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Pricing of European Option under Merton Stochastic Interest Rate

SUN Ying
(School of Science, Xian Technological University, Shaanxi Xian 710032, China)

Abstract: Under Merton interest rate model, seven suppositions are used, these suppositions aim to let option
risk neutrality so that securities portfolio without risk can be set up and let its earnings rate equal to interest rate
without risk. Taking consecutive time situation as an example, this paper uses neutral Martingale measurement to
improve B-S formula so that the pricing formula for European stock option is obtained.
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