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1 Introduction

Derivatives play an increasingly important role as hedging and investment
instruments for both financial and non-financial corporations. Especially the trading
volume in over-the-counter (OTC) derivatives has experienced a tremendous increase
over the last decades, since these contracts can be designed to meet the investors’
specific needs. Between 2000 and 2017 alone, the notional amount of outstanding
OTC derivatives contracts increased from $94 trillion to $542 trillion according to
the Bank for International Settlements.! The global financial crisis of 2007-2009 and
the bankruptcy of Lehman Brothers Holdings Inc. drew attention to OTC markets,
since the majority of the derivatives involved in the emergence of this financial

turmoil were traded in OTC markets.

As a result of the global financial crisis, the credit risk of OTC derivatives became
a more important issue in finance industry. In contrast to exchange traded markets,
OTC markets lack the advantage of a central clearing house ensuring that the
counterparties fulfill their obligations. The risk that the promised payments are
not made is called counterparty or default risk. Derivatives subject to counterparty
risk are called vulnerable derivatives. Since the counterparty risk cannot be ignored,

it should be considered in the valuation of OTC derivatives.

This dissertation addresses the valuation of European and American options which
are traded on OTC markets. Both European and American options exhibit unilateral
counterparty risk, since these contracts constitute an obligation only for the option
writer. For vulnerable European options, the valuation models of Klein (1996), Klein
and Inglis (2001) as well as Liu and Liu (2011) prevail in the literature. Based
on an extended Black-Scholes world, they use the structural approach of Merton
(1974) to price European options subject to counterparty risk. In the following, we
combine these models in a general model which incorprates their key characteristics.
Moreover, we extend the mentioned models to a stochastic interest rate framework.
In addition, we set up valuation models for vulnerable American options using the

core ideas of Klein (1996), Klein and Inglis (2001) as well as Liu and Liu (2011).

! The detailed statistics on OTC markets are found in Bank of International Settlements (2018)
or can be retrieved from the BIS Statistics Explorer provided on the website of the Bank for
International Settlements.



The remainder of this dissertation is organized as follows: In Chapter 2, we give
an overview of the existing literature on European and American options subject
to counterparty risk. Chapter 3 deals with the valuation of vulnerable European
options in an extended Black-Scholes world. In particular, the models of Klein
(1996), Klein and Inglis (2001) as well as Liu and Liu (2011) are presented and
discussed. Moreover, we develop a general model which includes the previously
mentioned models as special cases. Despite the complexity of the general model,
an approximate closed form valuation formula is derived. Chapter 4 addresses the
valuation of European options subject to both counterparty and interest rate risk.
The risk-free interest rate is governed by the Ornstein-Uhlenbeck process suggested
by Vasicek (1977). In particular, we extend the valuation models presented in the
previous chapter to the considered stochastic interest rate framework and derive
the corresponding closed form valuation formulas. Furthermore, we set up again
a general model which incoporates the fundamental features of the other models.
Despite the general model’s complexity, an approximate closed form valuation
formula is derived. Chapter 5 is devoted to the valuation of vulnerable American
options. We pick up on the fundamental ideas of Klein (1996), Klein and Inglis (2001)
as well as Liu and Liu (2011) to analyze the properties of the corresponding American
options subject to counterparty risk. Furthermore, we set up a general model. The
option values are computed using the least squares Monte Carlo simulation approach
suggested by Longstaff and Schwartz (2001). Chapter 6 addresses the valuation
of American options subject to counterparty and interest rate risk. The risk-free
interest rate follows the Ornstein-Uhlenbeck process of Vasicek (1977). Based on
this framework, we extend the models of Klein (1996), Klein and Inglis (2001) as
well as Liu and Liu (2011) to be applicable for the valuation of vulnerable American
options under stochastic interest rates. Again, we set up a general model which
incorporates the features of the other models. The option values are computed
using the least squares Monte Carlo simulation approach suggested by Longstaff
and Schwartz (2001). Chapter 7 concludes the dissertation and indicates further

research fields.



2 Review on Options subject to Counterparty Risk

Counterparty risk is included under the concept of credit risks and constitutes a
phenomenon which may occur in over-the-counter (OTC) markets. In general terms,
counterparty risk is defined as the risk that a business partner in an OTC derivative
transaction is not able to (fully) meet its contractual obligations (see Bielecki &
Rutkowski, 2002: 26-27). Depending on the type of the considered OTC derivative,
counterparty risk can be unilateral (e.g. option contracts) or bilateral (e.g. futures
contracts or swaps). In the context of European and American options, counterparty
risk is clearly unilateral, since only the option holder faces the risk that a contractual
payment will not be made. In particular, there is only the risk that the option writer
(i.e. the counterparty) may not be able to fulfill the option holder’s claim if the option
is exercised. Options which are subject to counterparty risk are typically refered to

as vulnerable options.

2.1 Modelling the Counterparty’s Default

Before dealing with the valuation of vulnerable European and American options,
we discuss the modelling of the counterparty’s default risk. Essentially, two major
theoretical approaches have been emerged in the literature to account for the
potential default of the counterparty: structural models? and intensity models®.
In the following, the key features of these two approaches will be presented and

discussed.

2.1.1 Structural Models

The fundamental idea of the structural default models is based on the seminal
work of Merton (1974).* Under the assumption of a constant risk-free interest rate,
Merton (1974) links the counterparty’s default explicitly to its ability to pay back

its outstanding liabilities. In particular, the default is triggered if the market value

2 A profound examination of structural models can be found in Bielecki and Rutkowski (2002:
32-120) and Brigo et al. (2013: 47-65).

3 Bielecki and Rutkowski (2002: 221-264) as well as Brigo et al. (2013: 65-86) provide a
comprehensive analysis of the intensity models.

4 The structural model of Merton (1974) was originally developed to value zero and coupon
bonds subject to credit risk. However, its main ideal can be easily extended and applied to any
financial security that faces default risk.



of the counterparty’s assets is below the default boundary L, at the end of the
considered time period 7' (=maturity), i.e. default can only occur at one specific
point in time. In the original work of Merton (1974), the default boundary Ly = L
is a constant which is equal to the counterparty’s nominal debt. However, the default

boundary L; can also be a determinstic and time-dependent or a random variable

(see Johnson & Stulz, 1987; Hull & White, 1995).

In a first step, we must address the mathematical modelling of the counterparty’s
assets. In principle, any stochastic process can be used to describe the evolution of
the counterparty’s assets over time. Typically, it is assumed that the market value
of the counterparty’s assets follows a continuous-time geometric Brownian motion.

The dynamics are given by
d‘/t :Mv‘/tdt—l—O'deWV, (21)

where py gives the expected instantaneous return of the counterparty’s assets, oy is
the instantaneous return volatility of the counterparty’s assets and dWy, represents

the standard Wiener process.

Since Merton (1974) assumes that the counterparty’s default may occur only at one
specific point in time (typically at the maturity of the outstanding liabilities), the

default condition is given by
Vi < L, (22)

i.e. the default is triggered if the counterparty’s assets at time T are below the

default boundary L.

The future payoff of any financial security F; subject to default risk depends on
whether the counterparty actually is bankrupt or not. Discounting this payoff yields

today’s price of the considered financial security. In general terms, it is given by
Fy=e7T0 ((1=p) - E[POYP|Vy > Ly| +p - E[PORF | Vp < Ly]), (2.3)

where p gives the counterparty’s default probability and E[-] denotes the
expectation under the risk-neutral measure regarding the payoff at time 7. In
particular, E [PO?ODef] expresses the expected payoff if the counterparty does not

default, whereas E {POTDef} gives the expected payoff in case of default.



The original model of Merton (1974) can be easily extended to a stochastic interest
rate framework (e.g. Shimko et al., 1993). In this case, the price of the financial

security F; is given by
Fy=Bir (1—p) - E[POY | Ve > Ly| +p - E[POX!| Ve < Ly]),  (24)

where B, r denotes the discount factor of the considered stochastic interest rate

framework.

Black and Cox (1976) extend the model of Merton (1974). It is still assumed that
the risk-free interest rate is constant over time, but default may now occur at every
future point in time. In particular, default is triggered as soon as the value of
the counterparty’s assets V; falls below the default boundary L; for the first time.

Therefore, the Black-Cox model is also refered to as the first-time passage model.

Denoting the point in time at which the counterparty defaults by 7, the default

condition is now given by
V, <L, witht=inf{t >0: V, < L;}. (2.5)

The payoft of any financial security F; subject to default risk depends on whether
the counterparty actually is bankrupt at any point in time in the future. Discounting
the future payoff yields today’s price of the considered financial security. In general

terms, it is given by
Fy=(1-p)- e’ E[POYP! | Vp > Ly (2.6)

+p - e E[POX|V, < L]

where p represents the counterparty’s default probability and E[-] denotes the
expectation under the risk-neutral measure regarding the future payoff. In particular,
E {PO?ODef} denotes the expected payoff at time T if the counterparty does not
default, whereas [E {POPef} gives the expected payoff at the default time 7.

Longstaff and Schwartz (1995) extend the Black-Cox model to the stochastic interest
rate framework of Vasicek (1977). In contrast to Black and Cox (1976), however,
they assume that the default boundary is constant over time, i.e. L, = L. Briys and

de Varenne (1997) as well as Schobel (1999), in turn, extend the model of Longstaff



and Schwartz (1995) by allowing the default boundary to change over time. Unlike
Longstaff and Schwartz (1995), they are able to derive closed form solutions for the

price of both zero and coupon bonds.

The approaches of Briys and de Varenne (1997) as well as of Schébel (1999) cannot
only be used to price zero or coupon bonds subject to credit risk but they can
also be applied to price any vulnerable financial security F;. Under the existence of
stochastic interest rates, the current price of the considered financial security F; is
given by

Fy=(1=p) - By - E[POY | Vp > Ly (2.7)

+p - By - E|POP |V, < L]

where B, p denotes the discount factor.

To value vulnerable European or American options using the structural approach,
the payoffs POY°P! and POR* as well as the default barrier L; in Equations (2.3)

to (2.7) must be specified in accordance with the desired valuation model.

2.1.2 Intensity Models

In the intensity models, the counterparty’s default is not linked to the value
of the counterparty’s assets or the counterparty’s capital structure. Instead, the
counterparty’s default is described by an exogenous jump process. In particular, the
time at which the counterparty defaults is given by the first jump time of a Poisson

process with a deterministic or stochastic intensity.

Assuming a Poisson process to model the default risk, the probability that the
counterparty defaults over the next dt instants, under the presumption that the

default has not occured before time ¢, is equal to
P(relt,t+dt]|F) = M\t (2.8)

where ); is the time-dependent hazard rate and F; is the information available at

time ¢. The corresponding cumulated hazard rate is given by

A= [ " . (2.9)



In the context of vulnerable European and American options, the probability that
the counterparty’s default occurs within a given time period [0, ¢] needs to be known.

This probability is given by
P(ref0, #]|Fo) =1 el (2.10)

At this point it is important to note that the default event in intensity models is not
triggered by a random variable whose behavior is observable in the market. When
evaluating vulnerable European or American options based on the intensity model,
it must be considered that the counterparty’s default risk is typically independent
of other stochastic variables (e.g. the price of the option’s underlying) within the
valuation model. This restriction is required to keep the model mathematically

tractable. (Brigo et al., 2013: 65-66).

2.2 Review on European Options subject to Counterparty Risk

Over the last three decades, various valuation models for vulnerable European
options have been developed. In the following, we give a comprehensive literature

overview of the existing valuation models.

2.2.1 Models with Deterministic Interest Rates

Picking up on the ideas of Merton (1974), Johnson and Stulz (1987) model the effect
of default risk on the value of European options. They assume that the short position
in the option is the counterparty’s sole liability and that the counterparty defaults
if its asstes are not sufficient to meet the option holder’s claim at maturity. Hence,
default may be triggered either by a decline in the counterparty’s assets or by an
increase in the option value. In case of default, the option holder receives the entire
assets of the counterparty potentially reduced by the cost of default. Johnson and
Stulz (1987) also allow for the correlation between the counterparty’s assets and the
option’s underlying. However, it is important to note that the Johnson-Stulz model
is only suitable if the counterparty’s assets are relatively small compared to the

expected option payoff and if the counterparty’s other liabilities are negligible.

Klein (1996), however, considers this assumption to be inappropriate in most

situations and thus extends the Johnson-Stulz model by allowing for other liabilities



which rank equally with the option. The counterparty’s total liabilities are assumed
to be exogenous and, by construction, must include the short position in the
option. Since the structural model of Merton (1974) is used, default may only
occur at the option’s maturity. In particular, the counterparty is in default if its
assets are less than the total liabilities. In this case, the option holder receives a
proportion of his claim which is linked to the value of the counterparty’s assets.
As in the Johnson-Stulz model, Klein (1996) accounts for the correlation between
the counterparty’s assets and the option’s underlying. Based on these assumptions,
the default risk can only arise from the potential deterioration of the counterparty’s

assets, since the total liabilities are fixed.

Klein and Inglis (2001) set up a model which incorporates the features of both
Johnson and Stulz (1987) and Klein (1996). In particular, the counterparty’s
total liabilities are split into two components: the short position in the option
(stochastic) and all other equally ranked liabilities (deterministic). Default occurs
if the counterparty’s assets are less than the sum of the option holder’s claim and
the market value of the other liabilities at the option’s maturity. The payout ratio
in default is linked to the counterparty’s assets and the correlation between the
counterparty’s assets and the option’s underlying is retained. In this model, default
can be caused either by a decline in the counterparty’s assets or an increase in the

option value making the model applicable in various situations.

Liu and Liu (2011) extend the model of Klein (1996) by assuming that the
counterparty’s total liabilities are stochastic. Consequently, the counterparty is in
default if the assets are not sufficient to meet the total liabilities at the option’s
maturity. In case of default, the option holder receives a proportion of his claim which
depends on the market value of both the counterparty’s assets and total liabilities.
In this model, the default risk arises either from a decrease in the counterparty’s
assets or an increase of the counterparty’s liabilities. Liu and Liu (2011) also account

for all possible correlations between the random variables.

In contrast to the previously presented models, Hull and White (1995) use the
structural approach of Black and Cox (1976) to account for the default risk.
They assume that all the liabilities of the counterparty are of equal rank. Default



occurs if the counterparty’s assets fall below a determinsitic boundary prior to the
option’s maturity. In this case, the option holder receives an exogenously determined
proportion of his claim. To keep the model tractable, Hull and White (1995) assume

that the counterparty’s default risk and the option’s underlying are independent.

Rich (1996) assumes that the option’s underlying as well as the counterparty’s
credit quality (e.g. the counterparty’s assets) and the default boundary (e.g. the
counterparty’s liabilities) are characterized by geometric Brownian motions. The
correlations between the three stochastic variables are also considered. Since the
structural approach of Black and Cox (1976) is applied, the counterparty is in default
if the stochastic variable describing the counterparty’s credit quality falls below the
default boundary for the first time. Rich (1996) assumes that the payout ratio of the
option holder’s claim in case of the counterparty’s default is exogenously given. This

assumption is necessary in order to keep the model mathematically tractable.

The model of Hui et al. (2003) extend the models of Hull and White (1995) and Klein
(1996). They assume that the counterparty’s total liabilities are time-dependent and
are governed by the volatility of the counterparty’s assets. The counterparty is in
default if the market value of the assets falls below the market value of the total
liabilities at any point in time prior or at the option’s maturity. Furthermore, it is
assumed that the option holder receives a exogenously given proportion of his claim

if the counterparty defaults.

Hui et al. (2007) can be seen as an extension of Hui et al. (2003), since they assue
that the counterparty’s liabilities are governed by its own stochastic process. The
counterparty is in default if the market value of the assets falls below the market
value of the total liabilities at any point in time prior or at the option’s maturity.
To keep the model mathematically tractable, Hui et al. (2007) assume that payout
ratio in case of the counterparty’s default is exogenously specified in order to keep

the model mathematically tractable.

Liang and Ren (2007) set up a valuation for vulnerable European options which can
be seen as an extension of Johnson and Stulz (1987) and Hull and White (1995). In
particular, they assume that the short position is the counterparty’s only liability

and that default occurs as soon as the value of the counterparty’s assets falls below



the intrinsic value of the option. Hence, default may occur also prior to the option’s
maturity. In contrast to other valuation models based on the Black-Cox approach,
Liang and Ren (2007) assume that the payout ratio to the option holder in case of

default is endogenously determined.

2.2.2 Stochastic Interest Rate Models

Klein and Inglis (1999) set up a valuation model for vulnerable European options
under stochastic interest rates. In particular, they extend the model of Klein (1996)
by assuming that the risk-free interest rate follows the Ornstein-Uhlenbeck process
of Vasicek (1977). The counterparty’s liabilities are ranked equally and are assumed
to be constant. If the assets at the option’s maturity are less than the total liabilities,
the counterparty defaults and the option holder receives a proportion of his claim
which is linked to the value of the counterparty’s assets. Furthermore, they account

for correlations between all stochastic variables.

Yoon and Kim (2015) also extend the model of Klein (1996) to a stochastic interest
rate framework. In particular, it is assumed that the risk-free interest rate is
characterized by the model of Hull and White (1990). The counterparty’s liabilities
are ranked equally and are assumed to be fixed. Like in the original model, the
counterparty’s default may only occur at the option’s maturity. In case of default,
the option holder receives a proportion of his claim which is linked to the value
of the counterparty’s assets. Moreover, the correlations between the counterparty’s

assets, the option’s underlying the risk-free interest rate are considered.

Cao and Wei (2001) also deal with the valuation of vulnerable European options
under stochastic interest rates. In particular, they assume that the risk-free interest
rate is governed by the Ornstein-Uhlenbeck process suggested by Vasicek (1977). In
contrast to Klein and Inglis (1999), however, it is assumed that the counterparty’s
liabilities consist of a zero bond and a short position in the option where both of
them have different maturities. Furthermore, Cao and Wei (2001) assume that the

counterparty may default prior to the option’s maturity.

Liao and Huang (2005) also deal with the valuation of vulnerable European options

under stochastic interest rates. In particular, they assume that the risk-free interest

10



rate is governed by the Ornstein-Uhlenbeck process of Vasicek (1977). In contrast
to Klein and Inglis (1999), Liao and Huang (2005) assume that the counterparty
may also default prior to maturity. Additionally, the correlations between the

counterparty’s assets, the option’s underlying and the interest rate are considered.

In contrast to the other valuation models, Kang and Kim (2005) use the intensity
model to value European options subject to counterparty and interest rate risk.
They assume that the risk-free interest rate follows the Ornstein-Uhlenbeck process
suggested by Vasicek (1977). The counterparty’s default is triggered by the first
jump of a Poisson process, where the default intensity is assumed to be constant.
In case of default, the recovery rate is exogenously given in order to keep the model

mathematically tractable.

Su and Wang (2012) also deal with the valuation of European options subject to
counterparty and interest rate risk using the intensity model. The risk-free interest
rate is governed by the Ornstein-Uhlenbeck process suggested by Vasicek (1977)
and the counterparty’s default is triggered by the first jump of a Poisson process.
In contrast to Kang and Kim (2005), however, the default intensity is assumed to
be stochastic. In case of default, the payout ratio of the option holder’s claim is

exogenously specified.

Jarrow and Turnbull (1995) propose a third approach for the valuation of European
options subject to counterparty and interest rate risk. Based on a foreign currency
analogy in which the stochastic term structure of risk-free interest rates and
the maturity-specific stochastic credit spreads are given, they use arbitrage-free
valuation to compute the price of the vulnerable European options. Again, the
payout ratio of the option holder’s claim in case of default is assumed to be

exogenously given.

2.2.3 Stochastic Volatility Models

Yang et al. (2014) extend the model of Klein (1996) to a stochastic volatility
framework. In particular, it is assumed that only the return volatility of the option’s
underlying is stochastic being governed by an Ornstein-Uhlenbeck process. The

counterparty’s assets follow a geometric Brownian motion. Like in the orginal model
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of Klein (1996), the counterparty’s liabilities are fixed and default may only occur
at the option’s maturity. In case of the counterparty’s default, the option holder
receives a proportion of his claim which is linked to the value of the counterparty’s
assets. Furthermore, the mutual correlations between the counterparty’s assets, the

option’s underlying the the risk-free interest rate are considered.

Following the main ideas of Klein (1996), Lee et al. (2016) set up a valuation model
for vulnerable European options under the assumption of stochastic volatility. In
particular, they assume that both the option’s underlying and the counterparty’s
assets follow the dynamics suggested by Heston (1993). Like in the orginal model
of Klein (1996), the counterparty’s liabilities are fixed and default may only occur
at the option’s maturity. In case of the counterparty’s default, the option holder
receives a proportion of his claim which is linked to the value of the counterparty’s
assets. Furthermore, the correlations between the counterparty’s assets, the option’s

underlying the the risk-free interest rate are considered.

Wang et al. (2017) also extend the model of Klein (1996) to a stochastic volatility
framework. In particular, they decompose the stochastic volatility into the long-term
and short-term volatility. It is assumed that the short-term volatility is described by
a mean reverting stochastic process, whereas the long-term volatility is assumed to
be constant. Like in the orginal model of Klein (1996), the counterparty’s liabilities
are fixed and default may only occur at the option’s maturity. In case of default,
the option holder receives a proportion of his claim which is linked to the value of
the counterparty’s assets. Furthermore, the correlations between the counterparty’s

assets, the option’s underlying the the risk-free interest rate are considered.

Wang (2017a) sets up a valuation model for European options subject to
counterparty risk in a stochastic volatility framework. The return volatility of both
the option’s underlying and the counterparty’s assets are modeled by Generalized
Autoregressive Conditional Heteroscedasticity processes, respectively. Furthermore,
the correlation between the returns of the option’s underlying and the counterparty’s
assets is assumed to be stochastic. Like in the model of Klein (1996), the level of the
counterparty’s liabilities is fixed and default may only occur at maturity. In case of

default, the payout ratio is linked to the value of the counterparty’s assets.
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Using the intensity model, Wang (2017b) develops a valuation model for vulnerable
European options in a stochastic volatility framework. The return volatility of
the option’s underlying is modeled by a Generalized Autoregressive Conditional
Heteroscedasticity process. The counterparty’s default is triggered by the first jump

of a Poisson process, where the default intensity is assumed to be stochastic.

2.2.4 Jump-Diffusion Models
Xu et al. (2012) as well as Xu et al. (2016) extend the model of Klein (1996) by

assuming that both the option’s underlying and the counterparty’s assets follow
jump-diffusion processes, respectively. Like in the orginal valuation model of Klein
(1996), the counterparty’s liabilities are fixed and default may only occur at the
option’s maturity. In case of the counterparty’s default, the option holder receives
a proportion of his claim which is linked to the value of the counterparty’s assets.
Furthermore, the correlation between the counterparty’s assets and the option’s

underlying are considered.

Tian et al. (2014) also follow the ideas of Klein (1996) and provide a valuation
model for vulnerable European options in which both the option’s underlying and
the counterparty’s assets are governed by jump-diffusion processes, respectively. The
authors account for the correlation between the two stochastic variables. In contrast
to Xu et al. (2012, 2016), Tian et al. (2014) divide the jumps into an idiosyncratic
and a systematic component for both stochastic variables. Like in the orginal model
of Klein (1996), the counterparty’s liabilities are fixed and default may only occur
at the option’s maturity. In case of the counterparty’s default, the option holder
receives a proportion of his claim which is linked to the value of the counterparty’s

assets.

Wang (2016), in turn, extends the model of Liu and Liu (2011) by assuming that
the option’s underlying as well as the counterparty’s assets and liabilities follow
jump-diffusion processes. Wang (2016) also picks up on the idea of Wang et al
(2014) and assumes that the jumps for all three stoachstic variables consist of an
idiosyncratic and a systematic component. The counterparty is in default if the value

of the counterparty’s assets falls below the value of the counterparty’s liabilities.
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In contrast to the other valuation models, Fard (2015) uses the intensity model to
deal with the valuation of vulnerable European options whose underlying follows
a jump-diffusion model. In particular, the counterparty’s default is triggered by
the first jump of a Poisson process, where the default intensity is assumed to be
stochastic. Aditionally, the correlations between the option’s underlying and the

counterparty’s default risk is considered.

2.2.5 Incomplete Markets

Hung and Liu (2005) set up a valuation for vulnerable European options when the
market is incomplete based on the structural approach of Merton (1974). They pick
up on the idea of Klein (1996) assuming that default occurs if the value of the
counterparty’s assets are less than the fixed level of the counterparty’s liabilities
at the option’s maturity. In contrast to Klein (1996), Hung and Liu (2005) assume
that neither the option’s underlying nor the counterparty’s assets are traded in the
financial market. Hence, closed form valuation formulas cannot be derived. Using
the methodology of Cochrane and Saa-Requejo (2000), price bounds for vulnerable

European options are computed under deterministic and stochastic interest rates.

Murgoci (2013) also deals with the valuation of European options subject to
counterparty risk in an incomplete market based on the ideas of Klein (1996). In
contrast to Hung and Liu (2005), Murgoci applies the methodology of Bjork and
Slinko (2006) to get the price bounds for vulnerable European options. As a result,
she finds that her computed price bounds are tighter than those obtained by Hung
and Liu (2005).

2.3 Review on American Options subject to Counterparty Risk

Compared to vulnerable European options, fewer models have been set up for
American options subject to counterparty risk. In the following, an overview of

the existing valuation models will be given.

2.3.1 Models with Deterministic Interest Rates

Hull and White (1995) use the structural approach of Black and Cox (1976) to

model the effect of default risk on the value of American options which rank equally
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with the other liabilities of the counterparty. Default occurs if the counterparty’s
assets fall below a determinsitic boundary prior to the option’s maturity. In this
case, the option holder receives an exogenously determined proportion of his
claim. To keep the model mathematically tractable, Hull and White (1995) assume
that the counterparty’s default risk and the price of the option’s underlying are

independent.

Chang and Hung (2006) adopt the framework of Klein (1996) to evaluate American
options subject to counterparty risk. The option’s underlying and counterparty’s
assets follow geometric Brownian motions, respectively. Furthermore, the correlation
between the option’s underlying and the counterparty’s assets is considered. If the
counterparty defaults prior to maturity, Chang and Hung (2005) assume that the
American option is not necessarily exercised. Instead, the option holder has the
opportunity to keep the American option unexercised until maturity despite the
counterparty’s default. The payout ratio in case of the counterparty’s default is

endogenously sp within the model.

Klein and Yang (2010) set up a valuation model for vulnerable American options
based on the framework of Klein and Inglis (2001). The option’s underlying
and counterparty’s assets follow geometric Brownian motions, respectively. The
correlation between the option’s underlying and the counterparty’s assets is
considered. In case of the counterparty’s default, Klein and Yang (2010) assume that
the American option is only exercised immediately if the option is in the money at
that point in time. The payout ratio in case of the counterparty’s default is linked

to the value of the counterparty’s assets.

Klein and Yang (2013) adopt the framework of Klein (1996) to evaluate American
options subject to counterparty risk. The option’s underlying and counterparty’s
assets follow geometric Brownian motions, respectively. Furthermore, the correlation
between the option’s underlying and the counterparty’s assets is considered. If the
counterparty defaults prior to maturity, Klein and Yang (2013) assume that the
American option is only exercised immediately if the option is in the money at that
point in time. In case of default, the payout ratio of the option holder’s claim is

exogenously specified.
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2.3.2 Jump-Diffusion Models

Xu et al. (2012) adopt the framework of Klein (1996) to evaluate American options
subject to counterparty risk. In contrast to Klein (1996), it is assumed that both the
option’s underlying and the counterparty’s assets follow jump-diffusion processes,
respectively. The counterparty’s liabilities are fixed and default may only occur at
the option’s maturity. In case of the counterparty’s default, the option holder receives
a proportion of his claim which is linked to the value of the counterparty’s assets.
Furthermore, the correlation between the counterparty’s assets and the option’s

underlying are considered.

2.4 Summary

The vast majority of the existing literature deals with the valuation of vulnerable
European options. Predominantly, the counterparty’s default is modeled using the
structural approaches of Merton (1974), Black and Cox (1976) or an extended
version of them, respectively. Intensity models, however, play a subordinate role.
The overall literature on the valuation of American options subject to counterparty
risk is relatively small. The existing models in the context of vulnerable American
options use the structural approach of Black and Cox (1976) or an extended version

to account for the counterparty’s default.

In the following, the valuation of vulnerable European options will be based on
the structural approach of Merton (1974). This approach is rather restrictive with
respect to the default time, but it has a better mathematical tractability, i.e. closed
form valuation formulas can be derived. Furthermore, the payout ratio in case of
the counterparty’s default can be endogenously determined within the considered
valuation model. Using the approach of Black and Cox (1976), the greater flexibility
with respect to the default time comes at the cost of an exogenously given payout

ratio for the option holder’s claim in case of the counterparty’s default.

Due to the early exercise features of American options, we apply the structural
approach of Black and Cox (1976) in this context. The higher mathematical
complexity of the Black-Cox approach is not problematic, since we will price

American options subject to counterparty risk by Monte Carlo simulation.
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3 European Options subject to Counterparty Risk

In this chapter, we present and discuss different valuation models for European
options subject to counterparty risk. The risk of the counterparty’s default is
modeled using the structural approach suggested by Merton (1974). In this context,
the counterparty’s default may occur only at the option’s maturity and is triggered
by the value of the counterparty’s assets being below the value of the counterparty’s

total liabilities.

Based on this theoretical framework, Klein (1996), Klein and Inglis (2001) and Liu
and Liu (2011) develop valuation models for vulnerable European options. These
models differ only with respect to the characterization of the counterparty’s total
liabilities and therefore with respect to the condition under which the counterparty

is in default.?

In the following, we set a general valuation model which incorporates all the features
and characteristics of the previously mentioned models. Despite the general model’s
complexity, we derive an approximate closed form solution. Furthermore, we apply
Monte Carlo simulation to price vulnerable European options based on the general
model. Comparing the approximate closed form with the numerical solution shows
that our valuation formula provides accurate values for vulnerable European options

in most situations.

Section 3.1 outlines and discusses the assumptions of the considered theoretical
framework. In Section 3.2, we derive the partial differential equation that
characterizes the price of a European option subject to counterparty risk. Section 3.3
deals with the solution to this partial differential equation. In Section 3.4, the Klein,
Klein-Inglis and Liu-Liu model are discussed. Moreover, we develop our general
valuation model and derive the corresponding approximate closed form solution.
Section 3.5 provides a comparative analysis of the different valuation models based

on numerical examples. Section 3.6 gives a summary of the main findings.

5 Johnson and Stulz (1987) also set up a valuation model for vulnerable European options based
on the theoretical framework considered in this chapter. However, this model is not included into
the analysis, since the authors assume that the counterparty does not have any other liabilities
beside the short position in the option. Due to this rather strict and unrealistic assumption,
the Johnson-Stulz model is not very useful for practical applications.
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3.1 Assumptions

The assumptions that characterize the theoretical framework for the valuation of
European options subject to counterparty risk are based on Black and Scholes (1973),
Merton (1974), Johnson and Stulz (1987), Klein (1996), Klein and Inglis (2001) as
well as on Liu and Liu (2011).

1. The price of the option’s underlying S; follows a continuous-time geometric
Brownian motion. Assuming that the option’s underlying is a dividend-paying

stock, its dynamics are given by

dSt = (,LLS - q> St dt +0g St dWS, (31)

where g indicates the expected instantaneous return of the option’s
underlying, ¢ denotes the continuous dividend yield, og is the instantaneous

return volatility and dWg represents the standard Wiener process.

2. Likewise, the market value of the counterparty’s assets V; follows a

continuous-time geometric Brownian motion. Its dynamics are given by
d‘/t :Mv‘/tdt—l—O'deW\/, (32)

where 1y is the expected instantaneous return of the counterparty’s assets,
oy gives the instantaneous return volatility and dWy, is a standard Wiener

process. The instantaneous correlation between dWs and dWy, equals pgy .

3. The total liabilities D; comprise all the obligations of the counterparty’s, i.e.
debt, short positions in financial securities and accruals. The dynamics follow

a continuous-time geometric Brownian motion which is given by
dDy = pup Dydt + op Dy dWp (3.3)

where pp is the expected instantaneous return of the counterparty’s liabilities,
op indicates the instantaneous return volatility and dWp represents the
standard Wiener process. The instantaneous correlation between dWs and

dWp equals psp and pyp between dWy, and dWp, respectively.
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10.

. The market is perfect and frictionless, i.e. it is free of transaction costs or taxes

and the available securities are traded in continuous time.

. The instantaneous risk-free interest rate r is assumed to be deterministic and

constant over time.

. The expected instantaneous return of the option’s underlying as well as of

the counterparty’s assets and liabilities (ug, 1y and pp) are deterministic and
constant over time. The same applies for the dividend yield ¢ of the option’s

underlying.

. The instantaneous return volatilities of the option’s underlying as well as of

the counterparty’s assets and liabilities (og, oy and op) are deterministic and
constant over time. The instantaneous correlations pgy, psp and pyp are also

constant and independent of time.

. All the liabilities of the counterparty (i.e. debt, short positions in options, etc.)

are assumed to be of equal rank.

Default can only occur at the option’s maturity 7. The counterparty is in

default, if the counterparty’s assets Vr are less than the threshold level L:
Ve <L or Vp< L(Sr, Dr). (3.4)

Depending on the considered valuation model, the threshold level L is
characterized in different ways and is either a constant or a function of the

stochastic variables St and Dr.

If the counterparty is in default, the option holder’s claim must be determined.
In principle, the option holder’s claim is equal to the intrinsic value of the
European option at its maturity. If the counterparty, however, is in default,
the option holder faces a percentage write-down w on his claim. In this case,

the option holder receives
(1 —w) max(Sr — K, 0) or (1 —w) max(K — St,0) (3.5)

depending on whether the option is a call or a put.
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The percentage write-down w on the claim can be endogenized. Assuming that
all the liabilities of the counterparty are ranked equally, the amount payable

to the holder of a European call is given by

(1 — Oé) VT
1— - K = - K .
( w) max (St ,0) L(Sr. Dy) max (St ,0), (3.6)
whereas it is given by
(1 — Oé) VT
1— K—-—50)=~—F—— K —57.0 3.7
( w) max ( T,0) L(Sr. D) max ( T,0) (3.7)

for the holder of a European put. The parameter « represents the cost
of default as a percentage of the counterparty’s assets and the ratio
Vr/L(St, Dr) gives the proportion of the option holder’s claim which can
be paid back.

Based on Assumptions 9 and 10, the counterparty can only default at the option’s
maturity which is in line with the valuation models of Klein (1996), Klein and
Inglis (2001) and Liu and Liu (2011). Due to this assumption, the valuation models
become mathematically tractable and analytical or approximate analytical solutions
can be derived. On the other hand, however, this assumption might be criticized as
being too restrictive and not taking into account the real-world circumstances of the

default occurring prior to the option’s maturity.

As pointed out by Klein and Inglis (2001), the assumption that default can only
occur at the option’s maturity is less restrictive as it initially seems due to the
special treatment of OTC European options if the counterparty defaults. Most
OTC European option contracts are concluded in compliance with the standards
recommended by the International Swap and Derivatives Association (ISDA). In
contrast to other financial instruments subject to counterparty risk, the option holder
does not have to determine his claim associated with the considered OTC option
immediately at the default date but has the right to wait until the maturity date is
reached. Even if the option holder decides not to wait until the option’s maturity
to determine his claim, Assumptions 9 and 10 can still be valid. Based on the ISDA

standardized contract for OTC European options, the option holder’s claim at the
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counterparty’s default is equal to the market value of the option at that point in
time. This market value, in turn, depends on the expected option payoff at maturity.
Another point in favor of assuming that default can only occur at option maturity
is the fact that there is typically a time lag between the default event and the point
in time, at which the counterparty’s assets are distributed among all claim holders.
Consequently, the option’s maturity is a valid proxy for the date at which it is

determined whether the counterparty is in default or not.

3.2 Derivation of the Partial Differential Equation

Following the argument of Hull (2012: 309-312), we derive the partial differential
equation governing the price evolution of a vulnerable European option. In the
considered theoretical framework (see Section 3.1), the price of a vulnerable
European option F; must be a function of the underlying S;, the counterparty’s
assets V;, the counterparty’s liabilities D; and time ¢. According to It0’s lemma, the
price evolution of a vulnerable European option is given by the following stochastic

differential equation:

dF, = %]tht + (s — )Stgf;dt + ~02S? aaSt dt + 055, gS: dWs (3.8)
+ uvwg‘}}dt + ;a%/vf g‘?dt + avm(?)éifdwv + uDDt(gdt
1 ohD? gZDF; dt + aDDtgl};dWD + pSVUS"VSMaig% dt
+ psposopSiDy 8gj§Dt dt + pypoyopViDy aia/jglt)t dt.

To eliminate the Wiener processes dWg, dWy and dWp, a portfolio II; consisting
of the European option F}, the underlying S;, the counterparty’s assets V; and the
counterparty’s liabilities D; must be set up.® In particular, this portfolio consists
of a short position in the European option and long positions in the underlying,

the counterparty’s assets and liabilities. The amount of shares in the long positions

6 To construct such a portfolio, it is necessary to assume that option’s underlying as well as the
counterparty’s assets and liabilities are traded securities. This assumption is not questionable
for the option’s underlying, but it is for both the counterparty’s assets and liabilities. As argued
by Klein (1996), it is likely that the counterparty’s assets and liabilities are not traded directly
in the market, but that their market values behave similarly as if they were traded securities.
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are equal to 0F,/0S;, OF;/0V, and OF,/0Dy, respectively. Hence, the value of the

portfolio at time ¢ is given by

OF, OF, OF,
I, = — F; D;. .
t t‘f‘aStSt‘FaWV%‘f'aDt t (3.9)

The change in the value of the portfolio over the time interval dt is characterized by

the total differential which is equal to

g st s, + oF: Vit oF: —LdD,. (3.10)

t

Substituting Equations (3.1) to (3.3) and (3.8) into Equation (3.10) yields

OF, OF, 1, ,0°F, 1 ,0*F,
il = = dt + @S = 5055 dt—— Ve dt 3.11
Tt oS 2T o Pz (3.11)
1 8 Ft aZFt
7o s dD? di = PSVUSUVSMWdt
82F a2F
- pSDUSUDStDtmdt — PVDOWTDV}Dtmdt_

Since the portfolio dynamics are independent of the Wiener processes dWg, dWy,
and dWp, the portfolio is riskless during the infinitesimal time interval dt. To avoid
arbitrage opportunities, the portfolio must earn the same return as other short-term

risk-free investments — namely the risk-free interest rate r:
rlldt = dIl,. (3.12)

We substitute Equations (3.9) and (3.11) into Equation (3.12) which yields

r (—Ft + ggi S; + gf;:vt + gg’; Dt> dt (3.13)
= ‘?dt - Stg 5+ L sz ‘22;2'5 va g‘f Lt + ;U%ng;}z;dt
+ ngJSJVStVta?;g% dt + psposopS; Dy agjg;)t dt
+ pVDUVJDWDt%dt.
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Rewriting Equation (3.13), the partial differential equation that characterizes the
price of a European option whose payoff at time T is contigent upon the price of
the option’s underlying as well as upon the value of both the counterparty’s assets

and liabilities is obtained. It is given by

OF, or; oF; oF;
0= — —1F q)S, Vi— D,—— 3.14
BT rF+ (r— )tﬁst—i_rta‘/t_'—r t(?Dt ( )
1 0’F, 1 0’°F, 1 O*F, 0*F,
+ USStQ 882 JVV? 8]/t UDDt2 8D2 + png'sOVstV;gaStth
0%F, 0*F,
+ psposopSi Dy 95,00, + pvpoyvopViD, avt.(.ﬂt)t-

To obtain a unique solution of the partial differential equation, we must set up
the boundary conditions which specify the value of the European option at the
boundaries of Sy, V;, D; and t. The key boundary condition specifies the option payoff
at maturity. Based on Assumption 10, the boundary condition for the European call

is thus equal to

St — K if Sp > K, Vp > L(ST, DT)
1— o)V, .
Fr = CT = M (ST — K) if ST > K, Vr < L(ST7 DT) (315)
0 otherwise

whereas the boundary condition for the corresponding vulnerable European put is

given by
K — Sr it Sp < K, Vi > L(Sr, Dr)
1—a)V; .
FT = PT = [(/(S%;);; (K — ST) if ST < K, VT < L(ST, DT) (316)
0 otherwise

For both European calls and puts, the first line in the boundary condition refers to
the situation in which the option is in the money at maturity and the counterparty
does not default, i.e. Sy — K and K — St are paid out to the holder of a European

call and a European put, respectively. The second line indicates the option payoft
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if the option expires in the money and the counterparty is in default. In this case,
the entire assets of the counterparty (less the default costs a) are distributed to the
creditors. Since all liabilities of the counterparty are ranked equally, all creditors
receive the same proportion of their claims. This proportional payout ratio is given
by ((1 —«) Vp) /L(St, Dr), i.e. the value of the counterparty’s assets available for
distribution is divided by the value of the counterparty’s total liabilities. Hence, the
holder of a European call receives ((1 —a) Vi (Sp — K)) /L(St, Dr), whereas the
holder of a European put receives ((1 — a) Vp (K — St)) /L(Sr, Dr). The third line
refers to the out-of-the-money scenario, in which the option holder receives nothing

irrespective of whether the counterparty defaults or not.

The actual characterization of the boundary conditions depends on the choice of
a specific valuation model (see Section 3.4). In particular, the variable L(Sr, Dr)

must be defined according to the chosen model.

3.3 Solution to the Partial Differential Equation

The partial differential equation given by Equation (3.14) depends on the price
of the option’s underlying, the counterparty’s assets and liabilities, the risk-free
interest rate, the dividend yield of the option’s underlying as well as on the return
volatilities. All these variables and parameters are independent of the risk preferences
of the investors.” Since the risk preferences of the investors do not enter the partial
differential equation, they cannot affect its solution. Consequently, any type of risk

preferences can be used when solving the partial differential equation.

Using the approach of Cox and Ross (1976) and Harrison and Pliska (1981), the
risk-neutral stochastic processes for the price of the option’s underlying as well as

for the market values of the counterparty’s assets and liabilities are equal to

dSt = (7’ - Q) St dt +0g St dWS, (317)

" Following the argument of Hull (2012: 311-312), the partial differential equation given by
Equation (3.14) would not be independent of risk preferences if it included the expected returns
of the option’s underlying, the counterparty’s assets and the counterparty’s liabilities. These
parameters depend on risk preferences, since their magnitude represents the level of risk aversion
of the investor: the higher the level of the investor’s risk aversion, the higher the required
expected return.
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and

th =T Dt dt +0p Dt dWD, (319)
where r denotes the risk-free interest rate and all other variables are defined as
before.

Applying It6’s lemma to Equations (3.17) to (3.19), the stochastic processes for
In S;, InV; and In D, are obtained. They are given by

1
dln S, = <r . Zag) dt + osdWs, (3.20)
L,
dInV, = (r — 2Uv> dt + oy dWy, (3.21)
and
L,
dlnD; = (T - QO'D) dt + opdWp. (3.22)

Rewriting Equations (3.20) to (3.22), the expressions for the price of the option’s
underlying as well as for the market values of the counterparty’s assets and liabilities

at the option’s maturity are obtained. They are equal to

Sy = S, er-a- 303 (Tt tosVTizs (3.23)
Vp = V, el o) 0—ttovvTiay (3.24)
and
DT = Dt e(r_%UQD)(T_tH_UDmev (325)

where the three random variables xg, xy and xp are jointly standard normally

distributed and their respective correlations are given by the coefficients pgy, psp

and PVD-
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The Feynman-Kac¢ theorem states that the solution to the partial differential
equation specified in Equation (3.14) is given by

T
— fru du

F,=E|e g(STavT:DT> s (326)

where E| - | denotes the expectation under the risk-neutral measure and function g( - )
determines the payoff of the considered European option (Musiela & Rutkowski,
2005: 296; Pennacchi, 2008: 209-210). Consequently, the value of a vulnerable
European option is equal to the expected payoff at maturity which is discounted
at the risk-free interest rate. Since the risk-free interest rate is deterministic and
constant over time according to Assumption 5, Equation (3.26) can be rewritten as

follows:

F=e"TYE [g (S, Vir, Dr)

. (3.27)

Equation (3.27) can be used to set up the pricing equations for vulnerable European
calls and puts by specifying the payoff function g(-) accordingly. In particular,
if the payoff function g( ) is defined according to the boundary condition given by

Equation (3.15), the pricing equation for vulnerable European calls is received which

is given by
Cy = (1) <IE l(ST - K) . ]—[ST>K7VT>L(ST,DT)}‘| (3.28)
(1—a)Vr
El————%r—K) -1 ‘
[L(STv DT) ( ’ ) [ST>K, Vr <L(ST, Dr)]

In the same manner, the pricing equation for vulnerable European puts is obtained
if the boundary condition given by Equation (3.16) is used to specify the payoff

function g(-):

P=e T (E [(K — 57)  Lisy<k, szL(ST,DT)]l (3.29)
(1 — CY) VT
+E lw (K = Sr) + Lisp<r, vr<L(s7, Dr)] | | -
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In both pricing equations, the first line gives the expected payoff if the option is in the
money at maturity and the counterparty does not default. The second line, in turn,
gives the expected payoff if the option expires in the money and the counterparty
is in default. The out-of-the-money scenario is only implicitly specified, since the

option payoff is equal to zero in this case.

To derive analytic valuation formulas for both vulnerable European calls and puts
based on the above pricing equations, the following major steps must be performed.
First, the variable L(S7, Dr) indicating the default condition must be characterized
in accordance with the considered valuation model. Subsequently, the expected value
expressions in Equations (3.28) and (3.29) are rewritten as integrals, since Sr, Vp
and Dy are continuous random variables. Afterwards, the expressions for the market
values of the option’s underlying, the counterparty’s assets and the counterparty’s
liabilities at the option’s maturity specified by Equations (3.23) and (3.25) are
inserted and the density function of the corresponding trivariate normal distribution
is standardized. Finally, the closed form solutions for vulnerable European options

are received after some algebraic transformations (see Section 3.4).

3.4 Valuation Models

Various models to value vulnerable European options have been developed over the
last three decades based on the theoretical framework described in Section 3.1. In the
following, the most important models are discussed in greater detail. Furthermore,
we set up a general valuation model which incorporates the features of the other

models.

3.4.1 Absence of Default Risk

Since the counterparty cannot default, the valuation model of Black and Scholes
(1973) gives the default-free value of a European option which serves as an
upper price limit. The pricing equations given by Equations (3.28) and (3.29) are
substantially simplified, since the second summand vanishes completely due to the

absence of counterparty risk. The pricing equation for a European call is given by

Cr=e"TIE|(Sy — K) - ligpsx]| (3.30)
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whereas the pricing equation for a European put is equal to
.Pt == B_T(T_t)E (K - ST) . ]'[STSK] . (331)

Since the counterparty cannot default, the structure of the pricing equations is rather
simple. If the option expires in the money, the payoff of a European call is equal to
St — K, whereas the payoff of the European put is given by K — Sp. If the option

is out of the money at maturity, the option holder receives nothing.

Computing the expected value expressions in Equations (3.30) and (3.31), the
closed-form valuation formulas for default-free European options can be obtained
(see Black & Scholes, 1973). For European calls and puts, these valuation formulas

are given by

Cy=S;e 1T N(ay) — Ke ") N(ay) (3.32)

and
P,=Ke " N(—ay) — S; e 1TD N(—ay), (3.33)

where N(-) represents the cumulative distribution function of the univariate

standard normal distribution and where a; and as are given as follows:

LW togri) -y
gs T—1t
WP+ (r—q—30%) (T —1)

Ao =
2 Us\/T—t

3.4.2 Deterministic Liabilities

In the model of Klein (1996), the counterparty is in default if its assets are not
sufficient to meet its total liabilities at the option’s maturity. The total liabilities
of the counterparty are assumed to be deterministic and must include the short
position in the option, since it obliges the option writer to deliver or purchase the

option’s underlying at maturity.

In particular, Klein (1996) assumes that the market value of the counterparty’s

total liabilities at the option’s maturity is equal to its initial market value. To put it
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differently, the level of the counterparty’s total liabilities is constant over time and

therefore the default boundary L(Sy, Dr) must be given by

L(Sy, Dr) = L =D = D, (3.34)

Inserting the above expression into Equations (3.28) and (3.29) yields the pricing
equations for vulnerable European options based on the model of Klein (1996). In
particular, the pricing equations for vulnerable European calls and puts, respectively,

are equal to

Ct _ e—r(T—t) (E [(ST — K) . l[STZK, VTZD)]‘| (335)
1—a VT ST — K
+E [( ) D( ) ‘1[ST2K,VT<D)]D
and
p———— (E [(K 50 ey D)]] (3.36)

+E [(1 ) VT—(K =5r). 1[ST§K, VT<D)]D '

In both pricing equations, the first line is related to the situation in which the option
expires in the money and the counterparty does not default. Hence, the payoff of a
European call is equal to ST — K, whereas the payoff of the European put is given
by K —Sr. The second line gives the payoff if the option is in the money at maturity
and the counterparty is in default. In this case, the entire assets of the counterparty
(less the default costs «) are distributed to all the creditors. Since all liabilities of
the counterparty are ranked equally, all creditors receive the same proportion of
their claims. This proportion is given by the ratio ((1 —«)Vz) /D, i.e. the asset
value available for distribution is divided by the value of the counterparty’s total
liabilities. The holder of a European call receives ((1 — ) Vi (S — K)) /D, whereas
((1 —a)Vp (K — Sr)) /D is paid out to the holder of a European put. If the option
expires out of the money, the option holder receives nothing irrespective of whether

the counterparty defaults or not.

29



Computing the expected values given by Equations (3.35) and (3.36), the closed-form
valuation formulas for vulnerable European options based on the Klein model are

obtained (see Klein, 1996). They are given by

Ct = St 6_Q(T_t) NQ(CL], bl, pgv) — K G_T(T_t) NQ(QQ, bQ, psv) (337)

(1 —a)V; S, elr=rtpsvosov)(T—1)
D

Ns(ag, bs, —psv)

11— )V, K
— 7( 7) ! Ny(ag, by, —psv)
D
and

P, = Ke "I Ny(—ag, by, —psv) — S e 1T Ny(—ay, by, —psv) (3.38)

1—a)V} K
+ <D)t Na(—as, ba, psv)
1 — )V, S, elr—atpsvosov)(T—t)
- ( ) e D NQ(_a37b3apSV)a

where Ny(-) represents the cumulative distribution function of the bivariate
standard normal distribution and where ay, as, as, a4, b1, bs, b3 and by are given as

follows:

It (r—q+i0d) (T —1)

a, = )
gs T—1
T S e L)
(XS T—t
a3:ln%—l—(r—q—i—%Jg—i—psvogav)(T—t)’
(XS T—1
a4:ln%+(r—q—%U?g—l—psvagav)(T—t)7
(OFS T—t
by — In Y%+ (r — 3oy + psvosov) (T —t)
oyVT —t ’
bZ_ln%—i—(r—l—%a%)(T—t)?

b - ’
s O'VvT—t




3.4.3 Deterministic Liabilities and Option induced Default Risk

Klein and Inglis (2001) recognize that the short position in the option itself may
cause additional financial distress. To account for this potential source of default
risk, they extend the model of Klein (1996) by splitting the counterparty’s total
liabilities into two components. In particular, the counterparty’s total liabilities now
consist of the short position in the option on the one hand and all the other liabilities

on the other.

Klein and Inglis (2001) assume that the market value of the counterparty’s other
liabilities at the option’s maturity is equal to its initial market value. Hence, the level
of the counterparty’s other liabilities is constant over time. The value of the short
position in the option is taken into account separately. Combining these two features,
the counterparty’s total liabilities are given by either D + Sy — K or D + K — Sy
depending on whether the considered option is a European call or put. Consequently,
the default boundary L(Sr, Dr) depends on the type of the considered option. For

vulnerable European calls and puts, respectively, it is given by

L(Sr, Dy) = L(Sy) = D+ Sy — K = Dy + Sy — K (3.39)
and

L(Sy, Dr) = L(Sp) = D+ K — Sp = Dy + K — Sr. (3.40)

Inserting the expressions for L(Sr, Dr) into Equations (3.28) and (3.29), the pricing
equations of the Klein-Inglis model are obtained. For vulnerable European calls and

puts, respectively, they are given by

Cy = e 7TY (]E [(ST - K) - 1[ST2K, VT2D+STK]1 (3.41)
E (1_a>VT(ST—K> )
D+Sr— K [Sr2K, Vp<D+S7—K]
and
P, = e*T(T*t) (]E [(K — ST) . 1[ST<K,VT>D+K—ST]] (342)
(1—a)Vp (K - Sr)
i [ D+ K — St ’ 1[ST§K, Vp<D+K-Sr|| | -
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Like in the Klein model, the first line in both pricing equations refers to the situation
in which the option expires in the money and the counterparty does not default, i.e.
St — K and K — St are paid out to the holder of a European call and a European
put, respectively. The second line indicates the option payoff if the option expires
in the money and the counterparty is in default. In this case, the entire assets of
the counterparty (less the default costs «) are distributed to the creditors. Since
all liabilities of the counterparty are ranked equally, all creditors receive the same
proportion of their claims. This proportion is given by ((1 — «) Vr) / (D + Sp — K)
for a European call and by ((1—«)Vy)/ (D + K — ST> for a European put.
To put it differently, the asset value available for distribution is divided by
the value of the counterparty’s total liabilities. The holder of a European call
receives ((1 —a) Vp (Sr — K))/ (D + Sy — K), whereas the holder of a European
put receives ((1 —«a) Vp (K — Sr)) / (D + K — ST>. If the option expires out of the
money, the option holder receives nothing irrespective of whether the counterparty

defaults or not.

In Equations (3.41) and (3.42), the default boundary as well as the expression in the
denominator of the second summand of the the pricing equations are non-linear and
depend on a stochastic variable — namely on the price of the option’s underlying
at maturity. To cope with this issue when computing the expected values, both
the default boundary and the second summand’s denominator must be linearized
and approximated. Such an approximation can be achieved by employing a first
order Taylor series expansion. Subsequently, the closed form solutions for vulnerable
European options based on the Klein-Inglis model are obtained by explicitly
computing the expected value expressions given by Equations (3.41) and (3.42)
(see Klein & Inglis, 2001). For vulnerable European calls and puts, respectively, the

valuation formulas are equal to

Ct = St G_q(T_t) N2<a1, bl, 5gv) — K G_T(T_t) NQ(CLQ, bg, 5sv) (343)

(1—a)V, 5, o(r=at(psv—m)osoy +30% (m*~2psym) ) (T—t)~gp

D -+ St e(Tiqféag)(T*t)+US\/T7*tp - K NQ(CL?H b37 _65{/)

(]_ — O{)‘/; KG%U%/(W2—2PSVW)(T—U—9P

_ 5 t s, e(r—qfégg)(T*t)+O'5\/T7tp - K

N2(a47 b47 _55\/)
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and

Pt = K G_T(T_t) NQ(—CLQ, bg, —65\/) — St €_q(T_t) NQ(—al, b17 —5sv) (344)

1 — o)V, K ezov(m®=2psym)(T—t)—gp
(* a) ! e 1 2 NQ(—CL4,b4,(SSV)
D+ K — St e(r_q_ias)(T_t)+‘75\/T_tp

(1 _ a)\/} S, e(r—q+(psv—m)asav+%0‘2,(m2—2psvm))(T—t)—gp

D+ K — 8, e(r—1-302)(T—t)+osVT—ip No(=a, bs, 0sv)

where Ny(-) represents the cumulative distribution function of the bivariate
standard normal distribution and where ay, as, as, a4, by, bs, bs and by are given as
follows:

In i+ (r = g = Jo})(T

=t —1
ay = b 2 )+0'5\/T—t,

(OFS T—t

Sl Gl Bl 1/ L )
(OFS T—t

)

In 2t —q—L1a2)(T —t
0 — n g+ (r—q—3035)( )HS s
(OFS T—1t

+maV\/T—t+g

+5SV\/1—2Psvm+m2Uv T—t,

In 5t —q— Lo\ (T —t
a4:nK+(T a 205)( )—i-mdvx/T——Zf—i-g

(OFS T—t

+(55V\/1—2pgvm+m20"/ T—t,

—b—mp
bl:_\/l_QpSVm+m2 + gy 09 T —t,
—b—mp
by = —
V1 —2psgym + m?
—b—m
—b—m
= \/1—2psvmp+m2 —\/1—2psvm+m20v bt

— sy (mUV\/T—t—i—g>.
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The parameter dgy gives the adjusted correlation between the return of the option’s

underlying and the counterparty’s assets. It is defined as

_ psy —m
VI =2psym+m?

Osv

The parameters b, m and g depend on the type of the considered option due to
the first order Taylor series expansion applied in the derivation of the valuation

formulas. For vulnerable European calls, they are given by

Vi _ 1.2 _
pCall _ = D+5S; e(’"*q*%”%)(;*”*"smp—}( +(r=3on)(T =)
oy T—1t ’
Call _ 08 St e(r=1=378) (T t)+osVT—tp
- oy D + S, e(r—q—%ag)(T—t)—&-as\/T—tp . K’
Call _ . - St e(r—q—%a%)(T—t)-l-Us\/T—tp
9 S D + St e(quféo'%)(T*t)ﬁ’Us\/Tftp . K’

whereas they are equal to

In 1VtQ + (r— lO'2 T—1t
pPut — Dy K-8, "1 375)T-O+osVT—tp ( 277 )( )
oy T—t ’
—g—Lo2)(T—t VT—t
Put _@ St e(r q 205)( )+US p

" B ov D + K — 5, e(r_q_%a?q)(T—t)*‘UsvT—tp’

St e(T*(]*%U%)(T*t)*FUS VT —tp

Put __ —
g s T R S, e I e

for vulnerable European puts.

Since a first order Taylor series expansion is used in the derivation to linearize and
approximate both the default boundary and the denominator in the expected value’s
second summand, the valuation formulas given by Equations (3.43) and (3.44) are
only analytical approximations and depend on the point of expansion p. In principle,
the value for p can be chosen freely, however, it is important to note that this choice

might have a decisive impact on the accuracy of the obtained option values.

Figures 3.1 and 3.2 provide insights to the impact of choosing a particular value

for the point of expansion p. In these two figures, the option values are depicted as
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functions of the price of the option’s underyling, the time to maturity and the value
of the counterparty’s assets. These option values are obtained from the approximate
closed form solutions given by Equations (3.43) and (3.44) using different values
for the point of expansion. The approximate analytical solution and the numerical
solution (e.g. Monte Carlo simulation) are almost identical for p = 1.5 and p = —1.5
in case of vulnerable European calls and puts, respectively. This finding is consistent
with Klein and Inglis (2001) who suggest the same choice for p using different
numerical examples. Hence, the approximate closed form solutions are quite accurate
for a wide range of moneyness, different times to maturity and various values of the

counterparty’s assets if the point of expansion p is chosen appropriately.
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Figure 3.1: European Calls in the Model of Klein and Inglis (2001)
Unless otherwise noted, the calculations are based on the following parameters: Sy = 40, K = 40,
Vo =100, Dy =90, T —t = 0.5, r = 0.05, ¢ = 0, 0g = 0.15, oy = 0.15, op = 0.15, psy = 0,
psp =0, pvp = 0and « = 0.25. The option values (ochre line) are generated using the approximate
closed form solution given by Equation (3.43) based on p = 1.5. The numerical solution of the
Klein-Inglis model (circles) is calculated by Monte Carlo simulation (N = 1000000). The shaded
area of the figure represents several possible approximate analytical solutions using different values

for the point of expansion p ranging from 0 to 4.
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Figure 3.2: European Puts in the Model of Klein and Inglis (2001)
Unless otherwise noted, the calculations are based on the following parameters: Sy = 40, K = 40,
Vo =100, Dy =90, T —t = 0.5, r = 0.05, ¢ = 0, 0g = 0.15, oy = 0.15, op = 0.15, psy = 0,
psp =0, pyp = 0and o = 0.25. The option values (ochre line) are generated using the approximate
closed form solution given by Equation (3.44) based on p = —1.5. The numerical solution of the
Klein-Inglis model (circles) is calculated by Monte Carlo simulation (N = 1000000). The shaded
area of the figure represents several possible approximate analytical solutions using different values

for the point of expansion p ranging from —4 to 0.

In Table 3.1, the option values for vulernable European calls and puts based on
the Klein-Inglis model are presented. The first two columns give the values of a
vulnerable European call computed by the approximate valuation formula and the
numerical solution, respectively. The third column reports the approximation error
which is measured as the percentage deviation of the approximate from the numerical
solution. Most errors are smaller than +0.2% with the highest error being +0.25%.
Compared to the base case scenario, the magnitude of the approximation error
considerably increases for in-the-money options (S 1), an increased return volatility
of the option’s underlying (og 1), a longer time to maturity (7" 1) and higher default
cost (a 1).
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European Call Furopean Put

Approx.  Num.  Approx. Approx.  Num.  Approx.

CF Sol. Error CF Sol. Error
Base Case 2.0110 2.0084  +0.15% 1.1341 1.1342 —0.01%
S =45 5.3869 53755  4+0.21% 0.1718 0.1721 —0.20%
S =35 0.2912 0.2908  +0.13% 3.9007 3.9121 —0.29%
V =105 2.1011 2.0990  +0.10% 1.1778 1.1777  40.01%
V =095 1.8847 1.8818  +0.16% 1.0682 1.0687  —0.05%
g =0.2 2.4389 2.4344  40.18% 1.6102 1.6123  —0.13%
os =0.1 1.5614 1.5601  40.09% 0.6496 0.6493  +0.05%
oy =0.2 1.9603 1.9579  40.12% 1.1032 1.1035  —0.02%
oy = 0.1 2.0740 2.0715  40.12% 1.1724 1.1728  —0.03%
psv = 0.5 2.1521 2.1501  +0.09% 1.0409 1.0415  —0.06%
psy = —0.5 1.8567 1.8537  40.16% 1.2037 1.2033  40.04%
T—-t=1 3.0009 2.9950  +0.20% 1.3411 1.3423  —0.09%
T—-t=025 1.3770 1.3758  40.09% 0.9153 0.9151 0.02%
a=0.5 1.8560 1.8524  40.20% 1.0634 1.0644  —0.09%
a=20 2.1660 2.1645  4+0.07% 1.2047 1.2040 0.06%
r=0.08 2.3553 2.3524  +0.12% 0.9329 0.9330 —0.01%
r =0.02 1.6968 1.6943  40.15% 1.3584 1.3592 —0.06%
q = 0.02 1.8000 1.7975  +0.14% 1.2814 1.2817  —0.02%

Table 3.1: Approx. Error in the Model of Klein and Inglis (2001)
Unless otherwise noted, the calculations are based on the following parameters: Sy = 40, K = 40,
Vo =100, Dy =90, T —t = 0.5, r = 0.05, ¢ = 0, 0g = 0.15, oy = 0.15, op = 0.15, psy = 0,
psp =0, pyp = 0 and a = 0.25. The approximate closed form solutions that are used to compute
the option values are given by Equations (3.43) and (3.44), respectively. The point of expansion
are chosen to be p = 1.5 in case of a European calll and p = —1.5 in case of a European put. The

numerical solution is calculated by Monte Carlo simulation (N = 1000 000).

In the fourth and fifth columns, the values of a vulnerable European put computed
by the approximate valuation formula and numerical solution, respectively, are
presented. In the sixth column, the approximation error is given. Again, it is

measured as the percentage deviation of the approximate from the numerical
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solution. Most errors are smaller than +0.25% with the highest error being —0.29%.
Compared to the base case scenario, the magnitude of the approximation error
considerably increases for in-the-money and out-of-the-money options (S | and S 1),
an increased return volatility of the option’s underlying (og 71), a longer time to

maturity (7 1) and higher default cost (a 7).

To conclude, the magnitude of the approximation errors is relatively low for both
vulnerable European calls and puts which indicates that the approximate valuation
formulas suggested by Klein and Inglis (2001) work quite well for the given set of
parameters. This result is in line with the findings of Klein and Inglis (2001). They
perform a similar analysis to verify the accuracy and quality of their approximate
analytical solution. Using slightly different parameter values, they find marginally

higher but still rather small approximation errors.

3.4.4 Stochastic Liabilities

In contrast to Klein (1996) and Klein and Inglis (2001), Liu and Liu (2011) suggest
a valuation model in which the counterparty’s total liabilities may vary over time. In
particular, it is assumed that the market value of the counterparty’s total liabilities
follow a geometric Brownian motion (see Equation (3.3)). The market value at the
option’s maturity is denoted by Dr. It is important to note that the short position
in the option is implicitly included in the counterparty’s total liabilities, since it is
an obligation to the option writer. Unlike in the Klein-Inglis model, however, its
impact on the value of the couterparty’s total liabilities is not explicitly modeled.

Hence, the default boundary L(Sr, Dr) in the Liu-Liu model is defined as

L(Sr, D) = L(Dy) = Dy. (3.45)

Inserting this expression into Equations (3.28) and (3.29) yields the pricing equations

of the Liu-Liu model. The pricing equation for a vulnerable European call equals

Ct = e_T(T_t) (E [(ST - K) . 1[ST2K, VTZDT}‘| (346)
1—a)Vy (St — K
+E [( ) ;)( r—K) '1[ST2K,VT<DT}D7
T
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whereas the pricing equation for a vulnerable European put is given by

P=eT0 (E [(K — 57) - Lsr<k, VTzDT]] (3.47)
l—a)Vp (K-S
+E [< ) ZT)< r) '1[ST§K,VT<DT]D-
T

The first line in both pricing equations still refers to the situation in which the
option expires in the money and the counterparty does not default, i.e. S — K
and K — Sp are paid out to the holder of a European call and a European put,
respectively. The second line gives the payoff if the option is in the money at
maturity and the counterparty is in default. In this case, the entire assets of the
counterparty (less the default costs «) are distributed to all the creditors. Since
all liabilities of the counterparty are ranked equally, all creditors receive the same
proportion of their claims. This proportion is given by the ratio ((1 — «) Vi) /Dy, i.e.
the asset value available for distribution is divided by the value of the counterparty’s
total liabilities. The holder of a European call receives ((1 — a) Vy (S — K)) /Dr,
whereas ((1 —a) Vp (K — Sr)) /Dy is paid out to the holder of a European put. If
the option expires out of the money, the option holder receives nothing irrespective

of whether the counterparty defaults or not.

In Equations (3.46) and (3.47), the default boundary as well as the denominator of
the pricing equations’ second summand depend on the value of the counterparty’s
liabilities which is a stochastic variable. To circumvent this issue, a new variable,
the debt ratio, is introduced which is defined as R; = V;/D,. Using the debt ratio,
the expected value expressions in Equations (3.46) and (3.47) can be computed
analytically and the closed-form valuation formulas for vulnerable European options
based on the Liu-Liu model are obtained (see Liu & Liu, 2011). For vulnerable

European calls and puts, respectively, these valuation formulas are equal to

Ct = St 67Q(T7t) Ng(al, bl, (553) — K 67T(T*t) NQ(CLQ, bg, 553) (348)

(1 _ Oé)Vt S, e(—Q+02D+psvUsav-i-pSDUsUD—pVDUVUD)(T—t)

Dy

Ny(as, by, —0sr)

(1—-a)V; K e(=rtoh—pvpovop)(T—t)

- D, Ny(aq, by, —dsr)
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and

.Pt = KG_T(T_t) N2<—CL2, bz, —(553) — St e—q(T—t) Ng(—al, bl, —553) (349)

(1 — a)V; K el-r+oh—pvpoven)(T=)
Dy

Ny(—au, by, 0sr)

(1 _ O_/)]/;5 S, e(—a+oh+psvosov+psposop—pyvpovop)(T—t)

- Dt NZ(_a37b3755R)7

where Ny(-) represents the cumulative distribution function of the bivariate
standard normal distribution and where ay, as, as, a4, b1, bo, b3 and by are given as

follows:
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The parameter dgp gives the adjusted correlation between the returns of the option’s
underlying and the counterparty’s debt ratio. It is defined as
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3.4.5 General Model

Our general model picks up on the ideas of both Klein and Inglis (2001) and Liu
and Liu (2011). In particular, we assume that the short position in the option may
increase the counterparty’s default risk and the market value of the counterparty’s
other liabilities follows a geometric Brownian motion. At the option’s maturity the
counterparty’s total liabilities are given by Dp + S — K in the case of a Furopean
call and Dy + K — St in the case of a European put, respectively. Consequently,
the default boundary L(Sr, D7) depends on the type of the considered option. For

vulnerable European calls and puts, respectively, it is given by

L(St, Dr) = Dr+ Sy — K (3.50)
and

L(Sr, Dy) = Dy + K — Sy. (3.51)

Plugging these expressions into Equations (3.28) and (3.29) yields the pricing
equations of the general model. The pricing equation for a vulnerable Furopean

call equals

Cr=e "1 (E [(ST — K) - Lgr>x, szDT+sTK]] (3.52)

E (1 —a) Vr (St — K) )
Dr+ Sy — K “Lisr>K, Ve<Dr+5r—K]| | >

whereas the pricing equation for a vulnerable European put is given by

P, =T (E l(K —57) 1[s,<k, VT>DT+KST]] (3.53)

g V(K =5
DT + K — ST [ST<K,Vp<Dp+K-S7] .

In analogy to the other valuation models, the first line of both pricing equations
refers to the situation in which the option expires in the money and the counterparty
does not default. Consequently, the corresponding payoff of a European call is equal
to St — K, whereas it is given by K — Sp for a European put. The second line of
both pricing equations indicates the payoft if the option expires in the money and

the counterparty is in default. In this case, the entire assets of the counterparty
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(less the default cost «) are distributed to the creditors. Since all liabilities of
the counterparty are ranked equally, all creditors receive the same proportion
of their claims. This proportion is given by ((1 —«)Vy)/(Dr+ Sy — K) for a
European call and ((1 —«) Vy) / (Dy + K — Sr) for a European put, respectively.
To put it differently, the asset value available for distribution must be divided
by the value of the counterparty’s total liabilities to obtain the payout ratio
in case of the counterparty’s default. Therefore, the holder of a European call
receives ((1 —a) Vr (S — K)) / (Dr + Sy — K), whereas the holder of a European
put receives ((1 —a) Vp (K — Sr)) / (Dr + K — St). If the option is, however, out
of the money at maturity the option holder receives nothing irrespective of whether

the counterparty is in default or not.

Looking at Equations (3.52) and (3.53), it becomes clearly evident that our general
valuation model incorporates the models of Klein (1996), Klein and Inglis (2001)
and Liu and Liu (2011) as special cases. The communalities and differences between

these models are summarized as follows:

1. If the counterparty’s other liabilities are assumed to be deterministic and
constant over time, our general model is reduced to the model of Klein and
Inglis (2001) which is represented by Equations (3.41) and (3.42), since then
the default condition is given by Vp < D+ Sr—Kand Vp < D+ K — Sy,

respectively.

2. If the option holder’s claim Sr — K and K — Sp, respectively, is removed
from the default condition and the market value of the counterparty’s other
liabilities is still assumed to follow a geometric Brownian motion, our general
model collapses to the model of Liu and Liu (2011) which is specified by
Equations (3.46) and (3.47), since the default condition is equal to Vi < Dp

in this case.

3. If the option holder’s claim S — K and K — St, respectively, is removed from
the default condition and the counterparty’s other liabilities are assumed to be
constant over time, our general model is reduced to the model of Klein (1996)
specified by Equations (3.35) and (3.36), since the default condition is equal

to Vo < D in this case.
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In Equations (3.52) and (3.53), the default boundary as well as the denominator of
the pricing equations’ second summand are non-linear and depend on two stochastic
variables — namely the price of the option’s underlying and the market value of the
counterparty’s other liabilities. Due to this issue, an exact analytical solution cannot
be derived. However, we are able to derive an approximate closed form solution if
the returns of the option’s underlying and the counterparty’s other liabilities are

assumed to be uncorrelated (psp = 0).

We employ a first order Taylor series expansion to linearize and approximate both
the default boundary and the second summand’s denominator. After some algebraic
transformations, we obtain the approximate valuation formulas for vulnerable
European options (see Appendix 1). For vulnerable European calls and puts,

respectively, these approximate valuation formulas are equal to

Ct = St eiq(Tit) Ng(al, bl, (Ssv) — K €7T(T7t) NQ(CLQ, bg, (55\/) (354)

(1 o Oé)vt S, B(T*Q+(PSV*m1)USO’V+%‘7\2/(m%er%*QPSVmI*2PVDm2))(T*t)

D, e(r=30)(T—t)+opVT—tps 4 S, e(r=a—303)(T—t)+osvT—tp1 _ [
ce rP1T9zb2 NQ(G& b3> _55‘/)

( _ Oé)‘/t K 6%0’%(m%+mg*2psvm172pVDm2)(T7t)

1
Dt e(T‘*%O’%)(T*t)*f’O'D\/T*th 4+ St e(T‘*Q*%O’%)(T*t)+03\/T7tp1 - K

e T ozb NQ(CLZL) b47 _55‘/)
and

P, = Ke "7V Ny(—ay, by, —0gy) — Sy e 1T Ny(—aq, by, —dsv) (3.55)

(1—-a)V, K e30v (mi+m3—2psymi—2py pm2)(T—t)

+ D, er—303)(T—O+opVT—tps | [ _ S, o(r—a—302)(T—t)+osV/T—tp:

e 91P1792p2 NQ(—CL4, b47 6SV>
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where Ny( -) is the cumulative distribution function of the bivariate standard normal

distribution and where aq, ao, a3, a4, by, by, b3 and by are given as follows:
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a; = +osvVT —t,
! O'SvT—t 5

. ln%—i—(r—q—%ag)(T—t)
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s T—1t ’

In% + (r—q—2c2) (T —t
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The adjusted correlation between the return of the option’s underlying and the

counterparty’s assets is denoted by dgy and is equal to

pPsv — My

dsy =

\/1_2PSVm1_2pVDm2+m%+m§
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whereas the adjusted correlation between the return of the counterparty’s assets and

the counterparty’s liabilities is denoted by dyp and is equal to

PvD — M2

\/1—2,05Vm1—2pvpm2+m%+m§

dyp =

The parameters b, my, ms, g1 and go depend on the type of the considered option due
to the first order Taylor series expansion applied in the derivation of the valuation

formulas. For vulnerable European calls, they are given by

Vi _ 1.2 _
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for vulnerable European puts.
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Since a first order Taylor series expansion is used in the derivation to linearize and
approximate both the default boundary and the denominator in the expected value’s
second summand, the valuation formulas given by Equations (3.54) and (3.55) are
analytical approximations and depend on the points of expansion p; and p,. In
principle, the values for p; and ps can be chosen freely, however, it is important
to bear in mind that this choice might have a decisive impact on the accuracy
of the obtained option values. Consequently, we must analyze to what extent an
inappropriate choice for the values of p; and p, affect the quality of our valuation

formulas (see Figures 3.3 and 3.4).
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Figure 3.3: European Calls in the General Model
Unless otherwise noted, the calculations are based on the following parameters: Sy = 40, K = 40,
Vo =100, Dy =90, T —t = 0.5, r = 0.05, ¢ = 0, 0g = 0.15, oy = 0.15, op = 0.15, psy = 0,
psp =0, pyp = 0 and a = 0.25. The option values (red line) are generated using the approximate
closed form solution given by Equation (3.54) based on p; = ps = 1.5. The numerical solution of
the general model (circles) is calculated by Monte Carlo simulation (N = 1000000). The shaded
area of the figure represents several possible approximate analytical solutions using different values

for the points of expansion p; and py ranging from 0 to 4.
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Figure 3.4: European Puts in the General Model
Unless otherwise noted, the calculations are based on the following parameters: Sy = 40, K = 40,
Vo =100, Dy =90, T —t = 0.5, r = 0.05, ¢ = 0, 0g = 0.15, oy = 0.15, op = 0.15, psy = 0,
psp =0, pyp = 0 and a = 0.25. The option values (red line) are generated using the approximate
closed form solution given by Equation (3.55) based on p; = ps = —1.5. The numerical solution of
the general model (circles) is calculated by Monte Carlo simulation (N = 1000000). The shaded
area of the figure represents several possible approximate analytical solutions using different values

for the points of expansion p; and py ranging from —4 to 0.

Figures 3.3 and 3.4 provide insights to the impact of choosing a particular value
for the points of expansion p; and p,. In these two figures, the option values are
depicted as functions of the price of the option’s underlying, the time to maturity
and the value of the counterparty’s assets. These option values are obtained from
our approximate closed form solutions given by Equations (3.54) and (3.55) using
different values for the points of expansion. The approximate analytical solution and
the numerical solution are almost identical for p; = ps = 1.5 in case of vulnerable
European calls and for p; = po = —1.5 in case of vulnerable European puts. The
same choice for p; and py is also obtained for a large variety of other numerical

examples. Hence, the approximate closed form valuation formulas of the general
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model work quite well for a wide range of parameters if the values for the points of

expansion are chosen appropriately.

In Table 3.2, the option values for vulernable European calls and puts based
on our general model are presented. The first two columns give the values of a
vulnerable European call computed by the approximate valuation formula and
Monte Carlo simulation (= numerical solution), respectively. The third column
reports the approximation error which is measured as the percentage deviation of the
approximate from the numerical solution. Most errors are smaller than +0.2% with
the highest errors being equal to —5.85% and +7.01%. These errors are observed if
the correlation between the return of the option’s underlying and the counterparty’s
other liabilities is —0.5 and +0.5, respectively. This result is obvious, since the
analytical approximation is based on the assumption of independence between these
returns. Compared to the base case scenario, the magnitude of the approximation
error considerably increases for out-of-the-money options (S |), an increased return
volatility of the option’s underlying (og 1), a longer time to maturity (7" 1) and
higher default cost (a 1). In the fourth and fifth columns, the values of a vulnerable
European put computed by the approximate valuation formula and Monte Carlo
simulation (= numerical solution), respectively, are presented. In the sixth column,
the approximation error is given. Again, it is defined as the percentage deviation of
the approximate solution from the numerical solution. Most errors are smaller than
+0.3% with the highest errors being equal to —5.77% and +7.92%. These errors are
observed if the correlation between the return of the option’s underlying and the
counterparty’s other liabilities is 0.5 and —0.5, repsectively. This result is obvious,
since the analytical approximation is based on the assumption of independence
between these returns. Compared to the base case scenario, the magnitude of the
approximation error considerably increases for in-the-money and out-of-the-money
options (S | and S 1), an increased return volatility of the counterparty’s other

liabilities (op 1), a longer time to maturity (7" 1) and higher default cost (« 1).

To conclude, the size of the approximation errors is relatively low for both vulnerable
European calls and puts which indicates that the approximate valuation formulas
of our general model work quite well for the given set of parameters. The size of the

observed approximation errors is similarly high as in the Klein-Inglis model.
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European Call Furopean Put

Approx.  Num.  Approx. Approx.  Num.  Approx.
CF Sol. Error CF Sol. Error

Base Case 1.9277 1.9261  +0.09% 1.0876 1.0855  +0.19%
S =45 5.1751 51790 —0.07% 0.1635 0.1646  —0.71%
S =35 0.2794 0.2782  +0.41% 3.7664 3.7509  +0.41%
V =105 2.0184 2.0164  +0.10% 1.1338 1.1318  +0.17%
V=95 1.8166 1.8152  40.08% 1.0290 1.0268  +0.21%
o5 =02 2.3465 2.3418  +0.20% 1.5484 1.5451  40.22%
os=0.1 1.4932 1.4928  +0.03% 0.6218 0.6210  +0.14%
oy =0.2 1.8962 1.8945  40.09% 1.0684 1.0665  +0.18%
oy =0.1 1.9576 1.9552  40.12% 1.1059 1.1037  40.20%
op =0.2 1.9143 1.9125  +0.09% 1.0793 1.0758  +0.32%
op =0.1 1.9410 1.93890  +0.11% 1.0961 1.0954  40.07%
psv = 0.5 2.0576 2.0575  +0.01% 1.0053 1.0027  4+0.26%
psy = —0.5 1.7923 1.7902  +0.12% 1.1604 1.1576  +0.24%
pvp = 0.5 1.9719 1.9696  +0.12% 1.1165 1.1145  4+0.18%
pvp = —0.5 1.9003 1.8984  40.10% 1.0701 1.0681  4+0.19%
psp = 0.5 1.9277 1.8015  +7.01% 1.0876 1.1542  =5.77%
psp = —0.5 1.9277 2.0474  —5.85% 1.0876 1.0078  +7.92%
T—t=1 2.8399 2.8353  +0.16% 1.2700 1.2663  40.30%
T—t=025 13304 1.3294  40.08% 0.8850 0.8839  +0.13%
a=0.5 1.7296 1.7278  +0.11% 0.9910 0.9884  +0.27%
a=0 2.1258 2.1243  +0.07% 1.1842 1.1827  40.13%
r =0.08 2.2251 2.2238  +0.06% 0.8827  0.8815 +0.13%
r = 0.02 1.6524 1.6502  40.13% 1.3235 1.3201  40.25%
q=0.02 1.7254 1.7234  +0.12% 1.2296 1.2267  +0.23%

Table 3.2: Approx. Error in the General Model
Unless otherwise noted, the calculations are based on the following parameters: Sy = 40, K = 40,
Vo =100, Dg =90, T —t = 0.5, r = 0.05, ¢ =0, 0g = 0.15, oy = 0.15, op = 0.15, psy = 0,
psp =0, pyp = 0 and o = 0.25. The approximate closed form solutions that are used to compute
the option values are given by Equations (3.54) and (3.55), respectively. The points of expansion
are chosen to be p; = pa = 1.5 in case of a European call and p; = ps = —1.5 in case of a European

put. The numerical solution is calculated by Monte Carlo simulation (N = 1000 000).
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3.5 Numerical Examples

In this section, we present various numerical examples to compare the results of
the different valuation models for European options subject to counterparty risk.
Since the full payoff on the option cannot be made if the option writer defaults, it
should be expected that vulnerable options will have lower values than otherwise
identical non-vulnerable options. Thus, the upper limit for the option values is given
by the default-free option price obtained from the Black-Scholes model, in which
it is assumed that the counterparty cannot default. Consequently, the value of a
vulnerable European option can never be higher than the Black-Scholes option value

irrespective of the considered valuation model.

The starting point of the following comparative analysis is a typical market situation
for a European option. At time ¢ = 0, the option is at the money (Sy = 40, K = 40)
and expires in six months (7" = 0.5). The return volatility of the option’s underlying
equals 15% (0g = 0.15) and its dividend yield is zero (¢ = 0). The risk-free interest
rate is assumed to be 5% (r = 0.05). The option writer is assumed to be highly
levered (Vo = 100, Dy = 90). The return volatility of the counterparty’s assets and
liabilities is assumed to be 15% (oy = 0.15, op = 0.15). The correlations between
the returns of the option’s underlying, the counterparty’s assets and liabilities are
assumed be zero (psy = pvp = psp = 0). If the counterparty defaults, deadweight

costs of 25% are applied (o = 0.25).

Figures 3.5 and 3.6 depict the values of European calls and puts, respectively, as
functions of the price of the option’s underlying, the option’s time to maturity and
the value of the counterparty’s assets for the valuation models presented in previous
section. As expected, the option values obtained from the Klein, Klein-Inglis, Liu-Liu
and the general model are always lower than the default-free option value given by
the Black-Scholes model. The highest price reduction due to counterparty risk can
be observed for our general model followed by the models of Klein and Inglis (2001),
Liu and Liu (2011) and Klein (1996).

In the upper left diagram in Figures 3.5 and 3.6, the values of vulnerable Furopean
calls and puts, respectively, are plotted against the price of the option’s underlying.

It is obvious that the price difference between default-free and vulnerable European
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options increases if the option is deeper in the money. This behavior is applicable
for all valuation models, but it is most prominent for the Klein-Inglis and the
general model. Furthermore, we observe that the price difference between these
two models and the other models increases substantially if the considered European
option is further in the money. This observation is attributed to the fact that both
the Klein-Inglis and our general model include the option itself directly in the
default boundary which additionally increases the counterparty’s default risk for

in-the-money options.
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Figure 3.5: European Calls subject to Counterparty Risk

Unless otherwise noted, the calculations are based on the following parameters: S; = 40, K = 40,
V, =100, Dy =90, T —t = 0.5, r = 0.05, ¢ = 0, g = 0.15, oy = 0.15, op = 0.15, psy = 0,
psp =0, pyp =0 and a = 0.25. The option values are generated using the (approximate) closed
form solutions presented in Section 3.4. The analytical approximations of the Klein-Inglis and the

general model are based on p = 1.5 and p; = p2 = 1.5, respectively.

Referring to the upper right diagram in Figures 3.5 and 3.6, the effect of the
time to maturity on the value of vulnerable Furopean options is analyzed. If

the time to maturity decreases, the difference between the default-free and the
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vulnerable European call values is also reduced. This result is not surprising, since
the counterparty is less likely to default if the maturity date of the considered

European option gets closer.

The lower diagram in Figures 3.5 and 3.6 shows that the prices of a vulnerable
European option converge to the default-free option price with increasing values for
the counterparty’s assets, since the probability that the value of the counterparty’s
assets hits the default barrier decreases. Our general model has the lowest
convergence speed which is most likely explained by the fact that this model is the
only one that incorporates three sources of default risk simultaneously: a decrease
in the value of the counterparty’s assets, an increase in the counterparty’s other

liabilities and an increase in the option value.
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Figure 3.6: European Puts subject to Counterparty Risk
Unless otherwise noted, the calculations are based on the following parameters: S; = 40, K = 40,
V, =100, Dy =90, T —t = 0.5, r = 0.05, ¢ = 0, og = 0.15, oy = 0.15, op = 0.15, psy = 0,
psp =0, pyp =0 and a = 0.25. The option values are generated using the (approximate) closed
form solutions presented in Section 3.4. The analytical approximations of the Klein-Inglis and the

general model are based on p = 1.5 and p; = p2 = 1.5, respectively.
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General

LL2011 KI2001 K1996 BS1973
Model

Base Case 1.9277 2.0446 2.0110 2.1347 2.2108
S =45 5.1751 5.7067 5.3869 5.9582 6.1707
S =35 0.2794 0.2886 0.2912 0.3013 0.3121
V =105 2.0184 2.1084 2.1011 2.1791 2.2108
V=095 1.8166 1.9562 1.8847 2.0516 2.2108
og=0.2 2.3465 2.5483 2.4389 2.6606 2.7555
os=0.1 1.4932 1.5508 1.5614 1.6192 1.6769
oy =0.2 1.8962 2.0065 1.9603 2.0776 2.2108
oy =0.1 1.9576 2.0799 2.0740 2.1897 2.2108
op =02 1.9143 2.0193 2.0110 2.1347 2.2108
op =0.1 1.9410 2.0702 2.0110 2.1347 2.2108
psy = 0.5 2.0576 2.1289 2.1521 2.1935 2.2108
psy = —0.5 1.7923 1.9396 1.8567 2.0402 2.2108
pvp = 0.5 1.9719 2.1081 2.0110 2.1347 2.2108
pvp = —0.5 1.9003 2.0054 2.0110 2.1347 2.2108
psp = 0.5 1.9277 1.9396 2.0110 2.1347 2.2108
psp = —0.5 1.9277 2.1289 2.0110 2.1347 2.2108
T—t=1 2.8399 3.0730 3.0009 3.2596 3.4367
T—t=0.25 1.3304 1.3865 1.3770 1.4291 1.4540
a=0.5 1.7296 1.9223 1.8560 2.0718 2.2108
a=0 2.1258 2.1670 2.1660 2.1976 2.2108
r = 0.08 2.2251 2.3668 2.3553 2.4907 2.5593
r =0.02 1.6524 1.7477 1.6968 1.8076 1.8898
g =0.02 1.7254 1.8254 1.8000 1.9059 1.9739

Table 3.3: European Calls subject to Counterparty Risk

Unless otherwise noted, the calculations are based on the following parameters: S; = 40, K = 40,
V, =100, D, =90, T —t = 0.5, r = 0.05, ¢ = 0, 0g = 0.15, oy = 0.15, op = 0.15, psy = 0,
psp =0, pyp =0 and a = 0.25. The option values are generated using the (approximate) closed
form solutions presented in Section 3.4. The analytical approximations of the Klein-Inglis and the
general model are based on p = 1.5 and p; = po = 1.5, respectively. The abbreviations BS1973,
K1996, K12001 and LL2011 stand for the models of Black and Scholes (1973), Klein (1996), Klein
and Inglis (2001) as well as Liu and Liu (2011).
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General

LL2011 KI2001 K1996 BS1973
Model

Base Case 1.0876 1.1313 1.1341 1.1811 1.2232
S =45 0.1635 0.1693 0.1718 0.1768 0.1831
S =35 3.7664 3.9993 3.9007 4.1756 4.3245
V =105 1.1338 1.1666 1.1778 1.2057 1.2232
V=095 1.0290 1.0824 1.0682 1.1351 1.2232
og=0.2 1.5484 1.6350 1.6102 1.7070 1.7679
os=0.1 0.6218 0.6375 0.6496 0.6656 0.6893
oy =0.2 1.0684 1.1102 1.1032 1.1495 1.2232
oy =0.1 1.1059 1.1508 1.1724 1.2116 1.2232
op =02 1.0793 1.1172 1.1341 1.1811 1.2232
op =0.1 1.0961 1.1454 1.1341 1.1811 1.2232
psy = 0.5 1.0053 1.0637 1.0409 1.1189 1.2232
psy = —0.5 1.1604 1.1829 1.2037 1.2159 1.2232
pvp = 0.5 1.1165 1.1664 1.1341 1.1811 1.2232
pvp = —0.5 1.0701 1.1096 1.1341 1.1811 1.2232
psp = 0.5 1.0876 1.1829 1.1341 1.1811 1.2232
psp = —0.5 1.0876 1.0637 1.1341 1.1811 1.2232
T—-t=1 1.2700 1.3286 1.3411 1.4093 1.4858
T—1t=0.25 0.8850 0.9127 0.9153 0.9408 0.9571
a=0.5 0.9910 1.0636 1.0634 1.1463 1.2232
a=0 1.1842 1.1990 1.2047 1.2159 1.2232
r =0.08 0.8827 0.9163 0.9329 0.9643 0.9908
r =0.02 1.3235 1.3796 1.3584 1.4269 1.4918
g =0.02 1.2296 1.2802 1.2814 1.3366 1.3843

Table 3.4: European Puts subject to Counterparty Risk

Unless otherwise noted, the calculations are based on the following parameters: S; = 40, K = 40,
V, =100, D, =90, T —t = 0.5, r = 0.05, ¢ = 0, 0g = 0.15, oy = 0.15, op = 0.15, psy = 0,
psp =0, pyp =0 and a = 0.25. The option values are generated using the (approximate) closed
form solutions presented in Section 3.4. The analytical approximations of the Klein-Inglis and the
general model are based on p = 1.5 and p; = po = 1.5, respectively. The abbreviations BS1973,
K1996, K12001 and LL2011 stand for the models of Black and Scholes (1973), Klein (1996), Klein
and Inglis (2001) as well as Liu and Liu (2011).
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Tables 3.3 and 3.4 present the option values for vulnerable European calls and puts,
respectively, which are obtained from valuation models presented in Section 3.4.
Once again it can be observed that the option values based on the Klein, Klein-Inglis,
Liu-Liu and the general valuation model are always lower than the Black-Scholes
option values. Furthermore, the option values obtained from our general model differ
substantially from those of the other valuation models in most situations. This
finding is explained by the construction of the general model’s default boundary. The
general model is the only one which incorporates three sources of risk simultaneously.
First, a decrease in the value of the counterparty’s assets might lead to the default
of the option writer like in all the other valuation models. Second, the general
model accounts for the potential increase in the default risk induced by the option
itself (unlike the Klein and the Liu-Liu model). Third, it is assumed that the
counterparty’s other liabilities are stochastic which creates an additional default
risk (unlike the Klein and the Klein-Inglis model). Consequently, the option values
based on our general model are the lowest, since it accounts for all possible sources

of the counterparty’s default risk.

3.6 Summary

In this chapter, the valuation models of Klein (1996), Klein and Inglis (2001) and Liu
and Liu (2011) were presented and discussed. Furthermore, we combied the features
of these models in a general valuation model. Therefore, it is the only model which
incorporates three sources of financial distress simultaneously: a decline in the value
of the counterparty’s assets, an increase in the value of the counterparty’s other

liabilities or an increase in the value of the option itself.

Despite the complexity of the default condition of our general model, we derived
an approximate closed form solution for vulnerable Furopean calls and puts. In
particular, we approximated the default condition by employing a first order Taylor
series expansion and assumed that the returns of the option’s underlying and
the counterparty’s other liabilities are assumed to be uncorrelated. The obtained
approximate valuation formula depends on the two points around which the Taylor
series is expanded in the derivation. Choosing the points of expansion to be equal to

p1 = p2 = 1.5 in case of a European call and to be equal to p; = ps = —1.5 in case
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of a European put, respectively, the approximate analytical solution is quite close

to the numerical solution for a wide range of parameters.

Based on various numerical examples and graphical illustrations, we compared the
results of our general model with those of the alternative models for vulnerable
European options. All the considered valuation models have in common that the
reduction in the value of a vulnerable European option (compared to a default-free
European option) increases if the option is deeper in the money, the time to maturity
is longer and if the counterparty’s assets are decreased. The option values obtained
from the general model are typically the lowest, since it is the only model which

accounts for all possible sources of the counterparty’s default.
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4 European Options subject to Counterparty and
Interest Rate Risk

In this chapter, we present and discuss different valuation models for European
options subject to counterparty and interest rate risk. The counterparty’s default
risk is modeled using the structural approach suggested by Merton (1974). In this
context, the counterparty’s default may occur only at the option’s maturity and
is triggered by the value of the counterparty’s assets being below the value of the
counterparty’s total liabilities. In addition to that, it is assumed that the risk-free
interest rate is stochastic and follows the mean-reverting Ornstein-Uhlenbeck process

suggested by Vasicek (1977).

Klein and Inglis (1999) set up a valuation model for vulnerable European options
in the stochastic interest rate framework of Vasicek (1977) using the basic idea of
Klein (1996). In the following, we extend the valuation models of Klein and Inglis
(2001) and Liu and Liu (2011) to the stochastic interest rate framework in the same
way as Klein and Inglis (1999) extended the model of Klein (1996).8

Furthermore, we set up a general valuation model incorporating the features of the
other models. Despite the general model’s complexity, we derive an approximate
closed form solution. Monte Carlo simulation is used to price vulnerable European
options numerically. Comparing the approximate closed form with the numerical
solution shows that our valuation formula provides accurate values for vulnerable

European options in most situations.

Section 4.1 outlines and discusses the assumptions of the considered stochastic
interest rate framework. In Section 4.2, we derive the derivation of the partial
differential equation that characterizes the price of a European option subject to
counterparty and interest rate risk. Section 4.3 deals with the solution to this partial
differential equation. In Section 4.4, we discuss the considered valuation models
and derive the respective closed form solutions. Section 4.5 provides a comparative
analysis of the different valuation models based on numerical examples. Section 4.6

gives a summary of the main findings.

8 In Chapter 3, the valuation models of Klein (1996), Klein and Inglis (2001) as well as of Liu
and Liu (2011) are presented and discussed in greater details.
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4.1 Assumptions

The assumptions characterizing the valuation framework for European options
subject to counterparty and interest rate risk are based on the work of Black
and Scholes (1973), Merton (1973, 1974), Vasicek (1977), Rabinovitch (1989), Klein
(1996), Klein and Inglis (1999, 2001) as well as on Liu and Liu (2011).

1. The price of the option’s underlying S; follows a continuous-time geometric
Brownian motion. Assuming that the option’s underlying is a dividend-paying

stock, its dynamics are given by

dSt = (:U/S — Q) St dt + og St dWS, (41)

where g indicates the expected instantaneous return of the option’s
underlying, ¢ denotes the continuous dividend yield, og is the instantaneous

return volatility and dWg represents the standard Wiener process.

2. Likewise, the market value of the counterparty’s assets V; follows a

continuous-time geometric Brownian motion. Its dynamics are given by
d‘/t :Mv‘/tdt—l—O'deW\/, (42)

where 1y is the expected instantaneous return of the counterparty’s assets,
oy gives the instantaneous return volatility and dWy, is a standard Wiener

process. The instantaneous correlation between dWs and dWy, equals pgy .

3. The total liabilities D; comprise all the obligations of the counterparty’s, i.e.
debt, short positions in financial securities and accruals. The dynamics follow

a continuous-time geometric Brownian motion which is given by
th = Up Dt dt—i— op Dt dWD y (43)

where pp is the expected instantaneous return of the counterparty’s liabilities,
op indicates the instantaneous return volatility and dWp represents the
standard Wiener process. The instantaneous correlation between dWs and

dWp equals psp and pyp between dWy, and dWp, respectively.
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If the counterparty’s total liabilities, however, are given by a zero bond only
and the risk-free interest rate follows the Ornstein-Uhlenbeck, the expected
instantaneous return pp as well as the instantaneous return volatility op
cannot be chosen arbitrarily anymore. In particular, up and op become
time-dependent parameters which are given by the expressions specified in

Equation (4.6).°

4. The market is perfect and frictionless, i.e. it is free of transaction costs or taxes

and the available securities are traded in continuous time.

5. The instantaneous risk-free interest rate r; is stochastic and follows the
Ornstein-Uhlenbeck process suggested by Vasicek (1977). The mean-reverting

dynamics of r, are given by
dry =k (0 —r) dt + o, dW,., (4.4)

where k is the speed of reversion, # represents the long-term mean of the
risk-free interest rate, o, is the instantaneous volatility of the risk-free interest
rate and dW, represents the standard Wiener process. The instantaneous
correlations between dW, and dWg, between dW, and dWWy, as well as between

dW, and dWp are equal to pg,, pv, and pp,, respectively.

In the considered stochastic interest rate framework, a closed form solution
for the price of a risk-free zero bond paying one dollar at maturity 7" can be
derived (Vasicek, 1977; Mamon, 2004). Denoting the price at time ¢ of a zero

bond by B; r, the analytical bond price formula is given by

Bir = eAtrre+Crr (45)

)

where

Ay = 1 (1 - err-0)

I q T r s
Cir (9 2;12) (Aer = 2 4Kk

9 This issue only affects the extended model of Liu and Liu (2011) as well as the general
model, since it is assumed that the counterparty’s liabilities are stochastic in these two models
exclusively (see Sections 4.4.4 and 4.4.5).
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10.

The instantaneous expected return and the return volatility of the risk-free
zero bond are time-dependent. In particular, they are given as follows:

1— 6—K(T—t) 1 — e—fi(T—t)

pu(t) =1+ ————o. o8(t) = ———o,. (4.6)

. The expected instantaneous return of the option’s underlying as well as of the

counterparty’s assets and liabilities (ug, gy and pp) are constant over time.

The same applies for the dividend yield of the option’s underlying.

. The instantaneous return volatilities of the option’s underlying as well as of the

counterparty’s assets and liabilities (g, oy and op) are constant over time.
The same applies for the risk-free interest rate’s instantanenous volatility o,

as well as for the instantaneous correlations psv, psp, pvp, pPsr, pPve and pp,.

. All the liabilities of the counterparty (i.e. debt, short positions in financial

securties, etc.) are assumed to be of equal rank.

Default can only occur at the option’s maturity 7. The counterparty is in

default, if the counterparty’s assets Vi are less than the threshold level L:

Vr < E or Vp< L(ST, DT) (47)

Depending on the considered valuation model, the threshold level L is
characterized in different ways and is either a constant or a function of the

stochastic variables St and Dr.

If the counterparty is in default, the option holder’s claim must be determined.
In principle, the option holder’s claim is equal to the intrinsic value of the
European option at its maturity. In case of the counterparty’s default, however,
the option holder faces a percentage write-down w on his claim. In default, the

holder of a European call or put receives

(1 —w) max(Str — K,0) or (1 —w) max(K — Sz, 0). (4.8)

The percentage write-down w on the option holder’s claim in case of the

counterparty’s default can be endogenized. Assuming that all the liabilities
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of the counterparty are ranked equally, the amount payable to the holder of a

European call is given by

(1 — Oé) VT
1— -K0)=—7+i—7F - K 4.
(1 —w) max (St ,0) L(Sr. Dr) max (St ,0), (4.9)
whereas it is given by
(1 — a) VT
1— K — = K — 4.1
(1 —w) max ( St,0) L(Sr. Dy) max ( St,0) (4.10)

for the holder of a European put. The parameter « represents the cost
of default as a percentage of the counterparty’s assets and the ratio
Vir/L(St, Dr) gives the proportion of the option holder’s claim which can
be paid back.

Based on Assumptions 9 and 10, the counterparty can only default at the option’s
maturity which is in line with the valuation models of Klein (1996), Klein and Inglis
(1999, 2001) and Liu and Liu (2011). Due to this assumption, the valuation models
become mathematically tractable, i.e. analytical or approximate analytical solutions
can be derived. However, this assumption might be criticized as being too restrictive
and not taking into account the real-world circumstances of the default occurring
prior to the option’s maturity. Refering to Klein and Inglis (2001), the assumption
that default can only occur at the option’s maturity is less restrictive as it initially
seems due to the special treatment of OTC European options if the counterparty
defaults. Most OTC European option contracts are concluded in compliance with
the standards recommended by the International Swap and Derivatives Association
(ISDA). In contrast to other financial instruments subject to counterparty risk, the
option holder does not have to determine his claim associated with the considered
OTC option immediately at the default date but has the right to wait until the
maturity date is reached. Even if the option holder decides not to wait until the
option’s maturity to determine his claim, Assumptions 9 and 10 can still be valid.
Based on the ISDA standardized contract for OTC European options, the option
holder’s claim at the counterparty’s default is equal to the market value of the option
at that point in time. This market value, in turn, depends on the expected option

payoff at maturity. Another point in favor of assuming that default can only occur
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at option maturity is the fact that there is typically a time lag between the default
event and the point in time, at which the counterparty’s assets are distributed among
all claim holders. Consequently, the option’s maturity is a valid proxy for the date

at which it is determined whether the counterparty is in default or not.

4.2 Derivation of the Partial Differential Equation

Following the argument of Fang (2012), we derive the partial differential equation
governing the price evolution of a vulnerable European option under stochastic
interest rates. In the considered framework (see Section 4.1), the price of a vulnerable
European option F; must be a function of the underlying S;, the counterparty’s
assets V;, the counterparty’s liabilities Dy, the risk-free interest rate r; and time ¢.
According to It6’s lemma, the price evolution of a vulnerable European option is

given by the following stochastic differential equation:

aF a 1 QaZF a t
dFy = gdt—l— (s )StaS dt + — 5 SSt 952 dt+USStaStdWS (4.11)

OF, O%F, OF, OF,
dt + ~o2VA=—Ldt V,—LdW, D,—dt
v, Cove + oy oV, v+ Up E)

O0?F, oF; oF; l 8 F;
D 2t -

dt +op taDtdWD + k(0 — 1) or, dt +3 " o2
O°F, a2F

dt S.D dt

85,01, T PspIsIDO g e
O°F, 0°F,
dt + ps,050,S

av,oD, " T Psrosorotge s -
9°F, 9°F,

dt + ppyopo, D dt.
aV.ar, "t T PorODT Peah o

+ Vi

1
+ UDD2

LoD} at

OF,
+ UthdWr + psvosoySiVisaar
t

+ pvpovopViDy s dt

+ erOVUr‘/t

To eliminate the four Wiener processes dWs, dWy,, dWp and dW,, a portfolio II;
which consists of the European option F;, the underlying S;, the counterparty’s
assets V;, the counterparty’s liabilities D; and the risk-free zero bond B, r is set

up.'? In particular, this portfolio consists of a short position in the European option

10 To construct such a portfolio, it is necessary to assume that option’s underlying, the
counterparty’s assets and liabilities as well as the risk-free zero bond are traded securities.
This assumption is not questionable for the option’s underlying and the risk-free zero bond,
but it is for both the counterparty’s assets and liabilities. As argued by Klein (1996), it is likely
that the counterparty’s assets and liabilities are not traded directly in the market, but that
their market values behave similarly as if they were traded securities.
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and long positions in the underlying, the counterparty’s assets and liabilities as well
as in the risk-free zero bond. The amount of shares in the long positions are equal
to 0F;/0Sy, OF;/0V:, OF; /0D, and OF;/0ry Ory /OB, 1, respectively. Hence, the value
of the portfolio at time ¢ is given by

aFt 3E 8Ft a.Ft 87}
M= 4 Qg y OFey,  Ofy  OF On g 412
t T R AR )> R T At (4.12)

The change in the value of the portfolio over the time interval dt is characterized by

the total differential which is equal to

OF, OF, OF, OF, or
astdst avtdvt — 14D, + — —"-dB, . (4.13)

dIl, — —dF
t et oD, O, 0Bz

Using Itd’s lemma, the dynamics of the risk-free zero bond can be set up. The

dynamics dB;r are given by

B B 1 .0°B
aa”dH k(0 — )a tTdt+ara L aw, + 388 ik
47

dB 41
tT = (97“t c%‘t 2 g

dt.  (4.14)

Under the martingale measure, the dynamics of the risk-free zero bond given by

Equation (4.14) can be rewritten as follows (see Fang, 2012):

OB
dByz =1 Byrdt + 0, LLAw,. (4.15)
Tt

Substituting Equations (4.1) to (4.3), (4.11) and (4.15) into Equation (4.13) yields

the following expression:

OF, OF, |, 1, 00F 1, ,0°F
dll, = ———dt S, S dt — —c2 V2 ——dt 4.16
t a =+ q taSt t 652 2 Oy Vy a‘/; ( )
1 82Ft oF; 1 8 F; 0*F,
- = dt — k(0 — 1)) —dt — =07 ——=dt — SV, ————dt
570D aD? w0 = ri) g dt = 5o, grz 0T PSVISIVetia g By,
0*F, 0*F, 0*F,
— D dt — Di————dt — pg, 2SS ———dt
PSDOSTDSt ‘95,00, pvpoyopVy 'av,aD, PSsr0s0, Sy 95,01
0%F, O0*F oF, 0
— pvrovo,Vy “dt — pp,opo,D; L4 LT ¢ By rdt.

8%87} 8Dt(97"t (97} aBt7T

Since the dynamics of portfolio II; are independent of the four Wiener processes

dWsg, dWy ,dWp and dWg, the portfolio must be riskless during the infinitesimal
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time interval dt. Consequently, the portfolio must earn the same return as other
short-term risk-free investments, namely the risk-free interest rate r;, to avoid

arbitrage opportunities:

We substitute Equations (4.12) and (4.16) into Equation (4.17) which yields the

following expression:

(—Ft + gg’; Sy + ggvt - ggi s + git 6%7;; Bt,T> dt (4.18)
:—%l?dw Stggzd ! ngsljtd ; Vvﬁg‘ftd 1 prglf;d
— k(0 — rt)glsdt — ; o aarFt dt — PSVUSUVStW;gjg%dt
— psposopSi Dy 8gj§lt)td pVDaVUD%Dt&‘T?[)td pSTaSa,ﬂSt(;;gidt
— pyroyo,.V; 0L, dt — ppropo, Dy 0L dt + Ok 9y By rdt.

3‘/;537} 6Dta7"t 37} aBth

Rewriting Equation (4.18), the partial differential equation that characterizes the
price of a European option whose payoff at time T is contigent upon the price of
the option’s underlying as well as upon the value of both the counterparty’s assets

and liabilities is obtained. It is given by

O*F; OF, 1 O F,

OF, oF, 1
: + O-V‘/? 8‘/;5

0= + ( )Stast 50%53 + Tt‘/t

ot 052 v,
OF, 1, ,O°F, OF, 1 ,0°F,
D _
oD, T 2ooPigp H el — )Gt oo
9°F, 9°F,
ot D2t
a5y, T PsposopSiDigesy
PR o OF,
av,aD, ' P50t e 8 o,
9°F, 92 F
ava + pDTUDUTDt !
t t

(4.19)

+ 1Dy

+ psvosoySiVy
+ pvpovopViDy——rr

— TtFt'

T TV
+ pvrOv O Vg 9D,0r

To obtain a unique solution to the above partial differential equation, we must set

up the boundary conditions which specify the value of the European option at the
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boundaries of Sy, V;, D; and t. The key boundary condition specifies the option payoff
at maturity. Based on Assumptions 10, the boundary condition for the European

call is thus equal to

Sr— K if Sp > K, Vi > L(ST, DT)
1— o)V, .
FT = OT = M (ST — K) if ST > K, Vi < L(ST, DT) (420)
0 otherwise

whereas the boundary condition for the vulnerable European put is given by

K — Sr it Sy < K, Vi > L(Sr, Dr)
(l—a)VT .
CZOT g i Sp < K, Vi < L(Sy, D 121
L(ST, DT)( T) T = T ( T T) ( )

0 otherwise

For both European calls and puts, the first line in the boundary condition refers to
the situation in which the option is in the money at maturity and the counterparty
does not default, i.e. Sy — K and K — Sy are paid out to the holder of a European
call and a European put, respectively. The second line indicates the option payoff if
the option expires in the money and the counterparty is in default. In this case,
the entire assets of the counterparty (less the default costs «) are distributed
to the creditors. Since all liabilities of the counterparty are ranked equally, all
creditors receive the same proportion of their claims. This proportional payout ratio
is given by ((1 — a) V) /L(Sr, Dr), i.e. the value counterparty’s assets available for
distribution is divided by the value of the counterparty’s total liabilities. Hence, the
holder of a European call receives ((1 — «) Vi (S — K)) /L(Sr, Dr), whereas the
holder of a European put receives ((1 — «) Vi (K — St)) /L(St, Dr). The third line
refers to the out-of-the-money scenario, in which the option holder receives nothing

irrespective of whether the counterparty defaults or not.

The actual characterization of the boundary conditions depends on the choice of
a specific valuation model (see Section 4.4). In particular, the variable L(Sy, Dr)

must be defined according to the chosen model.
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4.3 Solution to the Partial Differential Equation

The partial differential equation given by Equation (4.19) depends on the price
of the option’s underlying, the counterparty’s assets and liabilities, the risk-free
interest rate, the dividend yield of the option’s underlying as well as on the return
volatilities. All these variables and parameters are indepedent of the risk preferences
of the investors.!! Since the risk preferences of the investors do not enter the partial
differential equation, they cannot affect its solution. Consequently, any type of risk

preferences can be used when solving the partial differential equation.

Using the approach of Cox and Ross (1976) and Harrison and Pliska (1981), the
risk-neutral stochastic processes for the price of the option’s underlying as well as

for the market values of the counterparty’s assets and liabilities are equal to

dSt == (Tt - q) St dt + s St dWS, (422)

d‘/;g = ’I"t‘/;gdt+0"/‘/%dWV (423)
and

d_Dt =T _Dt dt +o0p _Dt dWD, (424)

where r; denotes the risk-free interest rate and all other variables are defined as

before.

Applying It6’s lemma to Equations (4.22) to (4.24), the stochastic processes for
In Sy, InV; and In D, are obtained. They are given by

1
dlnS; = <Tt —q— 20%) dt + ogdWyg, (4.25)

1
dInV; = (7} _ 203> dt + oy dWy (4.26)

1 Following the argument of Hull (2012: 311-312), the partial differential equation given by
Equation (4.19) would not be independent of risk preferences if it included the expected returns
of the option’s underlying, the counterparty’s assets and the counterparty’s liabilities. These
parameters depend on risk preferences, since their magnitude represents the level of risk aversion
of the investor: the higher the level of the investor’s risk aversion, the higher the required
expected return.
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and

1
dln D, — (rt _ 20%,> dt + opdWp. (4.27)

Rewriting Equations (4.25) to (4.27), the expressions for the price of the option’s
underlying as well as for the values of the counterparty’s assets and liabilities at the

option’s maturity are obtained (see Kim & Kunitomo, 1999). They are equal to

S L,
ST _ KtT 6—0.50’%-{—0‘5 JIS’ (428)
v, L
Vp = —B:T e 0BtV ay (4.29)
and
D L,
Dy = K; e 03+ aD (4.30)

where the three random variables xg, xy and xp are jointly standard normally
distributed and their respective correlations are given by pgsy, psp and pyp. The
adjusted variances, covariances and correlation coefficients in the stochastic interest

rate framework of Vasicek (1977) are given as follows:

2 2 T T
5§:<gg % 2505 (7 _y)

K2
202 2pg, ” 2
+ (e—n(T—t) o 1) ( IZJ’T + pSI{ZSU ) B (6—2/4(T—t) o 1) 20,:;’37
2 2 T T
oy = <0‘2,+;+ Preove ) (T —1)
K
202 2py, ” 2
1 (e—n(T—t) _ 1) ( /:;” X pv/;va ) - (e—QH(T—t) _ 1) 2237
2
—2 2 Or 2ppropo;,
= —_— 4+ — (T —t
op <‘7D + 2 + - ) ( )
272 2pp,0p0, 2
+ (efn(Tft) _ 1) ( ,:;' + pDFLOQ-DO' ) _ (672;~;(T7t) . 1) 20,:3’

2
_ o
osy = <PSVUSUV + 2 +

n (e‘*’”(T‘“ B 1) (pSrUSUT L PviOvOr 203) B (6_2K(T_t) B 1) o2

r0S0} rOy Oy
Psros 1 Pvrov ) (T — 1)
K K

K2 K2 K3
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K K

2
—K(T—t) PsrO0s0y PDrOpOy 20—7" A =2k(T—t) 9y
+ (e 1) ( R e A 1)

2
— g, PSr0s0y PDrOpDOy
osp = <pSDUSUD+Ii2+ + >(T—t>

2

o
- T
ovD = (pVDUVUD + 2 +

i (efn(Tft) _ 1) (PVT/:;/O} i PDrOpDOy I 20’3) B (6725(71%) B 1) o,

rOV Oy rODOy
Pvrov +pDHD )(T—t)

K2 K3

The Feynman-Ka¢ theorem states that the solution to the partial differential

equation specified in Equation (4.19) is given by

T
—frudu

Ft:E e t g(ST,VT,DT> s (431)

where E[ - | denotes the expectation under the risk-neutral measure and function g( -)
determines the payoff of the considered European option (Musiela & Rutkowski,
2005: 296; Pennacchi, 2008: 209-210; Fang, 2012). Consequently, the value of a
vulnerable European option is equal to the expected payoff at maturity which is

discounted at the risk-free interest rate.

According to Assumption 5, the dynamics of the risk-free interest rate are driven
by the Ornstein-Uhlenbeck process suggested by Vasicek (1977). Consequently,

Equation (4.31) can be rewritten as

F’t - Bt,TE g (STa VTv DT) ) (432)

where B; 1 represents the discount factor which is equal to the price of the risk-free

zero bond given by Equation (4.5).

Equation (4.32) can be used to set up the pricing equations for vulnerable European
calls and puts by specifying the payoff function g(-) accordingly. In particular,
if the payoff function g( -) is defined according to the boundary condition given by
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Equation (4.20), the pricing equation for vulnerable European calls is received which

is given by
Cy = Bt,T (E [(ST - K) . 1[ST2K, Vr>L(St, Dr)] (4.33)
(1—a)Vr
£ [L(ST,DT) (ST B K) ) 1[ST2K, Vp<L(St,D7)]| | -

In the same manner, the pricing equation for vulnerable European puts is obtained
if the boundary condition given by Equation (4.21) is used to specify the payoff

function g(-):

P = Bir <E [(K = 51) - Lisp<k, vz L(sr. Do) (4.34)
(1 — Oé) VT
+E lL<ST,DT) (K = St) - Lisp<k, ve<L(Sr, D) | | -

In both pricing equations, the first line gives the expected payoff if the option is
in the money at maturity and to the counterparty does not default. The second
line, in turn, gives the expected payoff if the option expires in the money and the
counterparty is in default. The out-of-the-money scenario is only implicily specified,

since the option payoff is equal to zero in this case.

To derive analytic valuation formulas for both vulnerable European calls and puts
based on the above pricing equations, the following major steps must be performed.
First, the variable L(S7, Dr) indicating the default condition must be characterized
in accordance with the considered valuation model. Subsequently, the expected value
expressions in Equations (4.33) and (4.34) are rewritten as integrals, since Sy, Vp
and Dy are continuous random variables. Afterwards, the expressions for the market
values of the option’s underlying, the counterparty’s assets and the counterparty’s
liabilities at the option’s maturity specified by Equations (4.28) and (4.30) are
inserted and the density function of the corresponding trivariate normal distribution
is standardized. Finally, the closed form solutions for vulnerable European options

are received after some algebraic transformations (see Section 4.4).
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4.4 Valuation Models

Various models to value vulnerable European options have been developed over
the last three decades assuming a deterministic and constant risk-free interest
rate. Klein and Inglis (1999) extend the valuation model of Klein (1996) to the
stochastic interest rate framework of Vasicek (1977). In the following, we extend the
valuation models of Klein and Inglis (2001) and Liu and Liu (2011) in the same way.
Furthermore, we set up a general valuation model incorporating the features of the

other models.

4.4.1 Absence of Default Risk

Rabinovitch (1989) extends the model of Black and Scholes (1973) to account for
stochastic interest rates driven by the Ornstein-Uhlenbeck process suggested by
Vasicek (1977). Consequently, the Rabinovitch model gives the default-free value
of a European option which serves as an upper price limit. The pricing equations
given by Equations (4.33) and (4.34) are substantially simplified, since the second
summand vanishes completely due to the absence of counterparty risk. The pricing

equation for a European call is given by

Cy =B rE l(ST - K) - 1[ST>K]] . (4.35)
whereas the pricing equation for a European put is equal to

P, =BirE [(K —Sr) - 1{ST§K]] . (4.36)

Since the counterparty cannot default, the structure of the pricing equations is rather
simple. If the option expires in the money, the payoff of a European call is equal to
St — K, whereas the payoff of the European put is given by K — Sp. If the option

is out of the money at maturity, the option holder receives nothing.

Computing the expected values given by Equations (4.35) and (4.36), the closed-form
valuation formulas for default-free European options are derived (see Rabinovitch,

1989). For European calls and puts, these valuation formulas are given by

Cy = S, e "D N(ay) — Byr K N(ay) (4.37)
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and

P, = Byp K N(—ay) — S, e ") N(—ay), (4.38)

where N(-) represents the cumulative distribution function of the univariate

standard normal distribution and where a; and as are given as follows:

In -2 —q(T—t)—l—%&%

Bir K
a; = —
gs
St 1 =2
In 757 q(T —t) — 508
A9 = — .
gs

4.4.2 Deterministic Liabilities

Klein and Inglis (1999) extend the model of Klein (1996) to the stochastic
interest rate framework suggested by Vasicek (1977), while the conditions for the
counterparty’s default are the same as in the original model. The counterparty is
in default if its assets are not sufficient to meet its total liabilities at the option’s
maturity. The total liabilities of the counterparty are assumed to be deterministic
and must include the short position in the option, since it obliges the option writer

to deliver or purchase the option’s underlying at maturity.

In particular, Klein and Inglis (1999) assume that the market value of the
counterparty’s total liabilities at the option’s maturity is equal to its initial market
value. To put it differently, the level of the counterparty’s total liabilities is therefore
constant over time. Consequently, the default boundary L(Sy, Dr) must be given

by the following expression:

L(Sy, Dr) =L =D = D, (4.39)

Inserting the above expression into Equations (4.33) and (4.34) yields the pricing
equations of the extended Klein model. The pricing equation for a vulnerable

European call equals

C, = Bur <IE [<5T N SR D]] (4.40)
& l(1 — ) VZ(ST ~K) lfsror VT<D]D |
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whereas the pricing equation for a vulnerable European put is given by

P,= By (E l(K — Sp) - 1[ST<K,VT>D]] (4.41)
E l(l —a) VZ(K —Sr) 1[STSK’VT<D]D |

In both pricing equations, the first line is related to the situation in which the option
expires in the money and the counterparty does not default. Hence, the payoff of a
European call is equal to S — K, whereas the payoff of the European put is given
by K — St. The second line gives the payoff if the option is in the money at maturity
and the counterparty is in default. In this case, the entire assets of the counterparty
(less the default costs «) are distributed to all the creditors. Since all liabilities of
the counterparty are ranked equally, all creditors receive the same proportion of
their claims. This proportion is given by the ratio ((1 — a)Vy) /D, i.e. the asset
value available for distribution is divided by the value of the counterparty’s total
liabilities. The holder of a European call receives ((1 — a) Vy (Sp — K)) /D, whereas
((1 —a)Vp (K — Sr)) /D is paid out to the holder of a European put. If the option
expires out of the money, the option holder receives nothing irrespective of whether

the counterparty defaults or not.

Computing the expected values given by Equations (4.40) and (4.41), the closed-form
valuation formulas for vulnerable European options based on the model of Klein and

Inglis (1999) are obtained (see Klein & Inglis, 1999). They are given by

Cy = S, e~ 17D Ny(ay, by, psv) — By 1w K Na(ag, ba, psv) (4.42)
1=V, S, e 9(T—t)+psvosov -
( Vi tB D Na(as, bs, —psv)
t,r Dy
1—-—a)V, K B
— (th Ny (aq, by, —psv)
and
P, = Byp K Noy(—ag, by, —psy) — Sy e 1T~ Ny(—ay, by, —psv) (4.43)
1—-—a)V, K _
(D)t Ny(—ay, by, psv)
¢
(1 _ a)Vt St e—Q(T—t)+ﬁsv5s5v

- Bt,T Dt NQ(_a3ab3vaV)a
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where Ny( -) is the cumulative distribution function of the bivariate standard normal

distribution and where aq, ao, a3, a4, by, by, b3 and by are given as follows:

In -2t —q(T—t)—l—%&%

By K
a; = - ’
gs
Si _—
Ing g —aT—t) - 5058
Ao = - ’
gs
S 12 , = = =
In Bt,;K o q(T - t) + 509 + psyosoy
as = - ’
gs
S 12 | = - -
In Bt,;K —q(T —t) — 508+ psvosoy
ay, = - ’
0s
Vi 1 =2 o
In =45 — 309 + psvosov)
bl — 2 — 7
oy
Vi 12
In By Dt + 5 0y
by = - :
ov
Vi 1=2 |, = = =
by = In By, Dy + 20v + psvosoy
BT 7 )
oy
Vi 1 =2
by = In By Dy + 50y
4 - —
oy

4.4.3 Deterministic Liabilities and Option induced Default Risk

We extend the model of Klein and Inglis (2001) to the stochastic interest rate
framework suggested by Vasicek (1977) in the same way as Klein and Inglis (1999)
extended the model of Klein (1996). Like in the original model, we still assume that
the short position in the option itself may cause additional financial distress. To
account for this potential source of default risk, the counterparty’s total liabilities
are split into two components. In particular, the total liabilities now consist of the
short position in the option on the one hand and all the other liabilities on the

other.

Klein and Inglis (2001) assume that the market value of the counterparty’s total
liabilities at the option’s maturity is equal to its initial market value. To put it
differently, the level of the counterparty’s total liabilities is therefore constant over
time. The value of the short position in the option is taken into account separately.
Combining these two features, the counterparty’s total liabilities are given by either

D+Sy—K or D+ K — S depending on whether the considered option is a European
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call or put. Consequently, the default boundary L(Sr, Dr) depends on the type of

the considered option and is given by the following expressions:

L(Sy, Dr) = L(Sp) =D+ Sy — K = Dy + Sp — K (4.44)

and

Inserting the expressions for L(Sy, Dr) into Equations (4.33) and (4.34), the pricing
equations of the extended model of Klein and Inglis (2001) are obtained. The pricing

equation for a vulnerable European call is equal to

Cy= Bir (]E [(ST -K) - 1[STZK, VTZD-i—ST—K]] (4.46)
) (1_Q)VT(ST_K)_ .
D+Sp— K [S7>K, Vr<D+sr—K]| | -

whereas the pricing equation for a vulnerable European put is given by

P = Bt,T (E [(K — ST) . 1[5T§K, VT2D+K_ST]] (4,47)
(1—a)Vr (K — Sr)
T [ D+ K — Sy ' 1[ST§K, Vp<D+K-Sr|| | -

The first line in both pricing equations refers to the situation in which the option
expires in the money and the counterparty does not default, i.e. Sy — K and K — Sy
are paid out to the holder of a European call and a European put, respectively.
The second line indicates the option payoff if the option expires in the money and
the counterparty is in default. In this case, the entire assets of the counterparty
(less the default costs «) are distributed to the creditors. Since all liabilities of the
counterparty are ranked equally, all creditors receive the same proportion of their
claims. This proportion is given by ((1—a)Vry)/ (D +Sr— K ) for a European
call and by ((1— «) VT)/<D+K— ST> for a European put. The holder of a
European call receives ((1 — ) Vy (Sr— K))/ (D +Sr— K ), whereas the holder
of a European put receives ((1 —a)Vp (K — Sr))/ (D + K — ST>. If the option
expires out of the money, the option holder receives nothing irrespective of whether

the counterparty defaults or not.
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In Equations (4.46) and (4.47), the default boundary as well as the expression in the
denominator of the second summand of the the pricing equations are non-linear and
depend on a stochastic variable — namely on the price of the option’s underlying at
maturity. To cope with this issue when computing the expected values, we must be
linearize and approximate both the default boundary and the second summand’s
denominator. We achieve this approximation by employing a first order Taylor
series expansion. Subsequently, we obtain the approximate closed form solutions for
vulnerable European options based on the extended model of Klein and Inglis (2001)
by explicitly computing the expected value expressions given by Equations (4.46)
and (4.47) (see Appendix 2). The approximate valuation formula for vulnerable

European calls is equal to

Cy = S; e T Ny(ay, by, 0sy) — Bir K Na(as, by, dsv) (4.48)

(1 — a)V, S, e 9T-+(psv—m)asav+507 (m?~2psym)—gp

BirDy + Sy e T-0-305+0sp _ B, 1 [

)

Ny(as, bs, —dsv)

(1 — @)V, By K e27v(m*=2psym)=gp

— BnTDt N St e_q(T_t)—%&g—&-&Sp o Bt,T K

Ny (aq, bs, —dsv),
whereas for a vulnerable European put it is given by

P, = Byr K Ny(—ag, by, —dsv) — Sy e =D Ny(—ay, by, —Ssv) (4.49)

(1 — )V, Bg K e27v(m*~20svm)—gp

BirDi+ By K — S} G_q(T_t)_%5§+5SP NZ(_CM’ bu, 65‘/)

_ *Q(T*t)+(ﬁSV*m)555v+%5\2/(m2*2ﬁsvm)*gp
(1—a)V;Sie

Bt,TDt + Bt,T K — St e*q(Tft)7%5%+a-Sp

NQ(_a?)a b37 55\/) ’

where Ny(-) represents the cumulative distribution function of the bivariate

standard normal distribution and where ay, as, a3, ay4, b1, b, b3 and by are given as

follows:
lnBStK —q(T—t)—%&% B
ay = — +057
gs
lnBSTtK —q(T—iS)—%c‘r?9
Ao = — )
s
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In BtifK —q(T —1t) — %5%

az = P +55+m5’v+g+5sv\/1—2ﬁgvm+m25’v,
s
In - —q(T—t)—l6§,
ay = Bur K > 2 +m6v+g—|—(5s\/\/l—255vm+m26v,
s
—b—mp
by = — Osy s,
! \/1—2,55Vm+m2+ SVas
—b—mp
by = — =
V1 —2psym + m?
—b—mp - B
—b—mp - B B
N T m—l—m2_\/1_2pSVm+m20V7_55V(mUV+g>’
— 2psv

The parameter dgy gives the adjusted correlation between the return of the option’s

underlying and the counterparty’s assets. It is defined as

_ psv —m
VI —=2psym +m?

dsv

The parameters b, m and g depend on the type of the considered option. For

vulnerable European calls, they are given by

Vi _—
pCall — " Bt D45t e_q(T_”t‘%&%ﬁsP_Bt,TK — 30y
- 5"/ )
Call _ 05 S, e—q(T—t)_%5%+ESp
o ov ByrD; + 5 e~ U(T—t)—353+3sp _ Bir K
call _ BypS, e aT-0- 155350

1

2
S o 1-2 - )
ByrDy + S; e T=0=305+7sp _ B, . K

whereas for vulnerable European puts they are equal to

1n ‘/t 1-2 - 15-2
—q(T—t)—152 15 14
pPut _ _ BurDitBur K-Sie af-H-gogtose 2
oy '
— _ o 1=2 =
Put s Sy e T30+ osp
mo = —— T2, >
0v ByrD;+ Bir K — Spe 10 —t)=305+osp
but S, e—a(T—t)—55%+0sp
g =0

S Bt,TDt + Bt,T K _ St 6_q(T_t)_%5§;+55p .
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Since a first order Taylor series expansion is used in the derivation to linearize and
approximate both the default boundary and the denominator in the expected value’s
second summand, the valuation formulas given by Equations (4.48) and (4.49) are
only analytical approximations and depend on the point of expansion p. In principle,
the value for p can be chosen freely, however, it is important to note that this choice

might have a decisive impact on the accuracy of the obtained option values.
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Figure 4.1: European Calls in the Extended Model of Klein and Inglis (2001)
Unless otherwise noted, the calculations are based on the following parameters: Sp = 40, K = 40,
Vo =100, Dy =90, T —t = 0.5, 79 = 0.05, ¢ = 0, kK = 0.5, § = 0.05, g = 0.15, oy = 0.15,
op = 0.15, 0, = 0.05, psv =0, psp =0, pyp =0, psr =0, pvr =0, pp, =0 and a = 0.25.
The option values (ochre line) are generated using the approximate closed form solution given by
Equation (4.48) based on p = 1.5. The numerical solution of the extended model of Klein and
Inglis (2001) (circles) is calculated by Monte Carlo simulation (N = 1000000). The shaded area
of the figure represents several possible approximate analytical solutions using different values for

the point of expansion p ranging from 0 to 4.

Figures 4.1 and 4.2 provide insights to the impact of choosing a particular value

for the point of expansion p. In these two figures, the option values are depicted as
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functions of the price of the option’s underyling, the time to maturity and the value
of the counterparty’s assets. These option values are obtained from the approximate
closed form solutions given by Equations (4.48) and (4.49) using different values
for the point of expansion. The approximate analytical solution and the numerical
solution are almost identical for p = 1.5 and p = —1.5 in case of vulnerable Furopean
calls and puts, respectively. The same finding is also obtained based on several other
numerical examples. Hence, the approximate closed form solutions are quite accurate
for a wide range of moneyness, different times to maturity and various values of the

counterparty’s assets if the point of expansion is chosen appropriately.
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Figure 4.2: European Puts in the Extended Model of Klein and Inglis (2001)

Unless otherwise noted, the calculations are based on the following parameters: Sy = 40, K = 40,
Vo =100, Dy =90, T —t = 0.5, ro = 0.05, ¢ = 0, kK = 0.5, § = 0.05, 05 = 0.15, oy = 0.15,
op = 0.15, o, = 0.05, psy =0, psp =0, pyvp =0, psr =0, pvyr =0, pp, = 0 and a = 0.25.
The option values (ochre line) are generated using the approximate closed form solution given by
Equation (4.49) based on p = —1.5. The numerical solution of the extended model of Klein and
Inglis (2001) (circles) is calculated by Monte Carlo simulation (N = 1000000). The shaded area
of the figure represents several possible approximate analytical solutions using different values for

the point of expansion p ranging from —4 to 0.
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European Call Furopean Put

Approx.  Num.  Approx. Approx.  Num.  Approx.

CF Sol. Error CF Sol. Error
Base Case 2.0168  2.0143  +0.13% 1.1385  1.1387  —0.02%
S =45 5.3895 5.3781 +0.21% 0.1741 0.1745  —0.23%
S =35 0.2945 0.2941 +0.13% 3.9044 39112 —0.17%

V =105 2.1067 2.1047  +0.09% 1.1831 1.1830 0.00%
V=95 1.8908 1.8878  40.16% 1.0720 1.0726  —0.05%
T—t=1 3.0262 3.0200  40.20% 1.3607 1.3622  —0.10%

T—-t=025 1.3781 1.3770  40.09% 0.9163 0.9161 0.02%
g = 0.02 1.8059 1.8034  +0.14% 1.2858 1.2861  —0.02%
ro = 0.08 2.3197 2.3168  +0.13% 0.9595 0.9596  —0.01%
ro = 0.02 1.7374 1.7349  40.15% 1.3357 1.3364  —0.05%
k=0.8 2.0162 2.0137  +0.13% 1.1381 1.1383  —0.02%
k=0.2 2.0175 2.0150  4+0.12% 1.1390 1.1392  —0.02%
0 =0.08 2.0549 2.0523  +0.13% 1.1142 1.1143  —0.01%
0 =0.02 1.9791 1.9766  4+0.13% 1.1632 1.1634  —0.02%
o, = 0.08 2.0258 2.0232 4+0.13% 1.1455 1.1457  —0.02%
o, = 0.02 2.0119 2.0094  40.13% 1.1348 1.1349  —0.02%
psr = 0.5 2.0780 2.0750  +0.14% 1.1860 1.1865  —0.04%
psr = —0.5 1.9535 1.9509  +0.13% 1.0884 1.0885  —0.01%
pvr = 0.5 2.0219 2.0192  40.13% 1.1282 1.1286  —0.03%
pvr = —0.5 2.0116 2.0089  +0.13% 1.1491 1.1493  —0.02%

Table 4.1: Approx. Error in the Extended Model of Klein and Inglis (2001)
Unless otherwise noted, the calculations are based on the following parameters: Sy = 40, K = 40,
Vo = 100, Dy =90, T —t = 0.5, 79 = 0.05, ¢ = 0, kK = 0.5, § = 0.05, g = 0.15, oy = 0.15,
op = 0.15, o, = 0.05, psy =0, psp =0, pvp =0, psr =0, pvr =0, pp, = 0 and o = 0.25.
The approximate closed form solutions that are used to compute the option values are given by
Equations (4.48) and (4.49), respectively. The point of expansion are chosen to be p = 1.5 in case
of a European calll and p = —1.5 in case of a European put. The numerical solution is calculated
by Monte Carlo simulation (N = 1000000).

In Table 4.1, the values for vulnerable European calls and puts based on the extended

model of Klein and Inglis (2001) are presented. The first two columns give the values
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of a vulnerable European call computed by the approximate valuation formula and
Monte Carlo simulation (= numerical solution), respectively. The third column
reports the approximation error which is measured as the percentage deviation
of the approximate from the numerical solution. Most errors are smaller than
+0.2% with the highest error being 40.24%. Compared to the base case scenario,
the magnitude of the approximation error considerably increases for in-the-money
options (S 1) and a longer time to maturity (7" 1). The parameters characterizing
the stochastic process of the risk-free interest rate do not influence the quality of
the analytical approximation substantially. In the fourth and fifth columns, the
values of a vulnerable European put computed by the approximate valuation formula
and Monte Carlo simulation (= numerical solution), respectively, are presented. In
the sixth column, the approximation error is given. Again, it is measured as the
percentage deviation of the approximate from the numerical solution. Most errors
are smaller than +0.2% with the highest error being —0.26%. Compared to the base
case scenario, the magnitude of the approximation error considerably increases for
in-the-money and out-of-the-money options (S | and S 1), aas well as for a longer
time to maturity (7" 7). Like in the case of vulnerable European calls, the impact of
the parameters characterizing the stochastic process of the risk-free interest rate on

the quality of the analytical approximation is negligible.

To conclude, the magnitude of the approximation errors is relatively low for both
vulnerable European calls and puts which indicates that the approximate valuation
formulas of the extended model suggested by Klein and Inglis (2001) work quite well

for the given set of parameters.

4.4.4 Stochastic Liabilities

We also extend the model of Liu and Liu (2011) to the stochastic interest rate
framework suggested by Vasicek (1977). In contrast to the previous models, it is
assumed that the counterparty’s total liabilities may vary over time. In particular,
it is assumed that the market value of the counterparty’s total liabilities follows a
geometric Brownian motion (see Equation (4.3)). The market value at the option’s
maturity is denoted by Dr. It is important to note that the short position in the

option is implicitly included in the counterparty’s total liabilities, since it is an
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obligation to the option writer. However, its impact on the value of the couterparty’s
total liabilities is not explicitly modeled. Since the value of the counterparty’s
total liabilities is assumed to be stochastic, the default boundary L(Sr, Dr) in

the extended Liu-Liu model is defined as

L(Sy, Dr) = L(Dy) = Dr. (4.50)

Inserting this expression into Equations (4.33) and (4.34) yields the pricing equations
of the extended Liu-Liu model. The pricing equation for a vulnerable European call

equals

Ci = Bur (E l(ST — K) - lisp>k, szDT]] (4.51)

1—a)Vy (S — K
+E l( ) ;;ﬂ a ) '1[ST>K,VT<DT}‘|>’

whereas the pricing equation for a vulnerable European put is given by

P, = Byr (IE [(K — Sp) - ig,<x. VT>DT]] (4.52)

1—a)Vp (K — S
+E l( ) lT);i r) Asp<rk, VT<DT]D .

The first line in both pricing equations still refers to the situation in which the

option expires in the money and the counterparty does not default, i.e. S — K
and K — Sp are paid out to the holder of a European call and a European put,
respectively. The second line gives the payoff if the option is in the money at
maturity and the counterparty is in default. In this case, the entire assets of the
counterparty (less the default costs «) are distributed to all the creditors. Since
all liabilities of the counterparty are ranked equally, all creditors receive the same
proportion of their claims. This proportion is given by the ratio ((1 — «) V) /D, i.e.
the asset value available for distribution is divided by the value of the counterparty’s
total liabilities. The holder of a European call receives ((1 — o) Vp (St — K)) /Dy,
whereas ((1 —«a) Vp (K — Sr)) /Dr is paid out to the holder of a European put. If
the option expires out of the money, the option holder receives nothing irrespective

of whether the counterparty defaults or not.
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In Equations (4.51) and (4.52), the default boundary and the denominator of the
pricing equations’ second summand depend on the value of the counterparty’s
liabilities which is a stochastic variable. To circumvent this issue, we introduce a new
variable, the debt ratio, which is defined as R, = V;/D,. Using the debt ratio, we
analytically compute the expected values in Equations (4.51) and (4.52) and obtain
the valuation formulas for vulnerable European options based on the extended model
of Liu and Liu (2011) after some algebraic transformations (see Appendix 3). For

vulnerable European calls and puts, respectively, they are equal to

Cy = Sy e "D Ny(ay, by, 6sr) — Bir K Ny(ag, ba, 6sr) (4.53)

(1 _ Oz)V; S, e~ U(T—t)+0}+psv G50V —pSDISTD—PV DIVID

Dt NQ(a37b37 _5SR>

1 —a)V; Byp K ¢7b—Pvpovan
- ( ) ! t7TD N2<a47 b47 _5SR)
t

and

Py = Byr K Na(—az, by, —6sr) — Sy e Ny(—ay, by, —0sr) (4.54)

+ (1 _ O‘)W Bt7T K€&%_ﬁVD5V5'D

D, Ny(—ay, by, dsg)

(1 — )V, Sy e~ 4(T—0)+0p+Psvs0v —pspIsTp—pypIvan
- D NQ(_a37b3765R)a
t

where Ny( - ) is the cumulative distribution function of the bivariate standard normal

distribution and where aq, as, as, a4, by, ba, b3 and by are given as follows:

In5— —qg(T—t)+ 152

Bir K
ay = = )
s
St . - 1 =2
B In e q(T —t) — 508
Ay — = ’
0s
s 122 - -
lnBt,;K —q(T—t)+§05+Osv—USD
as = 5 )
S
St 1 =2 = =
. lniBtyTK—q(T—t)—§aS+05V—agD
4 = — )

gs

) ln%tt — %(6‘2/ — 0% — 205y + 205p)
L=

- (0sy —0sp)

Y
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Vi 1(s2 =2
b In 7+ — 5(0v — 0p)
2 = -
(0sv — 0sp)
Vi 12 _ =2 - -
In 7 — 5(0v — 0 — 20sv + 20sp) pa— -
by = — — — —/oy + 075 — 20vp
14 D 9
(Usv —USD)
Vi 1(=2 _ =2
In - —5(oy —0p) R -
b4:_ - - - UV+0D—20VD.

The parameter dgg gives the adjusted correlation between the returns of the option’s
underlying and the counterparty’s debt ratio. It is defined as
PsvOv — PSDOD

=2 | =2 = =
\/O'V +0pH — 2pypoyop

dsr =

4.4.5 General Model

Our general model picks up on the ideas of both Klein and Inglis (2001) and Liu
and Liu (2011) and additionally accounts for the stochastic interest rate framework
suggested by Vasicek (1977). In particular, we assume that the short position in
the option may increase the counterparty’s default risk and the market value of the
counterparty’s other liabilities follows a geometric Brownian motion. At the option’s
maturity the counterparty’s total liabilities are given by Dy + Sy — K in the case of
a European call and Dy + K — St in the case of a European put. Hence, the default
boundary L(St, D7) depends on the type of the considered option. For European

calls and puts, respectively, it is given as follows:

L(Sr, Dr) = Dy + S — K, (4.55)
L(Sr, Dr) = Dy + K — Sr. (4.56)

Plugging these expressions into Equations (4.33) and (4.34) yields the pricing
equations of the general model. For vulnerable European calls, the pricing equation

is equal to

Cy = Bir (E [(ST — K) s>k, VTZDT+ST—K]] (4.57)

IR (1-a)Vr (Sr— K) .1
Dr+Sr— K [Sr>K, Vp<Dp+Sp—K] | | »
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whereas for a vulnerable European put it is given by

Py = Byr (E [(K — 57) - Lsp<x, VTzDT+K—ST}] (4.58)

Lg |G Ve (K = 5r)
Dy + K —Sp [ST<K,Vp<Dp+K-S7]| | -

In analogy to the other valuation models, the first line of both pricing equations
refers to the situation in which the option expires in the money and the counterparty
does not default. Consequently, the corresponding payoff of a European call is
equal to St — K, whereas it is given by K — Sr for a European put. The second
line of both pricing equations indicates the payoff if the option expires in the
money and the counterparty is in default. In this case, the entire assets of the
counterparty (less the default cost «) are distributed to the creditors. Since all
liabilities of the counterparty are ranked equally, all creditors receive the same
proportion of their claims. This proportion is given by ((1 — «) V) / (Dr + St — K)
in the case of a European call, whereas it is equal to ((1 —a) Vy) / (Dr + K — Sr)
in the case of a European put. Consequently, the holder of a European call
receives ((1 — ) Vp (Sr — K)) / (Dr + Sy — K), whereas the holder of a European
put receives ((1 —a) Vr (K — Sr)) / (Dr + K — Sr). If the option is, however, out
of the money at maturity, the option holder receives nothing irrespective of whether

the counterparty is in default or not.

Looking at Equations (4.57) and (4.58), it becomes clearly evident that our general
valuation model incorporates the previously presented valuation models as special
cases. The communalities and differences between these models are summarized as

follows:

1. If the counterparty’s other liabilities are assumed to be deterministic and
constant over time, our general model is reduced to the extended model of
Klein and Inglis (2001) represented by Equations (4.46) and (4.47), since then
the default condition is given by Vp < D+ Sy — K and Vp < D+ K — Sy,

respectively.

2. If the option holder’s claim Sy — K and K — Sp, respectively, is removed

from the default condition and the market value of the counterparty’s other
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liabilities is still assumed to follow a geometric Brownian motion, our general
model collapses to the extended model of Liu and Liu (2011) which is specified
by Equations (4.51) and (4.52), since the default condition is equal to Vy < Dy

in this case.

3. If the option holder’s claim Sy — K and K — S, respectively, is removed from
the default condition and the counterparty’s other liabilities are assumed to
be constant over time, our general model is reduced to the model of Klein and
Inglis (1999) (i.e. the extended model of Klein (1996)) which is specified by
Equations (4.40) and (4.41), since the default condition is equal to Vi < D in

this case.

In Equations (4.57) and (4.58), the default boundary as well as the denominator of
the pricing equations’ second summand are non-linear and depend on two stochastic
variables — namely the price of the option’s underlying and the market value of the
counterparty’s other liabilities. Due to this issue, an exact analytical solution cannot
be derived. However, we are able to derive an approximate closed form solution if
the returns of the option’s underlying and the counterparty’s other liabilities are

assumed to be uncorrelated (psp = 0).

We employ a first order Taylor series expansion to linearize and approximate both
the default boundary and the second summand’s denominator. After some algebraic
transformations, we obtain the approximate valuation formulas for vulnerable
European options (see Appendix 4). For vulnerable European calls and puts,

respectively, these approximate closed form solutions are equal to

Ct = St €_q(T_t) NQ((Il, bl, 55‘/) — K B_T(T_t) NQ(CLQ, bg, (55{/) (459)

(1 _ a)‘/; S, e*tI(T*t)Jr(ﬁSV*ml)5s5v+%53(m§+m§*2ﬁsvm1*2/7VDWL2)
2
9s

“152 15 —qT—D-15215
Dye 2%pto0pr2 4 G o=d(T=O)=305+0sP1 _ B, 1 {
e IPI=902P2 N, (g, by, —Ogy)

(1 _ Oé)vt B r Ke%ff%/(m§+m§—2/3$vm1—2ﬁVDm2)

“1s2 .o —o(T—1)—15215
D, e 37pT0P2 G ¢ q(T—t)—508+0sp1 _ Bir K

e 91T NQ(CE4, b4a _55‘/)
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and

P, = Byp K Ny(—ag, by, —6sv) — S; e~ "7 Ny(—ay, by, —dsv) (4.60)

(1 _ Oé)v;t BtTK655\2/(merm%*?ﬁsvml*?ﬁvpmﬂ

D, e~ 30btoDP2 | B, K — S, e~ a(T—t)=36%+3sp1

+

e 91P1—92p2 N2(—CL4, b47 5SV)

(1-a)V; S e~ U(T=t)+(psy —m1)asay+567, (mi+m3—2psymi—2py pms2)

D, e—%ﬁ%-&-t_ﬂp P2 4 B K — St e_Q(T_t)_%a'?g""&Spl

: 6—91 p1m92p2 N2(_a37 b37 5SV) )

where Ny(-) represents the cumulative distribution function of the bivariate

standard normal distribution and where ay, as, as, a4, b1, bo, b3 and by are given as

follows:

s 1-2
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ay = — +os,
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—b —p1my — pama

by =
\/1_2ﬁSVm1_25VDm2+m%+m§

— \/1 —Qﬁsvml —QEVDm2+m%—I—m§5V
—dsy (m1ov +g1) — dvp (Mo oy + go) .
The parameters dgy and dyp give the adjusted correlation between the return of

the option’s underlying and the counterparty’s assets and the adjusted correlation

between the return of the counterparty’s assets and liabilities, respectively:

psy — my
5SV: — — 2 3’
\/1—2pgvm1—2pvpm2+m1—|—m2
pvD — My
ovp

\/1—2/53vm1—2/3vz)m2+m%+m§

The parameters b, mq, mo, g1 and g, depend on the type of the considered option.

For European calls and puts, respectively, they are given as follows:
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Since a first order Taylor series expansion is used in the derivation to linearize and
approximate both the default boundary and the denominator in the expected value’s
second summand, the valuation formulas given by Equations (4.59) and (4.60) are
analytical approximations and depend on the points of expansion p; and p,. In
principle, the values for p; and ps can be chosen freely, however, this choice might

have a decisive impact on the accuracy of the obtained option values.
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Figure 4.3: European Calls in the General Model

Unless otherwise noted, the calculations are based on the following parameters: Sy = 40, K = 40,
Vo =100, Dy =90, T —t = 0.5, 79 = 0.05, ¢ = 0, kK = 0.5, § = 0.05, g = 0.15, oy = 0.15,
op = 0.15, 0, = 0.05, psv =0, psp =0, pyp =0, psr =0, pvr =0, pp, =0 and a = 0.25.
The option values (red line) are generated using the approximate closed form solution given by
Equation (4.59) based on p; = p2 = 1.5. The numerical solution of the general model (circles) is
calculated by Monte Carlo simulation (N = 1000000). The shaded area of the figure represents
several possible approximate analytical solutions using different values for the points of expansion

p1 and ps ranging from 0 to 4.

Figures 4.3 and 4.4 provide insights to the impact of choosing a particular value

for the points of expansion p; and p,. In these two figures, the option values are
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depicted as functions of the price of the option’s underlying, the time to maturity
and the value of the counterparty’s assets. These option values are obtained from
our approximate closed form solutions given by Equations (4.59) and (4.60) using
different values for the points of expansion. The approximate analytical solution and
the numerical solution are almost identical for p; = py = 1.5 and p; = p, = —1.5
in case of vulnerable European calls and puts, respectively. The same finding is also
obtained based on several other numerical examples. Hence, the approximate closed
form valuation formulas of the general model work quite well for a wide range of

parameters if the values for the points of expansion are chosen appropriately.
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Figure 4.4: European Puts in the General Model

Unless otherwise noted, the calculations are based on the following parameters: Sy = 40, K = 40,
Vo =100, Dy =90, T —t = 0.5, ro = 0.05, ¢ = 0, kK = 0.5, § = 0.05, 05 = 0.15, oy = 0.15,
op = 0.15, o, = 0.05, psy =0, psp =0, pyvp =0, psr =0, pyyr =0, pp, = 0 and a = 0.25.
The option values (red line) are generated using the approximate closed form solution given by
Equation (4.60) based on p; = ps = —1.5. The numerical solution of the general model (circles)
is calculated by Monte Carlo simulation (N = 1000000). The shaded area of the figure represents
several possible approximate analytical solutions using different values for the points of expansion

p1 and po ranging from —4 to 0.
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European Call Furopean Put

Approx.  Num.  Approx. Approx.  Num.  Approx.
CF Sol. Error CF Sol. Error

Base Case 1.9339 1.9303  +0.19% 1.0924 1.0914  40.09%
S =45 5.1786 51791  —0.01% 0.1658 0.1672  —0.86%
S =35 0.2827 0.2812  +0.56% 3.7676 3.7544  +0.35%
V =105 2.0246 2.0210  +0.18% 1.1391 1.1380  +0.09%
V=95 1.8226 1.8190  +0.20% 1.0332 1.0323  40.09%
psp = 0.5 1.9339 1.8058  +7.09% 1.0924 1.1603  —5.85%
psp = —0.5 1.9339 2.0516  —5.74% 1.0924 1.0136  +7.77%
T—-t=1 2.8673 2.8512 40.56% 1.2911 1.2927  —0.13%
T—-—t=025 13316 1.3303  40.10% 0.8860 0.8851  +0.11%
q = 0.02 1.7316 1.7279  40.21% 1.2343 1.2328  40.13%
ro = 0.08 2.1957 21924  +0.15% 0.9094 0.9092  +0.03%
ro = 0.02 1.6892 1.6853  +0.23% 1.2995 1.2976  40.15%
k=0.8 1.9333 1.9299  +0.18% 1.0919 1.0908  +0.10%
k=0.2 1.9346 1.9308  +0.20% 1.0930 1.0921  40.08%
0 =0.08 1.9670 1.9635  +0.18% 1.0672 1.0664  40.08%
0 =0.02 1.9010 1.8974  +0.19% 1.1180 1.1169  +0.09%
o, = 0.08 1.9434 1.9369  +0.34% 1.0998 1.1006  —0.07%
o, = 0.02 1.9287 1.9267  40.10% 1.0884 1.0865  +0.18%
psr = 0.5 1.9923 1.9791  40.67% 1.1386 1.1433 —0.41%
psr = —0.5 1.8734 1.8793  —0.31% 1.0439 1.0375  +0.62%
pvr = 0.5 1.9430 1.9394  40.19% 1.0858 1.0848  40.09%
pvr = —0.5 1.9247 1.9211  40.19% 1.0990 1.0979  40.10%
ppr = 0.5 1.9348 1.9217  4+0.68% 1.0930 1.0976  —0.41%
ppr = —0.5 1.9329 1.9387 —0.30% 1.0918 1.0852  40.60%

Table 4.2: Approx. Error in the General Model

Unless otherwise noted, the calculations are based on the following parameters: Sy = 40, K = 40,
Vo = 100, Dy =90, T —t = 0.5, 7o = 0.05, ¢ = 0, kK = 0.5, § = 0.05, g = 0.15, oy = 0.15,
op = 0.15, o, = 0.05, psy =0, psp =0, pyvp =0, psr =0, pyyr =0, pp, = 0 and a = 0.25.
The approximate closed form solutions that are used to compute the option values are given by
Equations (4.59) and (4.60), respectively. The points of expansion are chosen to be p; = ps = 1.5
in case of a European call and p; = p; = —1.5 in case of a European put. The numerical solution
is calculated by Monte Carlo simulation (N = 1000 000).
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In Table 4.2, the option values for vulernable European calls and puts based
on our general model are presented. The first two columns give the values of a
vulnerable European call computed by the approximate valuation formula and
Monte Carlo simulation (= numerical solution), respectively. The third column
reports the approximation error which is measured as the percentage deviation
of the approximate from the numerical solution. Most errors are smaller than
+0.2% with the highest errors being equal to —5.74% and +7.09%. These errors
are observed if the correlation between the return of the option’s underlying and the
counterparty’s other liabilities is —0.5 and +0.5, respectively. This result is obvious,
since the analytical approximation is based on the assumption of independence
between these returns. Compared to the base case scenario, the magnitude of the
approximation error considerably increases for out-of-the-money options (S |), a
longer time to maturity (7" 1), an increased volatility of the risk-free interest
rate (o, 1) as well as for stronger correlations betwenn the risk-free interest
rate and the return of both the option’s underlying and the counterparty’s other
liabilities (ps, # 0 and pp, # 0). The remaining parameters characterizing the
stochastic process of the risk-free interest rate do not influence the quality of the
analytical approximation substantially. In the fourth and fifth columns, the values
of a vulnerable European put computed by the approximate valuation formula and
Monte Carlo simulation (= numerical solution), respectively, are presented. In the
sixth column, the approximation error is given. Again, it is defined as the percentage
deviation of the approximate solution from the numerical solution. Most errors are
smaller than +0.2% with the highest errors being equal to —5.85% and +7.77%.
These errors are observed if the correlation between the return of the option’s
underlying and the counterparty’s other liabilities is 0.5 and —0.5, repsectively. This
result is obvious, since the analytical approximation is based on the assumption
of independence between these returns. Compared to the base case scenario, the
magnitude of the approximation error considerably increases for in-the-money and
out-of-the-money options (S | and S 1), a longer time to maturity (7" 1) as well
as for for stronger correlations betwenn the risk-free interest rate and the return of
both the option’s underlying and the counterparty’s other liabilities (pg,. # 0 and

ppr 7 0). Like in the case of vulnerable European calls, the impact of the remaining
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parameters characterizing the stochastic process of the risk-free interest rate on the

quality of the analytical approximation is negligible.

To conclude, the size of the approximation errors is relatively low for both vulnerable
European calls and puts indicating that our general model’s approximate valuation
formulas work quite well for the given parameters. The size of the approximation

errors is similarly high as in the extended model of Klein and Inglis (2001).

4.5 Numerical Examples

In this section, various numerical examples are presented to compare the results of
the different valuation models for European options subject to counterparty risk.
Since the full payoff on the option cannot be made if the option writer defaults, it
should be expected that vulnerable options will have lower values than otherwise
identical non-vulnerable options. Hence, the upper price limit is given by the
default-free option value which is obtained from the model of Rabinovitch (1989) in
the considered famework. Consequently, the value of a vulnerable European option

can never be higher than this value irrespective of the considered valuation model.

The starting point of the following comparative analysis is a typical market situation
for a European option. At time ¢ = 0, the option is at the money (Sy = 40, K = 40)
and expires in six months (7" = 0.5). The return volatility of the option’s underlying
equals 15% (o0s = 0.15) and its dividend yield is zero (¢ = 0). The option writer
is assumed to be highly levered (V4 = 100, Dy = 90). The return volatility of the
counterparty’s assets and liabilities is assumed to be 15% (o = 0.15, op = 0.15).
The correlations between the returns of the option’s underlying, the counterparty’s
assets and liabilities are zero (psy = pyvp = psp = 0). If the counterparty
defaults, deadweight costs of 25% are applied (o = 0.25). The risk-free interest rate
is assumed to follow an mean-reverting Ornstein-Uhlenbeck process. The current
risk-free interest rate equals 5% (ro = 0.05). The long-term mean is also equal to 5%
(0 = 0.05), while the reversion speed is 0.5 (k = 0.5). The volatility of the risk-free
interest rate is assumed to be 5% (o, = 0.05). The correlation between the risk-free
interest rate and the returns of the option’s underlying, the couterparty’s assets and

liabilities is assumed to be zero (ps, = py, = ppr = 0).
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Figures 4.5 and 4.6 depict the values of European calls and puts, respectively, as
functions of the price of the option’s underlying, the option’s time to maturity and
the value of the counterparty’s assets for the valuation models presented in previous
section. As expected, the option values obtained from the model of Klein and Inglis
(1999), the extended models of Klein and Inglis (2001) and Liu and Liu (2011) as
well as from the general model are always lower than the default-free option value
given by the model of Rabinovitch (1989). In particular, the highest price reduction
due to counterparty risk can be observed for our general model followed by the
extended models of Klein and Inglis (2001) and Liu and Liu (2011). The smallest
price reduction is found for the model of Klein and Inglis (1999).
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Figure 4.5: European Calls subject to Counterparty and Interest Rate Risk
Unless otherwise noted, the calculations are based on the following parameters: Sy = 40, K = 40,
Vo =100, Dy =90, T —t = 0.5, rg = 0.05, ¢ = 0, kK = 0.5, 8 = 0.05, 05 = 0.15, oy = 0.15,
op =0.15, g, = 0.05, psv =0, psp =0, pyp =0, psr =0, pvr =0, pp, =0 and a = 0.25. The
option values are generated using the (approximate) closed form solutions presented in Section 4.4.
The analytical approximations of the extended model of Klein and Inglis (2001) and the general
model are based on p = 1.5 and p; = po = 1.5, respectively.
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Figure 4.6: European Puts subject to Counterparty and Interest Rate Risk
Unless otherwise noted, the calculations are based on the following parameters: Sy = 40, K = 40,
Vo = 100, Dy =90, T —t = 0.5, 79 = 0.05, ¢ = 0, kK = 0.5, § = 0.05, g = 0.15, oy = 0.15,
op = 0.15, 0. = 0.05, psv =0, psp =0, pvp =0, psr =0, pyr =0, pp, =0 and o = 0.25. The
option values are generated using the (approximate) closed form solutions presented in Section 4.4.
The analytical approximations of the extended model of Klein and Inglis (2001) and the general
model are based on p = 1.5 and p; = po = 1.5, respectively.

In the upper left diagram in Figures 4.5 and 4.6, the values of vulnerable European
calls and puts, respectively, is plotted against the price of the option’s underlying.
It is obvious that the price difference between default-free and vulnerable European
options increases if the option is deeper in the money. This behavior is applicable
for all valuation models, but it is most prominent for the extended model of Klein
and Inglis (2001) and the general model. We also observe that the price difference
between these two models and the other models increases substantially if the
considered European option is further in the money. This observation is attributed
to the fact that the extended model of Klein and Inglis (2001) as well as our general
model include the option itself directly in the default boundary which additionally
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increases the counterparty’s default risk for in-the-money options. Refering to the
upper right diagram in Figures 4.5 and 4.6, the effect of the time to maturity on
the value of vulnerable European options can be analyzed. If the time to maturity
decreases, the difference between the default-free and the vulnerable European call
values is also reduced. This result is not surprising, since the counterparty is less
likely to default if the option’s maturity date gets closer. The lower diagram in
Figures 4.5 and 4.6 shows the prices of a vulnerable European option converge to the
default-free option price with increasing values for the counterparty’s assets, since
the probability that the value of the counterparty’s assets hits the default barrier
decreases. Our general model has the lowest convergence speed which is most likely
explained by the fact that this model is the only one that incorporates three sources
of default risk: a decrease in the value of the counterparty’s assets, an increase in

the counterparty’s other liabilities and an increase in the option value.

Tables 4.3 and 4.4 present the option values for vulnerable European calls and puts,
respectively, which are obtained from valuation models presented in Section 4.4.
Once again it can be observed that the option values based on the model of Klein
and Inglis (1999), the extended models of Klein and Inglis (2001) and Liu and Liu
(2011) as well as based on the general model are always lower than the Rabinovitch
option values. Furthermore, the option values obtained from our general model differ
substantially from those of the other valuation models in most situations. This
finding is explained by the construction of the general model’s default boundary. The
general model is the only one which incorporates three sources of risk simultaneously.
First, a decrease in the value of the counterparty’s assets might lead to the default
of the option writer like in all the other valuation models. Second, the general model
accounts for the potential increase in the counterparty risk induced by the option
itself (unlike the model of Klein and Inglis (1999) and the extended model of Liu
and Liu (2011)). Third, it is assumed that the counterparty’s other liabilities are
stochastic which creates an additional default risk (unlike the model of Klein and
Inglis (1999) and the extended model of Klein and Inglis (2001)). Consequently, the
option values based on our general model are the lowest, since it accounts for all

possible sources of the counterparty’s default risk.
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General Ext. Ext.

Model LL2011 KI2011 (999 198
Base Case 1.9339 2.0495 2.0168 2.1432 2.2161
S =45 5.1786 2.7078 2.3895 5.9675 6.1719
S =35 0.2827 0.2917 0.2945 0.3051 0.3154
V =105 2.0246 2.1134 2.1067 2.1859 2.2161
V=95 1.8226 1.9609 1.8908 2.0622 2.2161
T'—t=1 2.8673 3.0924 3.0262 3.2834 3.4584
T—t=0.25 1.3316 1.3875 1.3781 1.4315 1.4551
a=0.5 1.7362 1.9268 1.8622 2.0834 2.2161
a=0 2.1315 2.1721 2.1714 2.2029 2.2161
q = 0.02 1.7316 1.8304 1.8059 1.9142 1.9793
ro = 0.08 2.1957 2.3330 2.3197 2.4562 2.5227
ro = 0.02 1.6892 1.7857 1.7374 1.8525 1.9309
k=028 1.9333 2.0490 2.0162 2.1426 2.2156
k=0.2 1.9346 2.0500 2.0175 2.1438 2.2167
6 =0.08 1.9670 2.0853 2.0549 2.1827 2.2549
0 =0.02 1.9010 2.0140 1.9791 2.1040 2.1778
o, = 0.08 1.9434 2.0571 2.0258 2.1518 2.2243
o, = 0.02 1.9287 2.0454 2.0119 2.1385 2.2117
psr = 0.5 1.9923 2.1059 2.0780 2.2078 2.2772
psr = —0.5 1.8734 1.9910 1.9535 2.0762 2.1528
pvr = 0.5 1.9430 2.0570 2.0219 2.1426 2.2161
pvr = —0.5 1.9247 2.0419 2.0116 2.1441 2.2161
ppr = 0.5 1.9348 2.0419 2.0168 2.1432 2.2161
ppr = —0.5 1.9329 2.0570 2.0168 2.1432 2.2161

Table 4.3: European Calls subject to Counterparty and Interest Rate Risk
Unless otherwise noted, the calculations are based on the following parameters: Sy = 40, K = 40,
Vo =100, Dg = 90, T'—t = 0.5, rg = 0.05, ¢ = 0, kK = 0.5, § = 0.05, 05 = 0.15, oy = 0.15,
op =0.15, 0, = 0.05, psv =0, psp =0, pyp =0, psr =0, pvr =0, pp, =0 and o = 0.25. The
option values are generated using the (approximate) closed form solutions presented in Section 4.4.
The analytical approximations of the extended model of Klein and Inglis (2001) and the general
model are based on p = 1.5 and p; = pa = 1.5, respectively. The abbreviations Ext. KI2001 and
Ext. LL2011 stand for the extended models of Klein and Inglis (2001) as well as Liu and Liu (2011),
whereas R1989 and KI1999 stand for Rabinovitch (1989) and Klein and Inglis (1999), respectively.
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General Ext. Ext.

Model LL2011 KI2011 (999 198
Base Case 1.0766 1.1377 1.1028 1.1883 1.2302
S =45 0.1619 0.1720 0.1655 0.1796 0.1860
S =35 3.7351 4.0039 3.8238 4.1833 4.3295
V =105 1.1236 1.1732 1.1560 1.2128 1.2302
V=095 1.0189 1.0885 1.0327 1.1425 1.2302
T—-t=1 1.2598 1.3579 1.2890 1.4338 1.5186
T—t=0.25 0.8783 0.9139 0.9016 0.9427 0.9585
a=0.5 0.9710 1.0696 0.9956 1.1541 1.2302
a=0 1.1822 1.2058 1.2100 1.2226 1.2302
q = 0.02 1.2172 1.2867 1.2470 1.3440 1.3914
ro = 0.08 0.8959 0.9456 0.9300 0.9945 1.0224
ro = 0.02 1.2813 1.3560 1.2935 1.4048 1.4662
k=0.8 1.0761 1.1371 1.1024 1.1878 1.2295
k=0.2 1.0771 1.1384 1.1033 1.1890 1.2310
6 = 0.08 1.0517 1.1112 1.0793 1.1618 1.2016
0 =0.02 1.1019 1.1646 1.1267 1.2153 1.2593
o, = 0.08 1.0838 1.1477 1.1089 1.1970 1.2410
o, = 0.02 1.0727 1.1323 1.0995 1.1836 1.2244
psr = 0.5 1.1202 1.1942 1.1448 1.2436 1.2913
psr = —0.5 1.0304 1.0792 1.0581 1.1307 1.1669
pvr = 0.5 1.0703 1.1324 1.0928 1.1810 1.2302
pvr = —0.5 1.0829 1.1429 1.1133 1.1955 1.2302
ppr = 0.5 1.0778 1.1429 1.1028 1.1883 1.2302
ppr = —0.5 1.0753 1.1324 1.1028 1.1883 1.2302

Table 4.4: European Puts subject to Counterparty and Interest Rate Risk
Unless otherwise noted, the calculations are based on the following parameters: Sy = 40, K = 40,
Vo = 100, Dp =90, T —t = 0.5, 79 = 0.05, ¢ = 0, kK = 0.5, § = 0.05, g = 0.15, oy = 0.15,
op = 0.15, 0, =0.05, psv =0, psp =0, pvp =0, psr =0, pyr =0, pp, =0 and o = 0.25. The
option values are generated using the (approximate) closed form solutions presented in Section 4.4.
The analytical approximations of the extended model of Klein and Inglis (2001) and the general
model are based on p = 1.5 and p; = pas = 1.5, respectively. The abbreviations Ext. KI2001 and
Ext. LL2011 stand for the extended models of Klein and Inglis (2001) as well as Liu and Liu (2011),
whereas R1989 and KI1999 stand for Rabinovitch (1989) and Klein and Inglis (1999), respectively.
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4.6 Summary

In this chapter, different valuation models for vulnerable European options under
stochastic interest rates are presented and derived. First, the model of Klein and
Inglis (1999) which is an extension of the model of Klein (1996) was discussed
in greater deatils. Second, we extended the valuation models of Klein and Inglis
(2001) and Liu and Liu (2011) in the same way as Klein and Inglis (1999) extended
the model of Klein (1996). Third, we combined the features of these models in
a general valuation model. Therefore, the general model is the only model which
incorporates three sources of financial distress simultaneously: a decline in the value
of the counterparty’s assets, an increase in the value of the counterparty’s other

liabilities or an increase in the value of the option itself.

Despite the complexity of the default condition of our general model, we derived
an approximate closed form solution for vulnerable European calls and puts. In
particular, we approximated the default condition by employing a first order Taylor
series expansion and assumed that the returns of the option’s underlying and
the counterparty’s other liabilities are assumed to be uncorrelated. The obtained
approximate valuation formula depends on the two points around which the Taylor
series is expanded in the derivation. Choosing the points of expansion to be equal to
p1 = p2 = 1.5 in case of a European call and to be equal to p; = ps = —1.5 in case
of a European put, respectively, the approximate analytical solution is quite close

to the numerical solution for a wide range of parameters.

Based on various numerical examples and graphical illustrations, we compared the
option values obtained from our general model with those of the alternative models
for vulnerable European options under stochastic interest rates. All the considered
valuation models have in common that the reduction in the value of a vulnerable
European option (compared to a default-free European option) increases if the
option is deeper in the money, the time to maturity is longer and if the value of
the counterparty’s assets is low. The option values obtained from our general model
are typically the lowest, since it is the only model which accounts for all possible

sources of the counterparty’s default.
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5 American Options subject to Counterparty Risk

In this chapter, different valuation models for American options subject to
counterparty risk are presented and discussed. Due to the early exercise features
of American options, the counterparty’s default is modeled using the structural
approach of Black and Cox (1976) which allows for a default prior to the option’s
maturity. In particular, the counterparty’s default is triggered by the value of its

assets being below the value of its total liabilities for the first time.

Klein (1996), Klein and Inglis (2001) and Liu and Liu (2011) develop valuation
models for vulnerable European options assuming a deterministic risk-free interest
rate.!?2 In the following, we extend these models to analyze the properties of
American options subject to counterparty risk. In particular, we maintain their key
characteristics, especially with respect to the default condition, but adjust them to
be applicable in the context of vulnerable American options. Furthermore, we set
up a general valuation model which incorporates all the features and particularities

of the other models.

Due to the complexity of the models, closed form solutions cannot be derived.
Therefore, numerical methods have to be applied to compute the value of a
vulnerable American option. In particular, we use the least squares Monte Carlo
simulation approach suggested by Longstaff and Schwartz (2001) and adapt it

appropriately to be applicable to value vulnerable American options.

Section 5.1 outlines and discusses the assumptions of the considered theoretical
framework. In Section 5.2, we derive the partial differential equation characterizing
the price of an American option subject to counterparty risk. Section 5.3 explains
how the Longstaff-Schwartz approach can be used to solve this partial differential
equation in general. In Section 5.4, we extend the models of Klein (1996), Klein and
Inglis (2001) as well as Liu and Liu (2011) to be applicable for American options
subject to counterparty risk. Furthermore, we set up our general model. Section 5.5
provides a comparative analysis of the different valuation models based on numerical

examples. Section 5.6 gives a summary of the main findings.

12 Tn Chapter 3, the valuation models of Klein (1996), Klein and Inglis (2001) as well as of Liu
and Liu (2011) are presented and discussed in greater details.
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5.1 Assumptions

The assumptions that characterize the theoretical framework for the valuation of
European options subject to counterparty risk are based on Black and Scholes (1973),
Merton (1974), Black and Cox (1976), Klein (1996), Klein and Inglis (2001), Chang
and Hung (2006), Klein and Yang (2010, 2013) as well as on Liu and Liu (2011).

1. The price of the option’s underlying S; follows a continuous-time geometric
Brownian motion. Assuming that the option’s underlying is a dividend-paying

stock, its dynamics are given by
dSt = (,LLS—Q) Stdt+0'5 St dWS, (51)

where g indicates the expected instantaneous return of the option’s
underlying, ¢ denotes the continuous dividend yield, og is the instantaneous

return volatility and dWg represents the standard Wiener process.

2. Likewise, the market value of the counterparty’s assets V; follows a

continuous-time geometric Brownian motion. Its dynamics are given by
d‘/t :Mv‘/tdt—l—O'deW\/, (52)

where 1y is the expected instantaneous return of the counterparty’s assets,
oy gives the instantaneous return volatility and dWy, is a standard Wiener

process. The instantaneous correlation between dWs and dWy, equals pgy .

3. The total liabilities D; comprise all the obligations of the counterparty’s, i.e.
debt, short positions in financial securities and accruals. The dynamics follow

a continuous-time geometric Brownian motion which is given by
dDy = pup Dydt + op Dy dWp (5.3)

where pp is the expected instantaneous return of the counterparty’s liabilities,
op indicates the instantaneous return volatility and dWp represents the
standard Wiener process. The instantaneous correlation between dWs and

dWp equals psp and pyp between dWy, and dWp, respectively.
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10.

. The market is perfect and frictionless, i.e. it is free of transaction costs or taxes

and the available securities are traded in continuous time.

. The instantaneous risk-free interest rate r is assumed to be deterministic and

constant over time.

. The expected instantaneous return of the option’s underlying as well as of

the counterparty’s assets and liabilities (ug, 1y and pp) are deterministic and
constant over time. The same applies for the dividend yield ¢ of the option’s

underlying.

. The instantaneous return volatilities of the option’s underlying as well as of

the counterparty’s assets and liabilities (og, oy and op) are deterministic and
constant over time. The instantaneous correlations pgy, psp and pyp are also

constant and independent of time.

. All the liabilities of the counterparty (i.e. debt, short positions in options, etc.)

are assumed to be of equal rank. Consequently, all creditors receive the same

proportion of their claim if the counterparty defaults.

Before the option’s maturity (i.e. ¢ < T'), default occurs if the counterparty’s

assets V; are less than the threshold level L:
Vi<L or V,<L(S, D). (5.4)

Depending on the considered valuation model, the threshold level L is
characterized in different ways and is either a constant or a function of the

stochastic variables S; and D;.

At the option’s maturity (i.e. t = T'), default occurs if the market value of the

counterparty’s assets Vi are less than the threshold level L:
Ve <L or Vp<L(Sp, D). (5.5)

Depending on the considered valuation model, the threshold level L is
characterized in different ways and is either a constant or a function of the

stochastic variables St and Dr.
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11. If the counterparty is in default, the option holder receives the fraction 1 — w;
of the nominal claim, where w,; represents the precentage write-down on the
nominal claim at time ¢. The percentage write-down w; can be endogenized.
Assuming that all the liabilities of the counterparty are ranked equally, the

proportion of the option holder’s claim which can be paid back is given by

(1-a)V;

(1 =)= L(S,, Dy)’

(5.6)

where a represents the cost of default (e.g. bankruptcy or reorganization cost)

as a percentage of the counterparty’s assets.

5.2 Derivation of the Partial Differential Equation

Following the argument of Hull (2012: 309-312), we derive the partial differential
equation governing the price evolution of a vulnerable European option. In the
considered theoretical framework (see Section 5.1), the price of a vulnerable
American option F; must be a function of the underlying Sy, the counterparty’s
assets V;, the counterparty’s liabilities D; and time ¢. According to It0’s lemma, the
price evolution of a vulnerable American option is given by the following stochastic

differential equation:

oF;
ot

a171‘/ 1 28 Ft 8Ft
—dt+ (us Q)Stast t+3 0%S; 952 dt+USStaStdWS (5.7)

oF, 1 28F OF, OF,
D
avdt—l— 5 VVt avt dt—FUVwavdWV—{—,UD taDtd

1 0*F, OF, 0*F,
2 oh D} aD; dt + UDDtaTdWD + PSVUSUVStVtaStai/t
0*F, 0*F,

dt VD ———
aStaDt + pVDO-VO-D t tthaDt

dF, =

+ pvVi

dt

+ PSDUSUDStDt dt.

To eliminate the Wiener processes dWg, dWy and dWp, a portfolio II; consisting
of the American option Fj}, the underlying S;, the counterparty’s assets V; and the

counterparty’s liabilities D; must be set up.'® In particular, this portfolio consists

13 To construct such a portfolio, it is necessary to assume that option’s underlying as well as the
counterparty’s assets and liabilities are traded securities. This assumption is not questionable
for the option’s underlying, but it is for both the counterparty’s assets and liabilities. As argued
by Klein (1996), it is likely that the counterparty’s assets and liabilities are not traded directly
in the market, but that their market values behave similarly as if they were traded securities.
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of a short position in the American option and long positions in the underlying,
the counterparty’s assets and liabilities. The amount of shares in the long positions
are equal to OF;/0S;, OF;/0V; and OF,/0D,, respectively. Hence, the value of the

portfolio at time ¢ is given by

OF,  OF,  OF
M- _F
t 95 T av "t o,

D;. (5.8)

The change in the value of the portfolio over the time interval dt is characterized by

the total differential which is equal to

F, F, F,
gstdst 0 —Lav, + 0 ——LdD,. (5.9)

dTl, — —dF
t et v, oD,

Substituting Equations (5.1) to (5.3) and (5.7) into Equation (5.9) yields

OF, OF, 1, ,0°F, 1, ,°F

g g dt — ~o2V,

05} 27Vt IV2

O*F, O*F,

- dt — SVt
201:) taDtg PsvOsOy Ot taStth
0*F,

05:0D;

aSS,? dt (5.10)

O*F,

————dt.
oV,0D,

— psp0s0pSDy—=——dt — pypoyopViD;

Since the portfolio dynamics are independent of the Wiener processes dWs, dWy,
and dWp, the portfolio is riskless during the infinitesimal time interval dt. To avoid
arbitrage opportunities, the portfolio must earn the same return as other short-term

risk-free investments — namely the risk-free interest rate r:
rlildt = dIl;. (5.11)

We substitute Equations (5.8) and (5.10) into Equation (5.11) which yields

( F, + ggs + g‘]gw + SZZDJ dt (5.12)
%Tdt - qStg SZ ! 53?;5 St + ;cr%,‘/fgz‘?dtnL ;a%ngQDF;dt
+ pSVJSUVStVt(aiigW dt + psposopS; Dy agjggt dt
+ pvpoyopViDy Oﬁafjglt)t dt.
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Rewriting Equation (5.12), the partial differential equation that characterizes the
price of an American option whose payoff at time 7' is contigent upon the price of
the option’s underlying as well as upon the value of both the counterparty’s assets

and liabilities is obtained. It is given by

OF, OF;, OF, OF,
0=——rk q)S, V,— D,—— 5.13
BT rF+ (r— )tﬁst—i_rta‘/t_'—r t(?Dt ( )
1 O’F, 1 82Ft 1 0*F, 0%F,
+ *OSSE 952 + *UVVtQ 8‘/; o2 Dt2 9D + PSVUSUVStVtaStaW
9%F, 0*F,
S Dy ———— V.Dj————.
+ PSpOSO DO t@StﬁDt + pvpovopVy tthaDt

To obtain a unique solution to the partial differential equation, we must set up
the boundary conditions which specify the value of the American option based
on Assumptions 9 to 11 (see Section 5.1). For the American call, the boundary

conditions can be expressed as follows:

1. At the option’s maturity (i.e. ¢ = T'), three different scenarios may occur.
If the option expires in the money and the counterparty does not default,
St — K are paid out to the holder of an American call. If the option expires
in the money and the counterparty is in default, the entire assets of the
counterparty (less the default costs a) are distributed to the creditors. Since
all liabilities of the counterparty are ranked equally, all creditors receive
the same proportion of their claims. Hence, the holder of an American call
receives ((1 —a) Vp (S — K)) /L(Sr, Dr). If the option is out of the money

at maturity, the option holder receives nothing.

Sr— K if Sp > K, Vp > L(ST, DT)
1—a)V; .
Fr=Cr = W (ST — K) if Sy > K, Vir < L(ST, DT) (514)
0 otherwise

2. If the counterparty defaults prior to maturity (i.e. t < T'), the American option
is immediately exercised. If the option is in the money at that point in time,
the entire assets of the counterparty (less the default costs «) are distributed

to the creditors. Since all liabilities of the counterparty are ranked equally, all
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creditors receive the same proportion of their claims. Hence, the holder of an
American call receives ((1 — ) V; (S; — K)) /L(S:, Dy). If the option is out of

the money at that point in time, the option holder receives nothing.

1_
(1—a)Vp (S, —K) it S, > K, V, <L(S;, Dy)
F,=C, = L(S, Dy) (5.15)

0 otherwise

3. It may be optimal to exercise an American call prior to maturity (i.e. t < T)
even though the counterparty is not in default. Early exercise is optimal if
the early exercise payoff CF* = max(S; — K, 0) is larger than the conditional

ont

expected continuation value CF°", i.e. the expected future option payoff.

S, — K if OF* > Cont Vv, > L(S,, D,)
No early exercise otherwise

The boundary conditions for the American put are given in analogy:

1. At the option’s maturity (i.e. ¢t = T), three different scenarios may occur.
If the option expires in the money and the counterparty does not default,
K — St are paid out to the holder of an American put. If the option expires
in the money and the counterparty is in default, the entire assets of the
counterparty (less the default costs «) are distributed to the creditors. Since
all liabilities of the counterparty are ranked equally, all creditors receive
the same proportion of their claims. Hence, the holder of an American put
receives ((1 —a) Vp (K — Sr)) /L(St, Dr). If the option is out of the money

at maturity, the option holder receives nothing.

K — Sp if Sp < K, Vp > L(Sr, Dr)
1—a)V, :
Fp = Pp = M (K —Sp)  if Sp <K, Vp < L(Sp, Dy)  (5.17)
0 otherwise

2. If the counterparty defaults prior to maturity (i.e. t < T'), the American put

is immediately exercised. If the option is in the money at that point in time,
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the entire assets of the counterparty (less the default costs a) are distributed
to the creditors. Since all liabilities of the counterparty are ranked equally, all
creditors receive the same proportion of their claims. Hence, the holder of an
American put receives ((1 — ) V; (K — St)) /L(S:, Dy). If the option is out of

the money at that point in time, the option holder receives nothing.

-V (K—S,) ifS <K, V,<L(S, D)
F=p ={ LS, Dy) (5.18)

0 otherwise

3. It may be optimal to exercise an American put prior to maturity (i.e. ¢t <T)
even though the counterparty is not in default. Early exercise is optimal if
the early exercise payoff PF* = max(K — S;,0) is larger than the conditional

expected continuation value PE°™, i.e. the expected future option payoff.

K — S, if PP > peont v, > L(S,, D,)
No early exercise otherwise

The actual characterization of the boundary conditions depends on the choice of a
specific valuation model (see Section 5.4). In particular, the threshold level L(S;, D;)

must be defined according to the chosen model.

Referring to Equations (5.15) and (5.18), we assume that an American option is
immediately exercised if the counterparty defaults at a given time ¢ prior to the
option’s maturity. Chang and Hung (2006) as well as Klein and Yang (2010) also
deal with the valuation of vulnerable American options. However, their assumptions
with respect to the option payoff if the counterparty defaults prior to maturity
differ from our assumption. In particular, Chang and Hung (2006) assume that the
American option is not necessarily exercised in the case of the counterparty’s default,
i.e. the option holder has the opportunity to keep the American option unexercised
until maturity, although the counterparty is insolvent. Klein and Yang (2010), in
turn, suppose that only in-the-money American options are immediately exercised
if the counterparty is in default prior to maturity. If the counterparty is in default

and the American option is out of the money, it is not exercised.
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5.3 Solution to the Partial Differential Equation

The partial differential equation given by Equation (5.13) depends on the price
of the option’s underlying, the counterparty’s assets and liabilities, the risk-free
interest rate, the dividend yield of the option’s underlying as well as on the return
volatilities. All these variables and parameters are independent of the risk preferences
of the investors.'* Since the risk preferences of the investors do not enter the partial
differential equation, they cannot affect its solution. Consequently, any type of risk

preferences can be used when solving the partial differential equation.

The partial differential equation given by Equation (5.13) subject to the boundary
conditions specified by Equations (5.14) to (5.16) and (5.17) to (5.19), respectively,
can be solved using the regression-based Monte Carlo simulation approach suggested
by Longstaff and Schwartz (2001). Even though this approach has originally been
derived to value plain vanilla American options, it can also be applied in more
complex theoretical frameworks in which the price of the considered option depends
on more than one stochastic variable (see Longstaff & Schwartz, 2001; Moreno &
Navas, 2003). It is optimal to exercise an American option prior to its maturity if the
option payoff based on the immediate exercise is greater than the option’s conditional
expected continuation value. Longstaff and Schwartz (2001) suggest to estimate the
conditional expectation by a least-squares regression based on the cross-sectional
information provided by Monte Carlo simulation. Consequently, sample paths need
to be generated for the price of the option’s underlying as well as for the market

value of the counterparty’s assets and liabilities.

Using the approach of Cox and Ross (1976) and Harrison and Pliska (1981), the
risk-neutral stochastic processes for the price of the option’s underlying as well as

for the market values of the counterparty’s assets and liabilities are equal to

dSt = (7’ - Q) St dt +0g St dWS, (520)

14 Following the argument of Hull (2012: 311-312), the partial differential equation given by
Equation (5.13) would not be independent of risk preferences if it included the expected returns
of the option’s underlying, the counterparty’s assets and the counterparty’s liabilities. These
parameters depend on risk preferences, since their magnitude represents the level of risk aversion
of the investor: the higher the level of the investor’s risk aversion, the higher the required
expected return.
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and

th =T Dt dt +0p Dt dWD, (522)
where r denotes the risk-free interest rate and all other variables are defined as
before.

Applying It6’s lemma to Equations (5.20) to (5.22), the stochastic processes for
In S;, InV; and In D, are obtained. They are given by

1
dInS; = <7" —q— 20?9) dt + o0gdW, (5.23)
L,
dlnV, = (7" — 2ov> dt + oydWy (5.24)
and
1
dln D, = (r _ 2037) dt + opdWop. (5.25)

Rewriting Equations (5.23) to (5.25), expressions for the price of the option’s
underlying as well as for the market values of the counterparty’s assets and liabilities
at every point in time can be derived. Using At as the time step, the evolution of

the stochastic variables over time is given by

St+At _ St e(r—q—%ag)At—&—Usmxs’ (526)

‘/tJrAt — V; e(r—%a%,)At-&-av\/Exv (527)
and

Dt+At =D, e(r—%a%)At—&-ap\/KtxD’ (528)

where the three random variables xg, xy and xp are jointly standard normally

distributed and their respective correlations are given by the coefficients pgy, psp

and PVD-

Equations (5.26) to (5.28) can be used in the Monte Carlo simulation to

generate sample paths for the price of the option’s underlying as well as for the
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market values of the counterparty’s assets and liabilities (So, Sa¢, .-, St .-, ST),
(Vo, Vaty ooy Viy ooy Vip) and (Do, Dag, .., Dy, ..., D), where t denotes the time index
and At is the discrete time step. At any time step t, the dynamic programming

recursion functions for American calls and puts, respectively, are given by

max (St - K, E; [e—rm Ciyat | St, Vi, DtD it V, > L(Sta Dt)

(1-a)V; .
- - K f L D
L(St, Dt) max (St 7()) 1 ‘/;f < (Sta t)

and

max (K — Sy, B |e7 Pryar | S0 Vi, Di]) i Vi > L(S;, Dy)
P, = (5.30)

(1-a)V |
L(Su Dt) max (K St, 0) if ‘/t < L(St, Dt)

If the counterparty defaults, the option is immediately exercised irrespective of
whether the option is in the money or not. If the counterparty is not in default,
however, the option holder must decide whether he wants to exercise the option prior
to maturity. In particular, the option is exercised immediately if the option payoff
is greater than the conditional expectation of continuation under the risk-neutral
measure. Being at a given time step of the sample path, this decision, however,
cannot be taken along an individual sample path, since the option holder cannot
exploit knowledge of the future prices along that path. To avoid anticipativity,
the total set of sample paths is used to approximate the conditional expected
continuation value by regressing the conditional expectation against M basis
functions ,,(-). At each time step, the same set of basis functions is used, but
the coefficients f3,,, ; are time-dependent. Consequently, the relationship between the
expected option value one time step ahead and the basis functions are given by the

following expressions:

E, [e_rm Crint | S, Vi, Dt} ~ BOJ + Bl,t U (St, Vi, Dt) (5-31)
+---+ 5M7th(Sta W?Dt)7

E: [G_TN Piiat ] S, Vi, Dt} ~ Bo,t + B1,t Y1 (S, Vi, Dy) (5.32)
+---+ BM,th(Sta ‘/ant)'
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Since the coefficients 3, are not related to a particular sample path, the decisions
based on the approximated conditional expected continuation value of the considered
American option are non-anticipative. The coefficients 3,,, can be estimated by a
simple least-squares regression minimizing the sum of the squared residuals. The
sample paths for the option’s underlying as well as for the counterparty’s assets and
liabilities are generated using Monte Carlo simulation, where S¢, V! and D! give the
value of the respective stochastic variable at time t along sample path ¢ = 1,..., N.

Based on these considerations, the regression model is equal to

e A ti+At = Bo,¢ + B¢ wl(stia Vti, D;) (5.33)
+ o+ B vn (S5 VY, DY) + &
and
e A ti—i-At = Bo,¢ + B¢ ¢1(SZ, Vti? D;) (5.34)
+ o Bane V(S5 VE DY) + e,

where ¢; is the residual for each sample path. The obtained estimators BA;M can be
used to approximate the conditional expected continuation value of the American
option for each sample path i. For vulnerable American calls and puts, respectively,

the approximation is given by

eirAt Cti-&-At = BO,t + Bl,t ¢1(SZ> ‘/tia DZ) (535)
and
e A ti+At = BO,t + Bl7tw1(SZ> ‘/;fia Dz) (5.36)

Since the regression-based approach of Longstaff and Schwartz (2001) is a dynamic
programing method, the valuation problem must be solved recursively, i.e. the
procedure starts at the option’s maturity and goes backwards in time. Using the
generated sample paths for the option’s underlying as well as for the counterparty’s
assets and liabilities, the dynamic programming recursion functions at the option’s

maturity can be determined for each sample path ¢. At the option’s expiration,
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these functions are simply given by the payoff of the vulnerable American option.

For vulnerable American calls and puts, respectively, they are equal to

max (S}, — K,0) if Vi > L(SL, D)
Cl = ( : (5.37)
m max (ST_K,O) if VT<L< T Dt)
and
max (K — S},O) if Vzé > L( %a DZT)
Pl = 1)V (5.38)

LG D) ™o (K —S5,0)  if Vi < L(S}, D)

Longstaff and Schwartz (2001) argue that it is more efficient to consider only the
subset of sample paths for which a decision must be taken at a given time step ¢ when
regressing the conditional expectation against the basis functions. Consequently, this
subset must contain all the sample paths in which the option is in the money at
the given time step t. This subset is denoted by Z;. At the time step T — At, the

regression model for American calls and puts, respectively, is thus given by

e Cy = Bo.r-ne + Bur-ac V1 (St_ae Viean Dr_a) (5.39)
+ o B wM(Sé“—Atv V’f‘—At? Dtir—At) + & i€l

and

e_rAt PtZ = BO,T—At + /61,T—At @Dl(sé“—Atv Vif“—Atﬁ %“—At) (54())

+ o F Buroae wM(Sé“fAta Vzéfma DélAt> + & i€l At

The estimated parameters Bm r_a¢ obtained from the least squares regression are
used to compute the approximate continuation value of the option. Comparing this
value with the payoff of immediate exercise, it can be decided whether the option

should be exercised early.

The above procedure is repeated going backwards in time. On each sample path
1, the cash flows resulting from early exercise decisions must be considered. At the

time step t on sample path 7, there may be a time step t* > t at which the American
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option has been exercised early. Taking this issue into account, the regression model

for American calls and puts, respectively, can be rewritten as

e ("0 Cl = Bo,t + B¢ U1 (SE, V), Dy) (5.41)
+“‘+5M,t¢M(SZa‘/lfiaDi)+5i vely

and

e Pil— By + Bre i (SE Vi DY (5.42)
ot Bar e b (SLVE DY e e

Since there is at most one exercise time for each path, it may be the case that after
comparing the payoff of immediate exercise with the approximate continuation value

on a particular path, the exercise time t* needs to be reset to a another period.

To apply the above approach to a valuation model for vulnerable American options,
the threshold level L(S;, D;) must be specified in accordance. Furthermore, the basis

functions used in the linear regression must be chosen appropriately.

5.4 Valuation Models

Various valuation models for vulnerable European options have been developed over
the last three decades based on the structural approach of Merton (1974). In this
framework, the predominant valuation models are those of Klein (1996), Klein and
Inglis (2001) and Liu and Liu (2011). In the following, we use the main ideas of
these models to set up equivalent models for vulnerable American options. Due to
the early exercise feature of American options, the counterparty’s default may occur
prior to maturity. Hence, the structural approach of Black and Cox (1976) need to
be considered. Furthermore, we set up a general valuation model incorporating the
features of the other models. To value the vulnerable American options, the least

squares Monte Carlo simulation by Longstaff and Schwartz (2001) is applied.

In Section 5.3, we generally showed how the Longstaff-Schwartz approach is adjusted
to value vulnerable American options. To apply this method to a particular valuation
model, the dynamic programming recursion functions in Equations (5.29) and (5.30)

as well as the basis functions ¥, (S, Vi, D;) must be specified accordingly.
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5.4.1 Absence of Default Risk

Longstaff and Schwartz (2001) originally derived the regression-based approach
to value American options in the absence of counterparty risk. The dynamic
programming recursion functions for default-free American calls and puts,

respectively, are given by

Cy = max (S, — K, By [e "™ Cryar| S1]) (5.43)

and
P, = max (K — Sy, By [e™ Pryar| Si]) - (5.44)

An American option is exercised prior to maturity only if the payoff of an
immediate exercise is larger than the option’s continuation value. Consequently,
the crucial point in the Longstaff-Schwartz approach is the estimation of the
conditional expected continuation value. As shown in Equations (5.31) and (5.32),
an approximation for the conditional expected continutaion value can be obtained by
regressing the discounted expected future cash flows against a set of basis functions.
Longstaff and Schwartz (2001) use Laguerre polynomials for these functions and
argue that using more than three basis functions does not yield more accurate results.

In particular, the basis functions are given as follows:

Y1 =1-25;, (5.45)
1

vp =g (2-45+57),
1

s = (6—188,+952—57).

5.4.2 Deterministic Liabilities

Originally, Klein (1996) deals with the valuation of vulnerable European options
and assumes that the counterparty defaults if its assets are lower than the total
liabilities. The total liabilities of the counterparty are constant over time and must
include the short position in the option by construction, since it obliges the option
writer to deliver or purchase the option’s underlying if the option is exercised. In

the context of American options, we must account for the counterparty’s default
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occuring prior to maturity and need adjust the default condition of Klein (1996)
accordingly. Hence, the default boundary L(S;, D;) must be given by

L(S;, D;) =L =D = D,. (5.46)

Inserting this expression into Equations (5.29) and (5.30), the dynamic programming
recursion functions for vulnerable American calls and puts, respectively, based on

the ideas of Klein (1996) are given by

max (S, — K, By [e ™ Chyne| S, Vi|) it Vi > D

1— _
U= aVe ax (S — K, 0) if V, < D
and
max (K — 8, B [¢ 7% Pyae| S Vi]) i Vi2 D
Pi=3 1—a)v i (5.48)
2 ax (K — S, 0) if V, < D

Referring to the first line in Equations (5.47) and (5.48), the holder of an American
option must decide whether the option should be exercised early at the given
time step t if the counterparty is not in default. Early exercise is optimal only
if the conditional expected continuation value is lower than the option payoff of an
immediate exercise. If the counterparty, however, defaults at the given time step ¢,
the American option is immediately exercised irrespective of whether the option is in
the money or not according to the second line in Equations (5.47) and (5.48). In this
case, the entire assets of the counterparty (less the default costs ) are distributed
to all the creditors. Since all liabilities of the counterparty are ranked equally, all
creditors receive the same proportion of their claims. This proportion is given by
the ratio ((1 —a) Vt) /D. Consequently, the holder of a vulnerable American call
receives ((1 —a)V; max(S; — K, 0)) /D, whereas ((1 —a)V; max(K — Sy, O)) /D is

paid out to the holder of a vulnerable American put.

To decide whether it is optimal to exercise the American option prior to maturity
if the counterparty is not in default, the conditional expected continuation value

must be determined by regressing the discounted future cash flows against a set of
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basis functions of the state variables as illustrated in Equations (5.31) and (5.32).
Referring to Moreno and Navas (2003) as well as to Chang and Hung (2006), it
is sufficient to use a total of nine basis functions in case of two state variables. In

particular, the following Laguerre polynomials are used:

Y1 =1-25, (5.49)
1
o= (2-485+57),
1
s = (6185, +957 - 57),
77Z)4:]-_‘/;fa
1
bs=g (2-4Vi+ V7).
1 2 3
e = (3@—&8W+9V V),
w'?:l St‘/;H
1 2 2 2
=5 245Vt (5717)).
1
6(@—wswﬂ+9wnf)—(&m%ﬂ.

5.4.3 Deterministic Liabilities and Option induced Default Risk

Like Klein (1996), Klein and Inglis (2001) originally set up a valuation model for
vulnerable European options in which the counterparty can only default at the
option’s maturity. They recognize that the short position in the option itself may
cause additional financial distress. To account for this potential source of default risk,
they split the counterparty’s total liabilities into two components. In particular, the
total liabilities consist of the short position in the option on the one hand and all
the other liabilities on the other which are assumed to be constant over time. When
dealing with the valuation of American options, it is reasonable to consider that the
counterparty may default prior to maturity. If we account for this issue and maintain
the key features of Klein and Inglis (2001), the time-dependent default boundary

L(S;, D;) for American calls and puts, respectively, is given as follows:

L(Sy, D)) = L(S)) =D+ S, — K =Dy + S, — K, (5.50)
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Inserting the above expressions into Equations (5.29) and (5.30), the dynamic
programming recursion functions for the Longstaff-Schwartz approach based on the
ideas of Klein and Inglis (2001) are obtained. For vulnerable American calls and

puts, respectively, they are equal to

max (St_K, Et |:€_TAtCt+At|St,‘/;g:|) lf‘/;f Z D"—St—K
1—a)V, . _
TN ax (S, — K0 [V, <D+ 58— K
Dt -k xS0 h t

and

max (K — 5, Ey [G_TN Pyyat | St, V%D if Vi, > D + K -5
P = (5.53)

(1-a)V; . =
—_— K — 5,0 ftVi<D+ K-S
Dtk —g MxK =50 Hhes '

Like in the extended Klein model, the holder of the American option must decide
whether the option should be immediately exercised if the counterparty is not in
default at time ¢t according to the first line in Equations (5.52) and (5.53). Early
exercise is optimal only if the conditional expected continuation value is lower
than the option payoff of an immediate exercise. The second line in Equations
(5.52) and (5.53) refers to the scenario in which the counterparty is in default at
time t. In this case, the American option is immediately exercised irrespective of
whether the option is in the money or not. The entire assets of the counterparty
(less the default costs «) are distributed to the creditors. Since all liabilities of the
counterparty are ranked equally, all creditors receive the same proportion of their
claims. Due to the construction of the default boundary, this proportion depends
on the type of the considered option. It is given by ((1 — ) Vt) / (D + 5, — K)
for a vulnerable American call, whereas it is equal to ((1 —a) Vt) / (D + K — St)
for a vulnerable American put. Consequently, the holder of a vulnerable American
call receives ((1 —a)V; max(S; — K, 0)) / (D + S — K), whereas the holder of a
vulnerable American put receives ((1 — ) V; max(K — St)) / (D + K — St).

To decide whether it is optimal to exercise the American option prior to maturity if
the counterparty is not in default, the conditional expected continuation value must
be determined by regressing the discounted future cash flows against a set of basis

functions of the state variables as illustrated in Equations (5.31) and (5.32). Like
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in the extended Klein model, the value of the vulnerable American option based on
the extended Klein-Inglis model is driven by two state variables. Consequently, the

same Laguerre polynomials as before can be used as basis functions:

Yr=1-25, (5.54)
1
@/)2:5 (2—45154'5,:2)7

wgzé (6—188,+952—57),
Yy =1-V,

vs=g (2-4Vi17),
vo=g (6-18Vi+ 912~ 17),
Py =1 — SV,

—_

vs =5 (2482 + (SPV)?),

N

Yo = = (6 =188V +9(S,V2)? = (SiV))?) .

(@}

5.4.4 Stochastic Liabilities

Liu and Liu (2011) also suggest a valuation model for vulnerable European options.
Like in the models of Klein (1996) and Klein and Inglis (2001), the counterparty’s
default can only occur at the option’s maturity and is triggered by the counterparty’s
assets being lower than the total liabilities. In contrast to the previous models, Liu
and Liu (2011) assume that the market value of the counterparty’s total liabilities
is stochastic and follows a geometric Brownian motion as given by Equation (5.3).
It is important to note that the short position in the option is implicitly included in
the counterparty’s total liabilities, but its impact on the value of the couterparty’s
total liabilities is not explicitly modeled (unlike in the Klein-Inglis model). In the
valuation of American options, it is important to consider that the counterparty
may also default prior to maturity. If we consider this issue and follow the key
aspects of Liu and Liu (2011), especially with respect to the default condition, the
time-dependent default boundary L(S;, D;) must be given by

L(S, D)) = L(Dy) = D,. (5.55)
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Inserting this expression into Equations (5.29) and (5.30), the dynamic programming
recursion functions for vulnerable American calls and puts, respectively, based on

the extended model of Liu and Liu (2011) are given by

Imﬂ&—Kwameﬁ&Wlﬂ) if vV, > D,

C, = (5.56)
1 —
A= Ve (S — K,0) it V, < D,
D,
and
max (K — 8, B |7 Pra| S, Vi D)) i Vi > D,
P = (5.57)
1 _
-V Da) Vi max (K — S, 0) it V; < Dy
t

Referring to the first line in Equations (5.56) and (5.57), the holder of an American
option must decide whether the option should be exercised early at the given
time step t if the counterparty is not in default. Early exercise is optimal only
if the conditional expected continuation value is lower than the option payoff of an
immediate exercise. If the counterparty, however, defaults at the given time step ¢,
the American option is immediately exercised irrespective of whether the option is in
the money or not according to the second line in Equations (5.56) and (5.57). In this
case, the entire assets of the counterparty (less the default costs «) are distributed
to all the creditors. Since all liabilities of the counterparty are ranked equally, all
creditors receive the same proportion of their claims. This proportion is given by
the ratio ((1 —a) Vt) /D;. Consequently, the holder of a vulnerable American call
receives ((1 —a) V; max(S; — K, O)) /Dy, whereas ((1 — ) V; max(K — Sy, O)) /D,

is paid out to the holder of a vulnerable American put.

To decide whether it is optimal to exercise the American option prior to maturity
if the counterparty is not in default, the conditional expected continuation value
must be determined by regressing the discounted future cash flows against a set of
basis functions of the state variables as illustrated in Equations (5.31) and (5.32).
Unlike in the previously presented models, the value of the vulnerable American
option is driven by three state variables in the extended Liu-Liu model, since the
price of the option’s underlying as well as the counterparty’s assets and liabilities

are stochastic. Consequently, more basis functions need to be used in the estimation
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of the option’s conditional expected continuation value. Setting up the Laguerre
polynomials in the trivariate case in analogy to the bivariate case of the extended
Klein and Klein-Inglis model results in a total of 18 basis functions.'® In particular,

they are given as follows:

vr=1-5 (5.58)
¢2_; (2-48,+57)
wg:é (6185, +957 - 57)
PYy=1-V,
%:i (2-4V,+17)
%zé (6—18V,+9V2 -1}
Yy =1—Dy
wgzi (2-4D, + D})
é (6 — 18D, +9D7 — D)
1o =1- 5V
dn =5 (2 4SP + (SPW)?)
Pio = (13 (6 — 188V +9(S,V2) = (S,V2)?)
Y13 =1— 5D,
brs = ; (2- 487D, + (S7Dy)?)
e é (6 — 18.8.D7 +9(S,D})* — (S:D7)°)
g =1—V, Dy
Y17 = ; (2 —4V?D, + (V}QDt)Q)
Vs = ¢ (6—18ViDF + 9 (VD2 - (VD))

5 In the course of this dissertation, we also tested a higher number of Laguerre polynomials as well
as different basis functions especially with respect to the combinations of the state variables’
cross products. However, the effect on the accuracy of the results was only marginal. This result
is consistent with Longstaff and Schwartz (2001), Moreno and Navas (2003) as well as Chang
and Hung (2006).
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5.4.5 General Model

In our general model, we pick up on the ideas of both Klein and Inglis (2001)
and Liu and Liu (2011). In particular, we assume that the short position in the
option may increase the counterparty’s default risk and the market value of the
counterparty’s other liabilities follows a geometric Brownian motion as given by
Equation (5.3). At time ¢, the counterparty’s total liabilities are given by D;+S; — K
in the case of an American call and D; + K — S; in the case of an American put,
respectively. Consequently, the default boundary L(S;, D,) indicating the default
boundary depends on the type of the considered option. For vulnerable American

calls and puts, respectively, it is given by the following expressions:

L(St, Dt) — Dt + St - K (559)
L(St7 Dt) — Dt + K - St' (560)

Plugging these expressions into Equations (5.29) and (5.30), the dynamic
programming recursion functions for vulnerable American calls and puts,

respectively, based on the ideas of the general model are given as follows:

max (St — K, E; [e_mt Cisae| Si, Vi, DtD itVi>Dy+ S — K

1—a)V, .
D(t_|_5t)_t[(maX<St_K’O) 1f‘/2<Dt+St—K

max (K — 5, By [e7" Pryar| S Vi D) i Vi 2 Dyt K = 5,

1—a)V, .
MmaX(K—St,O) lfW<Dt+K—St

In analogy to the previously presented valuation models, the holder of the American
option must decide whether the option should be immediately exercised if the
counterparty is not in default at time ¢. According to the first line in Equations (5.61)
and (5.62), early exercise is optimal only if the conditional expected continuation
value is lower than the option payoff of an immediate exercise. The second line
in Equations (5.61) and (5.62) refers to the scenario in which the counterparty is
in default at time ¢. In this case, the American option is immediately exercised
irrespective of whether the option is in the money or not. The counterparty’s entire

assets (less the default costs «v) are distributed to the creditors. Since all liabilities of
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the counterparty are ranked equally, all creditors receive the same proportion of their
claims. Due to the construction of the default boundary, this proportion depends
on the type of the considered option. It is given by ((1 —a) Vt) / (Dt + S — K)
for a vulnerable American call, whereas it is equal to ((1 — ) Vt> / (Dt + K — St)
for a vulnerable American put. Consequently, the holder of a vulnerable American
call receives ((1 —a) V; max(S; — K, 0)) / (Dt + S — K), whereas the holder of a
vulnerable American put receives ((1 — «) V; max(K — S;)) / (Dt + K — St).

Looking at Equations (5.61) and (5.62), it becomes clearly evident that our general
valuation model incorporates the key features of Klein (1996), Klein and Inglis (2001)
and Liu and Liu (2011). The communalities and differences between these models

are summarized as follows:

1. If the counterparty’s other liabilities are assumed to be constant over time,
the general model is reduced to the extended model of Klein and Inglis (2001)
represented by Equations (5.52) and (5.53), since then the default condition
is given by V, < D+ S, — K and V, < D + K — S,, respectively.

2. If the option holder’s claim Sr — K and K — Sp, respectively, is removed
from the default condition and the counterparty’s other liabilities still follow
a geometric Brownian motion, our general model collapses to the extended
model of Liu and Liu (2011) specified by Equations (5.56) and (5.57), since

the default condition is equal to V; < D, in this case.

3. If the option holder’s claim S; — K and K —S;, respectively, is removed from the
default condition and the market value of the counterparty’s other liabilities
is assumed to be constant over time, our general model is reduced to the
extended model of Klein (1996) specified by Equations (5.47) and (5.48), since

the default condition is equal to V; < D in this case.

To decide whether it is optimal to exercise the American option prior to maturity
if the counterparty is not in default, the conditional expected continuation value
must be determined by regressing the discounted future cash flows against a set of
basis functions of the state variables as illustrated in Equations (5.31) and (5.32).
In the general model, the value of a vulnerable American option is driven by the

same three state variables as in the Liu-Liu model. Consequently, the same 18 basis
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functions as in the model of Liu and Liu (2011) should be applied in the estimation
of the option’s conditional expected continuation value. These basis functions are

given as follows:
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5.5 Numerical Examples

In this section, we present various numerical examples to compare the results of
the different valuation models for American options subject to counterparty risk.

Since the entire payoff of the option cannot be made if the option writer defaults,
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it should be expected that vulnerable options will have lower values than otherwise
identical non-vulnerable American options. Consequently, the upper limit for the
value of a vulnerable American option is given by the default-free option price
obtained from the standard Longstaff-Schwartz approach. Furthermore, a vulnerable
American option must have a higher value than an otherwise identical vulnerable

European option due to the early exercise features.

The starting point of the following comparative analysis is a typical market situation
for an American option. At today’s point in time (¢ = 0), the option is at the money
(Sp = 200, K = 200) and expires in six months (7" = 0.5). The return volatility
of the option’s underlying equals 25% (o0g = 0.25) and its dividend yield is zero
(¢ = 0). The risk-free interest rate is assumed to be 5% (r = 0.05). The option
writer is assumed to be highly levered (Vy = 1000, Dy = 900). The return volatility
of both the counterparty’s assets and liabilities is assumed to be 25% (oy = 0.25,
op = 0.25). The correlations between the returns of the option’s underlying, the
counterparty’s assets and liabilities are assumed to be zero (psy = pyp = psp = 0).

If the counterparty defaults, deadweight costs of 25% are applied (o = 0.25).

The price of the vulnerable American option is computed based on the different
valuation models presented in Section 5.4 using the least squares Monte Carlo
simulation. We use 10 000 sample paths with 50 time steps (Ngi, = 10000, Ny = 50)
and obtain the value of the American option by computing the mean over 100 re-runs

of the algorithm (n = 100).

In a first step, we analyze whether the parameters for the least squares Monte Carlo
simulation are appropriately chosen and whether the obtained results are reasonably
accurate. The confidence interval, for instance, can be used to examine the accuracy
of the estimated option value. Assuming that the option values obtained from the
least squares Monte Carlo simulation are normally distributed, the two-sided 95%

confidence interval for the option value is given by

o

1 n
Cl=-) AO; £1.96- 5.64
n ; J \/ﬁ ) ( )
where AQ; gives the value of the American option based on run j =1,..., n and o

is the standard deviation of the obtained option values.
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Table 5.1 gives the option value as well as the corresponding 95% confidence interval
for the different valuation models using the previously mentioned numerical example.
The confidence intervals of all the considered valuation models are relatively tight
indicating that the computed option values are quite accurate. Hence, the parameters
for the least squares Monte Carlo simulation (Ng,, = 10000, Ny = 50, n = 100)

seem to be reasonably chosen.

American Call

Option Value 95% Confidence Interval

Longstaff & Schwartz (2001) 16.4951 [16.4867; 16.5435]
Ext. Klein (1996) 12.6375 [12.6027; 12.6723]
Ext. Klein & Inglis (2001) 12.0900 [12.0579; 12.1221]
Ext. Liu & Liu (2011) 10.8535 [10.8240; 10.8830)]
General Model 10.4402 [10.4131; 10.4673]

American Put

Option Value 95% Confidence Interval

Longstaff & Schwartz (2001) 12.0813 [12.0521; 12.1105]
Ext. Klein (1996) 9.7293 [9.7037; 9.7549]
Ext. Klein & Inglis (2001) 9.5210 [9.4955; 9.5465]
Ext. Liu & Liu (2011) 8.5211 [8.4972; 8.5450]
General Model 8.3441 [8.3221; 8.3661]

Table 5.1: Confidence Intervals for the Monte Carlo Simulation
Unless otherwise noted, the calculations are based on the following parameters: Sy = 200, K = 200,
Vo = 1000, Dy =900, T —t = 0.5, r =0.05, ¢ =0, og = 0.25, oy = 0.25, op = 0.25, psy = 0,
psp =0, pyp = 0 and a = 0.25. The option values for the different valuation models are computed
by the least squares Monte Carlo simulation approach described in Sections 5.3 and 5.4. The
simulation is based on 10000 sample paths with 50 time steps. To improve the accuracy of the

obtained option values the algorithm is re-run 100 times.

Figures 5.1 and 5.2 depict the values of American calls and puts, respectively, as
functions of the price of the option’s underlying, the option’s time to maturity

and the value of the counterparty’s assets for the valuation models presented in
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the previous section. As expected, the option values obtained from the extended
Klein, the extended Klein-Inglis, the extended Liu-Liu and our general model are

always lower than the default-free option value given by the model of Longstaff and

Schwartz (2001).
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Figure 5.1: American Calls subject to Counterparty Risk
Unless otherwise noted, the calculations are based on the following parameters: Sy = 200, K = 200,
Vo = 1000, Dy =900, T —t = 0.5, r=0.05, g =0, og = 0.25, oy = 0.25, op = 0.25, psy = 0,
psp =0, pyp = 0 and o = 0.25. The option values for the different valuation models are computed
by the least squares Monte Carlo simulation approach described in Sections 5.3 and 5.4. The
simulation is based on 10000 sample paths with 50 time steps. To improve the accuracy of the

obtained option values the algorithm is re-run 100 times.

In the upper left diagram of Figure 5.1, the value of the vulnerable American call
is plotted against the price of the option’s underlying. It can be seen that the
price difference between default-free and vulnerable American calls is largest for
at-the-money options. This price difference decreases if the American call is either
further out of the money or further in the money. Additionally, it can be observed

that option values obtained from the extended Klein-Inglis and our general model

125



converge if the price of the option’s underlying increases, i.e. if the American call
is further in the money. This observation is attributed to the fact the option itself
is included in the default boundary of both models. For deep in-the-money options,
the counterparty’s default risk is predominantly driven by the short position in
the American option, since it takes an increasing share of the counterparty’s total
liabilities.

Referring to the upper left diagram of Figure 5.1, the effect of the time to maturity on
the value of vulnerable American calls is analyzed. If the time to maturity decreases,
the difference between the default-free and the vulnerable American call values is
also reduced. This result is not surprising, since the counterparty is less likely to

default if the option’s maturity date gets closer.

The lower diagram of Figure 5.1 shows that the price of a vulnerable American
call converges to the default-free option price if the value of the counterparty’s
assets increases, since the probability of hitting the default boundary is decreased in
this case. Our general model has the lowest convergence speed which is most likely
explained by the fact that this model is the only one that incorporates three sources
of default risk simultaneously: a decrease in the value of the counterparty’s assets,
an increase in the counterparty’s other liabilities as well as an increase in the option

value itself.

A similar analysis can also be done for vulnerable American puts. In the upper left
diagram of Figure 5.2, the value of the vulnerable American put is plotted against
the price of the option’s underlying. It can be seen that the price difference between
default-free and vulnerable American puts is largest for at-the-money options. This
price difference decreases if the American call is either further out of the money
or further in the money. Moreover, it can be observed that option values obtained
from the different valuation models converge if the price of the option’s underlying
decreases, i.e. if the American put is in the money. This observation is attributed to
the fact it is optimal to immediately exercise the American put if it is sufficiently

deep in the money.

Referring to the upper left diagram of Figure 5.2, the effect of the time to maturity on

the value of vulnerable American puts is analyzed. If the time to maturity decreases,
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the difference between the default-free and the vulnerable American put values is
also reduced. This result is not surprising, since the counterparty is less likely to

default if the option’s maturity date gets closer.

The lower diagram of Figure 5.2 shows that the price of a vulnerable American
put converges to the default-free option price if the value of the counterparty’s
assets increases, since the probability of hitting the default boundary is decreased in
this case. Our general model has the lowest convergence speed which is most likely
explained by the fact that this model is the only one that incorporates three sources
of default risk simultaneously: a decrease in the value of the counterparty’s assets,
an increase in the counterparty’s other liabilities as well as an increase in the option

value itself.
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Figure 5.2: American Puts subject to Counterparty Risk

Unless otherwise noted, the calculations are based on the following parameters: Sy = 200, K = 200,
Vo = 1000, Dg =900, T —t = 0.5, r =0.05, g =0, g = 0.25, oy = 0.25, op = 0.25, psy = 0,
psp =0, pyp = 0 and o = 0.25. The option values for the different valuation models are computed
by the least squares Monte Carlo simulation approach described in Sections 5.3 and 5.4. The
simulation is based on 10000 sample paths with 50 time steps. To improve the accuracy of the

obtained option values the algorithm is re-run 100 times.
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General Ext. Ext. Ext.

Model LL2011 KI2001 K1996 152001
Base Case 10.4402 10.8535 12.0900 12.6375 16.4951
Sp = 220 23.4981 24.5592 25.0038 26.2932 30.3642
So =180 3.6585 3.7473 4.5756 4.7222 7.0391
Vo = 1050 12.3895 12.7508 14.0343 14.4394 16.4951
Vo =950 7.5379 7.9800 8.8310 9.4802 16.4951
os = 0.3 12.1776 12.7606 14.0768 14.8312 19.2536
og=0.2 8.6648 8.9539 10.1145 10.4801 13.7848
oy =0.3 9.8798 10.2648 11.1291 11.6032 16.4951
oy = 0.2 10.9263 11.3786 13.2189 13.8150 16.4951
op =03 10.0513 10.4272 12.0900 12.6375 16.4951
op=0.2 10.8137 11.2653 12.0900 12.6375 16.4951
psy = 0.5 11.1566 11.4190 13.2129 13.4413 16.4951
psv = —0.5 9.7761 10.3426 11.2376 12.1270 16.4951
pvp = 0.5 12.0035 12.5222 12.0900 12.6375 16.4951
pvp = —0.5 9.5581 9.9021 12.0900 12.6375 16.4951
psp = 0.5 9.7782 10.3323 12.0900 12.6375 16.4951
psp = —0.5 11.0972 11.3691 12.0900 12.6375 16.4951
T'—t=1 12.9193 13.6092 15.2919 16.3010 24.7401
T —t=0.25 8.3443 8.5748 9.4283 9.6747 11.1693
a=20.5 9.9718 10.4567 11.6996 12.3361 16.4951
a=0 11.2220 11.5015 12.8458 13.2100 16.4951
r = 0.08 11.0936 11.6053 13.2037 13.8931 18.1183
r = 0.02 9.8001 10.1396 11.1302 11.5642 15.0602
g =0.05 9.2600 9.5494 10.6439 10.9841 13.8602

Table 5.2: American Calls subject to Counterparty Risk
Unless otherwise noted, the calculations are based on the following parameters: Sy = 200, K = 200,
Vo = 1000, Dy = 900, T —t = 0.5, r = 0.05, ¢ = 0, o = 0.25, oy = 0.25, op = 0.25,
psv =0, psp =0, pyp = 0 and o = 0.25. The option values for the different valuation models are
computed by the least squares Monte Carlo simulation approach described in Sections 5.3 and 5.4.
The simulation is based on 10000 sample paths with 50 time steps. To improve the accuracy of
the obtained option values the algorithm is re-run 100 times. The abbreviations Ext. K1996, Ext.
KI2001 and Ext. LL2011 stand for the extended models of Klein (1996), Klein and Inglis (2001) as
well as Liu and Liu (2011), whereas LS2001 indicates the model of Longstaff and Schwartz (2001).
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General Ext. Ext. Ext.

Model LL2011 KI2001 K1996 152001
Base Case 8.3441 8.5211 9.5210 9.7293 12.0813
So = 220 3.0955 3.1413 3.8209 3.8835 5.5936
So = 180 20.9189 21.2153 21.5239 21.8079 23.2997
Vo = 1050 9.6470 9.7743 10.7077 10.8332 12.0813
Vo =950 6.2159 6.4380 7.2067 7.5106 12.0813
og=0.3 10.1236 10.3936 11.5733 11.8974 14.8312
og=0.2 6.5227 6.6240 7.4299 7.5485 9.3347
oy =0.3 7.9640 8.1282 8.8576 9.0508 12.0813
oy =0.2 8.7177 8.8978 10.2903 10.4883 12.0813
op =03 8.0569 8.2222 9.5210 9.7293 12.0813
op =0.2 8.6093 8.8023 9.5210 9.7293 12.0813
psv = 0.5 8.0593 8.3453 9.2075 9.6262 12.0813
psv = —0.5 8.6409 8.7297 9.9799 10.0485 12.0813
pvp = 0.5 9.4759 9.6841 9.5210 9.7293 12.0813
pvp = —0.5 7.6867 7.8382 9.5210 9.7293 12.0813
psp = 0.5 8.6390 8.7327 9.5210 9.7293 12.0813
psp = —0.5 8.0720 8.3485 9.5210 9.7293 12.0813
T'—t=1 9.6148 9.8661 11.1577 11.4836 15.9446
T—1t=0.25 7.0369 7.1527 7.8350 7.9455 8.9611
a=0.5 8.0467 8.2771 9.2809 9.5352 12.0813
a=10 8.7679 8.8656 9.8824 9.9804 12.0813
r = 0.08 77776 7.9200 8.9500 9.1113 11.0517
r = 0.02 8.9126 9.1362 10.0826 10.3476 13.2374
g =0.05 9.2480 9.4960 10.6528 10.9485 13.8716

Table 5.3: American Puts subject to Counterparty Risk
Unless otherwise noted, the calculations are based on the following parameters: Sy = 200, K = 200,
Vo = 1000, Dy = 900, T —t = 0.5, r = 0.05, ¢ = 0, o = 0.25, oy = 0.25, op = 0.25,
psv =0, psp =0, pyp = 0 and o = 0.25. The option values for the different valuation models are
computed by the least squares Monte Carlo simulation approach described in Sections 5.3 and 5.4.
The simulation is based on 10000 sample paths with 50 time steps. To improve the accuracy of
the obtained option values the algorithm is re-run 100 times. The abbreviations Ext. K1996, Ext.
KI2001 and Ext. LL2011 stand for the extended models of Klein (1996), Klein and Inglis (2001) as
well as Liu and Liu (2011), whereas LS2001 indicates the model of Longstaff and Schwartz (2001).
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Tables 5.2 and 5.3 present the option values for vulnerable American calls and puts,
respectively, which are obtained from the least squares Monte Carlo simulation based
on the valuation models presented in Section 5.4. Once again it can be observed
that the option values based on the extended Klein, the extended Klein-Inglis,
the extended Liu-Liu and our general valuation model are always lower than the
default-free option value of the Longstaff-Schwartz model. Furthermore, the option
values obtained from the extended general model are substantially lower than those
of the other valuation models in most situations. This finding is explained by the
construction of the general model’s default boundary. Our general model is the only
one which incorporates three sources of risk simultaneously. First, a decrease in the
value of the counterparty’s assets might lead to a default of the option writer like in
all the other valuation models. Second, our general model accounts for the potential
increase in the default risk induced by the option itself (unlike the extended Klein
and the extended Liu-Liu model). Third, it is assumed that the counterparty’s other
liabilities are stochastic which creates an additional default risk (unlike the extended
Klein and the extended Klein-Inglis model). Consequently, the option values based
on our general model are the lowest, since it accounts for all possible sources of the

counterparty’s default risk.

Table 5.4 provides the values of default-free and vulnerable American puts for
different prices of the option’s underlying. Figure 5.2 already showed that the price
of American puts obtained from the different valuation models converge if the price
of the option’s underlying decreases. This observation is attributed to the fact it is
optimal to immediately exercise the American put if it is sufficiently deep in the
money. Having a closer look at Table 5.4, it can easily be seen that all valuation
models suggest an immediate exercise of the American put if the current price of
the option’s underlying is lower than 160. Furthermore, it can be observed that the
critical stock price for which the American put is immediately exercised is highest
for our general model (S; = 170). This aspect is explained by the fact that our
model is the only one that incorporates three sources of default risk simultaneously.
A similar analysis could also be performed for American calls. However, the option
will only be exercised immediately if both the current price and the dividend yield

of the option’s underlying are sufficiently large (i.e. Sy > K and ¢ > 0).
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General Ext. Ext. Ext.

Model LL2011 KI2001 K1996 152001
Sp = 157 43" 43" 43" 43* 43"
So = 158 42* 42* 42* 42* 42*
So =159 41* 41* 41* 417 41*
So = 160 40~ 40* 40* 40* 40.0475
Sp = 161 39* 39* 39* 39* 39.0759
So = 162 38" 38" 38" 38.0176 38.1193
So = 163 37 37.0124 37 37.0203 37.1874
So = 164 36™ 36.0199 36™ 36.0341 36.2632
Sop = 165 35* 35.0259 35* 35.0538 35.3347
So = 166 34" 34.0441 34.0231 34.1017 34.4545
Sp = 167 33" 33.0547 33.0332 33.1170 33.5448
Sop = 168 32* 32.0884 32.0765 32.1853 32.7039
So = 169 31" 31.1301 31.1182 31.2458 31.8282
So =170 30* 30.1560 30.1765 30.3220 30.9697
Sp =171 29.0247 29.2067 29.2487 29.4142 30.1459
So =172 28.0645 28.2910 28.3474 28.5101 29.3389
So =173 27.1231 27.3571 27.4326 27.6434 28.5377
Sp =174 26.2069 26.4562 26.5700 26.7804 27.7414
So =175 25.2875 25.5495 25.6913 25.9156 26.9836
So =176 24.3775 24.6372 24.8181 25.0606 26.2034
So =177 23.5018 23.7640 23.9611 24.2091 25.4654
Sp =178 22.6254 22.9058 23.1535 23.4232 24.7358
So =179 21.7483 22.0340 22.3165 22.5879 23.9899
So = 180 20.9006 21.1860 21.5213 21.8107 23.2900

Table 5.4: Analysis of In-the-Money American Puts

Unless otherwise noted, the calculations are based on the following parameters: Sy = 200, K = 200,
Vo =1000, Dy =900, T —t =0.5,r=0.05, g =0, g = 0.25, oy = 0.25, op = 0.25, pgy = 0,
psp =0, pyp = 0 and o = 0.25. The option values for the different valuation models are computed
by the least squares Monte Carlo simulation approach described in Sections 5.3 and 5.4. The
simulation is based on 10000 sample paths with 50 time steps. To improve the accuracy of the
obtained option values the algorithm is re-run 100 times. The immediate exercise of the American
put is indicated by an asterisk. The abbreviations Ext. K1996, Ext. KI2001 and Ext. LL2011 stand
for the extended models of Klein (1996), Klein and Inglis (2001) as well as Liu and Liu (2011),
whereas LS2001 indicates the model of Longstaff and Schwartz (2001).
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In Table 5.5, we compare the values of American options with those of the
corresponding European options for a selected set of parameters. For non-vulnerable
American calls, we find the well-known result that the early exercise is not optimal as
long as the dividend yield of the option’s underlying is zero. In this case, the values
of American and European calls are identical. If the dividend yield is positive, the
value of an American call is greater than the value of a European call, i.e. the
early exercise of the American call is optimal. The early exercise of non-vulnerable
American puts is always optimal, since their values are higher than those of the

corresponding European puts.

In contrast to that, we observe that the values of vulnerable American options
are always greater than the values of the corresponding European options for all
the considered valuation models. Hence, the early exercise may be optimal for
both American calls and puts subject to counterparty risk irrespective of the used

parameters.

Furthermore, the price difference between the vulnerable American options and
the corresponding vulnerable European options is greater than the price difference
between non-vulnerable American options and the correpsonding non-vulnerable
European options. Consequently, we may conclude that the early exercise feature
receives a greater recognition in case of vulnerable American options, since the option

holder has the opportunity to avoid a potential write-down on his claim.

5.6 Summary

In this chapter, we picked up on the fundamental ideas of Klein (1996), Klein and
Inglis (2001) and Liu and Liu (2011) and set up equivalent models for vulnerable
American options. Furthermore, we combine the features of these models in a
general valuation model for vulnerable American options. It is the only model which
incorporates three sources of financial distress simultaneously: a decline in the value
of the counterparty’s assets, an increase in the value of the counterparty’s other

liabilities or an increase in the value of the option itself.

Due to the early exercise feature of American options, the counterparty’s default

may occur prior to maturity. Consequently, the structural approach of Black and
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Cox (1976) need to be considered. To value vulnerable American options in this
framework using the different valuation models, we adjusted the least squares Monte
Carlos simulation suggested by Longstaff and Schwartz (2001) to be applicable to

the considered valuation problem.

Based on various numerical examples and graphical illustrations, we compared the
results of our general model with those of the alternative models for vulnerable
American options. All the considered valuation models have in common that the
reduction in the value of a vulnerable American option (compared to a default-free
American option) increases if the time to maturity is longer and if the value of
the counterparty’s assets is low. The deepest price reduction is oberserved for
at-the-money options. The values for vulnerable American options obtained from
our general model are typically the lowest, since it is the only model which accounts

for all possible sources of the counterparty’s default.
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6 American Options subject to Counterparty and
Interest Rate Risk

In this chapter, valuation models for American options subject to counterparty and
interest rate risk are set up. Due to the early exercise features of American options,
the counterparty’s default is modeled using the structural approach of Black and
Cox (1976) allowing for default prior to the option’s maturity. In particular, the
counterparty’s default is triggered by the value of its assets being below the value

of its total liabilities for the first time.

Klein (1996), Klein and Inglis (2001) and Liu and Liu (2011) develop valuation
models for vulnerable European options under a deterministic interest rate.'® In the
following, we extend these models to analyze the properties of American options
subject to counterparty risk. In particular, we maintain their key characteristics,
especially with respect to the default condition, but adjust them to be applicable in
the context of vulnerable American options. Additionally, we account for stochastic
interest rates based on the model of Vasicek (1977). Finally, we develop a general

model which incorporates the features of the other models.

Due to the complexity of the models, closed form solutions cannot be derived.
Thus, numerical methods have to be applied to compute the value of a vulnerable
American option. In particular, we use the least squares Monte Carlo simulation
approach suggested by Longstaff and Schwartz (2001) and adapt it appropriately to

be applicable to value vulnerable American options under stochastic interest rates.

Section 6.1 presents the considered theoretical framework. In Section 6.2, we derive
the partial differential equation characterizing the price of a vulnerable American
option under interest rate risk. Section 6.3 explains how this partial differential
equation can be solved by the Longstaff-Schwartz approach. In Section 6.4, we extend
the models of Klein (1996), Klein and Inglis (2001) as well as Liu and Liu (2011) to
be applicable for American options subject to counterparty and interest rate risk.
Moreover, we set up our general model. Section 6.5 provides a comparative analysis

of the different valuation models. Section 6.6 summarizes the main findings.

16 Tn Chapter 3, the valuation models of Klein (1996), Klein and Inglis (2001) as well as of Liu
and Liu (2011) are presented and discussed in greater details.
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6.1 Assumptions

The assumptions for the valuation of American options subject to counterparty and
interest rate risk are based on Merton (1973), Black and Cox (1976), Vasicek (1977),
Rabinovitch (1989), Klein (1996), Klein and Inglis (1999, 2001), Chang and Hung
(2006), Klein and Yang (2010, 2013) as well as on Liu and Liu (2011).

1. The price of the option’s underlying S; follows a continuous-time geometric
Brownian motion. Assuming that the option’s underlying is a dividend-paying

stock, its dynamics are given by

dSt = (,LLS - q> St dt +0g St dWS, (61)

where g indicates the expected instantaneous return of the option’s
underlying, ¢ denotes the continuous dividend yield, og is the instantaneous

return volatility and dWg represents the standard Wiener process.

2. Likewise, the market value of the counterparty’s assets V; follows a

continuous-time geometric Brownian motion. Its dynamics are given by
d‘/t :Mv‘/tdt—l—O'deW\/, (62)

where 1y is the expected instantaneous return of the counterparty’s assets,
oy gives the instantaneous return volatility and dWy, is a standard Wiener

process. The instantaneous correlation between dWs and dWy, equals pgy .

3. The total liabilities D; comprise all the obligations of the counterparty’s, i.e.
debt, short positions in financial securities and accruals. The dynamics follow

a continuous-time geometric Brownian motion which is given by
dDy = pup Dydt + op Dy dWp (6.3)

where pp is the expected instantaneous return of the counterparty’s liabilities,
op indicates the instantaneous return volatility and dWp represents the
standard Wiener process. The instantaneous correlation between dWs and

dWp equals psp and pyp between dWy, and dWp, respectively.
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If the counterparty’s total liabilities, however, are given by a zero bond only
and the risk-free interest rate follows the Ornstein-Uhlenbeck, the expected
instantaneous return pp as well as the instantaneous return volatility op
cannot be chosen arbitrarily anymore. In particular, up and op become
time-dependent parameters which are given by the expressions specified in

Equation (6.6).17

4. The market is perfect and frictionless, i.e. it is free of transaction costs or taxes

and the available securities are traded in continuous time.

5. The instantaneous risk-free interest rate r; follows the Ornstein-Uhlenbeck

process of Vasicek (1977). The mean-reverting dynamics are given by

dry = k(0 —ry) dt + o, dW, , (6.4)

where k is the speed of reversion, # represents the long-term mean of the
risk-free interest rate, o, is the instantaneous volatility of the risk-free interest
rate and dWW, represents the standard Wiener process. The instantaneous
correlations between dW, and dWg, between dW, and dWWy, as well as between

dW, and dWp are equal to ps,, pv, and pp,, respectively.

In the considered stochastic interest rate framework, a closed form solution
for the price of a risk-free zero bond paying one dollar at maturity 7' can be
derived (Vasicek, 1977; Mamon, 2004). Denoting the price at time ¢ of a zero
bond by B; 7, the analytical bond price formula is given by

By = et (6.5)
where
1
A = — (1—e@v)
Cr = (9 - ;;> (Avr = (T = 1)) = UifT

17 This issue only affects the extended model of Liu and Liu (2011) as well as the general
model, since it is assumed that the counterparty’s liabilities are stochastic in these two models
exclusively (see Sections 5.4.4 and 5.4.5).
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10.

11.

The instantaneous expected return and the return volatility of the risk-free
zero bond are time-dependent. In particular, they are given as follows:

1— e—K(T—t) 1 — e—fi(T—t)
wpt) =+ s = 5 (66)

K K
The expected instantaneous return of the option’s underlying as well as of the
counterparty’s assets and liabilities (ug, gy and pp) are constant over time.

The same applies for the dividend yield of the option’s underlying.

. The instantaneous return volatilities of the option’s underlying as well as of the

counterparty’s assets and liabilities (g, oy and op) are constant over time.
The same applies for the risk-free interest rate’s instantanenous volatility o,

as well as for the instantaneous correlations psv, psp, pvp, pPsr, pPve and pp,.

. All the liabilities of the counterparty (i.e. debt, short positions in financial

securties, etc.) are assumed to be of equal rank.

Before the option’s maturity (i.e. ¢ < T'), default occurs if the counterparty’s

assets V; are less than the threshold level L:

Vi< L or V,<L(S, D). (6.7)

Depending on the considered valuation model, the threshold level L is
characterized in different ways and is either a constant or a function of the

stochastic variables S; and D;.

At the option’s maturity (i.e. t = T'), default occurs if the market value of the

counterparty’s assets Vp are less than the threshold level L:
Vi <L or Vp< L(Sr, Dr). (6.8)

Depending on the considered valuation model, the threshold level L is
characterized in different ways and is either a constant or a function of the

stochastic variables St and Dr.

If the counterparty is in default, the option holder receives the fraction 1 — w;
of the nominal claim, where w; represents the precentage write-down on the

nominal claim at time ¢. The percentage write-down w can be endogenized.
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Assuming that all the liabilities of the counterparty are ranked equally, the
amount payable to the holder of an American option is given by

(1-a)V,

(I—w) = L(S,, Dy)’

(6.9)

where « represents the cost of default (e.g. bankruptcy or reorganization cost)

as a percentage of the counterparty’s assets.

6.2 Derivation of the Partial Differential Equation

Following the argument of Fang (2012), we derive the partial differential equation
governing the price evolution of a vulnerable American option under stochastic
interest rates. The the price of a vulnerable American option F; must be a function
of the underlying S;, the counterparty’s assets V;, the counterparty’s liabilities Dy,
the risk-free interest rate r; and time ¢. According to It6’s lemma, the corresponding

stochastic differential equation for an American option is given as follows:

oF; oF;
Lt + (ps — Q)Stasz
0°F, OF; OF;

ot
OF,; dt—i-O'sz dWV—l-,uDDt
oV, oV? oV, dD;
OF; 1 ,0°F,

1 0?F, OF;
+ QﬂﬁaDﬂﬁ+0DQ6Dde+ W—r057ﬁ+~f o

9°F, 9°F,
dt S.D dt
85,01, T PspIsIDO Mg e
9°F, 0°F,
dt + ps,050,S
ov,oD, " T Psrosorog s -
9°F, 0°F,
dt + pp.opo. D
8‘/}37} i PDroDo taDtaT’t

1 O*F, OF,
dt + 5035,? 552 dt + o555 5 dWg (6.10)

dFt —

+ v Vi dt

dt+2 o V2

dt

OF,
+ UthdWr + psvosovSiVica
t

+ pvpoyopViDi———— dt

+ IOVTO'VO'TV;‘/ dt.

To eliminate the four Wiener processes dWs, dWy,, dWp and dWpg, a portfolio II;
which consists of the American option Fj, the underlying S;, the counterparty’s
assets V;, the counterparty’s liabilities D; and the risk-free zero bond B, must

be constructed.'® In particular, this portfolio consists of a short position in the

18 To set up such a portfolio, it is necessary to assume that option’s underlying, the counterparty’s
assets and liabilities as well as the risk-free zero bond are traded securities. This assumption
is not questionable for the option’s underlying and the risk-free zero bond, but it is for
both the counterparty’s assets and liabilities. As argued by Klein (1996), it is likely that the
counterparty’s assets and liabilities are not traded directly in the market, but that their market
values behave similarly as if they were traded securities.
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American option and long positions in the underlying, the counterparty’s assets
and liabilities as well as in the risk-free zero bond. The amount of shares in the
long positions are equal to 0F;/0S;, 0F;/0V;, 0F;/0D; and OF;/0r:Ory/0Byr,
respectively. Hence, the value of the portfolio at time ¢ is given by

aFt 3E 8Ft a.Ft 87}

M= o Qg oy OFey,  Ofy OF On g 6.11
t T R AR )> R T At (6.11)

The change in the value of the portfolio over the time interval dt is characterized by

the total differential which is equal to

OF, OF, OF, OF, or
astdst avtdvt — 14D, + — —"-dB, . (6.12)

dIl, — —dF
t et oD, O, 0Bz

Using Itd’s lemma, the dynamics of the risk-free zero bond can be set up. The

dynamics dB;r are given by

OByr

8Bt T 8Bt’T 1 2 82 Bt,T
a T

dt ” dW,
+o0o + 87“?

dB 41
tT = (97“t c%‘t 2 g

dt + k(0 — 1)

dt.  (6.13)

Under the martingale measure, the dynamics of the risk-free zero bond given by

Equation (6.13) can be rewritten as follows (see Fang, 2012):

OB
dByr =1 Byrdt + 0, LLAw,. (6.14)

Tt

Substituting Equations (6.1) to (6.3), (6.10) and (6.14) into Equation (6.12) yields

the following expression:

8Ft OF, 1 0*F, 1 0*F,

dll, = ——-dt + g5, 852 0%S? 552 dt — 5o oL V2 Ve dt (6.15)
— 1aDD§g§§dt — k(0 — rt)gitdt —~ ; r%ﬁ;tdt
— psvosoy S,V aijg& dt — psposopS: D, agjgzt)t dt
- PVDUVUDWDt%dt - PSTUSUrSt(;);gldf
- PVrUvUtha?jtgtt — pprop0, Dy 8%2;;% dt + gf:: a(ZZiT r¢ By rdt.
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Since the dynamics of portfolio II; are independent of the four Wiener processes
dWyg, dWy ,dWp and dWg, the portfolio must be riskless during the infinitesimal
time interval dt. Consequently, the portfolio must earn the same return as other
short-term risk-free investments, namely the risk-free interest rate r;, to avoid

arbitrage opportunities:

We substitute Equations (6.11) and (6.15) into Equation (6.16) which yields the

following expression:

Sy + —=Vi+ D, + Bt7T> dt (6.17)

_F 4 8Ft 3Ft 8Ft aFt 87}
" a8, av, ' oD, dry OBy1

= —(Z}dt + Stggdt ;agngQSitdt ; ov V] g‘?d ; opD; g;F;d
— k(0 — rt)gfdt — ; o %2Ftdt — pSVUSO'VStVtaaSjg/tdt
- pSDUSUDStDtagjgtl)tdt - pVDavUDV}Dt&?/jit)tdt - pgrogorStﬁdt
- pVTJVUTW@?z?mdt — ppropo.Dy afjt??“t dt + gfj a(ZZT By rdt.

Rewriting Equation (6.17), the partial differential equation that characterizes the
price of an American option whose payoff is contigent upon the price of the option’s
underlying as well as upon the value of both the counterparty’s assets and liabilities

is obtained. It is given by

OF, oF, 1 0*F, oF, 1 0*F,
0= J—f-( )Stast 50’%53 ! +Tt‘/t + O'V-V;2 8‘/;;

ot 952 v,
L 0 L
aig% + PSDUSUDStDt(.g?Q
% + pSrgSJrStaaSig;;t

a(?/igt + ppropo, Dy a?jtgtt

(6.18)

+r(0 =)

+ psvosoy SV,

+ pypoyopViDy

+ pVT‘O-VO—T‘/t — Tyl
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To obtain a unique solution to the partial differential equation, we must set up
the boundary conditions which specify the value of the American option based
on Assumptions 9 to 11 (see Section 6.1). For the American call, the boundary

conditions can be expressed as follows:

1. At the option’s maturity (i.e. ¢ = T'), three different scenarios may occur.
If the option expires in the money and the counterparty does not default,
St — K are paid out to the holder of an American call. If the option expires
in the money and the counterparty is in default, the entire assets of the
counterparty (less the default costs «) are distributed to the creditors. Since
all liabilities of the counterparty are ranked equally, all creditors receive
the same proportion of their claims. Hence, the holder of an American call
receives ((1 —a) Vp (S — K)) /L(Sr, Dr). If the option is out of the money

at maturity, the option holder receives nothing.

Sr— K it Sy > K, Vi > L(Sr, Dr)
1—a)V; .
Fr=Cr = M (ST — K) if ST > K, Vi < L(ST, DT) (619)
0 otherwise

2. If the counterparty defaults prior to maturity (i.e. t < T'), the American option
is immediately exercised. If the option is in the money at that point in time,
the entire assets of the counterparty (less the default costs «) are distributed
to the creditors. Since all liabilities of the counterparty are ranked equally, all
creditors receive the same proportion of their claims. Hence, the holder of an
American call receives ((1 — «) V; (S; — K)) /L(S;, Dy). If the option is out of

the money at that point in time, the option holder receives nothing.

1 —a)V,
U=alVig gy its, > K,V < L(S, D)
F,=C = L(S, Dy) (6.20)
0 otherwise

3. It may be optimal to exercise an American call prior to maturity (i.e. t < T)

even though the counterparty is not in default. Early exercise is optimal if
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the early exercise payoff CF* = max(S; — K,0) is larger than the conditional

expected continuation value CF°" i.e. the expected future option payoff.

S, — K if CF > 2™V, > L(S,, D)
No early exercise otherwise

The boundary conditions for the American put are given in analogy:

1. At the option’s maturity (i.e. ¢t = T), three different scenarios may occur.
If the option expires in the money and the counterparty does not default,
K — Sp are paid out to the holder of an American put. If the option expires
in the money and the counterparty is in default, the entire assets of the
counterparty (less the default costs «) are distributed to the creditors. Since
all liabilities of the counterparty are ranked equally, all creditors receive
the same proportion of their claims. Hence, the holder of an American put
receives ((1 —a) Vi (K — Sr)) /L(S7, Dr). If the option is out of the money

at maturity, the option holder receives nothing.

K — Sr it S < K, Vi > L(St, Dr)
1— o)V, )
Fr=Pp= M (K — ST) if ST < K, Vr < L(ST, DT) (622)
0 otherwise

2. If the counterparty defaults prior to maturity (i.e. ¢ < T'), the American put
is immediately exercised. If the option is in the money at that point in time,
the entire assets of the counterparty (less the default costs «) are distributed
to the creditors. Since all liabilities of the counterparty are ranked equally, all
creditors receive the same proportion of their claims. Hence, the holder of an
American put receives ((1 — ) Vi (K — S;)) /L(S:, Dy). If the option is out of

the money at that point in time, the option holder receives nothing.

U=V 5y it s, < K, Vi < L(S, D))
F,=PF = L(S, Dy) (6:23)

0 otherwise

143



3. It may be optimal to exercise an American put prior to maturity (i.e. ¢t <T)
even though the counterparty is not in default. Early exercise is optimal if
the early exercise payoff PF* = max(K — S;,0) is larger than the conditional
expected continuation value PC°™ which is given by the expected future option

payoff.

K-S, if PP > peont V> L(S,, D,)
F =P = (6.24)
No early exercise otherwise

The actual characterization of the boundary conditions depends on the choice of
a specific valuation model (see Section 6.4). In particular, the variable L(Sy, Dr)
must be defined according to the chosen model in order to value vulnerable American

options using the least squares Monte Carlo simulation.

Referring to Equations (6.20) and (6.23), we assume that an American option is
immediately exercised if the counterparty defaults at a given time ¢ prior to the
option’s maturity. Chang and Hung (2006) as well as Klein and Yang (2010) also
deal with the valuation of vulnerable American options. However, their assumptions
with respect to the option payoff if the counterparty defaults prior to maturity
differ from our assumption. In particular, Chang and Hung (2006) assume that
the American option is not necessarily exercised in the case of the counterparty’s
default, i.e. they assume that the option holder has the opportunity to keep the
American option unexercised until maturity, although the counterparty is insolvent.
Klein and Yang (2010), in turn, suppose that only in-the-money American options
are immediately exercised if the counterparty is in default prior to maturity. If the
counterparty is in default and the American option is out of the money, the option

is not exercised.

6.3 Solution to the Partial Differential Equation

The partial differential equation given by Equation (6.18) depends on the price
of the option’s underlying, the counterparty’s assets, the counterparty’s liabilities,
the risk-free interest rate, the dividend yield of the option’s underlying as well as

on the return volatilities. All these variables and parameters are independent of
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the investors’ risk preferences.! Since the risk preferences of the investors do not
enter the partial differential equation, they cannot affect its solution. Consequently,
any type of risk preferences can be assumed when solving the partial differential

equation.

The partial differential equation given by Equation (6.18) subject to the boundary
conditions specified by Equations (6.19) to (6.21) and (6.22) to (6.24), respectively,
can be solved using the regression-based Monte Carlo simulation approach suggested
by Longstaff and Schwartz (2001). Even though this approach has originally been
derived to value plain vanilla American options, it can also be applied in more
complex theoretical frameworks in which the price of the considered option depends
on more than one stochastic variable (see Longstaff & Schwartz, 2001; Moreno &

Navas, 2003).

It is optimal to exercise an American option prior to its maturity if the option
payoff based on the immediate exercise is greater than the option’s conditional
expected continuation value. Longstaff and Schwartz (2001) suggest to estimate the
conditional expectation by a least-squares regression based on the cross-sectional
information provided by Monte Carlo simulation. Consequently, sample paths need
to be generated for the price of the option’s underlying as well as for the market

value of the counterparty’s assets and liabilities.

Using the approach of Cox and Ross (1976) and Harrison and Pliska (1981), the
risk-neutral stochastic processes for the price of the option’s underlying as well as
for the market values of the counterparty’s assets and liabilities can be obtained.

They are equal to

dSt = (7} - Q) St dt +0g St dWS, (625)

AV, =r, Vi dt + oy V, dWy (626)

19 Following the argument of Hull (2012: 311-312), the partial differential equation given by
Equation (6.18) would not be independent of risk preferences if it included the expected returns
of the option’s underlying, the counterparty’s assets and the counterparty’s liabilities. These
parameters depend on risk preferences, since their magnitude represents the level of risk aversion
of the investor: the higher the level of the investor’s risk aversion, the higher the required
expected return.

145



and

th =T Dt dt +0p Dt dWD, (627)
where r; is the risk-free interest rate at time ¢ and all other variables are defined as
before.

Applying It6’s lemma to Equations (6.25) to (6.27), the stochastic processes for
In Sy, InV; and In D; are obtained. They are given by

1
dln S, = (n - 203) dt + ogdWs, (6.28)
1 2
dnV, = (rt - ZUV) dt + oy dWy (6.29)
and
1
dln D, = (rt — 20%) dt + opdWp. (6.30)

Rewriting Equations (6.28) to (6.30), expressions for the price of the option’s
underlying as well as for the market values of the counterparty’s assets and liabilities
at every point in time can be derived. Using At as the time step, the evolution of

the stochastic variables over time is given by

StJrAt _ St e(r,g—q—%a%)At—i—aS\/Exs7 (631)

V;‘,+At _ ‘/t e(rtféa‘z/)AtJraV\/E:tV (632)
and

Dt+At _ Dt e(Tt—%O'QD)At-FO'D\/KtCCD, (633)

where the three random variables xg, xy and xp are jointly standard normally

distributed and their respective correlations are given by the coefficients pgy, psp

and PVD-

To set up sample paths for the price of the option’s underlying as well as for the
market value of both the counterparty’s assets and liabilities, the evolution of the

risk-free interest rate r; is needed as well. Since the risk-free interest rate follows
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Vasicek’s Ornstein-Uhlenbeck process (see Equation (6.4)), its dynamics in discrete

time are given by
Ary=r(0 —r) At+o,. VAL, , (6.34)

where the random x, is standard normally distributed and its correlation to zg, xy

and xp are equal to pg,, py, and pp,, respectively.

Integrating Equation (6.34), the evolution of the risk-free interest rate over time can

be computed using the following expression:

2 (1 — e—2rAL
TipAt = Ty €_HAt + 0 (1 — e_KAt) + \/O-r ( ¢ ) Ty . (635)

2K

Equations (6.31) to (6.35) can be used in the Monte Carlo simulation to
generate sample paths for the price of the option’s underlying, the market values
of the counterparty’s assets and liabilities as well as for the risk-free interest
rate(So, Saty -y Sty ooy ST)y Vo, Vaty ooy Viy ooy V), (Do, Dagy ...y Dy, ..., Dr) and
(70, TALy -y Tty -y T1), Where t denotes the time index and At is the discrete time
step. At any time step ¢, the dynamic programming recursion functions for American

calls and puts, respectively, are given by

max (St - K, E, [e—nAt Cita ‘ St, Vi, DtD it V; > L(Sta Dt)
Cy = (6.36)

(1-—a)V, )
R S; — K, 0 tV, < L(S,, D
L(S,, Dy) max (S; ,0) if Vi < L(S;, Dy)

and

max (K — Sy, By [e ™ Byyar| S0, Vi, D) if Vi > L(S,, Dy)

— t )
————— max (K — 5;,0 it V, < L(S;, D
L5, By M (K = 5,0) < L(S., D)

If the counterparty defaults, the option is immediately exercised irrespective of
whether the option is in the money or not. If the counterparty is not in default,
however, the option holder must decide whether he wants to exercise the option prior
to maturity. In particular, the option is exercised immediately if the option payoff

is greater than the conditional expectation of continuation under the risk-neutral
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measure. Being at a given time step of the sample path, this decision, however,
cannot be taken along an individual sample path, since the option holder cannot
exploit knowledge of the future prices along that path. To avoid anticipativity,
the total set of sample paths is used to approximate the conditional expected
continuation value by regressing the conditional expectation against M basis
functions ¢,,(-). At each time step, the same set of basis functions is used, but
the coefficients f3,,,; are time-dependent. Consequently, the relationship between the
expected option value one time step ahead and the basis functions are given by the

following expressions:

E; [e_nm Cirat| St Vi, Dt] ~ Bo,e + Br,e V1(Se, Vi, Dy) (6.38)
+ o+ BM,t 7701\4(‘51157 ‘/;7 Dt)7

E: [efrtm Biyae| St Vi, Dt] ~ Bo,t + B1,: v1(Se, Vi, Dy) (6.39)
+ -+ 6M,t wM(Sh ‘/ta Dt)

The stochastic risk-free interest rate directly enters the price of the option’s
underlying as well as the market value of the counterparty’s assets and liabilities.
Therefore, the basis need not expliclity include the risk-free interest rate at the given

time step t.

Since the coefficients f3,,, are not related to a particular sample path, the decisions
based on the approximated conditional expected continuation value of the considered
American option are non-anticipative. The coefficients 3,,; can be estimated by a
simple least squares regression minimizing the sum of the squared residuals. The
sample paths for the option’s underlying as well as for the counterparty’s assets
and liabilities are generated using Monte Carlo simulation, where Si, V' and D

give the value of the respective stochastic variable at time ¢ along a sample path

i=1,..,N.

Based on these considerations, the least squares regression model for the conditional

expected continuation value at time ¢ is equal to

e A O a = Bo. + Bue (), Vi DY) (6.40)
+ e +ﬁM,t¢M(SZ7‘/tl7Dz) +5i
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and

e TiA B§+At = Bo,+ + B+ @01(5;: V;ia Di) (6.41)
+ -+ BM,th(SZ7 V;,iv D;) + )

where ¢; is the residual for each sample path. The obtained estimators Bm,t can be
used to approximate the conditional expected continuation value of the American
option for each sample path i. For vulnerable American calls and puts, respectively,

the approximation is given by

e = Bot + Bua (ST VL DY) (6.42)
+ -+ BM,t 'QZ)M(SZ’ ‘/ti7 Di)

and

e Bl = Bo.+ Brihi(SE Vi DY) (6.43)

Since the regression-based approach of Longstaff and Schwartz (2001) is a dynamic
programing method, the valuation problem must be solved recursively, i.e. the
procedure starts at the option’s maturity and goes backwards in time. Using the
generated sample paths for the option’s underlying as well as for the counterparty’s
assets and liabilities, the dynamic programming recursion functions at the option’s
maturity can be determined for each sample path ¢. At the option’s expiration,
these functions are simply given by the payoff of the vulnerable American option.

For vulnerable American calls and puts, respectively, they are given by

max (S} - K, O) if Vi > L(S%, D)
O% _ ( : (6.44)
m max (ST_K7O> lf VT<L( T DT)
and
max (K — S%, ()) if Vqé > L(S%, D%’)
B = (1—a)Vi (6.45)

~ T K — S0 if Vi < L(S:., D!
L(Sk, Di) max( Tv) if Vi < L(Sp, D7)
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Longstaff and Schwartz (2001) argue that it is more efficient to consider only the
subset of sample paths for which a decision must be taken at a given time ¢ when
regressing the conditional expectation against the basis functions. Consequently, this
subset must contain all the sample paths in which the option is in the money at the
given time step t. This subset is denoted by Z;. For time step T'— At, the regression

model is thus given by

e r-ald O = Bo,r—at + Br,7—At 1/)1(5%—&, Vzé—ma %—At) (6.46)
ot Barr—ae U (Sh_ap Vi ae Dir_ar) + € velp_py
and
e_TiT’AtAt B; - 50, T-At T 51,T—At ¢1(S§“—At7 ViéfAtv Dé“fAt) (6‘47)

+ o+ B r-a ¢M(S%—Ata Vzé—At’ DiT—At) + & te€Lr_a¢

for American calls and puts, respectively. The estimated parameters Bm,T,At
obtained from the least squares regression are used to compute the approximate
continuation value of the option. Comparing this value with the payoff of immediate

exercise, it can be decided whether the option should be exercised early.

The above procedure is repeated going backwards in time. On each path ¢, the cash
flows resulting from early exercise decisions must be considered. At the time step ¢
on sample path ¢, there may be a time step t* > t at which the American option
has been exercised early. Taking this issue into account, the regression model can

be rewritten as

BZ, * CZ* = Bo.t + Bt wl(SZ, ‘/tiv D;) (6.48)
o B o (S5 VE DY)+ iedy
and
B{ - Bj. = Bo.t + P11t (S, VY, DY) (6.49)
ot B v (SLVE DY) & el

for American calls and puts, respectively. The discount factor B,i 4 is different for

each sample path ¢ and is given by the value of a risk-free zero bond at time t paying
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one dollar at maturity ¢* for the given interest rate r! on sample path i. Referring

to Equation (6.5)), the value of this zero bond is given by

By - = et i Che (6.50)
where
1 .
At,t* = — 1 —e r(t _t)>
K
o2 A2
Copo= 60— (A — (" —t I
t,t ( ) t,t ( ) — i

Since there is at most one exercise time t* for each sample path ¢, it may be the
case that after comparing the payoff of immediate exercise with the approximate
continuation value on a particular path, the exercise time ¢* needs to be reset to a

another period.

To apply the above approach to a valuation model for vulnerable American options,
the threshold level L(S;, D;) must be specified in accordance. Furthermore, the basis

functions used in the linear regression must be chosen appropriately.

6.4 Valuation Models

Various valuation models for vulnerable European options have been developed over
the last three decades based on the structural approach of Merton (1974). The
predominant valuation models are those of Klein (1996), Klein and Inglis (2001)
and Liu and Liu (2011). However, these models do not account for stochastic
interest rates. In the following, we use the main ideas of these models to set up
equivalent models for vulnerable American options. Additionally, we assume that
the risk-free interest rate follows the mean-reverting Ornstein-Uhlenbeck process
of Vasicek (1977). Finally, we set up a general valuation model incorporating the

features of the other models.

When dealing with vulnerable American options, it is important to consider that
the counterparty’s default may occur prior to the option’s maturity. Hence, the
structural approach of Black and Cox (1976) need to be considered. To value the
vulnerable American options in such a framework, the least squares Monte Carlo

simulation by Longstaff and Schwartz (2001) is applied.
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In Section 6.3, we generally showed how the Longstaff-Schwartz approach is used
to value American options subject to counterparty and interest rate risk. To apply
this method to a particular valuation model, the dynamic programming recursion
functions in Equations (6.36) and (6.37) as well as the basis functions ¢, (S, Vi, D;)

must be specified accordingly.

6.4.1 Absence of Default Risk

Longstaff and Schwartz (2001) originally derived the least squares Monte Carlo
simulation to value American options in the absence of counterparty and interest
rate risk. Nevertheless, the approach can also be applied in a stochatsic interest rate
framework (see Section 6.3). In a first step, the dynamic programming recursion

functions for default-free American calls and puts, respectively, need to be set up:

Cy = max (S, — K, By [e " Cryar| S1) ) (6.51)

P, = max (K — S, E; [e_rAt Biiat| St]) . (6.52)

An American option is exercised prior to maturity only if the payoff of an immediate
exercise is larger than the option’s continuation value. Otherwise, the option is kep
unexercised. Consequently, the crucial point in the Longstaff-Schwartz approach is
the estimation of the conditional expected continuation value. As shown in Equations
(6.38) and (6.39), an approximation for the conditional expected continutaion value
can be obtained by regressing the discounted expected future cash flows against a
set of basis functions. Since the stochastic interest rates are implicitly included in
the price of the option’s underlying, they do not have to be explicitly considered in
the construction of the basis functions. Hence, the same basis functions as in the
deterministic interest rate framework can be used. Longstaff and Schwartz (2001)
choose the first three Laguerre polynomials as basis functions and argue that more

than three basis functions do not yield more accurate results:

Y1 =1-25, (6.53)
1
o= (2-45+57).

wgzé (6—188,+952—57).
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6.4.2 Deterministic Liabilities

In his original paper, Klein (1996) deals with the valuation of vulnerable European
options under deterministic interest rates and assumes that the counterparty defaults
if its assets are lower than the total liabilities at the option’s maturity. The
counterparty’s total liabilities are assumed to be constant and must include the
short position in the option by construction, since it obliges the option writer to

deliver or purchase the option’s underlying if the option is exercised.

In the context of American options, it is necessary to account for the counterparty’s
default occuring prior to maturity. If we adopt the core idea of Klein (1996) to the

American option framework, the default barrier L(S;, D;) must be given by

Inserting this expression into Equations (6.36) and (6.37), the dynamic programming
recursion functions for vulnerable American calls and puts, respectively, for the

extended model of Klein (1996) are given by

max (St — K, E, [e‘mt Ciint| St, VtD ifV, > D

C, = (6.55)
1—o)V, _
(Z;X)tmaX(St—K,O) if V; < D
and
max (K — 5, Ey [G_Tm Biiat| St VtD if V; > D
A=\ 0o C(656)
CZ9M ax (K — 8,,0) itV < D

Referring to the first line in Equations (6.55) and (6.56), the holder of an American
option must decide whether the option should be exercised early at the given
time step t if the counterparty is not in default. Early exercise is optimal only
if the conditional expected continuation value is lower than the option payoff of an
immediate exercise. If the counterparty, however, defaults at the given time step t,
the American option is immediately exercised irrespective of whether the option is in
the money or not according to the second line in Equations (6.55) and (6.56). In this

case, the entire assets of the counterparty (less the default costs ) are distributed
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to all the creditors. Since all liabilities of the counterparty are ranked equally, all
creditors receive the same proportion of their claims. This proportion is given by
the ratio ((1 —a) Vt) /D. Consequently, the holder of a vulnerable American call
receives ((1 —a)V; max(S; — K, 0)) /D, whereas ((1 —a)V; max(K — Sy, 0)) /D is

paid out to the holder of a vulnerable American put.

To decide whether it is optimal to exercise the American option prior to maturity
if the counterparty is not in default, the conditional expected continuation value
must be determined by regressing the discounted future cash flows against a set of
basis functions as illustrated in Equations (6.38) and (6.39). Since the stochastic
interest rates are implicitly included in the price of the option’s underlying and the
value of the counterparty’s assets, they do not have to be explicitly considered in
the basis functions. Consequently, the basis functions for the extended model of
Klein (1996) must contain the price of the option’s underlying, the market value
of the counterparty’s assets as well as their cross product. In this case, a total of
nine basis functions is obtained.?® Like in the case of default-free American options,
Laguerre polynomials are used as basis functions. In particular, the following nine

basis functions are applied:

U =1-25, (6.57)
1
%:i (2—45}—1—53)7

wgzé (6—188 +957 - 57),

vy =1-V,

¢5:3(2—4Vt+vt2),
wﬁzé(6—18m+9m2—vﬁ),

Yy =1- 5V,

vy =5 (2 48PV + (ST,

;z)g:é (6= 188V +9(S,V2)? = (SV2)?) .

20" According to Moreno and Navas (2003) as well as Chang and Hung (2006), it is sufficient to
use a total of nine basis functions if the option price is driven by two stochastic variables.
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6.4.3 Deterministic Liabilities and Option induced Default Risk

Like Klein (1996), Klein and Inglis (2001) originally set up a valuation model for
vulnerable European options in which the counterparty can only default at the
option’s maturity and the risk-free interest rate is deterministic. They recognize
that the short position in the option itself may cause additional financial distress.
To account for this potential source of default risk, they split the counterparty’s
total liabilities into two components. In particular, the total liabilities consist of the
short position in the option on the one hand and all the other liabilities on the other
which are assumed to be constant over time. When dealing with the valuation of
American options, it is reasonable to consider that the counterparty may default
prior to maturity. If we account for this issue and maintain the key features the key
features of Klein and Inglis (2001), the time-dependent default barrier L(S;, D;) for

American calls and puts, respectively, is given as follows:

L(Sy, D)) = L(S)) =D+ S, — K =Dy + S, — K, (6.58)

L(Sy, D)) = L(S)) =D+ K — S, = Dy + K — S,. (6.59)

Inserting the above expressions into Equations (6.36) and (6.37), the dynamic
programming recursion functions for the Longstaff-Schwartz approach based on the
extended model of Klein and Inglis (2001) are obtained. For vulnerable American

calls and puts, respectively, they are equal to the following expressions:

max (St—K, Et |:€7TAt Ct+At’St7‘/;‘,:|) lf‘/; 2 D+St—K
C, = (6.60)

(1-a)V; . -
T S, — K,0 (Vi< D+ S — K
D+St_KmaX(t ) 1 t t

max (K - Sta ]Et |:€—TAt Bt+At | St7 ‘/t}) if ‘/;5 Z D + K — St
P (6.61)

(1-a)V . =
T K —S,,0 fV,<D+K-S5
D+K—&mw( »0) n !

The holder of the American option must decide whether the option should be
immediately exercised if the counterparty is not in default at the given time step ¢
according to the first line in Equations (6.60) and (6.61). Early exercise is optimal

only if the conditional expected continuation value is lower than the option payoff
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of an immediate exercise. The second line in Equations (6.60) and (6.61) refers to
the scenario in which the counterparty is in default at the given time step t. In
this case, the American option is immediately exercised irrespective of whether
the option is in the money or not. The entire assets of the counterparty (less
the default costs «) are distributed to the creditors. Since all liabilities of the
counterparty are ranked equally, all creditors receive the same proportion of their
claims. Due to the construction of the default boundary, this proportion depends
on the type of the considered option. It is given by ((1 —a) Vt) / (D + 5 — K)
for a vulnerable American call, whereas it is equal to ((1 —a) %) / (D + K — St)
for a vulnerable American put. Consequently, the holder of a vulnerable American
call receives ((1 — ) V; max(S; — K, 0)) / (D + S — K), whereas the holder of a
vulnerable American put receives ((1 —a) V; max(K — St)) / (D + K — St).

To decide whether it is optimal to exercise the American option prior to maturity
if the counterparty is not in default, the conditional expected continuation value
must be determined by regressing the discounted future cash flows against a set of
basis functions of the state variables as illustrated in Equations (6.38) and (6.39).
The stochastic interest rates are implicitly included in the price of the option’s
underlying as well as in the market values of the counterparty’s assets and liabilities
and therefore need not be explicitly considered in the construction of the basis
functions. Since the option price is governed by the same two stochastic variables
as in the extended model of Klein (1996), the same Laguerre polynomials as before

can be used as basis functions:

Pr=1-25, (6.62)
1

o= (2-48+57),
1

= (6— 188, +957 - 57),

w4:]~_‘/;57

—_

vs == (2-4V,+ V),

= DN

o= (6-18V,+ 917~ V),

(@)

1/]7: 1_St‘/ta
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Ps =
Yo =

(2 - 48PV + (S7V0)?)

(6 - 185,V +9(S,V2)? — (S,V2)?).

[P NN ORI

6.4.4 Stochastic Liabilities

Liu and Liu (2011) also suggest a valuation model for vulnerable European options.
Like in the models of Klein (1996) and Klein and Inglis (2001), the counterparty’s
default can only occur at the option’s maturity and is triggered by the counterparty’s
assets being lower than the total liabilities. In contrast to the previous models, Liu
and Liu (2011) assume that the market value of the counterparty’s total liabilities
is stochastic and follows a geometric Brownian motion as given by Equation (6.3).
It is important to note that the short position in the option is implicitly included in
the counterparty’s total liabilities, but its impact on the value of the couterparty’s

total liabilities is not explicitly modeled (unlike in the Klein-Inglis model).

When pricing American options, it is important to consider that the counterparty
may also default prior to maturity. If we consider this issue and follow the key
aspects of Liu and Liu (2011), especially with respect to the default condition, the
time-dependent default barrier L(S;, D;) must be given by

L(S,, D,) = L(D,) = D;. (6.63)

Inserting this expression into Equations (6.36) and (6.37), the dynamic programming
recursion functions for vulnerable American calls and puts, respectively, based on

the extended model of Liu and Liu (2011) are given as follows:

max (S, — K, By [e 7 Chyne| S Vi, Di]) i Vi > Dy

1—
A=)V (S, — K, 0) if V, < D,
Dy
max (K = Sy, By [ Byaae| S0, Vi, D) i Vi > D,
P = (6.65)
1 —
(;”ﬂmﬂK—&m if V, < D,
t

Referring to the first line in Equations (6.64) and (6.65), the holder of an American

option must decide whether the option should be exercised early at the given
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time step t if the counterparty is not in default. Early exercise is optimal only
if the conditional expected continuation value is lower than the option payoff of an
immediate exercise. If the counterparty, however, defaults at the given time step t,
the American option is immediately exercised irrespective of whether the option is in
the money or not according to the second line in Equations (6.64) and (6.65). In this
case, the entire assets of the counterparty (less the default costs ) are distributed
to all the creditors. Since all liabilities of the counterparty are ranked equally, all
creditors receive the same proportion of their claims. This proportion is given by
the ratio ((1 —a) Vt) /D;. Consequently, the holder of a vulnerable American call
receives ((1 —a)V; max(S; — K, O)) /Dy, whereas ((1 —a) V; max(K — S, ())) /Dy

is paid out to the holder of a vulnerable American put.

To decide whether it is optimal to exercise the American option prior to maturity
if the counterparty is not in default, the conditional expected continuation value
must be determined by regressing the discounted future cash flows against a set of
basis functions of the state variables as illustrated in Equations (6.38) and (6.39).
Since the stochastic interest rates are implicitly included in the price of the option’s
underlying as well as in the value of the counterparty’s assets and liabilities, they do
not have to be explicitly considered in the construction of the basis functions. Based
on the extended model of Liu and Liu (2011), the value of a vulnerable American
option is driven by the price of the option’s underlying as well as by the value of the
counterparty’s assets and liabilities. Consequently, the basis functions must contain
these three stochastic variables as well as their cross products which results in a

total of 18 basis functions.?! In particular, they are given as follows:
vr=1-=25 (6.66)
%:; (2-48,+57)
by = é (6185 +957 - S}

Py=1-V

2L In the course of this dissertation, we also tested a higher number of Laguerre polynomials as well
as different basis functions especially with respect to the combinations of the state variables’
cross products. However, the effect on the accuracy of the results was only marginal. This result
is consistent with Longstaff and Schwartz (2001), Moreno and Navas (2003) as well as Chang
and Hung (2006).
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Cn\n—tl\.')\r—k — CTJM—‘[\')M—*

/—\

6 — 18D, + 9 D} — D})

Yio=1-5V;

v =5 (2- 48V + (ST

Pz = é (6= 188V +9(S,V)2)? = (S,V2)?)
Y13 =1— 5D,

b= (2- 482D+ (52D)?)

- é (6 —18.8.DF +9(S,D})* — (S:D7)°)
big =1-V;D,

Yir = ; (2-4V2D, + (V2D,)?)

g = é (6 — 18V,D} +9(ViD})* — (ViD})?)

6.4.5 General Model

In our general model, we pick up on the ideas of both Klein and Inglis (2001) and Liu
and Liu (2011). In particular, it is assumed that the short position in the option may
increase the counterparty’s default risk and the market value of the counterparty’s

other liabilities follows a geometric Brownian motion as given by Equation (6.3).

At time ¢, the counterparty’s total liabilities are given by D, +.S; — K in the case of
an American call and D; + K — S, in the case of an American put, respectively.
Consequently, the default boundary L(S;, D;) indicating the default boundary
depends on the type of the considered option. For vulnerable American calls and

puts, respectively, it is given as follows:

L(St, Dt) == Dt + St — K (667)
L(St, Dt) = Dt + K - St- (668)
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Plugging the above expressions into Equations (6.36) and (6.37), the dynamic
programming recursion functions for the least squares Monte Carlo simulation based

on the general model are obtained. They are given by

max (S — K, By [¢ 7 Chyne| Sp Vi, Di]) i Vi > Dit S — K

C, = (6.69)
1—a)V; .
MmaX(St—K,O) lf‘/z<Dt+St—K
and
max (K -5, Ey [B_TN Bipae|Si, Vi, DtD itV >D,+ K -5,
P = (6.70)
1—a)V; .
MmaX(K—St,O) lf‘/t<Dt+K—St

for vulnerable American calls and puts, respectively.

In analogy to the previously presented valuation models, the holder of the American
option must decide whether the option should be immediately exercised if the
counterparty is not in default at the given time step ¢. According to the first line
in Equations (6.69) and (6.70), early exercise is optimal only if the conditional
expected continuation value is lower than the option payoff of an immediate
exercise. The second line in Equations (6.69) and (6.70) refers to the scenario
in which the counterparty is in default at time t. In this case, the American
option is immediately exercised irrespective of whether the option is in the money
or not. The entire assets of the counterparty (less the default costs «) are
distributed to the creditors. Since all liabilities of the counterparty are ranked
equally, all creditors receive the same proportion of their claims. Due to the
construction of the default boundary, this proportion depends on the type of
the considered option. It is given by ((1 —a) V}) / (Dt +5 — K ) for a vulnerable
American call, whereas it is equal to ((1 —a) Vt) / (Dt + K — St> for a vulnerable
American put. Consequently, the holder of a vulnerable American call receives
((1 —a) V; max(S; — K, 0)) / (Dt + 5 — K), whereas the holder of a vulnerable
American put receives ((1 — «) V; max(K — Sy)) / (Dt + K — St).

Looking at Equations (6.69) and (6.70), it is obvious that our general valuation
model incorporates the extended models of Klein (1996), Klein and Inglis (2001)
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and Liu and Liu (2011) as special cases. The communalities and differences between

these models are summarized as follows:

1. If the market value of the counterparty’s other liabilities is assumed to be
constant over time, our general model is reduced to the extended model of
Klein and Inglis (2001) specified by Equations (6.60) and (6.61). In this case,
the condition for the counterparty’s default is given by either V;, < D+ 5, — K
or V; < D+ K — S, for American calls and puts, respectively.

2. If the option holder’s claim (S;— K or K —5;) is not explicitly considered in the
counterparty’s total liabilities and if the counterparty’s liabilities still follow
a geometric Brownian motion, our general model collapses to the extended
model of Liu and Liu (2011) represented by Equations (6.64) and (6.65). In

this case, the condition for the counterparty’s default is given by to V; < D;.

3. If the option holder’s claim (S; — K or K — S;) is not explicitly considered in
the counterparty’s total liabilities and if the market value of the counterparty’s
liabilities is constant over time, our general model is reduced to the extended
model of Klein (1996) which is specified by Equations (6.55) and (6.56).
Consequently, the condition for the counterparty’s default is equal to V; < D

in this case.

To decide whether it is optimal to exercise the American option prior to maturity
if the counterparty is not in default, the conditional expected continuation value
must be determined by regressing the discounted future cash flows against a set of
basis functions as illustrated in Equations (6.38) and (6.39). The stochastic interest
rates are implicitly included in the price of the option’s underlying as well as in the
value of the counterparty’s assets and liabilities. Therefore, they do not have to be
explicitly considered in the construction of the basis functions. Since the price of
the vulnerable American option is governed by the same three stochastic variables
as in the extended model of Liu and Liu (2011), the same Laguerre polynomials as

before can be used as basis functions:

Yr=1-25 (6.71)

%:é (2-48,+857)
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6.5 Numerical Examples
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In this section, we present various numerical examples to compare the results of
the different valuation models for American options subject to counterparty and
interest rate risk. Since the entire payoff on the option cannot be made if the option
writer defaults, it should be expected that vulnerable options will have lower values
than otherwise identical non-vulnerable options. Consequently, the upper limit for
the value of a vulnerable American option is given by the default-free option price

obtained from the Longstaff-Schwartz approach which is adjusted to the stochastic



The following comparative analysis of the different valuation models is based on a
typical market situation for an American option. At today’s point in time (¢ = 0), the
option is at the money (S; = 200, K = 200) and expires in six months (7" = 0.5).
The return volatility of the option’s underlying equals 25% (0s = 0.25) and its
dividend yield is zero (¢ = 0). The option writer is assumed to be highly levered
(Vo = 1000, Dy = 900). The return volatility of both the counterparty’s assets and
liabilities is assumed to be 25% (oy = 0.25, op = 0.25). The correlations between
the returns of the option’s underlying, the counterparty’s assets and liabilities are
assumed to be zero (psy = pyp = psp = 0). If the counterparty defaults, deadweight
costs of 25% are applied (o = 0.25). The risk-free interest rate is assumed to follow
an mean-reverting Ornstein-Uhlenbeck process. The current risk-free interest rate
equals 5% (ro = 0.05). The long-term mean is also equal to 5% (6 = 0.05), while
the reversion speed is 0.5 (kx = 0.5). The volatility of the risk-free interest rate is
assumed to be 5% (o, = 0.05). The correlation between the risk-free interest rate
and the returns of the option’s underlying, the couterparty’s assets and liabilities is

assumed to be zero (ps, = pv, = ppr = 0).

The price of the vulnerable American option is computed based on the different
valuation models presented in Section 5.4 using the least squares Monte Carlo
simulation. We use 10 000 sample paths with 50 time steps (Ngi, = 10000, Nt = 50)
and obtain the value of the American option by computing the mean over 100 re-runs

of the algorithm (n = 100).

In a first step, we analyze whether the parameters for the least squares Monte Carlo
simulation are appropriately chosen and whether the obtained results are reasonably
accurate. The confidence interval, for instance, can be used to examine the accuracy
of the estimated option value. Assuming that the option values obtained from the
least squares Monte Carlo simulation are normally distributed, the two-sided 95%

confidence interval for the option value is given by

1 & o
Cl==Y A0, £1.96  —, (6.72)
n Jz::l ! Vn
where AQ; gives the value of the American option based on run j =1,..., n and o

is the standard deviation of the obtained option values.
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Table 6.1 gives the option value as well as the corresponding 95% confidence interval
for the different valuation models using the previously mentioned numerical example.
The confidence intervals of all the considered valuation models are relatively tight
indicating that the computed option values are quite accurate. Hence, the parameters
for the least squares Monte Carlo simulation (Ng,, = 10000, Ny = 50, n = 100)

seem to be reasonably chosen.

American Call

Option Value 95% Confidence Interval

Ext. Longstaff & Schwartz (2001) 16.5424 [16.4860; 16.5988|
Ext. Klein (1996) 12.6369 [12.5943; 12.6795]
Ext. Klein & Inglis (2001) 12.0933 [12.0545; 12.1321]
Ext. Liu & Liu (2011) 10.8314 [10.7980; 10.8648|
General Model 10.4139 [10.3842; 10.4436]

American Put

Option Value 95% Confidence Interval

Ext. Longstaff & Schwartz (2001) 12.0840 [12.0516; 12.1164]
Ext. (1996) 9.7314 [9.7034; 9.7594]
Ext. Klein & Inglis (2001) 9.5287 [9.5028; 9.5546]
Ext. Liu & Liu (2011) 8.5265 [8.5033; 8.5497]
General Model 8.3509 [8.3287; 8.3731]

Table 6.1: Confidence Intervals for the Monte Carlo Simulation
Unless otherwise noted, the calculations are based on the following parameters: Sy = 200, K = 200,
Vo = 1000, Dy =900, T —t = 0.5, 7o = 0.05, ¢ =0, kK = 0.5, 0 = 0.05, 0g = 0.25, oy = 0.25,
op =0.25, 0, =0.05, psv =0, psp =0, pyp =0, psr =0, pvr =0, pp, =0 and a = 0.25. The
option values for the different valuation models are computed by the least squares Monte Carlo
simulation approach described in Sections 6.3 and 6.4. The simulation is based on 10000 sample
paths with 50 time steps. To improve the accuracy of the obtained option values the algorithm is

re-run 100 times.

Figures 6.1 and 6.2 depict the values of American calls and puts, respectively, as
functions of the price of the option’s underlying, the option’s time to maturity

and the value of the counterparty’s assets for the valuation models presented in
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the previous section. As expected, the option values obtained from the extended
Klein, the extended Klein-Inglis, the extended Liu-Liu and our general model are
always lower than the default-free option value given by the model of Longstaff and

Schwartz (2001).
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Figure 6.1: American Calls subject to Counterparty and Interest Rate Risk

Unless otherwise noted, the calculations are based on the following parameters: Sy = 200, K = 200,
Vo = 1000, Dy =900, T —t = 0.5, 19 = 0.05, ¢ = 0, kK = 0.5, 8 = 0.05, o5 = 0.25, oy = 0.25,
op =0.25, 0, =0.05, psv =0, psp =0, pyp =0, psr =0, py =0, pp, =0 and o = 0.25. The
option values for the different valuation models are computed by the least squares Monte Carlo
simulation approach described in Sections 6.3 and 6.4. The simulation is based on 10000 sample
paths with 50 time steps. To improve the accuracy of the obtained option values the algorithm is

re-run 100 times.

In the upper left diagram of Figure 6.1, the value of the vulnerable American call
is plotted against the price of the option’s underlying. The price difference between
default-free and vulnerable American calls is largest for at-the-money options. This
price difference decreases if the American call is either further out of the money
or further in the money. Moreover, it can be observed that option values obtained

from the extended Klein-Inglis and our general model converge if the price of the
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option’s underlying increases, i.e. if the American call is further in the money. This
observation is attributed to the fact the option itself is included in the default
boundary of both models. For deep in-the-money options, the counterparty’s default
risk is predominantly driven by the short position in the American option, since it

takes an increasing share of the counterparty’s total liabilities.

Refering to the upper left diagram of Figure 6.1, the effect of the time to maturity
on the value of vulnerable American calls can be analyzed. If the time to maturity
decreases, the difference between the default-free and the vulnerable American call
values is also reduced. This result is not surprising, since the counterparty is less

likely to default if the option’s maturity date gets closer.

The lower diagram of Figure 6.1 shows that the price of a vulnerable American
call converges to the default-free option price if the value of the counterparty’s
assets increases, since the probability of hitting the default boundary is decreased in
this case. Our general model has the lowest convergence speed which is most likely
explained by the fact that this model is the only one that incorporates three sources
of default risk simultaneously: a decrease in the value of the counterparty’s assets,
an increase in the counterparty’s other liabilities as well as an increase in the option

value itself.

A similar analysis can also be done for vulnerable American puts. In the upper left
diagram of Figure 6.2, the value of the vulnerable American put is plotted against
the price of the option’s underlying. It can be seen that the price difference between
default-free and vulnerable American puts is largest for at-the-money options. This
price difference decreases if the American call is either further out of the money or
further in the money. Additionally, it can be observed that option values obtained
from the different valuation models converge if the price of the option’s underlying
decreases, i.e. if the American put is in the money. This observation is attributed to
the fact it is optimal to immediately exercise the American put if it is sufficiently

deep in the money.

Refering to the upper left diagram of Figure 6.2, the effect of the time to maturity
on the value of vulnerable American puts can be analyzed. If the time to maturity

decreases, the difference between the default-free and the vulnerable American put
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values is also reduced. This result is not surprising, since the counterparty is less

likely to default if the option’s maturity date gets closer.

The lower diagram of Figure 6.2 shows that the price of a vulnerable American
put converges to the default-free option price if the value of the counterparty’s
assets increases, since the probability of hitting the default boundary is decreased in
this case. Our general model has the lowest convergence speed which is most likely
explained by the fact that this model is the only one that incorporates three sources
of default risk simultaneously: a decrease in the value of the counterparty’s assets,
an increase in the counterparty’s other liabilities as well as an increase in the option

value itself.
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Figure 6.2: American Puts subject to Counterparty and Interest Rate Risk
Unless otherwise noted, the calculations are based on the following parameters: Sy = 200, K = 200,
Vo = 1000, Dy =900, T —t = 0.5, 19 = 0.05, ¢ = 0, kK = 0.5, 8 = 0.05, 05 = 0.25, oy = 0.25,
op =0.25, 0, =0.05, psv =0, psp =0, pyp =0, psr =0, pvr =0, pp, =0 and a = 0.25. The
option values for the different valuation models are computed by the least squares Monte Carlo
simulation approach described in Sections 6.3 and 6.4. The simulation is based on 10000 sample
paths with 50 time steps. To improve the accuracy of the obtained option values the algorithm is

re-run 100 times.
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General Ext. Ext. Ext. Ext.

Model LL2011 KI2001 K1996 LS2001
Base Case 10.4139 10.8314 12.0933 12.6369 16.5424
Sp = 220 23.4667 24.5009 24.9658 26.2454 30.3421
Sp = 180 3.6591 3.7519 4.5811 4.7263 7.0328
Vo = 1050 12.3674 12.7275 14.0076 14.4192 16.5424
Vo =950 7.5110 7.9489 8.8202 9.4617 16.5424
T—-t=1 12.9130 13.6198 15.3350 16.3624 24.8664
T—1t=0.25 8.3474 8.5738 9.4417 9.7043 11.1950
a=0.5 9.9773 10.4633 11.7324 12.3795 16.5424
a=0 11.2030 11.4920 12.8445 13.2046 16.5424
g =0.02 9.2657 9.5479 10.6507 10.9925 13.9069
ro = 0.08 11.0743 11.5744 13.1359 13.8088 17.9090
ro = 0.02 9.8474 10.1916 11.2100 11.6533 15.2097
k=0.8 10.4439 10.8547 12.1293 12.6710 16.5655
k=0.2 10.4065 10.8165 12.0826 12.6065 16.5264
6 =0.08 10.5106 10.9345 12.2091 12.7515 16.7517
0 =0.02 10.3618 10.7726 12.0483 12.5758 16.3620
o, = 0.08 10.4073 10.8361 12.1218 12.6771 16.5426
o, = 0.02 10.4498 10.8557 12.1152 12.6586 16.5348
psr = 0.5 10.5439 10.9825 12.2712 12.8859 16.9627
psr = —0.5 10.3383 10.7270 11.9974 12.4938 16.1528
pvr = 0.5 10.5606 10.9837 12.3003 12.8550 16.5424
pvr = —0.5 10.3120 10.7189 11.9251 12.4639 16.5424
ppr = 0.5 10.3205 10.7226 12.0933 12.6369 16.5424

ppr = —0.5 10.5365 10.9622 12.0933 12.6369 16.5424

Table 6.2: American Calls subject to Counterparty and Interest Rate Risk
Unless otherwise noted, the calculations are based on the following parameters: Sy = 200, K = 200,
Vo = 1000, Dy =900, T —t = 0.5, 19 = 0.05, ¢ = 0, kK = 0.5, 8 = 0.05, 05 = 0.25, oy = 0.25,
op =0.25, 0, =0.05, psv =0, psp =0, pyp =0, psr =0, pvr =0, pp, =0 and a = 0.25. The
option values for the different valuation models are computed by the least squares Monte Carlo
simulation approach described in Sections 6.3 and 6.4. The simulation is based on 10000 sample
paths with 50 time steps. To improve the accuracy of the obtained option values the algorithm is
re-run 100 times. The abbreviations Ext. LS2001, Ext. K1996, Ext. KI2001 and Ext. LL2011 stand
for the extended models of Longstaff and Schwartz (2001), Klein (1996), Klein and Inglis (2001)
as well as Liu and Liu (2011).
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General Ext. Ext. Ext. Ext.

Model LL2011 KI2001 K1996 LS2001
Base Case 8.3509 8.5265 9.5287 9.7314 12.0840
Sp = 220 3.0974 3.1451 3.8343 3.8960 5.6035
Sp = 180 20.9163 21.2060 21.5388 21.8201 23.2999
Vo = 1050 9.6657 9.7987 10.7228 10.8480 12.0840
Vo =950 6.2186 6.4390 7.1970 7.4973 12.0840
I'—t=1 9.6856 9.9380 11.1855 11.5016 15.9894
T—t=0.25 7.0366 7.1483 7.8316 7.9397 8.9591
a=20.5 8.0424 8.2626 9.2727 9.5313 12.0840
a=0 8.7601 8.8605 9.8805 9.9746 12.0840
g =0.02 9.2320 9.4891 10.6191 10.9132 13.8661
ro = 0.08 7.8277 7.9727 8.9986 9.1636 11.1570
ro = 0.02 8.8725 9.0836 10.0136 10.2705 13.1226
k=028 8.3817 8.5319 9.5471 9.7471 12.0908
k=0.2 8.3378 8.5021 9.5007 9.7035 12.0708
6 = 0.08 8.2885 8.4573 9.4638 9.6644 11.9935
6 =0.02 8.3694 8.5523 9.5502 9.7628 12.1841
o, = 0.08 8.3628 8.5414 9.5266 9.7295 12.1077
o, = 0.02 8.3201 8.4972 9.4991 9.7014 12.0655
psr = 0.5 8.3815 8.5622 9.5523 9.7669 12.1516
psr = —0.5 8.2842 8.4571 9.4499 9.6463 11.9859
pvr=10.5 8.2722 8.4485 9.4206 9.6219 12.0840
pvr =—0.5 8.4071 8.5831 9.6160 9.8199 12.0840
ppr = 0.5 8.3932 8.5747 9.5287 9.7314 12.0840
ppr = —0.5 8.2716 8.4529 9.5287 9.7314 12.0840

Table 6.3: American Puts subject to Counterparty and Interest Rate Risk
Unless otherwise noted, the calculations are based on the following parameters: Sy = 200, K = 200,
Vo = 1000, Dy =900, T —t = 0.5, 19 = 0.05, ¢ = 0, kK = 0.5, 8 = 0.05, 05 = 0.25, oy = 0.25,
op =0.25, 0, =0.05, psv =0, psp =0, pyp =0, psr =0, pvr =0, pp, =0 and a = 0.25. The
option values for the different valuation models are computed by the least squares Monte Carlo
simulation approach described in Sections 6.3 and 6.4. The simulation is based on 10000 sample
paths with 50 time steps. To improve the accuracy of the obtained option values the algorithm is
re-run 100 times. The abbreviations Ext. LS2001, Ext. K1996, Ext. KI2001 and Ext. LL2011 stand
for the extended models of Longstaff and Schwartz (2001), Klein (1996), Klein and Inglis (2001)
as well as Liu and Liu (2011).
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Tables 6.2 and 6.3 present the option values for vulnerable American calls and puts,
respectively, which are obtained from the least squares Monte Carlo simulation based
on the valuation models presented in Section 6.4. Once again it can be observed
that the option values based on the extended Klein, the extended Klein-Inglis,
the extended Liu-Liu and our general valuation model are always lower than the
default-free option value of the Longstaff-Schwartz model. Furthermore, the option
values obtained from our general model are substantially lower than those of
the other valuation models in most situations. This finding is explained by the
construction of the general model’s default boundary. Our general model is the only
one which incorporates three sources of risk simultaneously. First, a decrease in the
value of the counterparty’s assets might lead to a default of the option writer like in
all the other valuation models. Second, the general model accounts for the potential
increase in the default risk induced by the option itself (unlike the extended Klein
and the extended Liu-Liu model). Third, it is assumed that the counterparty’s other
liabilities are stochastic which creates an additional default risk (unlike the extended
Klein and the extended Klein-Inglis model). Consequently, the option values based
on the general model are the lowest, since it accounts for all possible sources of the

counterparty’s default risk.

Table 6.4 provides the values of default-free and vulnerable American puts for
different prices of the option’s underlying. Figure 6.2 already showed that the price
of American puts obtained from the different valuation models converge if the price
of the option’s underlying decreases. This observation is attributed to the fact it is
optimal to immediately exercise the American put if it is sufficiently deep in the
money. Having a closer look at Table 6.4, it can easily be seen that all valuation
models suggest an immediate exercise of the American put if the current price of
the option’s underlying is lower than 160. Furthermore, it can be observed that the
critical stock price for which the American put is immediately exercised is highest
for our general model (Sy = 168). This aspect is explained by the fact that this
model is the only one that incorporates three sources of default risk simultaneously.
A similar analysis could also be performed for American calls. However, the option
will only be exercised immediately if both the current price and the dividend yield

of the option’s underlying are sufficiently large (i.e. Sy > K and ¢ > 0).
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General Ext. Ext. Ext. Ext.

Model LL2011 KI2001 K1996 LS2001
So = 158 42* 42* 42* 42* 42*
Sp = 159 41* 417 41* 41* 41.0232
So = 160 407 407 40* 40* 40.0447
Sp = 161 39* 39" 39" 39* 39.0755
So = 162 38" 38" 38" 38.0148 38.1106
So = 163 37 37.0175 37 37.0317 37.2035
Sp = 164 36™ 36.0208 36™ 36.0445 36.2413
Sp = 165 35* 35.0363 35.0127 35.0690 35.3613
Sp = 166 34" 34.0455 34.0240 34.0917 34.4421
Sp = 167 33" 33.0611 33.0404 33.1297 33.5627
So = 168 32* 32.0905 32.0730 32.1837 32.6957
So = 169 31.0187 31.1306 31.1255 31.2472 31.8257
So =170 30.0227 30.1788 30.1815 30.3354 30.9917
Sp =171 29.0302 29.2284 29.2554 29.4213 30.1529
Sp =172 28.0526 28.2838 28.3382 28.5176 29.3305
So =173 27.1107 27.3511 27.4361 27.6119 28.5237
So =174 26.2020 26.4331 26.5500 26.7539 27.7198
So =175 25.2824 25.5321 25.6814 25.9015 26.9667
Sp =176 24.3845 24.6552 24.8137 25.0542 26.1978
So = 177 23.4853 23.7601 23.9714 24.2110 25.4605
Sp =178 22.6149 22.8983 23.1358 23.4027 24.7359
Sp =179 21.7631 22.0480 22.3311 22.6018 24.0018
So = 180 20.9145 21.2074 21.5337 21.8225 23.3154

Table 6.4: Analysis of In-the-Money American Puts
Unless otherwise noted, the calculations are based on the following parameters: Sy = 200, K = 200,
Vo = 1000, Dy =900, T —t = 0.5, 1o = 0.05, ¢ = 0, kK = 0.5, 8 = 0.05, 05 = 0.25, oy = 0.25,
op =0.25, 0, =0.05, psv =0, psp =0, pyp =0, psr =0, pvr =0, pp, =0 and o = 0.25. The
option values for the different valuation models are computed by the least squares Monte Carlo
simulation approach described in Sections 6.3 and 6.4. The simulation is based on 10000 sample
paths with 50 time steps. To improve the accuracy of the obtained option values the algorithm
is re-run 100 times. The immediate exercise of the American put is indicated by an asterisk. The
abbreviations Ext. LS2001, Ext. K1996, Ext. KI2001 and LL2011 stand for the extended models of
Longstaff and Schwartz (2001), Klein (1996), Klein and Inglis (2001) as well as Liu and Liu (2011).
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Table 6.5 provides a comparative analysis of American and European options based
on the considered stochastic interest rate framework. Like in Chapter 5, we find that
the values of American and European calls are identical if the dividend yield of the
option’s underlying is zero. In this case, it is not optimal to exercise the American call
prior to maturity. In contrast to that, the early exercise of non-vulnerable American
puts is optimal, since their values are always higher than those of the corresponding

European puts.

For American options subject to counterparty and interest rate risk, we find different
results. In particular, we observe that the values of vulnerable American options are
always greater than the values of the corresponding European options for all the

considered valuation models. This observation is consistent with Chapter 5.

Furthermore, the price difference between the American and the corresponding
European option seems to be greater for vulnerable than for non-vulnerable options.
Based on this finding, we may conclude that the early exercise feature receives a
greater recognition in case of vulnerable American options. In particular, the holder
of an American option subject to counterparty risk gets the opportunity to avoid a

potential write-down on his claim by exercising the option prior to maturity.

6.6 Summary

In this chapter, we picked up on the fundamental ideas of Klein (1996), Klein and
Inglis (2001) and Liu and Liu (2011) to develop equivalent models for vulnerable
American options. Furthermore, we accounted for stochastic interest rates which
are modelled using the Ornstein-Uhlenbeck process suggested by Vasicek (1977).
Finally, we set up a general valuation model for American options subject to
counterparty and interest rate risk which combines the key characteristics of the
other models. Our general model is the only model incorporating three sources of
financial distress simultaneously: a decline in the counterparty’s assets, an increase

in the counterparty’s other liabilities or an increase in the value of the option itself.

Due to the early exercise feature of American options, the counterparty’s default
may occur also prior to maturity. Consequently, the structural approach of Black

and Cox (1976) need to be considered. To value vulnerable American options in
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this framework, the least squares Monte Carlos simulation suggested by Longstaff
and Schwartz (2001) is extended to the stochastic interest rate framework and
additionally adopted to the different valuation models for vulnerable American

options.

Based on various numerical examples and graphical illustrations, we compared the
results of our general model with those of the alternative models for American
options subject to counterparty and interest rate risk. All the considered valuation
models have in common that the reduction in the value of a vulnerable American
option (compared to a default-free American option) increases if the time to
maturity is longer and if the value of the counterparty’s assets is low. The deepest
price reduction is oberserved for at-the-money options. The values for vulnerable
American options obtained from our general model are typically the lowest, since
it is the only model which accounts for all possible sources of the counterparty’s

default.
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7 Conclusion

In this dissertation, we addressed the valuation of European and American options
subject to counterparty risk under deterministic and stochastic interest rate
frameworks. Due to the lack of a central clearing house, the risk of the option
writer’s default must be taken into consideration when valuing OTC options. Based
on the structural model of Merton (1974) and Black and Cox (1976), we presented

and discussed several valuation models in the previous chapters.

First, we introduced the valuation models of Klein (1996), Klein and Inglis
(2001) and Liu and Liu (2011) for vulnerable European options. Combining the
key characteristics of these models, we developed a general valuation model for
European options subject to counterparty risk. Despite the complexity, we derived
an approximate closed form solution for our general model. Numerical examples show
that the price of vulnerable European options is substantially lower than the price of
otherwise identical default-free European options. The option values obtained from
our general model are the lowest, since it is the only model that accounts for three
potential sources of the counterparty’s default simultaneously. An overview of the
different valuation models for European options subject to counterparty risk as well

as of my personal contributions is given in Table 7.1.

Model Default Condition Remarks

_ D is constant: D = D.
Klein (1996) Vr < D
r 1S constant.

Vo< D+ Sr— K D is constant: D = Dy.

Klein & Inglis (2001) _
Vi< D+ K —Sr r is constant.

Dy is driven by a GBM.
Liu & Liu (2011) Vr < Dr
r is constant.

Vi< Dr+Sr— K Dy is driven by a GBM.
Ve<Dr+ K — Sr r 1S constant.

General Model*

Table 7.1: Overview of the Models presented in Chapter 3

The considered valuation models are intensively discussed in Chapter 3. The risk-free interest rate

is deterministic and constant over time. Personal contributions are indicated by an asterisk.
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Second, we extended the valuation models of Klein (1996), Klein and Inglis (2001)
and Liu and Liu (2011) to a stochastic interest rate framework. In particular, it was
assumed that the interest rate is governed by the Ornstein-Uhlenbeck process of
Vasicek (1977). Once again, we set up a general model incorporating the fundamental
ideas of the other models and derived the corresponding approximate closed form
solution. Using numerical examples, the impact of stochastic interest rates on the
value of vulnerable European options was analyzed. Table 7.2 gives an overview of
the different valuation models for European options subject to counterparty and

interest rate risk as well as of my personal contributions.

Model Default Condition Remarks

_ D is constant: D = D.
Klein & Inglis (1999) Vir <D
ry is driven by an OU.

Extended Version of Vi< D+ 8Spr— K D is constant: D = D,.
Klein & Inglis (2001)* Vo< D+ K —Sr ry is driven by an OU.

Extended Version of Dy is driven by a GBM.
Vir < Dr
Liu & Liu (2011)* ry is driven by an OU.

Vr<Dp+Sr— K Dy is driven by a GBM.
Vi < Dr+ K — Sy ry is driven by an OU.

General Model*

Table 7.2: Overview of the Models presented in Chapter 4

The considered valuation models are intensively discussed in Chapter 4. The risk-free interest rate
follows the Ornstein-Uhlenbeck process (OU) of Vasicek (1977): dry = k(0 —r¢)dt+o,dW,. Personal

contributions are indicated by an asterisk.

Third, the valuation of vulnerable American options was addressed. In particular,
we picked up on the key features of Klein (1996), Klein and Inglis (2001) as well
as Liu and Liu (2011) to set up their equivalent models for American options.
Furthermore, we developed a general valuation model. Due to the early exercise
features of American options, closed form solutions could not be derived. Instead,
the options are priced using the least squares Monte Carlo simulation suggested
by Longstaff and Schwartz (2001). This approach was originally designed to value

American options, but can also be applied to more complex problems such as the
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valuation of vulnerable American options. Based on numerical examples, we observed
that the price for vulnerable American options is substantially lower than the price of
otherwise identical default-free American options. The sharpest price reduction was
found for our general model, since it is the only model considering three potential
sources of the counterparty’s default simultaneously. An overview of the different
valuation models for American options subject to counterparty risk as well as of my

personal contributions is given in Table 7.3.

Model Default Condition Remarks
Extended Version of _ D is constant: D = D.
Vi< D
Klein (1996)* r is constant.
Extended Version of V,<D+ S, — K D is constant: D = D.
Klein & Inglis (2001)* Vi<D+ K-S, r is constant.
Extended Version of V- D D, is driven by a GBM.
<
Liu & Liu (2011)* : : r is constant.

Vi<D/+ S5 — K Dy is driven by a GBM.
Vi<Di+ K -5 r is constant.

General Model*

Table 7.3: Overview of the Models presented in Chapter 5

The considered valuation models are intensively discussed in Chapter 5. The risk-free interest rate

is deterministic and constant over time. Personal contributions are indicated by an asterisk.

Finally, we discussed the valuation of American options subject to counterparty
and interest rate risk. Assuming that the risk-free interest rate follows an
Ornstein-Uhlenbeck process, we set up models to price vulnerable American options
built on the ideas of Klein (1996), Klein and Inglis (2001) as well as Liu and
Liu (2011). Moreover, we developed a general model combining the features of the
previously mentioned models. The least squares Monte Carlo simulation suggested
by Longstaff and Schwartz (2001) was adapted to the considered framework and used
to price the vulnerable American options. Several numerical examples showed the
impact of stochastic interest rates on the option values. Table 7.4 gives an overview
of the discussed models for American options subject to counterparty and interest

rate risk as well as of my personal contributions.
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Model Default Condition Remarks

Extended Version of _ D is constant: D = D.
Vi< D

Klein (1996)* 1, is driven by an OU.

Extended Version of V,i<D+S, — K D is constant: D = D,.

Klein & Inglis (2001)* V,< D+ K-S, r; is driven by an OU.

Extended Version of D, is driven by a GBM.
Vi < Dy

Liu & Liu (2011)* r; is driven by an OU.

Vi<Di+S — K Dy is driven by a GBM.
Vi<D,+ K -5 ry is driven by an OU.

General Model*

Table 7.4: Overview of the Models presented in Chapter 6

The considered valuation models are intensively discussed in Chapter 6. The risk-free interest rate
follows the Ornstein-Uhlenbeck (OU) process of Vasicek (1977): dry = k(0 —r¢)dt+o,dW,. Personal

contributions are indicated by an asterisk.

As discussed in Chapter 2, valuation models on vulnerable American options
are rather scarce. Consequently, this area offers broad research opportunities. In
particular, the existing models for vulnerable American options can be extended to
other price processes (e.g. jump diffusion processes), other stochastic interest rate
or stochastic volatility models. Furthermore, an imperfect market framework can
be considered to additionally account for liquidity risk. In the context of vulnerable
European options, extensions to other stochastic interest rate models are possible.
Furthermore, the valuation of exotic options (e.g. barrier or binary options) subject

to counterparty risk can be addressed.
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Appendix

Appendix 1

In the following, the approximate closed form valuation formula of the general model
for vulnerable European options under deterministic interest rates is derived based
on the general model. The derivation of the valuation formula is only given for
vulnerable European calls, but the same procedure can also be used to get the
valuation formula for vulnerable European puts. To obtain the valuation formula, it
must be assumed that the returns of the option’s underlying and the counterparty’s

other liabilities are uncorrelated (i.e. psp = 0).

The pricing equation for a vulnerable European call based on the general model can

be written as follows:

C:eT(Tt)<E Sy —K|Sp>K,Vp>Dp+Sp—K

1 ~ K
+E[( Dj)fgff]( )| 57> K, VT<DT+ST—KD.

Using the risk-neutral pricing approach, the value of the vulnerable European call

is given by

C =T / / / Sy ®(Sy, Vi, Dr) dDy dVip dSy
K Dpr+Sr—K 0O
—/ / /K ®(Sy, Vir, D) dDy dVip dSy

K Dr+Sr—K 0O

oo Dp+St—
l—Oz)VTST
+/ / L ZYYTOT (8, Vi, Dy) dDy dVi dS
DT+ST— O (Sy, Vi, Dy) dDy dVp dSt
oo Dp+Sr—
1—0( VT
— St,Vr, Dp)dDr dVy dSt |
[T Tt s, v pyannas,

where ®(-) is the joint trivariate lognormal distribution function of the random

variables Sp, Vr and Dyp.
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Applying the standard log transformation, standardizing the normal distribution

and collecting terms yields

/ / /Ste 4= 505)(T—t)Fos VT—tu ns(u, v, w) dw dv du

—af uw)—OO

o0

—/ / / ) K ng(u, v, w) dw dv du

“a (i) —o0

oof(uw e%]

a)SiVie (r—g—%0% 103 ) (T—t)+0s VT—tutoy VT—tv
+/ / / D, o(r %U% )T~ t)+0me_i_Ste(T’—q—%a%)(T—t)—&-asmu_K

—a —00 —00

- nz(u, v, w) dw dv du

_/ / / D 6 %U% (T—t)+op VT tw—|—S e(r q—fas)(T t)+asﬁu_K

—a —00 —00

- nz(u, v, w) dw dv du,

where ng( ) is the joint trivariate standard normal density function of the random

variables u, v and w which is given by

ns(u, v, w) = ns(u,v,w,0,0,0,1,1,1, psv, psp = 0, pvp)

- ((1*,0%/0 Ju?+v?+(1-p%y Jw? —2psy wv+2psv PVD'U«w*2PVDvw)

e 2 (1_p?S‘V_p%/D)
VBT /1= oy — po

The parameter a as well as the function f(-) are given as follows:

ln%jt(r—q—%a%)(T—t)
og T—1

a =

1
flu,w) = — L

Dte(r—%o‘%)(T—t)-&-o‘D w/T—tw+St e(r—q—%o‘%)(T—t)-&-(rS \/T—tu_K B (,,,, B

O'VvT—t

Lo (T —t)
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In the next step, the function f(u,w) is linearized using Taylor series expansion.

af(p - 1ap2)

of (p1,p2)
apQ

op1 (w a p2>

f(u,w) = f(p1,p2) + (u—p1) +

=b+my(u—p1)+ ma(w — po)

where the parameters b, m; and mqy are given as follows:

1.2 1.2
Dy e('rfdi)(Tft)ﬁ»aD \/Tftp2+st e('rquéds)(Tft)+o'S \/Tftpl_K B 19 B
In - r—soy) (T —1t)
b= :
)
oy T—1
1.2
o5 St e(r—q—ias)(T—t)—l—Us VT —tp1
my = — 12 12 )
oy Dt €<T_§UD)(T_t)+UD VT —tp2 + St e(r—q—§as)(T—t)+US VT—tpr K

o)) D, e<r_%02p)(T—t)+JD VT—tpy
my = — .
? ov D, @(r_%g%)(T_t)"rUD VT —tp2 + S, e(r—q—%a%)(T—t)-ﬁ-as VT—tpr _ K

Furthermore, the denominator in the third and fourth integral needs to be modified

as well using the first order Taylor series expansion.

1
F =
(u’ w) D, G(T—%GQD)(T—U-HTD VT—tw + .5, e(r—q—%g%)(T—t)-ﬁ-O’s VT—tu _ K
G(u,w) =1 :
U, w) = 1mn 1 o 1.2
Dt e(rfagD)(Tft)JraD VT—tw + St 6<rqu§as)(Tft)+Us VT—tu K
G (p1, p2) G (p1, p2)
~ G — (U — T U
(pr.p2) + =5 = u =)+ = == (w0 = )

=h+g1(u—p1) + g2(w — po)

with

1
%)(T—t)+0D VT —tp2 + Ste(r—q—%ag,)(T—t)—i-as VT—tpr K

h =1In -
Dt €<T_§g

— g /T =18, e(r=0-30%)(T—ty+os VT—ip:
9= Dy e(r37b)T-0tonVT=ip2 o g o(r=a=508)(T-Otos VT=ip _ g

—op VT —1tD, o(r=30% ) (T—t)+op VT—ips

Dt e(T—%UQD)(T—t)-i-O'D VT —tps + St 6(7‘—q—%a§)(T—t)+US VT—tpr K

g2 =
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Using the Taylor series approximations, the pricing equation for a vulnerable

European call can be rewritten as follows:

C = Ste(_q_%”??)(T_t)/ / / 7S VIt g (u, v, w) dw dv du

—a b+mi(u—p1)+ma(w—p2) —°

_Ke—r(T—t)/ / / nz(u, v, w) dw dv du
—a b+mq(u—pi)+ma(w—p2) —0©

2

(1 —a) SV, e ( 305300 )(T t)—g1p1—9g2p2
D, e(riéo%)(Tit)JrUD\/sz +S @( qféo )T t)+osVT—tpr K

+

oo btmi(u—p1)+ma(w—p2) oo
/ / / elgrtos VI—t)utoy vI—tvtgow n3(u, v, w) dw dv du

—a —00 —00

(1 — a) KV, e‘%"%/(T—t)—glpl—gzpz

D, e(r_%UQD)(T_t)"'GD VT—tp2 + S G(T_q_%gg)(T_t)—ws VT=tr _

oo b+mi(u—p1)+ma(w—p2) oo
/ / / eorutov VI=tvtew o (4 v, w) dw dv du

—a —0o0 —0o0

Using appropriate substitutions for u, v and w, the stochastic component in the
integral boundaries can be eliminated. The random wvariables u, v and w are

substituted by

Xz
u =
1+m?
i mix i »y4
V=Y
V1+m?2 o /14 md
and
z
w =

\/1—|—m%7

where x, y and z are also jointly standard normally distributed.
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Applying these substitutions to the pricing equation yields

o0 [ele] ogVI—t VT

O = Sel-1-3o) @1 / / / i Qe y’ z,y,2) dy di
_a\/rm% b—mip1—mgpz —

o0

_ KefT(T*t) / / / Q(xéy’Z) dZ dy dl‘

,a\/m b—mip—maps —0

(1—a)S Ve (r—a=30%—30%)(T—t)~g1p1—g2p>

Dt 6< %0' )(T t)+op VI —tp2 —|—S 6(r q— 2US)(T t)+osVT—tp1 _K

_|_

9 b—mipi—map2 oo g1+(og+myoy) VT a?-l—ovx/iy-&-%\/

[T 7
—an/Thm? s “oo

Qz,y,2)

o dz dy dx

(1—-a)KV, e~ 300 (T—t)—g1p1—gop2
Dt 6(77%‘7%)(T*t)+0D VT —tp2 + St e(rqu%og)(Tft)ngs VT—tpr K

[e%9) b—mlp—mzpz oo  gitmyoy VT m+o‘v \/72,’+ got+mooy VT

[T S

Qz,y,2)

5 dz dy dx,

where

2 2 2
=) (i) ()

s )(
Q(I,y,Z) =€ 2(17PQSV7P%/D) e pVD

— — > 2psv pvD—F= =2

. —2psv \/ ( \/1+m \/1+m 1+m§ 1+m§

2PVD mix moz
e \/ \/1+m \/1+m

and

0 = /1 +m3\/1+m3vVam\/1— p2y, — pp.
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The previous expression can be rewritten as follows:

00 00 oo ogVT—t

C = §,el-a- 30T / / /6/— \If(:v Y, )dzdydx
\/H__Q b—mip1—meop2 —00
00 0 \I/
— Kem(T=Y) / / / (z y, Y(,y,2) dz dy dx
7“\/@ b—mip—mapy —©

(1—a)S Ve (r—a=30%—30%)(T—t)~g1p1—g2p>

Dt 6< %0' )(T t)+op VI —tp2 —|—S 6(r q— 2US)(T t)+osVT—tp1 _K

_|_

9 b—mipi—map2 oo g1+(og+myoy) VT a?-l—ovx/iy-&-%\/
/ / /e \/1+m 1+m%

1+m% - —o0

U(z,y,z)

NP derdud

5 zdy dx
(1—-a)KV, e~ 300 (T—t)—g1p1—gop2

D, (= 508)T0to0 VTt | g (1= 3o2)(T—0+asVT—im _ ¢

[e%9) b—mlp—mzpz oo  gitmyoy VT m+o‘v \/72,’+ got+mooy VT

[T S

—ay/ 1+m% -0 -0
)\
%M d dy d.

where

2 2
2 2
U(xr,y,z)=e€ 2(1-63v =50 p) ¢ Vitmt ) o \/1-2psy mi=2py pmatmitm3

2
(1-62 )(Z ) —205y —#= Y
sv
e 1+m3 e \/H’"% \/1*2 pgy m1—2py p ma+mI4+m2

Y

20svévp—F—=—F— —20vDp—F— —
e 1/1+m13/1+m2 e \/1+m2 \/17255Vm1725VDm2+m1+m2

and

5 _ psy — Mmy
SV — R
\/1—2pgvm1—2pvpm2+m%+m%
PvD — Mo
5VD:

\/1—205vm1—20VDm2+m%+m§
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Using appropriate substitutions for x, y and 2, the previous expression can be

rewritten once again. In particular, the variables x, y and z are substituted by

x=1/1+miu,

y:\/1—2p5vm1—2pVDm2+m%+m§v

and

z=1/1+m3w,

where u, v and w are also jointly standard normally distributed.

Applying these substitutions to the pricing equation yields

C:Ste(_q_%”%)(T_t)// / 7S VI D (y, v, w) dw dv du

—a ¢ —

—Ke”"(T’t)// / ['(u, v, w) dw dv du

—a ¢ —

(1—a)SV, e(r_q_%"%_%f’%/)(T—t)—glpl—ng

Dte(r—éa?g)w—mm VT=ip> | Ste(r—q—éag)w—tws VI=ip1 _ o

_|_

[e.e]

oo ¢
/ / e(g1+(os+mlav)\/T—t)u eav\/T—t\/1—2psvm1—2pvpm2+m%+m§v

—a —00 —00

e(g2+m20v\/ﬁ)w I‘(u’ v, u]) dw dv du

(1 — a) KV, eiéo-%/(T*t)*glplfgﬂJz

Dt 6(T—%O’%)(T—t)+0[) VT —tp2 + St e(r—q—%a%)(T—t)—i—US VT—tpr K

oo C

9]
/ /e(g1+m1aV\/T—t>u eV \/Tft\/lprSVm172pVDm2+m§+m%v
—00

—a —0o0

eloztmeov VI=0Jw by, 0y 40y dw dv du

where

b —mip; — mapo

C =

\/1—2pgvm1—2pvpm2+m%+m%
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and

F<u7 v, w) = n3(u7 v, w, 07 07 07 17 17 17 5SV7 5SD = 07 5VD>
fﬁ((175%”))u2+v2+(175‘%v)w27255v uv+2§SV5VDuw725VDvw)

2(1—52 —52

e sv=°vD

Completing the square yields

(o ele oo o}

C = Se_QT t) // / n5 U, v, W, 0’3\/ 5SV0'5\/ 0 1 171,551/,0, 5VD) dw dv du

—a ¢ —0o0

(o elNe oo o}

— Ke ™=t ///nguvw 0,0,0,1,1,1,0sv,0,dyp) dw dv du

—a ¢ —0o0

(1 _ &) SV, e (7‘ q— 205—*Uv)(T t)—g1p1—9g2p2 62(77 +¢?+X2 4265y n9+28v D ¢>\)

Dt e(’r’—%o'D)(T—t)-‘rO'D VT —tps + St e(T—q—gUs)(T—tH‘US VT—tp1 K

o C o¢]

// /ns(u,v,w,m6sv¢,<z>+55vn+6VDA,A+6VD¢,...

. 1, 1, 1, 5SV7 O, 5VD> dw dv du

(1-—a)K e—%af/ (T—t)—g1p1—gap2 6%(£2+¢2+/\2+25sv6¢+25VD P)
_1,
2

— Dte )(T t)+op VT —tp2 + S, e(r q—%o%)(T—t)—s—aS\/T—tpl K

[ na(u,0,0,€ + b5 6,6 + s €+ Syp A A+ 0yp o, .

. 1, 1, 1, (ng, O, 5\/[)) dw dv du,
where

n=g+osvI —t+mioy VI —1,

E=n—osVT —t,

6 = oy VT —t\/1=2pgy my — 2 pypms +m? +m3,

/\:gg+m20v T—t.
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Standardizing the normal distribution yields

O = SieaT-0 / / / na(u,v,10,0,0,0,1,1,1,dgy, 0, 8y p) dw dv du

—a—osV/T—t c—dgyosvV/T—t —F

— Ke T ///nguvw000,1,1,1,5gv,0 Syp) dw dv du

—a ¢ —0o0

(1 _ Oz) S,V e ( —q- QUE—gov)(T t)—g1p1—9g2p2 62(77 +¢?+X2 4265y n9+28v D ¢>\)

D, e(r=30% ) (T=O)+op VT—ip2 Ste(r—q—gas)@—mosmpl K

00 c—¢—bsv n—6yp A oo
/ / / nz(u,v,w,0,0,0,1,1,1,d5v,0,0yp) dw dv du
—a—n=dsv & oo oo

(1 _ Oé) KV, 67%0‘2/(7“715)*911)1*92172 e%(§2+¢2+>\2+25sv Ep+26vp ¢)\)

— Dt e(r—§aD)(T t)+op VT —tp2 —|—S e(r q— —JS)(T t)+osVT—tp: K

oo c—¢—bsv E—0vp A oo
/ / / ns(u,v,w,0,0,0,1,1,1,dsv,0,0vp) dw dv du.
—a—E§—0sv ¢ —00 —0o0

Computing the triple integrals yields the approximate closed form solution for

vulnerable European calls based on the general model. It is given by

C = S,e 1T Ni(a+osvVT —t,—c+ dsyosVT —t,4+00,0sv,0,dyp)

— Ke (11 Ns(a,—c,4+00,dsv,0,d0yp)

S,V e (r—a-30%—50% ) (T—t)~g1p1-g2p2 o5 (PP +&*+A2+255v 1 6+25vp $ )
+(1—a)

D, e(r—%o%)(T—t)-‘y—o‘D VT —tp2 + St e(r—q—%og)(T—tH—o‘s VT—tpr K
N3(a +n+ 5SV¢7 c— ¢ - 65‘/77 - 5VD)\7 +00, _65\/7 07 _5VD>

KV, e300 (T—0-ap1—g2p2 o5 (£4+8°+X°+205v € 6+28vp 6))
—(1—-a)

D, e(rfgﬂp)(T*t)ﬂfD\/ —tp2 4 Ste(T*qf§05)(T*t)+Usv LTI °

Ns(a+ &+ 0syv o, c — ¢ — dgv€ — dvpA, +00, —=dsv, 0, =6y p),

where N3(-) gives the trivariate cumulative normal distribution function.
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Since the stochastic variable In D; can assume any value between —oo and 400,
the trivariate cumulative normal ditribution becomes a bivariate cumulative normal

distribution. Hence, the approximate closed form solution is given by

C= Ste_Q(T_t) Ng(a +osVT —t,—c+ dsyosVT — t, 551/)
— Ke "9 Ny(a, —c, dgy)

1_2 1_2 1 2 2 9
SV, @(’"—‘1—505—EUV)(T—t)—glpl—gzpz 65(77 +¢2+A2+255y 1 Pp+2 5VD¢>\)

1 —
* ( Ck) D, 6(r7%02D)(T7t)+ch VT—tp2 + Ste(rquéog)(Tft)Jras VT—tpr _ K

No(a+n+dsvd,c — ¢ — dsyn — dypA, —dsv)

KV, 6_%0‘2/ (T—t)—g1p1—g2p2 6% (52+¢2+/\2+25sv §o+28vp ¢>)\)
- (1-a)

Dt e(T—%a’%)(T—t)—‘rO’D VT —tpa + St e('r’—q—%a’%)(T—t)—i—a’s VT —tp1 o K

No(a+ &+ 0svp,c — ¢ — dsv€ — dypA, —dsv)

where Ny(-) gives the bivariate cumulative normal distribution function.

Collecting and rearranging terms yields the approximate closed form valuation

formula given by Equation (3.54).
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Appendix 2

In the following, the approximate closed form valuation formula for vulnerable
European options under the stochastic interest rate framework of Vasicek (1977)
is derived based on the extended model of Klein and Inglis (2001). The derivation
of the valuation formula is only given for vulnerable European calls, but the same
procedure can also be used to get the valuation formula for vulnerable European

puts.

The pricing equation for a vulnerable European call based on the general model is

equal to
O—Bt,T(E Sp—K|Sp> K, Ve>D+ 58— K
(1-0[)VT(ST—K) —
+E - Sr>K,Ve<D+Sr—K||.
[ Drsp—k | or=iv !
where D = D;.

Using the risk-neutral pricing approach, the value of the vulnerable European call

is given by
C=B,r / / Sy ®(Sp, Vi) dVir dSy
K D4+Sp—K

- 7 7 K ®(Sr, Vi) dVi dSy

K D4+Sr—K
OOD+ST—K
(1—0()VTST
+/ / U= VIOT 405 Vi) dVi dS
J D+ST—K (T T) T T
OOD+ST—K
(1—0&)VTK
- LY 58 Vi) dVidSy | |
;Z | B RS Vi) avidsy

where ®(-) is the joint bivariate lognormal distribution function of the random

variables St and Vr.
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Applying the standard log transformation, standardizing the normal distribution

and collecting terms yields

//Ste AT=)=505+05 1 o (4, v)dvdu—//BtTKng(u v) dvdu

—a f(u)

1— SV, _q(T_t)_l&%_lU%/-i-Usu-i-avv
+/ / ( CE) t Vi€ — 12 — 2 n2(u7v) i
—00 Bt7TD+St eiq( 7)7503 osu __ BtTK

1 —a) By g K Ve 20vtovy
—/ ( ) Bur KV, ns(u,v) dv du,
J . Bur D+ S et s - B g K
where ny( - ) is the joint bivariate standard normal density function of the random

variables v and v. It is given by

(1,0) = naf ) I - R
no(u,v) = na(u,v,0,0,1,1, psy) = e “\Psv
Var?\/1 = pgy
The parameter a and the function f(-) are given as follows:
o
= e,q<T,t),l52+5 u_ a
o BT

ov

In the next step, the function f(u,w) is linearized using Taylor series expansion.

) % 1)+ 22 =) = bl — )

where the parameters b and m are given as follows:

_ 1.2, -
In By, 7 D+5; e 1T=t=395%es "B, rK

1-2
- v 3%
av ’
oo S, e~a(T—)—355+0sp
m==- » —q(T—t)—162+5 ’
O-VBt7TD+St€ q 295795 P1 BmTK
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Furthermore, the denominator in the third and fourth integral needs to be modified

as well using the first order Taylor series expansion.

1
F(“) = = 12 _
Bt,TD T St efq(Tft)f§aS+asu _ BthK
1
G(u) =In — ——
Bt,T D+ St €_q(T_t)_§Us+USu — Bt’TK
0G(p
~G)+ 22 =) =t glu—p)
with
1
h=1n = 1-2
B.r D+ S, e U(T-)=305+0sp _ B K
—5g S, e~ 1(T—)=555+3sp
g

" BurD+ S e tT-0-10k+0sr _ B, K

Using the Taylor series approximations, the pricing equation for a vulnerable

European call can be rewritten as follows:

C = Ste_q(T_t)_%6% / / 75" ny(u, v) dv du
—a bt+m(u—p)

—Bir K / / ne(u,v) dv du

—@ b+m(u—p)

_ _ 00 b+m(u7p)
1—a)S, Ve d(T-t)~555-357—gp B B
( - a) tVe € 1722 h 2 / / e(g+o's)u+(7vv n2(u’ U) dv du
Bt,T D+ St e_q(T_t)_§Us+Usp — Bt,TK e

—a

(1 — ) By KV, e 47b—o e
- — ’ —— / / eIV U g (u, v) du du
Bir D+ S e T 073754050 — By 1 K

—a — 00
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Using appropriate substitutions for u and v, the stochastic component in the integral

boundaries can be eliminated. The random variables u, v and w are substituted by

T
U = ,
14 m?
and
N m
v:
Y 1+m2

where x and y are also jointly standard normally distributed.

Applying these substitutions to the pricing equation yields

C= Slte_‘;’(T_t)_%‘_’é / / ev ot Q(:gy) dy dx
—a\/1+m?2 b—mp
o0 o0 Q
- Bir K / / (g y) dy dx

—aV1+m2 b—mp—map2

(1—a)S, Ve dT-D- 305307 —0p

By r D+ Sy e 1T t)—-305+0sp _ BirK

0 bimp +og+mao _
/ / eg Virmz toVY Q(g v) dy dx
—aV1+m?2 —®
(1— ) B, rKV,e 2709
By D+ Spe tT-97398+40sP _ B, 1 ¢
©0 b_mp +mao —
/ / ei/uim‘gﬁavy Q(g y) dy dz,
—aV/1+m2
where
2 2
1 mx
Qz,y) _2(1 2y) (\/1+m ) +(y+\/1+m2) —2psv 2( Vitm )
and
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The previous expression can be rewritten as follows:

1-2 7 by 05 ‘/7 z U(x
C = Se T3 / / (@ v) dy dx
o/ TEmZ b-mp

o0 (e.0) \Ij
—Bir K / / (g v) dy dx
—av/TEmZ b-mp

(1—a)S,V, e 9T~)-375—507 —ap

By D+ Spe tT-9-30840sP _ B, 1 |

o0 b—mp g+og+mey | - ]
eV 4o x z
—aV/1+m? —©

(1 — ) B,r KV, e 2009
Bt TD + Ste q(T—t)—1 505+0sD _ Bt,TK

0 b—mp

g+mao
/ / eHx+vaqj(g y) dy dx,
—aVTEmE 00
where
_ 1 ? ( Y >2_ ) x y
\I/(x,y) —e 2(1 62 ) (\/1+m ) * \/17255Vm+m2 2 SV\/I-HVLQ \/1—255Vm+m2
and

psy —m
V1—=2pgy +m?

6SV -
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Using appropriate substitutions for x, y and 2, the previous expression can be

rewritten once again. In particular, the variables x, y and z are substituted by

r=vV1+m2u,

and

y:\/l—ZﬁSVm—QﬁVDm2+m2+m§v

where © and v are also jointly standard normally distributed.

Applying these substitutions to the pricing equation yields

C = Sie (T35 //e‘_’SUF(u,v) dv du

—BtyTK//F(u,v)dvdu

—a C

(1—a)SV, e~ 9(T—1)=555—307,—gp

By D+ Spe tT-0-39540sp _ B, 1 |

[ee] C
5 5 5 925 2
/ / elgtas+may)u oy \/1-2psy m+m ”F(u,v) dv du

—a —00

(1— ) B,r KV, e 2709
Bir D+ S, e T-0-305+05p _ B, 1 |

/ / elotmoviu oov A/1-2psy mtm?v [(u,v) dvdu

where
b—mp
C =
V1 —2pgy mm?
and

1

w2402 —25gy uv

['(u,v) = ng(u,v,0,0,1,1,0sy) =
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Completing the square yields

C = Se” 1T / /ng(u, v, 05,05v0s, 1,1, 05v) dvdu

_Bt’TK//TLQ(u,/U7O,O,1,1755‘V)dvdu

—a ¢

(1-a)SV, o—a(T—t)—5% 352 —gp e%(n2+¢2+25svn¢)

By D+ Spe tT-9-398+40sP _ B, 1 ¢

/ / na(u,v,n + dsv ¢, ¢ + dsv 1, dsv) dv du

—a —0o0

(1 N Oé) Bt,TKV;t 6_%5‘2/_5”7 e%(§2+¢2+/\2+25svf¢+25vp ¢)\)

By D+ Spe tT-9-398+40sP _ B, 1 ¢

[ [ mawv.6+ 85 6,6+ b5y €1, 1, deltasy) dvdu,

—a —0o0

where

U:g+5s+m5’v,

5277—5&

¢:5V\/1—2ﬁsvm+m2-
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Standardizing the normal distribution yields

C = S~ 1T / / na(u,v,0,0,1,1,dsv) dvdu

—a—0s c¢—0gy0s

—Bt,TK//nQ(u,v,o,o,l,LdSV)dvdu

—a C

(1— ) SV, e~ 1(T-0-305- 3% —gp o3 (P +62 42857 1 0)

Byr D+ 8 e 1T-9-395+0sp _ B, 1 K

) c—¢—0sy 1
/ / ns(u,v,0,0,1,1,dsv) dvdu
—a—n—0sy ¢  —O00

(1—a)B,rKV, o~ 308 —ap o3 (€PN 4205y E+20vp ¢ ))

Byr D+ Spe tT-0-39540sp _ B, 1 ¢

00 c—¢p—bsv §

/ / na(u,v,0,0,1,1,dgv) dv du.

—a—{—6gy ¢  —x

Computing the double integrals yields the approximate closed form solution for

vulnerable European calls based on the extended model of Klein and Inglis (2001).
It is given by
O == Ste_q(T_t) Ng(a + 55, —C + 5sv55, (55‘/) — Bt,T K NQ(CL, —C, 55\/)

(1 —a)SV; o—a(T—t)—152-15% —gp 3 (n*+¢*+20sv 1)

Bt,TD 4 St e—q(T—t)—%&%+c‘rSp _ quTK

No(a+n+ sy, c — ¢ — dsyn, —dsv)

(1 — @) BirKV, e 2709 o3 (8246242851 € 9)
Byr D+ 5, e~ a(T—t)—555+asp _ BirK

No(a+ &+ bsvo,c— ¢ — 0sv, —0sv)

where Ny(-) gives the bivariate cumulative normal distribution function.

Collecting and rearranging terms yields the approximate closed form valuation

formula given by Equation (4.48).
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Appendix 3

In the following, the closed form valuation formula for vulnerable European options
under the stochastic interest rate framework of Vasicek (1977) is derived based on
the extended model of Liu and Liu (2011). The derivation of the valuation formula
is only given for vulnerable European calls, but the same procedure can also be used

to get the valuation formula for vulnerable European puts.

The pricing equation for a vulnerable European call based on the extended model

of Liu and Liu (2011) can be written as follows:

C = BuT (E

Sp—K | Sr>K,Vr>Dr

(1—0&)VT(ST—K

))|STZK,VT<DT
Dr

v

).

Defining the debt ratio as R; = V;/D;, the pricing equation can be rewritten as

follows:

C:Bt’T (E[ST—K|STZK7RTZ]_

+E[(1—C¥)RT(ST—K)‘ST2K, RT<1]>

Using the risk-neutral pricing approach, the value of the vulnerable European call

is given by
C=B.r (//ST ®(Sr, Rr) dRy dSy
K 1

- 77[( o(Sr, Ry) dRy dSy

K 1
oo 1

+// 1—04 RTST (ST,RT)CZRTCZST
K 0
oo 1

—// 1—05 RTK(I)(ST,RT)dRTdST),
K 0

where ®( - ) is the joint bivariate lognormal distribution function of Sy and Ry.
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Applying the standard log transformation, standardizing the normal distribution

and collecting terms yields

C= / /St e 9(T—1-305+05u no(u,v) dv du
—a —b

- //Bt,Tan(u,u) dv du
—a —p

o —b
+/ /(1—@) S; Ry e_q(T_t)_%‘_’%_%(&%/_&%)Ms“+‘_’R”ng(u,v) dv du

oo —b
— / / (1—a)B,r KR, e~2(7V=oh)tar v na(u,v) dv du,
where ny( - ) is the joint bivariate standard normal density function of the random

variables u and v which is given by

1 6_ 2 (1715%1'2 <u2+02_26SR uv)

VAT /1 — 6%, ’

na(u,v) = ng(u,v,0,0,1,1,055) =

Y P — S
Op = \/UV + 0% — 2pvpovop
and

PsvOy — PSDOD
OR '

Osr =

The parameters a and b are given as follows:

a= : ,
o
,_ lnRt—%(cﬁ/—U%)

OR
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Completing the square yields

C= St 67Q(T7t) / ng(u,v,6s,65365,1,1,(553) dv du

—a —b

—BmTK// no(1,0,0,0,1,1, 0s) dv du
—a—b

+(1—a)S, R, e~ U(T—t)+0}+psv G0y —pspGsTD—pvDIVID

oo —b
//ng(u,vﬁg+5SR5R,6R+5SR55,1,1,553)dvdu
— (1 — ) B, K Ry e"b=PvpovoD

oo —b

/ / ng(u, v, 5SR6-R7 5’R, 17 1, (553) dU dU

—a —0o0

Standardizing the normal distribution gives

C =G, e 2T / / na(u,v,0,0,1,1,0sr) dv du

—a—0s —b—0sRog

—B,;TK//nz(u,v,O,O,l,l,ésR)dvdu
—a —b

+ (1 _ a) St R, G*Q(T*t)ﬂLUQDJrﬁSV&s&V*ﬁSDt?s&D*ﬁVD&V&D

) —b—GR—0SROS
/ / ns(u,v,0,0,1,1,05r) dv du

—a—05—0sROR —00

o
— (1 - @) Byp K R, ?bPvpovaD
—b—ap

/ / ns(u,v,0,0,1,1,d5r) dv du.

—a—0groOR —X

199



Computing the double integrals yields

C =S e "IN, (a+55,b+ dsrds, osr)
— By 7 KNs (a,b,0sR)
+ (1 — @) S Ry e 1T+ +psv0s0v=pspIsan—pvpavap
Ny(a+ 05+ dsroR, —b — 0r — 0srOs, —OsR)
— (1 — ) B, K Ry e"b=PvpovaD

Ny (a+ 0spoRr, —b— 0R, —0sR),

where Ny(-) gives the bivariate cumulative normal distribution function.

Collecting and rearranging terms yields the closed form valuation formula given by

Equation (4.53).

200



Appendix 4

In the following, the approximate closed form valuation formula for vulnerable
European options under the stochastic interest rate framework of Vasicek (1977)
is derived based on the general model. The derivation of the valuation formula is
only given for vulnerable European calls, but the same procedure can also be used
to get the valuation formula for vulnerable European puts. To obtain the valuation
formula, it must be assumed that the returns of the option’s underlying and the

counterparty’s other liabilities are uncorrelated (i.e. psp = 0).

The pricing equation for a vulnerable European call based on the general model can
be written as follows:
C:Bt,T (E|:ST—K|STZK, VTZDT—FST—K

]_—O./)VT(ST—K
Dr+ Sr— K

+E[( )|STZK,VT<DT+ST—K]>.

Using the risk-neutral pricing approach, the value of the vulnerable European call
is given by

C=B,.r / / /STCID(ST,VT,DT)dDTdVTdST

K Dpr+Sp—K 0O

_/ / /ch Sr, V. D) dDr dVy dSr

K DT+ST
OODT+ST
(1—a)Vp S
o D+;— ®(S, Vr. Dr) Dy dVi dSy
OODT+ST
(1-—a)Vp K
_/ DT+63Ti ®(Sr, Vi, Dr) dDr dVy dSy |

where ®( - ) represents the joint trivariate lognormal distribution function of Sr, Vi

and DT .
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Applying the standard log transformation, standardizing the normal distribution

and collecting terms yields

/ / /Ste A(T-1)=505+0s “nz(u, v, w) dw dv du

—a f(uw) =00

[e.9]

—/ / /BtyTKng(u,v,w)dwdvdu

—a f(uw) =20

o] f(uvw) +ogutoy v

<

(1—a)S;Vie” aT-)-305-3°
_I_/ / 1 2
Dy 6*50D+0Dw—|—5 e dT—D)=505+0su _ BtTK

—a —00 —O0

- ng(u,v,w) dw dv du
70f7w)7 1 —O{) Bt TK‘/teféa"Q/ﬁﬂ?v’U
D, e % +0Dw+S€ q(T—t)— %%+5Su_Bt,TK

—a —00 —

- nz(u,v,w) dw dv du,

where ng( ) is the joint trivariate standard normal density function of the random

variables u, v and w which is given by

ns(u, v, w) = ns(u,v,w,0,0,0,1,1,1, psv, psp = 0, pvp)

fﬁ ((1=5% p)uP+v2+(1—p%y Jw? — 255y uv+2psy py puw—2py pvw)

_2 _2
e 2(1 Psv—PvD

VBT /1~ Py — Bt

The parameter a as well as the function f(-) are given as follows:

In 525 — (T — t) = 503

a =

gs

1-2 — 1-2, -
ln Dy 3_§UD+UD w—‘rSt 6—q(T—t)—§US+(rS u_Bt,TK

f(u7w): Vt—

Oy

1=2
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In the next step, the function f(u,w) is linearized using Taylor series expansion.

of (p1,p2)
31)1

af(p - 1ap2)

(u a p1) * Op2

f(u,w) = f(p1,p2) + (w — pa)

=b+my(u—p1)+ ma(w — po)

where the parameters b, m; and mqy are given as follows:

152 5 C(Tt)-152 15
Dye 2°D17DP2 45, o~ TN "39549sP1_p, 1K

1=2
In Vi + 50y
b - — )
ov
_ 1-2, -
Gg S, e~ U(T—t)=505+0s P
mp = — 12 - 12 - )
ov D, e 37pto0r2 4 G o=a(T—t)=505+0sp1 _ B K
_ 1.2 -
op Dt e 29D ToD P2
mo = —

— 1-2 12 :
oy Dt 6—§U%+0Dp2 + St e—Q(T—t)—§0§+asp1 _ Bt TK

Furthermore, the denominator in the third and fourth integral needs to be modified

as well using the first order Taylor series expansion.

1
F(u7 U)) = Dt 67%&%+&Dw + St Q*Q(T*t)*%&g*Jr&Su — Bt,TK
1

_1z2 45 _ _H—152.45
D;e 20D+0Dw+ste q(T—t) QO—SJ’_O’Su_Bt’TK

G(u,w) =In

IG(p1,p2) (u—p1) + OG(p1,p2) (w

op1 Ops a p2)

~ G(p1,p2) +

=h+gi(u—p1) + go(w — p2)

with

1

h =1In
15245 —y(T—t)—152+5
D, e 3701t0p2 4 G o=a(T—1)=505+0sp1 — BirK

—0g S, e—Q(T—t)—%f??q-i-&s p1

_1z2 4 = _ _H_1z524 5
D, e"3%p+0P2 4 G, ¢ q(T—=t)—5065+0sp1 _ BirK

_ 12 , =
—0p Dt 6_§O-D+O-D p2
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Using the Taylor series approximations, the pricing equation for a vulnerable

European call can be rewritten as follows:

- Ste—q(T—t)—%c'r%/ / /@‘_’S“n:,)(u,v,w) dw dv du
—a b+mi(u—p1)+me(w—p2) —©

o0 o0

—B,;TK/ / /ng(u,v,w)dwdvdu

—a bt+mi(u—p1)+ma(w—p2) —O°

(1—a)SV, o~ U(T—)= 555555 —g1p1—g2p2

+ 1-2 | = 1-2 , =
D, e~329btopP2 4 G, e~ 1(T—t)—505+sp1 _ BirK
oo bt+mi(u—p1)+ma(w—p2) oo
/ / elgrtas)utavutaaw oy 4 w) dw dv du
—a — 0o —0oQ

1-2
(1 — Oz) B, 7 KV, e 2%v—91P1—92P2

_1lz2 45 _ _)—1z245
Dte 20ptIDP2 +St€ o(T—1) 205t0sp —BmTK

oo b+mi(u—p1)+ma(w—p2) oo

/ / / eI UTIV IR o (v, w) dw dv du

—a —00 —0o0

Using appropriate substitutions for u, v and w, the stochastic component in the
integral boundaries can be eliminated. The random wvariables u, v and w are

substituted by

x
u =
1+m3
i mix i moZz
v=y
V1+m?2 o\ J1+m3
and
z
w =

\/1+m§’

where x, y and z are also jointly standard normally distributed.
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Applying these substitutions to the pricing equation yields

o0

C — Ste_Q(T—t)—%a'% / / / 1+m I x@Z/? )dZ dy d.fE
—ay/14+m? b—mip1—mapz —00
00 0o oo Q0
—Bir K / / / (x,@y,z) dz dy dx

—ay/14m? b—mip—mapz —00

(1 — Oz) SV, efq(T*t)fé‘_’% 508 —9g1p1—g2p2

+ 1-2 = 1-92 —
D,e 39ptopp2 4 G e—a(T—t)=505+0sp1 _ BirK

%) b—mipi—map2 oo g1+5g+miGy o453y v+ go+moGy

/ / / . Vi ey U2y 2) dydi
—ay/14+m? > >

12
(1 —Oé) Bt’TKV%e 50y —91P1—9g2p2

_1l52 45 _ _t)—15245
Dte 30D TID P2 +Ste o(T-1) 305+0sp1 —Bt/]‘K

0 b—mip—maps oo g1tmicy . - g2+mady
T Ttovyt—r——-2 ()
2 2 T z
/ [ [evi Viend T U0, 2) 5 ) dzdyds,
1+m% > >

where

s (-7 )(
Qay )= TR Tis) &

mixT moz

—2psy —F= 2psv pvp—F= =
e p \/ ( \/1+m \/1+m > psv P 1+m 1+m§

e \/ \/1+m \/l+m

and

0 = /1 +m3\/1+m3Ver /1 -2, — iop.
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The previous expression can be rewritten as follows

[e.e]

%) 00 as\/i ( )
C = S, 9(T—1)~57% / / / Vi ‘ y, dzdy dx
\/1+_2 b—mip1—maopz —°

oo o0 \I[
- BrK / / / (z y, )dzdydx

—a /1+m% b—mip—maopa —OO

L (o)l

% —g1P1—g2p2

D, 67%7% oD P2 +S e~ q(T— t)**USJrUsm

B, r K
0o b—mip1—map2 oo 91+<fs+m1<7vx = g2+mady
Tty y+ = =2 (¢
/ e VM Vitms 7< @y, )dzdydx
—a 1+m% e e
_1lz2 _
(1 — O./) Bt 7KV, e~ 29v—91P1—92pP2
Dy e 27pt70r 4 G, ema(T-0-305+0sp1 _ B, 1 |
0o b—mip—map2 oo g1tmigy . = go+m 20\/
= ztovyt T
/ / /e Vitm V! il @y, >dzdydx,
—ay/14+m?2 - -

where

1

: 2
\I/(I7 Y, Z) =€ (1 5SV75VD) e \/ 1+md e

\/172 SV m172;3VD m2+m2+m

2
1-62 — —26 L 4
( sv) ( 1+m2> SV
e e

2 V1+m? \/1-255y m1=2py p ma+mF+m

205y 0yp—F—s—r— —
e A /l+m% 3/1+m% e
and

28y p = 4
\/l+m% \/172 5SV m1—2d8yp m2+m%+'m%

5 o ﬁSV_ml
SV —

\/1—255Vm1—25vpm2+m%+mg

o — pvD — My
VD =

\/1—253Vm1—2ﬁVDm2+m%+m%
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Using appropriate substitutions for x, y and 2, the previous expression can be

rewritten once again. In particular, the variables x, y and z are substituted by

x=1/1+miu,

y=\/1—2,65vm1—2,5mm2+m%+m§v

and

z=1/1+m3w,

where u, v and w are also jointly standard normally distributed.

Applying these substitutions to the pricing equation yields

C = Se 4T3 // / e?5 " T'(u, v, w) dw dv du

—a ¢ —00

—BtTK/// u,v,w) dw dvdu

—a ¢ —0o
1=

(1—-a)SV, e—4(T—t)—35%—350,—g1p1—g2p2

152 15 —g(T—t)—152+
D, e 2901opr2 4 G, o=t(T—t)=505+as D1 — B,rK

oo C [ee]
/ / /6(91+5s+m15v)u ei_fv \/1—2ﬁsvm1—2ﬁVDm2+m%+m§v

—a —00 —00

e 92Fm2oVIW D (4 gy ) dw dv du

152
(1 _ CY) BtTKV;t —50y, —91P1—9g2p2
1=
Dy e 27pt70p2 4 G, ema(T-1)=305+0sm _ B, 1 K

o C o
/ / / elgrtmigviu oy \/1—2ﬁsv m1—2 py p ma+mi+mi v
o0 o0

—a —

el92tm20v) D (4 ) ) dw dv du

where

b —mip; — mapo

C =

\/1—2/33Vm1—2f3VDm2+m%+m%
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and

F(“?”aw) = n3(u7 v, w, 07 07 07 17 17 17 5SV7 5SD - 07 5VD>

fﬁ ((175%,D)u2+02+(175§‘,)w272§gv uv+2§SV5VDuw726VDvw)

2(1—52 —52
VBT 1 - 6%y —

e sv=°vD

Completing the square yields

C’:Ste_q(T_t)// / nz(u, v, w, o, 05v0s,0,1,1,1,05v,0,dyp) dw dv du

—BtTK// / ns(u, 0,10, 0,0,0,1,1,1,dgy, 0, 8y p) dw dv du

—a ¢ —00

(1 _ Oé) St‘/t q(T t) % 7%5’2 —g1p1—9g2p2 6%(7]24‘@52-"-)\24-253\/7](}54-25\/[) ¢>\)

Dt €f§&D+chp2 S q(T—t) f—oSJraspl Bt TK

/

—a —

8\@

[ v+ Gy 6.0+ dsv i+ S A+ Bvp ..

ceey 1, 1, 1755V7076VD) dw dv du

(1—04) B, rKVie™ 300 —91P1—92p2 %(52+¢2+>‘2+265V§¢+26‘/D¢)‘)
—t)—

1_
Dte 20D+0Dp2—|—st€ oT

30510sP _ B oK

/

—a —

8\@

[ malteviw €t Bsv 6.6+ Bsv €+ Srp AN+ brp

ceey 1, 1, 17 5gv, O, 6VD) dw dv du,
where

n=g+0s+mioy,

5277_6-57

¢=5V\/1—253vm1 — 2 pypmg +mi +m3,

/\:gg+m25v.
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Standardizing the normal distribution yields

O = Sye-tT=0 / / /ng(u,v,w,(), 0,0,1,1,1, v, 0, 8yp) dw dv du

—a—0s c—0gy0s —OO

—Bt’TK///ng(u,v,w,O,O,O,1,1,1,5SV,0,5VD)dwdvdu

—a C —o0

(1 _ a) S,V €—Q(T—t)—%6_(%—%5%/—91}71—92132 e%(’l2+¢2+>\2+25svn¢+2 dvp ¢>\)

152 15 —(T—1)—152+5
D, e 39ptopp2 4 G e~ a(T—t)=305+0sp1 _ BirK

o) c—¢—bsv n—6yp A oo
/ / / ns(u,v,w,0,0,0,1,1,1,dsv,0,0yp) dw dv du
—a—n"8sy s ~o

_ 1 2 2 2
(1 —a)B,rKV, e~ 30%—91P1—92P2 65(5 +¢2+A2 4205y £ p+20yp dA)

_1z2 > _ _H_1lz2.5
D,e 29ptDpP2 | G, e a(T—t)—505+05p1 — BirK

o0 c—=¢—bsv E—0vp A oo
/ / / ns(u,v,w,0,0,0,1,1,1,65v,0,dyp) dw dv du.
—a—{—dsv ¢ —00 —00

Computing the triple integrals yields the approximate closed form solution for

vulnerable European calls based on the general model. It is given by

C = Sie” ") Ny(a + &5, —c + dsvGs + 00,351, 0, 0y p)

— B,r K N3(a,—c,+00,6sv,0,0yp)

(1 . Oé) Stv;f e—q(T—t)—%Eg—%E‘z,—gﬂn—gzpz 6%(n2+¢2+)‘2+25svn¢+25vD ¢>\)

_1z2 45 _ _H_lz52.45
D,e 29ptopP2 4 G, q(T—t)—50653+0sp1 _ Bt,TK

Ns(a+n+dsvp,c — ¢ — dsyn — dypA, +00, =gy, 0, =0y p)

_ 1 2 2 2
(1 —a)B,rKV, e~ 30%—91P1—g2P2 65(5 +62+A2 4205y £ p+20v D dA)

_1z2 > _ _H_1z2.5
D,e 2ptopP2 L G ¢ a(T—t)—305+asp1 — BirK

N3(a‘ + 5 + 5SV¢7 Cc— (Zs - 5SV€ - 6VD>\7 +OO, _5SV7 07 _6VD)7

where N3(-) gives the trivariate cumulative normal distribution function.
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Since the stochastic variable In D; can assume any value between —oo and 400,
the trivariate cumulative normal ditribution becomes a bivariate cumulative normal

distribution. Hence, the approximate closed form solution is given by

C = Ste_q(T_t) NQ((L +0g,—Cc+ 55\/6_73, 53\/)

- Bt,T K Nz(a, —C, 551/)
(1—a)SV, e~ U(T—t)~36%—35%,—g1p1—92p2 €$(n2+¢2+x2+2asvn¢+2 Sy ¢ )
152 45 —o(T—1)—15245
D, e 27ptopp2 | G, o=t(T—t)=505+asp1 _ BirK

No(a+n+bsvd,c— ¢ — dsyn — SypA, —dsv)

(1 = 0) BugKV; e ot-om—mm (€40 co120100))
12 1-2 -
D,e 2ptopP2 1 G, e 4(T—t)—505+asp1 _ B, r K

No(a+ &+ 0svo,c — ¢ — dgv€ — dypA, —dgv)

where Ny(-) gives the bivariate cumulative normal distribution function.

Collecting and rearranging terms yields the approximate closed form valuation

formula given by Equation (4.59).
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