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THE PRICING OF VULNERABLE FOREIGN EXCHANGE
OPTIONS UNDER A MULTISCALE STOCHASTIC
VOLATILITY MODELf

MIJIN HA, DONGHYUN KIM*, AND JI-HUN YOON

ABSTRACT. Foreign exchange options are derivative financial instruments
that can exchange one currency for another at a prescribed exchange rate
on a specified date. In this study, we examine the analytic formulas for
vulnerable foreign exchange options based on multi-scale stochastic volatil-
ity driven by two diffusion processes: a fast mean-reverting process and a
slow mean-reverting process. In particular, we take advantage of the as-
ymptotic analysis and the technique of the Mellin transform on the partial
differential equation (PDE) with respect to the option price, to derive ap-
proximated prices that are combined with a leading order price and two
correction term prices. To verify the price accuracy of the approximated
solutions, we utilize the Monte Carlo method. Furthermore, in the nu-
merical experiments, we investigate the behaviors of the vulnerable foreign
exchange options prices in terms of model parameters and the sensitivities
of the stochastic volatility factors to the option price.
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1. Introduction and Literature Review

Vulnerable foreign exchange options are derivatives that combine stan-
dard vulnerable and foreign exchange options. Many options traded in over-
the-counter (OTC) markets are exposed to default risks, so it is less likely that
an option writer fulfills their contractual obligations. After the global financial

Received April 8, 2022. Revised September 1, 2022. Accepted October 3, 2022. *Corresponding
author.

TM. Ha received financial support from the BK21 FOUR Program by the Pusan National Univer-
sity Research Grant, 2021 and the research by J.-H. Yoon was supported by the National Research
Foundation of Korea grants funded by the Korean government (NRF-2019R1A2C108931011).

© 2023 KSCAM.

33



34 M. Ha, D. Kim, and J.-H. Yoon

crisis in 2007-2008, given the growing concerns about contingent claims with de-
fault risks, counterparty credit risks have been considered when pricing options
are traded OTC. The vulnerable option refers to a financial instrument that con-
siders the default risk of the counterparty (or the option writer) and was first
proposed by Johnson and Stulz [20] in 1987. Since then, Klein [26] found an
analytic pricing formula that deals with other liabilities of the option writer in
the capital structure, the correlation between the option’s underlying asset, and
the default risk of the counterparty. In contrast, Hung and Liu [15] and Yang et
al. [30] examined the pricing of vulnerable options as the market is incomplete.

Unlike general vanilla options, vulnerable options have more complicated sto-
chastic dynamics representing the underlying asset process and the process of
the option writer’s market value. In other words, determining the fair price of
vulnerable options is equivalent to solving the (14+2)-dimensional partial differ-
ential equation (PDE) with one time variable and two state variables. Several
studies have been conducted on the pricing of vulnerable options using PDEs.
Yoon and Kim [32] first studied the price of vulnerable European vanilla options
by solving the given (1+42)-dimensional PDEs by utilizing an integral transform
method. Applications of such vulnerable options in other types of financial
problems, except for the pricing of European vanilla options, have been studied
by [16], [17], [18], [22], [21], and [19].

Foreign Exchange Options are derivatives that trade the right to exchange
one underlying asset for another. In particular, as a popular option used in
foreign exchange transactions, it is usually traded by individuals, institutions,
and governments to hedge risk from exchange rates effectively. According to
2019 Triennial Central Bank Survey of FX and OTC markets [2], the trade
volume of foreign exchange option is roughly $6.6 trillion. Therefore, based on
its usefulness, there have been many studies on foreign exchange (exotic) options.
For example, Lindset [27] presented the price of the American exchange option
under the assumption that the underlying assets follow jump-diffusion processes.
Antonelli et al. [1] dealt with the pricing of exchange options under a stochastic
volatility model. Kim and Koo [24] obtained closed-form solutions for foreign
exchange options with credit risk. Recently, Kim et al. [23] derived closed-
form solutions of exchange options considering early counterparty credit risks
by adding the nature of credit risk to the existing exchange options.

As financial markets become increasingly complicated, the Black-Scholes model
[3] has been widely used for pricing and hedging financial instruments because
of its theoretical simplicity and practical usefulness. However, the assumption
of a standard Black-Scholes model for underlying asset prices cannot reflect the
empirical evidence in the financial market. In particular, many exogenous vari-
ables and extraordinary volatility behavior have had a significant impact on the
market after the global financial crisis in 2007-2008, as shown in Choi et al. 7],
and market participants trading financial derivatives have become interested in
models that can forecast the behaviors of financial assets in the market exactly
and effectively. Thus, if we consider that the volatility of an underlying asset
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follows more exogenous stochastic phenomena and then fluctuates very quickly
throughout the lifetime of financial derivatives, it can be seen that the volatility
is well modelled as a fast mean-reverting stochastic process, and the stochastic
volatility (SV) model is well known for explaining their dynamics and reflecting
real situations in financial markets. The Heston model (cf. Heston [14]) and
the fast mean-reverting SV model proposed by Fouque et al. [11] have become
representative SV models designed to capture the environment of the mean-
reversion of volatility in the financial market. However, the structure of SV
models is very complicated. To deal with the complex structures of the model
dynamics, Fouque et al. [11] derived PDEs for option prices, and then took ad-
vantage of the singular-regular perturbation method on the PDEs because it is
difficult to solve the PDEs directly. Applications of the perturbation method
in PDEs enable us to find analytic solutions for option prices very easily and
effectively. Since Fouque et al. [8,10,12] first introduced the pricing of various
options by exploiting the singular perturbation method, many mathematicians
have begun to focus on the diverse option pricing formula reflecting financial eco-
nomics situations. Jeon et al. [19] studied the values of vulnerable options under
a multi-scale stochastic volatility model utilizing a singular-regular perturbation
approach, and Kim et al. [22] presented a pricing formula for the external bar-
rier option under a (pure) stochastic volatility model using asymptotic analysis
and the method of images to handle the boundary conditions. Developing the
European vanilla options, Wang [29] derived the pricing formula for vulnerable
basket warrants under stochastic volatility models, and especially, Choi et al. [6]
studied the properties of the implied volatilities of foreign exchange markets such
as EUD/USD, GBP/USD, and AUD/USD under a hybrid stochastic and local
volatility (SLV) model by the same asymptotic techniques.

In this study, we deal with the vulnerable foreign exchange options
under a multi-scale stochastic volatility (MSV). According to Jeon et
al. [19] and Fouque et al. [11], it is clear that the MSV model was analyzed and
showed better calibration results, based on the empirical data such as S&P 500,
especially. We incorporate stochastic volatility models into foreign exchange
options with default risk, where the multi-scale stochastic volatility consists
of stochastic volatility terms driven by fast-mean-reverting diffusion and slow-
varying diffusion processes. We note that the two diffusions are governed by
Ornstein-Uhlenbeck processes, based on the empirical fact that volatility con-
verges to the long-run average. To find the analytic solutions for the exchange
option prices with MSV, we use a multi-scale analysis (or singular-regular per-
turbation method). In other words, by applying the multi-scale analysis to the
given PDE problems for the option value and commuting property, we obtain
the approximated formulas for the option prices. Furthermore, using the Monte
Carlo method, we examine the pricing accuracy of the approximated options
and investigate the sensitivities of the stochastic volatility factors on the option
values.
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The remainder of this paper is organized as follows. In Section 2, we construct
the model dynamics for vulnerable exchange options under MSV and introduce
a (multi) stochastic volatility model. In Section 3, from the asymptotic analysis,
we obtain the approximated option prices composed of one leading order price
and two correction order prices, and theoretically provide the pricing accuracy for
the option values. Section 4 verifies the accuracy of the approximated solutions
of the option price by comparing it with the solution obtained from the Monte
Carlo method and examines the price impact of MSV on the vulnerable exchange
options with regard to the option parameters. Finally, concluding remarks are
presented in Section 5.

2. The model

In this section, we construct mathematical circumstances for vulnerable options
on foreign exchange markets under multiscale stochastic volatility. Let a filtered
probability space (€, F, Filo<i<7, P*), where § is a set of outcomes, F is a set
of events (o— field), F; is a filtration generated by the Brownian motion, and P*
is a martingale measure (or risk-neutral measure). Next, under the equivalent
martingale measure P*, we establish the stochastic dynamics for the domestic
currency S7 and the foreign currency Sy by

dSy(t) = rSi(t) dt + f(Y(t), Z(1))S1(t) AW (1),

dS5(t) = 1Sa (1) dt + oS (t) AW (1), (1)

respectively. Here, r is the risk-free interest rate with a constant value, and o is
the constant volatility of foreign currency S2(t). According to Fouque et al. [12],
the stochastic volatility f(Y (), Z(t)) of the domestic currency S;(t) is driven by
two factors: the fast reverting factor Y and the slowly varying factor Z, where
the function f is a positive smooth function such that fR f?(-,2)dz < co. In
market model (1), the fast-mean-reverting process (Ornstein-Uhlenbeck process,
OU process) Y (t) is governed by

Ay () = lf@(m —v() - u—\/;Ay(Y(tL Z())| e + u\\éidW;(t), )

where x := e~ ! is the fast reverting rate that the process Y (t) converges to the
mean level m, and “—\‘//5 is the variance of Y'(t), and the function A, (Y (t), Z(t))

is the market price of volatility risk which is assumed to be a constant in this
paper. Also, we consider the slowly varying diffusion Z(t)

dz(t) = [5C(Z(t)) —Vog(Z()A(Y (1), Z(t)| dt + Vog(Z(£)dWI (1),  (3)

where ¢ is a small time-scale parameter such that 0 < e < § < /e < 1, ¢(-) and
g(+) are smooth functions, and A, (Y (¢), Z(t)) is the market price of the volatility
risk which is also assumed to be a constant. Finally, because we focus on the
vulnerable options in the foreign exchange market with a multi-scale stochastic
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volatility model, we consider the dynamics of the market value of the option’s
issuer (that is, the writer) V (¢) as follows:

AV (t) = rV(t) dt + ov V() dW3 (£) (4)

where oy denotes a constant volatility for V.
In the dynamics (1)-(4), the instantaneous correlations between Brownian
motions Wi(t), W3 (t), W5 (t), Wy (t), and W}(t) are expressed by
d <W1*7 W2*>t = pl?dtv d <W1*a W§k>t = p13dt7 d<W1*’ VV;>?‘ = plydtv
d<W1*, W;>t = plzdt, d <W2*, W3T>t = pggdt, d<W2*, Wy*>t = pzydt,
d<W2*7 Wz*>t = p2zdt7 d<W?;k7 W;>t = PSydt7 d<W?;ka Wz*>t = p3zdt7
d<W;, W;)t = pyzdt,

where the correlations pia, p13, Py, P12, P23: P2ys P22, P3y P32, Py= € [—1,1] and
we assume that pgy = pa, = p3y = p3, = 0.

Then, under the equivalent martingale measure P*; the fair option’s price
P99 = P<9(t,51,89,0,y,2) at the current time #(> 0) is a conditional expecta-
tion of the discounted payoff. i.e.,

ped — {e—’"(T—”h(Sl(T), So(T),V(T),Y(T), Z(T)) ‘]:t:| ) (5)

where E*[-] means the expectation under the equivalent martingale measure P*,
the information up to the current time (F;) is given by Fz = {S1(t) = s1, S2(¢t) =
s2,V(t) = v,Y(t) = y,Z(t) = z}, and the final condition (or payoff function)
h = h(S1(T),S2(T),V(T),Y(T), Z(T)) is given by

1 —_
h=(S1(T) = So(T)) " (1{V(T)>D*} + DaV(T)l{V(T)gD*}> , (6)

as observed in [23]. The payoff function (6) consists of two parts: (i) The first
part (S1(T)—S2(T))* demonstrates the standard foreign exchange options. The
buyer of the options abandons currency S; and receives another currency Sp
at maturity time 7. (ii) The second part (1gyv(r)>p-} + 52V(T)1v(r)<p+})
proposed by Johnson and Stulz [20] describes the credit risks of the option writer,
where « is the deadweight cost related to the bankruptcy of the counterparty, D
denotes the total liabilities given by D*, and D* represents the critical level (or
default boundary) for the default. If the market value of the option writer, V(T),
is greater than the critical level D*, the standard profit (S; — S2)* at maturity
T. Otherwise, counterparty credit risk occurs and only the 152V/(T)(S1(T) —
So(T')) ™ is paid out.

3. Derivation of Pricing Formula

By applying the Feynman-Kac formula to the expectation representation (5),
the price function P(t,s1,s2,v,y,2) satisfies the following partial differential
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equation (PDE):

“(m-w)p, +u Pyy)+ = (—uV2A, (4, 2)Py + V21, £(4,2)51 Pay )

2 (y:2) » 2 2
— P4 Pt rsiPsy +rsaPoy +roPy + =81 Py sy + - 52P3232 + 71) ? Py
+orp12f(y,2)s152Ps; 55 + ovp13f(y, 2)s19Ps; v + UFUVPQ?)SQUPSQU (7)

V8 (—g(2)Ax(y, 2)Px + g(2)p12F(y, 2)$1Ps =)

(C(Z)P + (z) zz) + L\/)g/%pyzpyz =0
with the final condition P(T,sl,SQ,v,y,z) = (s1—82)T ( {v>D* }—|— Hrvlgy<p })
on the domain {(t, s1,82,v,y,2) : t € [0,T), s1, $2,v € [0,00),y,2 € ( 00, 00)}.

Because the PDE (7) consists of terms of order 1 o \/, 1, V9, 8, and \/; we
define the differential operators Ly, L1, L2, My, Mo, and M3 as follows:

0 5 02
LO :(m )67 +u ﬁ7
V2 V2 o
L1 =—uvV2Ay(y, Z)aiy +uvV2p1y f(y, Z)Slmz
_9 o 9 0 1 2 0% 12i122i2
La=gptrsige trsag o g+ 5l WR)siga +50rsga £ 50V 5
o? 0? 0?
+ormaf(y, sisag g+ ovpisf(y, S g  FOroV PSRV o — T,
o 2
My =~ g(z)AZ(y7 Z)& + plzf(:% Z)g(z)51M7
_ d  ¢*(z) 92 0?
M2 = C(z)a 2 @a fupyzg( )8 82

where L is related to the infinitesimal generator of the OU process Y, £ consists
of the mixed partial derivatives s; and y, L is considered as the (143) Black-
Scholes operator (with one time variable and three state variables) for vulnerable
foreign exchange options at the volatility level f(y,z), and M; contains the
derivatives s; and z, and Mo is related to the infinitesimal generator of Z, M3

consists of the derivatives y and z.
From the operator notations Ly, £1, L2, M1, My, and M3, the formulated
PDE (7) can be rewritten as

LAP(t,51,89,0,9,2) =0 in D, ()
PE"S(T,Sl,SQ,U,y,Z) :h(sl,SQ,v,y,z) on {t:T}v

where £ := 1Lo+ $Ly + Lo+ VEMy + 5Ms + /2 M; and D = [0,T) x
R>p x R>g x Rxg X ]R x R. To solve the PDE (8), as in Fouque et al. [12], we
expand the price function P® with respect to the small parameter /4. i.e.,

PE76(t781782,Uay72) = Z Sn/zpri(tvsl,s%vay?Z)' (9)
n=0
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for 0 < € < § < /e < 1. Substituting (9) into (8), the following relations is
obtained:

1 1 .
(GL:O + %ﬁl + £2) PO =0,

1 1 . 1 .
(GEO + —=L1 + EQ) Pr+ <M1 + Mg) PO =0,

Ve Ve (10)
1 1 1
Lo+ —=Li+ Ly P35 Py Py 4+ —=M3P; =0
<6 0+ﬁ 1+ 2) s + My Py + Mo 0—|—\ﬁ./\/l3 1 ,
Next, we also expand P in power of /e as
o .
P(t, s1,82,0,y,2) = 261/21371,1’(757 51,82,0,Y, %) (11)

=0

for any n =0,1,2,--- . Then, the equation (%Co + ﬁﬁl + ﬁg) P§ = 0 implies
that Py and Py are independent of the volatility level y (detailed proof is

presented in [12] or [19]). Also, from the PDE (8) and expansion of P9, we
obtain the following sequential PDEs for Py ; (i > 0).

<£2>P07i(t781752,?],2) =0 in D (12)
with the terminal conditions are Py (T, s1, S2,, 2) = h(s1, s2,v) and
Poi(T,s1,52,v,9,2) =0

for any i > 1. In (12), the expected operator (Ls) is

) o) ) 9 1. 2 9 1 52,0 145 50
(L2) = o treig +r528—+rv8—+201() 82+2 FS 8753+§va%
2 82 2
+ p12(2)51(2)oFs1s2 Bordes 513(2)51(2)0%11)@ torovpusvg o =T
_ _ (fly.2) (f(y,2))
_ 2 _ MY, 2)) _ NS <))
a1(2) = V{f*(y, 2)), pr2(2) = p12 51(2) , p13(2) = p13 1)

and < ) denotes the expectation under the invariant distribution of Y. That
is, (w) = 2m fR z) exp(—%.5*)dz for any real function w. Also, we note that
the inequalities hold: p12(2) < p12 and p13(z) < p13 from the Cauchy-Schwartz
inequality.

As shown in (12), the leading order term Py (%, s1, 52,9, 2) is a solution of
the PDE

(Lo)Poo(t,s1,82,v,2) =0

with the final condition Py o(T), s1, S2,v,2) = h(s1, s2,v). The following theorem
represents the solution of the PDE:
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Theorem 3.1. From the PDE (12) for i = 0, the pricing formula for the
vulnerable foreign exchange option Py (¢, s1, 2,0, 2) is given by

Poo(t, s1,52,v,2) = s1Pa(a1, az, 03) — s2aP2 (b1, ba, 03)

11—« (13)

—+

v (816(91+92)(T_t)<132(c1,02, —03) — 52692(T_t)¢>2(d1, da, —93)) )
where

1 S1 o
a; = 71H*‘|’*\/T*t,
! ovT —t s2 2

nt (Uv+m3<fl“v+7“> T,

as =
2 oy

1 S1 o
b= ——— 1t 2T,
! o6vVT —t s2 2

by = W%ln;*+<m:7(;‘/_'—r_‘72‘/> I
1 = a—\/%—tln%Jr (ﬁl?’&“’v&ws@av +(27> N
e = —W%mg* _<02V+W) =
di = &\/;Ttlnz;—i-(plsala‘/;p%UFUV _;) =
dy = _U\/\/%lnl;* —(W_FUS/) VT — 1,

with & = \/6} + 0% — 2p12010F, th = p13510y — pa3opoy, 02 = r + pasoroy,

1 2 2
0 1 ni o (ne =5 (@ —2zypty”)
5’0’1‘/ . and @2(711,712,,0) = m f_oo o e 20-07) dydx

and O3 =
Proof. Asin (12), the leading order price Py (t, s1, s2, v, ) satisfies the following
parabolic PDE:

<£2>P0,0(t7 S1,52,, Z) = 07

Poo(T, 51, 82,v,2) = h(s1,52,v)

which is a fundamental result of Kim and Koo [24]. They obtained the closed-
form solution of the above vulnerable exchange options (PDE) using the Mar-
grabe formula [28] and double Mellin transforms. Thus, we omit the detailed
proof. O

Next, we derive explicit formulas for fast time-scale correction and slow time-
scale correction terms.

Theorem 3.2. The fast time scale correction price Ps, = VePy 1 is given by

P(il = —(T—t)AEPO,o(t,Sl,SQ,’U,Z) (14)
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where A¢ = V{lDf+V25,2D1D2—|—V2€71D1DU+D1 [%ﬁlDf + VioD1Ds + V3€73D1DU]
+2V35,1D%JrV?f,QDngJrV?f,P,DlDU. Here, the group parameters in the source term
A€ are defined as

Via == (M Gt 2) ) Vi = —uBeron (A0 2) 2 02) )

V2 9y
Vi = —uv2e0vpis <Ay(y, 2)%(% Z)> Vii = u%ply <f(y72)%(y72)> ,
‘/36,2 - UA/ZO’FPlZply <f(y7 Z)%wyz(y7 Z)> ) V3€,3 = u\/iUVpHSply <f(y7 Z)%wyz(y7 Z)> )

n n n .
and D} = s?gT?, Dy = sy 8333, and D)} = U"%. In A, functions ¢ =

V1(y, 2) and by = a(y, 2) are solutions of the Poisson equations Lg* (f2= (/%)
and Lg* (f — (f)), respectively.

Proof. From the first equation in (10), we have Pyo = —L " (L2 — (Ls))Po,o and
<£2>P071 = —<£1P0’2>. (15)
By substituting the Py 2 into (15), we obtain the equation

1 2P
(L) Py = —uvZe| & (A, () 2L (g, 2) ) 57 2200
’ 2 oy 88%

+ orp12 <Ay(y7 z)%(y, z)> 5182 gzlpaosz +ovpis <Ay(y7 z)%(y, z)> swzz]:gﬂ
B [ (10902 09 ) 823]:%0 3 (509 5 ) ) ot 821:%”

+ oppia <f(y7 z)%(y, z)> 5152 g:ig;; +oFp12 <f(y7 z)%(y, z)> 5752 g:;gsz
+ovpis <f(y, z)%(y, z)> sw?;sfg’i +ovpis <f(y7 z)%(y, 2)> stv ?;?gﬂ

= APy .

Next, applying the commuting property [22] to the above equation and since
Py,o does not depend on y, the following relation can be obtained:

<[/2> (—(T — t)ASP(Lo) = .AEP(LO — (T — t).Ae (<£2>P070) = A€P070. Hence, one
can find the explicit form of Fg ;, which is the fast time-scale correction term we
wanted. O

Now, to derive the slow correction term Pf’o = \/gPLO, we consider the second
equation of (10). Asin [12], by expanding Pf in power of the small parameter /€
from (11), we know that P; ; is independent of the fast mean-reverting diffusion

Y.

Theorem 3.3. The fast slow-scale correction price P{;,O = \/SPLO is given by

1
Plo = 5(T = A Pog(t,51,52,0,2) (16)



42 M. Ha, D. Kim, and J.-H. Yoon

where A° = Vi D}+V{ , D1 Da+V{ 3 D1 Dy+Dy (VP D} + VP, D1 Dy + V3D D) .
Here, the group parameters in a source term A° are defined as

Vs = ~Vag() A, 2) ko,
Via = ~VBg() M-, 2) S praore + 2210,
V05,3 = —ﬁg(Z)<Az(y7Z)>%ﬁ1sav + 85;3 010V,
Vi) = Vonag() S (,2) o,
Vo = Vapiag(:) (1. 2) Gt praore + D210,
Via = VBorg() =) o prsov + P10y,

Proof. From the second equation of the relations (10), we have <£2>P1‘5’0 =
—\/5<M1>P0)0. To compute the right-hand side \/5<M1)P0)0, we consider the
following three terms: 831?1’0, %1;2‘20, d 861;‘1';. These can be obtained by differ-
entiating both sides of the equation (L2)Py o = 0 with respect to 1, p12, and

p13, respectively. Next, by using these Greeks, v/& (M) Py o becomes

V§{M1)Po 0
2

VBN (0 2) 5 + 921 (0231 5 oo

0Py,0
0z

961 OPy,0 ~ Op12 OPy,0  0p13 OFo,0
Oz 05, 0z Opi2 0z Op13 ) ’

s

=5 (*g(z)</\z(y, 2)) + g(2)p1= (f(y, Z))SI%)

-3 <_g(2)</\z(y, 2)) + g(2)p1=(f(y, 2))s1 6%) <

—V5(T — 1) (—g<z><Az<y,z>> + g<z>p12<f(y,z>>sli)

631
" [351 _ 2 8*Pyp e %Py o e 8*Po0
g18 oFS1S oy S1v
92 181 Osf P120FS1 2831852 P130V S1 95100
5/712& st s 92Py 0 3/5136 s vazpo,o]
1oFS 2881652 oz LoVl ds10v |

Now, letting v/6(M1) = (T — t).A% and using the commuting property,
(Ll =2} (5T~ PP
=~ (T~ ) A Poo + (T~ V(L) A" Pog
=~ (T~ )0 Pog + 5(T — 17 ANL) Poy,

= — (T —t)A°Py g = —V3(M}) Py .

Thus, the slow scale correction price Pﬂo is given by Pl‘s,0 =T —t)>A° Py p.
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d

In Section 3, we obtain the leading-order price Py (Theorem 3.1.), the fast
time scale correction term P ; (Theorem 3.2.), and the slow time-scale correction
term Pfyo (Theorem 3.3.). We refer to Pg; + P{S’O a correction term and
ped = Poo+ F51 + Pﬁo a corrected price. Now, we present the difference

between the true price P¢% and the corrected price Pe9d ig less than a constant,
depending on the parameters € and ¢ as follows:

Theorem 3.4. For any 0 < €,0 < 1, the accuracy of the price P° and the
approzimation price P€° is

‘PE"s(t7 81,82,V,Y,2) — ﬁe"s(t, 81, 82,v,2)| = 0(65/4_ + €| log €|V/§ + 6/ + 63/2) (17)

where PSO(t, sy, $2,0,2) = Poo + Psy + P{y, and the notation O(d/4=) =
O(e' 9% for any q < 1.

Proof. This proof is similar to that of Theorem 2.5 in Fouque and Lorig [13].
However, as shown in (6), since the payoff function h is not continuously differ-
entiable at s; = so, we utilize the payoff smoothing method described in [12].
Also, it is easily seen that h < (S1(T") — So(T))™. Then, the following inequality
is satisfied:

(S(r)-1)* (1{V(T)>D*} + 1BCYV(T)l{V(TKD*}) <(S(r)-n*  (18)

where the right hand side of (18) is a payoff function of the European call
option with K = 1. Thus, we can apply Theorem 2.5 in [13] to (18) and then,
the accuracy of the first-order approximation in (17) is established. O

4. Numerical Experiments and Implications

In this section, we investigate the price behavior of the vulnerable exchange
option under a multi-scale stochastic volatility (MSV) model with respect to
given model parameters. In particular, for the numerical experiments, we focus
on the corrected option price P%°(= Py + Fs,+ Pﬁo) mentioned in Section 3.

First, to verify the accuracy of the corrected price pes numerically, we cal-
culate the price of the exchange options with default risk under the MSV model
(1)—(4) using the Monte Carlo method. Considering that volatility follows a fast
mean-reverting Ornstein-Ulenbeck process as shown in Fouque et al. [9], we can
denote the volatility as an exponent function. Then, the stochastic dynamics for
assets S1, 92, the market value of option writer V', and mean-reverting processes
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Y and Z given in (1)—(4) can be expressed by
dSy(t) = rSy(t) dt + ¥ DFT2WD g (1) AW (1),

=exp OU
dSQ (t) = 7"52 (t) dt + O’FSQ (t) dWQ* (t),
AV (t) = rV (1) dt + oy V(E) dWS (2), (19)
_ “y‘@

AY (t) = (my = Y ()t + =22

AZ(t) = 8(m, — Z(t))dt + V20u,dWi(t),

respectively. In Table 1, we present the price difference between the Monte
Carlo price Pyic and the corrected price P¢° with respect to the fast mean
reversion rate € and the slow-mean reversion rate d mentioned in Section 2,
with the relationship between e and § satisfying 0 < € < § < /e < 1. The
parameters selected in the Monte Carlo simulation are o = 0.3, D = 100 = D*,
r = 0.01, P12 = 0.196 = P13, Ply = —0.5 = Plz, P23 = 0.2, S1 = 1, S9 = 0.4,
op=02=0y, T—-t=05my=02m, =-2,u,=02=u,,y=0,v=120
and z = —2, and the number of the sample paths are 10, 000.

dwy (1),

€ § Puc P | |Pyc — P9°| | RE(%)

1073 | 1072 | 0.607 262 | 0.602 361 | 0.004 901 | 0.807 065

1074 | 1073 | 0.606 042 | 0.602 284 | 0.003 758 | 0.620 089

107% | 107* | 0.602 956 | 0.602 259 | 0.000 697 | 0.115 597

107¢ | 1075 | 0.602 032 | 0.602 251 | 0.000 219 | 0.036 377

TABLE 1. The error comparison between the Monte-Carlo price
for (19) (denoted by Pyc) and the corrected formula (P° =
?6’5(15, S1, 82,0, z)) with respect to (€, d) pairs which comes from
Choi et al. [5]. All the computations were performed using
1.6GHz Intel Core i5 CPU and 8GB memory. The parameters
we choose are: a = 0.3, D =100 = D*, r = 0.01, p;2 = 0.196 =
P13, Py = —0.5 = p1, po3 = 0.2, po. = 0, 51 = 1, 52 = 0.4,
orp=02=0y,T—t=0.5my =02 m, = -2, u, =02 = u,,
y=0,v=120 and z = —2.

As shown in Table 1, if the parameters € and § go to zero, then the price
gap between P and Pyc and the corresponding relative error converge to zero
quickly. Hence, one can observe that the option pricing formula is accurately de-
rived if both the mean-reverting parameters are sufficiently small. Additionally,
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we carry out a Monte Carlo simulation under a fixed e = 107% and § = 107° to
investigate the price difference and the corresponding relative error with regard
to the number of simulations. As shown in Table 2, if the number of simula-
tions increases, then the price difference |Pyc — ﬁ€’5| and the corresponding
relative error are closer to zero. Therefore, from both Tables, we observe that
the corrected price P9 presented in Section 3 becomes an accurate solution for
vulnerable exchange options with the MSV.

# of simulations Puic pe=107"%,6=10"° | Pyc — ﬁ5’5| RE (%)
10,000 0.602 032 0.602 251 0.000 219 0.036 377
20,000 0.602 369 0.602 251 0.000 118 0.019 512
30,000 0.602 191 0.602 251 0.000 060 0.009 954
50,000 0.602 228 0.602 251 0.000 023 0.003 873
70,000 0.602 230 0.602 251 0.000 021 0.003 518

TABLE 2. The error comparison between the Monte-Carlo price
for (19) (denoted by Pyc) and the corrected formula (P? =
]56’5(1?, $1, 82,0, z)) with respect to the number of paths and the
fixed e(= 1075) and (= 107°). All the computations were
performed using 1.6GHz Intel Core i5 CPU and 8 GB memory.
Adopted parameters are: « = 0.3, D = 100 = D*, » = 0.01,
P12 = 0.196 = P13, P1y = —-0.5 = Plz, P23 = 0.2, P22 = O,
s =18 =04, 0p =02 =0y, T —t = 0.5, m, = 02,
my =—2,u, =02=u,,y=00v=120,e=10"° 6§ =10"°
and z = —2.

Figure 1(a) plots the price changes of the Black-Scholes price Py o with respect
to the asset S; and the market price of option writer V. Also, Figures 1(b) and
1(c) show the change in the correction term F§; + P16,0 with respect to the
domestic currency S7, foreign currency So, and the price of the option’s issuer,
V. As shown in Figures 1(b) and 1(c), the values of the correction term tend to
be negative, exhibiting a hump phenomenon as the market value of the option
writer is near the critical default level D = D* = 100. This implies that the
price of the vulnerable exchange options under stochastic volatility tends to be
undervalued compared to the Black-Scholes price Py o described by (13), and the
pricing impact of the correction term on the option prices is most sensitive when
the market value of the option issuer gets closer to the critical default value.
Additionally, one can observe that the more S; or Sy increases, the greater the
pricing sensitivity of the correction term. This means that as the price of the
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domestic currency or the value of the foreign currency increases, the stochastic
volatility has a more significant influence on the option price.

i

Correction term

(a) s2 =100 (b) s2 =100 (c) s1 =150

FIGURE 1. Surfaces of leading order term Fy o and correction
term Pfg, + Pﬁo. Selected parameters: a = 0.3, D = 100 = D*,
T = 001, P12 = 0.196 = P13, P1y = —0.5 = Plz, P23 = 0.2,
p2: =0, 0p =01 =0y, T -t =1, my =001, m, = -2,
Uy =v2=u,,y=0,v=120,e=107%5=10"° and z = —2.

3.5

Correction term

—D'=60 |]
——D'=80
—"="D'=100

1 I I I I I
50 60 70 80 90 100 110 120 130 140 150

v

FI1GURE 2. The impact of the critical level D* on the correction
term. Fixed parameters: o = 0.3, 7 = 0.01, p12 = 0.196 = p13,
pry = —0.5 = p1z, p23 = 0.2, p2, = 0,51 =1, 8 =1,0rp =
02=0y,T—-t=05 my =02 m, = -2, uy = 0.2 = u,,
y=0,e=10"%5=10"° and z = —2.

Figure 2 shows the price behavior of the correction term Ff; + Pf’o with

respect to the market value V. For each D*, we note that the value of the
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correction term increases dramatically against the market value V', but it grad-
ually decreases again as V reaches the critical default level D*, which ultimately
converges to a certain constant level. Thus, we can observe that the correction
term has a hump curve around the value of D*, regardless of the market value of
the option writer. Also, as V' decreases, the price impact of the correction term
becomes larger, but when V is larger, the price influence of the correction term
is less significant. It can be observed that the more likely it is to have default
risk, the more sensitive the effect of stochastic volatility on the option price.

%10

Correction term
Correction term

—e=1.0x10®

- —6=1.0x10"
25x10°
5.0x10°
5=1.0x10*

(a) e=10"9 (b) 6 =10"%

F1GURE 3. The impact of the fast-mean-reverting factor ¢ and
slow-reverting factor § on the correction term. Selected param-
eters: o = 0.3, r = 0.01, p12 = 0.196 = p13, p1y = —0.5 = p1,,
P23 = 0.2, P2, = O7 So = 07, op = 0.2 = ay, T—-1t = 05,
my =02, m,=-2u,=05=u,,y=0,e=10"% =105,
v =100, D =100 = D*, and z = —2.

Figure 3 displays the structure of the option price correction term depending
on parameters € and § corresponding to the term of the fast factor and the term
of the slow factor, respectively. We find that the value of the correction term is
more sensitive to the small parameter 6 than the small parameter e. This implies
that the slow scale correction has a more significant impact than the fast scale
correction on the option price in terms of the underlying asset value.

5. Conclusion

This study is based on the model dynamics of the underlying assets (domes-
tic currency, foreign currency, and market price of the option’s issuer), and is
driven by a perturbative form of multi-scale stochastic volatility with a fast mean
reverting process and a slow varying process. The study approximates closed-
form solutions, which consist of one leading order price and two correction order
prices, derived for the vulnerable exchange option prices. By numerical compu-
tation and a comparison of the approximated option pricing formula, we observe
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that the corrections of the stochastic volatility have a significant effect on the
option value, showing the hump shapes and the highest sensitivity, as the market
value of the option writer is close to the critical default level. Furthermore, in
the multi-scale stochastic volatility model, we observe that: a slow scale mean-
reverting factor on stochastic volatility term has a more significant influence on
the option price than a fast scale mean-reverting factor. In other words, the
role of the slow factor of the multi-scale stochastic volatility is very crucial for
option pricing along with the cases of stochastic volatility of Chen and Zhu [4]
and Yoon [31], and the hybrid stochastic and the local volatility model of Kim
et al. [25]. Finally, our study focuses on the necessity of studying a multi-scale
SV model for the pricing of the option.
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