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ABSTRACT.In this paper, we develop a one-factor model of stochastic behavior of
gold prices. The gold prices are assumed to follow an extended Geometric Brownian
Motion with a time-varying drift which describes seasonal variation in gold prices.
The drift includes instantaneous convenience yields which follow an ordinary differ-
ential equation. Moreover, we derive closed-form solutions for no-arbitrage prices
of gold futures and European gold options under the no-arbitrage assumptions.
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1. INTRODUCTION

Gold has been a valuable metal throughout the ages because of its versatility.
It can be used in many applications. One of its primary uses is as jewelry and
adornment. It is even used in aerospace, dentistry, electronics. People can also
use gold as the standard value for the money of each country. Furthermore, gold is
extremely important to the development of industry and technology of each coun-
try because it is considered as a liquid asset and has low fluctuations. Therefore
it is used as an assurance when issuing bank notes. We can see that in many
countries they have gold for a guaranteed source of investment funds. Moreover,
gold investment is a good way for getting high return in the long run. Nowadays,
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FIGURE 1. Monthly averages of gold spot prices over nine years

the investment in commodity derivatives markets which have gold as an underlying
asset is receiving widespread attention. Gold derivatives markets have witnessed
a tremendous growth in recent years. In order to provide closed-form solutions for
gold derivatives such as futures and options, one can treat gold spot prices as a
random walk. In other words, gold spot prices are assumed to follow a stochastic
differential equation (SDE). Using the SDE theory, the closed-form solutions can
be obtained by solving the associated partial differential equations.

By considering gold as one of those commodities, one can choose a model pro-
posed by Brennan-Schwartz (1985) [1] to describe the dynamics of gold spot prices
To follow the model, gold spot prices are assumed to follow a Geometric Brownian
Motion (GBM) and the convenience yield, which is an important factor influencing
commodity prices, is described in the same way as a dividend yield. Nevertheless,
this specification is inappropriate because it does not take into account the mean-
reversion property of commodity prices. Schwartz (1997) [2] introduced variation
of this model in which the convenience yield is mean reverting and intervenes in
the commodity price dynamics. Besides the mean reversion property of commodity
prices, the other main empirical characteristic that makes commodities noticeable
different from stocks, bonds and other financial assets, is seasonality in prices.
Many commodities, such as agricultural commodities or natural gas, exhibit sea-
sonality in prices, due to harvest cycles in the case of agricultural commodities
and change consumptions in the case of natural gas. In addition, gold also have
seasonal variation in prices as well (see Figure 1.). We use the gold spot prices
data [6] during January 1989 to December 1997 in plotting graph to observe the
tendency of gold spot prices shown in Figure 1.. It shows seasonal variation of gold
prices. From analyzing the graph, we can see that gold spot prices at the beginning
of each year are high. They drop in the middle and at the end of each years, they
are high again. Thus, the graph looks like sine wave. Therefore, a model of gold
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spot prices introduced in this paper will take to account a seasonal variation in
gold prices.

The remaining of this paper is organizes as follows. In section 2, we present a
one-factor model, which is an extension of Schwartz model 1 [2]. In section 3, we
present the no-arbitrage assumptions and derive for closed-form solutions for no-
arbitrage prices of gold futures and European gold options. Finally, We conclude
the paper in section 4.

2. STOCHASTIC MODEL FOR GOLD PRICES

In this section, we develop a one-factor model of stochastic behavior gold prices.
The gold prices are assumed to follow an extended Geometric Brownian Motion
with a time-varying drift which describes seasonal variation in gold prices. The
drift includes instantaneous convenience yields which follow an ordinary differ-
ential equation (ODE). Our model can be written as follow: under an equivalent
martingale measure Q,

dS; = (7" — 5(t))Stdt + O'Stth, So = 89 > 0, (2.1)
dé(t
DU — e (a(t) 56, 6.(0) = 8, 22)
a(t) = ag + agsin(2n(t — ta)), (2.3)

where (S¢(w)):e[o, 7] is a gold spot price process, 7 is a risk-free interest rate, §(t) is
instantaneous convenience yield at time 7" which is assumed to follow the ordinary
differential equation (2) and has mean reversion property, (W;(w)):e[o,r] is a-one
dimensional standard Brownian motion under a probability space (2, F,Q) and a
filtration (F);>¢,  is the speed of adjustment of the gold prices, oy is a long run
mean, o is the volatility of gold prices, «(t) is seasonal variation in in convenience
yields. The parameters «; and T denoted, respectively, the annual seasonality pa-
rameters and the seasonality centering parameter, representing the time of annual
peak of equilibrium price in a year.
From (2), the closed-form solution of the ODE (2) is

3(t) = ag + C(t) + (J — ag — C(0))e ™", 2.4)
where
Ct) = —2a1 kreos(27(t —ﬁt;)—z Iﬁgmzsm@w(t 1)) | 25

From Kloeden and Platen [4 page 120], the strong solution of the SDE (1) can be
expressed as

S, =5, L (r— 22 —5(s))ds+o+/(t—t0) Z 2.6)
to I .
forall 0 <tg <t <T, where Z is the standard normal random variable.

Proposition 2.1. The gold spot price S; modeled by (1) is neither negative nor zero
forallt > 0. Moreover, for a fixed ty > 0,In(S:/St,) is normal distributed with mean

ftto (r— %2 — d(s))ds and variance o2(t — t).
3. VALUATION OF GOLD DERIVATIVES

In order to price futures and options of the commodity (gold in this case), we
assume the following assumptions hold.
The no-arbitrage assumptions
1. The market is arbitrage-free, that is for any portfolio ¢ = (¢;),V,(0) = 0
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and V,(T) > 0,P—a.s. for all time 7" > 0 imply V,(T) = 0,P— a.s., where
Vo (t) = V,(t, St, ¢+) denotes the value of the portfolio ¢ at time ¢ and P denotes an
original probability measures. Namely, if a portfolio requires a null investment and
is riskless (there is no possible loss at the time horizon 7’), then its terminal value
at time 7" has to be zero.

2. The market participants are subject to no transaction costs when they trade.

3. The market participants are subject to the same or no tax rate on all net trading
profits.

4. The market participants can borrow/lend money at the same risk-free rate of
interest.

A. GOLD FUTURES PRICING
Form Rujivan [5], under the no-arbitrage assumptions in a futures market,

the no-arbitrage price (fair-price) of gold futures at a current time ¢, denoted by
FT(t,S,), satisfies,

FT(t,8;) = EglSr|F, (3.1)
where the expectation is taken under the equivalent martingale measure Q condi-
tioned on F;.

The relation (7) implies that FT solves the partial differential equation:
oFT OFT 1 oFT
— (= 5()S S + 0282
ot oS 2 052

subject to a terminal condition

(3.2)

FT(T,S) =5, (3.3)

forall S > 0.
We now solve the PDE (8) subject to (9) to obtained closed-form solutions for
no-arbitrage gold futures price.

Theorem 3.1. (Determination of gold futures prices)
For given and fixed maturity date T, no-arbitrage gold futures prices to the PDE (8)
can be expressed as

FT(t, St) = SteA(Tit) (34)

where
A(r)=rr —/ (T — s)ds, (3.5)
0
SorallT > 0.

Proof. To avoid confusion about the notations, we omit writing the subscript ¢ of
S; and write FT = FT(¢,5,).
Let 7 =T — ¢, and we calculate

orT

oFT 9FT  9°FT
ot B

_ T A7 —
= —(FTA(M), S5 =" Fo

0,
where / = %.
Replacing the above partial derivatives into (8), we then obtain the following ODE,
ATy =(r—46(T — 1)) (3.6)
and the terminal condition implies that
A(0) = 0. (8.7
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Then, we solve (12) subject to (13) to obtain (11). O
B. EUROPEAN GOLD OPTIONS PRICING

In this section, we consider European options written on gold spot prices. We
first consider a European call option. Let ¢ and K be respectively, a maturity date
and strike price of the call option. From [5], under the no-arbitrage assumptions,
the call option price must equal to the present value of the expected payoff of the
call option under the equivalent martingale measure Q,

C(T,t,8;, K) = e "= Eg[max(0, Sy — K)|Fi], (3.8)

Theorem 3.2. (No-arbitrage prices of European call options for gold) The no-arbitrage
European gold call options prices with strike price K is

C(T,t,S;, K) = Spe I 0459 (d)) — Ke T d(dy) (3.9)
where

In(5t s)ds + —I=0)
dy = n(x) +r( ft Jds + * (3.10)

O'\/T—
do=dy —ovT —t (3.11)

Proof. We omit writing the martingale measure Q and the filtration F; in this proof
to avoid confusion about notations. From (14), we obtain

C(T,t,S;, K) = e "8 E[maxz(0, Sy — K)],
— e—r(T—t)E[(ST - K)*),
e "TDE[I(St — K)),
e TSy — Ke "9 E[1], (3.12)

where [ is the indicator random variable for the event that the option finishes in
the money, that is,

1, if Sy > K,
I= noer (3.13)
0, if Sy <K.
Next, we will show that
1, if Z VT —t—d
=4 A=V L (3.14)
0, if otherwise.

where d; is given in (16).
Using (6) and (19) , we obtain

ST > K & Steft —48(s))ds+oT—tZ S K
o’ K
o / ~ T~ 8(s))ds + VT2 > In )
K 1.2
= 7> n(sif’)ir(T*t*ft s)ds + 50°(T —t)

o\/ﬁ
s Z>oVT —t—dy
and we also obtain (20). From (20), we have
E[l] = P(Sr > K)



16 N. ISSARANUSORN, S. RUJIVAN, K. MEKCHAY/JNAO : VOL. 2, NO. 1, (2011), 11-17

= P(Z >ovT — —dl)

=P(Z<di —oVT —1)

= (I’(dl — O'\/T — t)

= ®(ds), (3.15)
where @ is the standard normal distribution function.
Using (6) and (20) with @ = o/T — t — dj,
we then obtain,

e—'r(T—t)E[IST] — r(T-1) /OO Ster(T—t)—ftT §(s)ds+30*(T—t)+ov/T—ty 1 e_%dy
a V2T

1 (o)
=S,e” ST 8(s)ds — / e—%(y2—2a\/T—ty+02(T—t))dy
Vv a

= Spe [ 00)ds Smeyr=t

1 0
I
= Spe i 5(3)(13\/% /_Odol e
= 5,79 P(Z > —ay)
= Sy~ 0@ p(z < dy)
— Spe= i 5()ds (g, -
Replacing (21) and (22) into (18), we then reach (15). N

Theorem 3.3. (No-arbitrage prices of European put options for gold) The no-arbitrage
European gold put options prices with strike price K is

P(Tt, 8, K) = Ke " T D®(—dy) — S(1 — e I 3)dsg(dy)), (3.17)
where dy and ds satisfy, respectively, (16) and (17).
Proof. The put-call parity [3] equation satisfies

CO(T,t,S;, K) + Ke "™t = P(T,t,8,, K) + S;. (3.18)
Replacing (15) into (24) , we then obtain
P(T,t,S;, K) = (Ke "I — Ke "T=D(dy)) — (S; — Spe™ 4+ 545 (q,)).

Finally, we rearrange the equation above to obtain the no- arbitrage European gold
put options prices. O

4. CONCLUSION

This paper has developed a one-factor model for gold prices which is an extension
of the model proposed by Schwartz. We have provided closed-form solutions for no-
arbitrage prices of gold futures and European gold options under the no-arbitrage
assumptions. Moreover, one can use our model to predict gold prices in the futures
if the unknown parameters are estimated using historical data of gold spot prices.
Finally, closed-form no-arbitrage prices of American options for gold will be derived
in our future work

Acknowledgements. It is a great pleasure to thank Dr.Kittipat Wong for knowl-
edgeable guidance in this study. This research was funded by the Development and



STOCHASTIC MODEL FOR GOLD PRICES 17

Promotion of Science and Technology Talent Project (DPST), under the administra-
tion of the Institute for the Promotion of Teaching Science and Technology (IPST),
Thailand. Finally, the author would like to thank Kasikorn Bank for the financial
support of this research article.

REFERENCES

[1] Brenan, M.J. and E.S. Schwartz. (1985).aEvaluating Natural Resource In-
vestments,a the Journal of Business , 58(2), 135-157.

[2] Schwartz, E.S. (1997). aceThe Stochastic Behavior of Commodity
Prices:Implications for Valuation and Hedging,a the Journal of Finance, 52(3),
1297-1338.

[3] Hull, J. (2009) Options, Futures, And Other Derivatives seven edition .

[4] Kloeden, P.E. and E. Platen. (1999). Numerical Solution of Stochastic Differ-
ential Equations, Springer-Verlag.

[5] Rujivan S. (2007). aceStochastic Modeling for Commodity Prices and Valu-
ation of Commodity Derivatives under Stochastic Convenience Yields and Sea-
sonality,a University of Heidelberg, Germany.

[6] http://www.goldtraders.or.th/avarage.php



	1. INTRODUCTION
	2. STOCHASTIC MODEL FOR GOLD PRICES
	3. VALUATION OF GOLD DERIVATIVES
	4. CONCLUSION
	References

