary condition,

lim C(S,t) = £(S5)

t—T_

to the initial condition,

lim D(z,y) = f(Xe¥).

y—0t
Thus the Black-Scholes-Merton Partial Differential Equation gets converted to the following Heat equation and with the

following initial condition:

oD ¢*9’D . . @
87y = % axz Wlth ylj)r(r)l+ D(x7y) - f(Xe ) (2)

Many people have solved same problem using the Method of separation of variables and Laplace Transform Method [6].

Here we use Fourier Transform Method to solve the problem. Applying Fourier Transform on Heat equation we get,

0 o2 \?
a—yF(D) + 5

F(D)=0

o222

F(D):C1€_ 2 Y,

Now we get, F'(D(x,0)) = G()A) because D(z,0) = f(Xe”). Here G is the Fourier Transform of f, so that C; is determined

and we now have:

Taking inverse Fourier Transform on both the sides we get,

D(z,y)=F" <G(,\)e*#y)

Now, using convolution theorem and the facts, that

FHGO) = f(Xe") and F~' () _ 1 =

we get,

D) = [ o) e
T,Y) = — v e 2%y dv
Y 27 J— 0o \/Y
1 oo —(z—v)2
D(m,y) = 0_\/77/ f(l/)e 202y du. (3)
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2. Solution of the Problem Using Different Payoff Functions

2.1. Plain Vanilla Payoff:
This is very basic and commonly used payoff function. Many financial organizations use this as a payoff. The very first

BSM formula was derived using this [3]. Now we consider Plain Vanilla Payoff function which is as:

S—X ifS>X
f(S) =max{S — X, 0} =
0 ifsS<X

X(e*—-1) ifz>0
s f(Xe®) =max {X (e — 1), 0} =
0 ifx <0

The solution of Plain Vanilla is as follows:

- C(8,t) = SN (d1) — Xe "T=IN (do) (4)

where,

Which is also derived using Fourier Transform Method in [7].

2.2. Log Payoft:

Paul Wilmott has discussed BSM formula for Log payoff function [4]. Other than this several types of option pricing formulas
have been derived with different payoff functions [2]. For Log Payoff function the solution of BSM equation is derived with
all details in [7] using Fourier Transform Method. For the sake of continuity we have added certain points. Now we consider

the payoff function which is known as Log payoff, which is as:

1) =maxfn (). 0} - In(§) 52X

0 ifS<X
z ifx>0
o f(Xe") = max{x, 0} =
0 ifz<0
D L (%, S5 0 Takd
. = — 20y .
. D(z,y) 0\/%/0 ve v. Taking,
v—2x
7 =
oY

we get,

2w x
VY
T o 2 Y o 2
z—/ edeZ—i—aw/—/ Ze zdZ
2 J_ _= 27 J_ =
oy oY
T Y x
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where, d =

where,

2.3.

T

el

22
S D(z,y) =aN(d) + 04/ 216_ 202y
T

Modified Log Payoft:

H.V.Dedania and S.J.Ghevariya have discussed BSM formula for Modified Log Payoff function [5]. Which is closely related

to Log Payoff function and close to the celebrated Plain Vanilla Payoff function. Other than this several types of option

pricing formulas have been derived with different payoff functions [2]. Now we consider the payoff function which is known

as Modified Log Payoff, which is as:

we get,

D((L‘,y) =

e

g

< gl gl 8 3 8l 8
—

o0

x
x

a2y 9 oo
e’ (ze 2 +o7y
_ato2y

2
z+%

Sln(£) ifS>X
f(S):max{Sln (%), 0}: (%)
0 if S <X
i zXe® x>0
s f(Xe") =max{zXe", 0} =
0 ifx <0
D X% e S du. Taki
. B 20°y .
.D(z,y) U\/ﬁ/o ve'e v. Taking
P

2

2
(z+ a\/ﬂZ)eIH"/gZe*ZTdZ

T

v

oo 2 o)
ze” / TOVIZ o~ a7 4 o\/ye” /

Zem VT2 5 4

__x

vt oY

o2y [ (2% —20y7Z+0%y) o2y [ (2% —20y7Z+0%y)
et 2 e 2 dZ + o\/ye”t 2 / D E—
oV oV
ﬁ [e9] _(Z—a\/y)Q ﬁ e} _(sza\/y)Q
et / e 2 dZ oy yett 2 / e 2 dz
vy v
U2y o0 t2 U2y oo (t2
T e  zdt +oyye"t z (t+oyy)e = dt
_zto2y _zto?y
/T Vel

e Loty [ e
e Tdt+o/ye’" 2 / , tem7dt
oy _ztoy
/T o7
_ato’y

2 —1(a+to2y
v ef%dt—i—a\/ﬂe 2 ( VY )

(2 + %)

—oo

S D(z,y) =
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_ ato?y
where, d = 77
L C(S,1) = S {ln <§) + (r + "—2> (T~ )N(d) + ——oV/T —te %
‘ ’ X 2 Vor
where,
] n(§)+(r+5)@-0
B o1 —t
Now, we consider average of two Payoff functions Log and Modified Log, i.e.
s n(S
© LICILLIC T I
1(8) =
0 ifS<X
L f(Xe") = Sa 2o
0 ifx <0
D(z,y) ! /OO(X Y ) -G
“D(x,y) = —— ve” +v)e 27%v dv
204271y Jo
X A 1 (z=1)?
E— v 252y d - 202y
20\/27Ty/0 ve ¢ v 20\/%/0 i
Substituting,
v—uw
7 =
oy
we get,
X > _z2 _z2
D(z,y) = —= (x+ovyZ)e (x—l—a\/@Z)e 2 dZ
2r J— e,
Z _z2 oYz _z2
= ze e 2dZ+ afe ZeV¥ee 2 dZ
o 2v2 -7
z2
2 dZ
(Z=0vw)? o2 o0 2
S S =z S, ye“Ty/ Ze T dz
2/27 2/ 27 __=z
Ve
o
4 IV -
2427
Xy e [T o e [T
== dt 2 te” 2 dt
2\/%(1.4»0— y)e _zto?y + 242 Ofe _azto2y €
v T
2
efgdtJr VY e 207
227
2 ztote 2 12ty 2
ik} oy _t2 © =1 (=4 o2 1)
= (a:-l—ay)Jr?/ e zdt+ er+2e
2v2 —co 2V27
T T 12 o |y - 2
2 — - 202‘
+2\/27r/,oo ¢ dt+2 271'e !
X 2\ oty X _4 o [y _4
D = — 2 N(d 2 +—N(d — /=
nD(a,y) = S (z+o7y)e (1)+2me + (d2) + 54/ 5 e
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where,

2 ()4 (r+2) (T -1 m(£)+(r—%) T -1
T+o%y _ (X) ( 2) anddy = dy — oVT —f = (X) ( 2) )

di =
! oy oVT —t oVT —t

One can see from equation (5) and (6) that, this is exactly the average of two solutions, i.e. solution using Log Payoff (5)

and solution using Modified Log Payoff function (6).

3. Conclusion

The BSM equation is solved using Fourier Transform Method considering the stipulated boundary conditions (as three
different Payoff function). This gives the fair value of an option. Using this, one can find the theoretical value of an option
on variety of assets. We have opted for the notion of considering the averages of the definite Payoff functions. It is hoped
that in the practical applications, where certain payoff functions are very close, sometimes averages also may be considered

as a good alternative.
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