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Abstract: The famous Black-Scholes-Merton option pricing model relies on an assumption
that volatility is constant, which much evidence suggest is not appropriate. We here study
a one-factor continuous diffusion model that deals with that problem by assuming that the
volatility is a function of time and the stock price.
We study Crank-Nicolson, a numerical method to solve partial differential equations nu-
merically which is necessary when following this model. We also look at splines as a way
to approximate the volatility function. Finally we give a scheme to reconstruct a volatility
function from market data, following the studied model.

Alla intresserade är välkomna!


