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Abstract

This paper develops a semi-closed-form pricing framework for vulnerable geometric Asian
options under a three-factor stochastic volatility jump-diffusion model with stochastic
interest rates. To the best of our knowledge, this is the new framework to simultaneously
accommodate common and idiosyncratic volatility, co-jumps, stochastic rates, and counter-
party default risk in a 2D-FFT setting. The theoretical contribution is threefold: (i) a fully
flexible correlation structure among asset returns, volatility factors, and the short rate; (ii) a
default intensity jump component correlated with asset jumps; and (iii) a two-dimensional
fast Fourier transform (2D-FFT) algorithm that computes prices and all Greeks in a single
execution. Numerical results demonstrate speedup factors of 22.6 to 114.2 over Monte
Carlo simulation at comparable accuracy (APE below 0.02%), with near-constant time
scaling for portfolios of up to 4,096 options. Degeneracy tests confirm the framework
correctly recovers known closed-form solutions and published benchmarks. The proposed
method provides a computationally efficient pricing tool for real-time risk management of
credit-risk-embedded derivatives.

Keywords: three-factor stochastic volatility; 2D FFT; co-jump; stochastic interest rate;
efficient pricing

MSC: 91G20; 91G60

1. Introduction

Over-the-counter (OTC) derivatives markets have grown substantially since the 2000s,
with the notional amount outstanding exceeding $600 trillion at its peak. Unlike exchange-traded
options, OTC derivatives expose market participants to counterparty credit risk—the risk that
the option writer defaults before the contract matures. The 2008 global financial crisis starkly
illustrated this risk, when the collapse of Lehman Brothers rendered numerous outstanding
derivative contracts uncollectible, causing cascading losses across the financial system.

Among OTC products, Asian options are particularly popular in commodities, cur-
rency, and interest rate markets. Their payoff depends on the average price of the un-
derlying asset over the life of the contract. The averaging feature makes these options
attractive for corporate hedging applications—for example, airlines hedging fuel costs
and multinational corporations managing foreign exchange exposure—because they are
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less susceptible to price manipulation at maturity and are typically cheaper than standard
European options.

In the presence of counterparty default risk, these options become vulnerable op-
tions [1], where the payoff is partially or fully lost upon the option writer’s default. The ac-
curate pricing of such instruments requires a modeling framework that simultaneously
captures: (i) the path-dependent nature of the payoff; (ii) the stochastic dynamics of asset
prices, including volatility and jumps; (iii) the randomness of interest rates; and (iv) the
correlation between the underlying asset and the counterparty’s asset value. This pa-
per addresses this challenge by developing a unified framework that integrates these
four features.

The literature on vulnerable options and Asian options has developed along several
distinct yet converging research trajectories. We structure our review around these trajec-
tories to identify the specific gaps that motivate our model. The foundational work on
Asian options under the Black-Scholes framework includes [2-4], who developed analytical
approximations for arithmetic and geometric average options. Extensions to stochastic
volatility [5] and jump-diffusion processes [6,7] have established that both volatility ran-
domness and price discontinuities materially affect Asian option prices. However, these
early models uniformly assumed away counterparty default risk. Turning to the pricing
of geometric Asian options, recent methodological advances have extended the tradi-
tional affine framework in several important directions. Ref. [8] derived semi-closed-form
formulas for geometric Asian options with fixed and floating strikes under the class of
Volterra—Heston models, which encompasses the rough Heston model. Their approach
links the pricing problem to the theory of affine Volterra processes and requires solving
a Riccati-Volterra equation, representing a significant extension of the classical Heston
framework to non-Markovian volatility dynamics. Ref. [9] developed a hybrid asset price
model that integrates mixed fractional Brownian motion with jump diffusion to capture
both long-range dependence and discontinuous shocks, deriving semi-analytical pricing
formulas for geometric Asian options using the Fourier cosine series expansion (COS)
method under regime-switching dynamics with liquidity risk.

Johnson and Stulz [10] pioneered the pricing of options with default risk, followed
by Klein [1], who introduced the structural default framework that has become the stan-
dard approach. Subsequent extensions incorporated stochastic volatility [11], jumps [12],
and multiple underlying assets [13]. However, the majority of vulnerable option models
focus on European-style payoffs and do not address the path-dependent features of Asian
options. Notable exceptions include Jeon et al. [14], who studied vulnerable geometric
Asian options, albeit under the restrictive assumption of constant volatility.

The literature on vulnerable option pricing has continued to expand rapidly in recent
years, with several important contributions that extend the foundational framework of
Klein and Johnson. Ref. [13] considered vulnerable options with two underlying assets,
deriving analytical solutions for options on the maximum of two underlying prices, op-
tions paying the best and cash, and options on the minimum. Ref. [15] obtained explicit
pricing formulas for vulnerable path-dependent options with early counterparty credit
risk, demonstrating that the timing of default has a material impact on option values. More
recently, Ref. [16] provided closed-form exact formulae for two-asset vulnerable options
with continuous default risk, a stochastic default boundary, and stochastic interest rates,
significantly generalizing earlier structural models.

In parallel, several studies have incorporated richer dynamics into vulnerable option
pricing. Ref. [17] investigated the pricing of vulnerable options under an affine stochastic
volatility model with simultaneous jumps (SVS]J), where both the underlying asset price
and its instantaneous variance are subject to jump processes, and the default intensity
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follows a CIR process. Their Fourier-transform-based analytical solution demonstrates the
importance of simultaneous jumps in both the price and variance processes for capturing
volatility skewness. Ref. [18] studied vulnerable Asian options with liquidity risk under
Lévy processes, showing that liquidity discount factors significantly affect option prices
during market stress.

Recognizing that interest rates are not constant in practice, several studies have incor-
porated stochastic interest rates into option pricing [19,20]. Nielsen and Sandmann [21]
and Zhang et al. [22] extended Asian option pricing to stochastic rate environments. Yet,
these studies typically assume no counterparty default risk, separating the credit risk and
interest rate risk channels.

Recent work has begun to combine multiple features. Xie and Deng [23] studied
vulnerable European options under a Markov regime-switching SV model with stochastic
rates. Li et al. [24] used double Mellin transforms to price vulnerable options under
jump-diffusion. Most importantly, several authors have recently employed FFT-based
methods to price vulnerable basket options under multi-asset Heston SVJD models, using
Esscher-Girsanov measure changes. These works represent the closest predecessors to
our study.

The decomposition of jumps into systematic (common) and idiosyncratic components
has been employed in several vulnerable option studies to separate market-wide crashes
from asset-specific shocks. The co-jump channel between the underlying asset and the
counterparty asset has been directly examined, and we acknowledge these contributions.

The fast Fourier transform (FFT) methodology, pioneered by [25], has been extended
to increasingly complex settings in recent years. Wang [26] investigated bivariate options
pricing under a regime-switching stochastic volatility jump-diffusion model with stochastic
intensity, stochastic interest rates, and dependent jumps, deriving analytic pricing expres-
sions via joint discounted conditional characteristic functions and implementing the Fourier
cosine expansion method. Their results demonstrate that embedding stochastic intensity,
dependent co-jump structures, and Markov regime-switching into the pricing dynamics
has a significant influence on option prices. Ref. [27] studied the equilibrium valuation of
currency options under a discontinuous model with co-jumps, decomposing jumps into
simultaneous co-jump and country-specific components, and found that co-jumps have a
significant impact on option prices and implied volatility.

The closest predecessors to our work include [14], who priced vulnerable geometric
Asian options under constant volatility; Ref. [13], who considered Asian options with
counterparty risk under stochastic volatility models but without jumps or co-jump-default
correlation; and the FFT-based vulnerable basket option studies that have emerged recently,
which typically focus on European-style payoffs rather than the path-dependent geometric
Asian structure. Our framework extends these benchmarks by integrating all four features
within a unified, computationally tractable framework.

Despite the considerable body of existing work, no single model simultaneously
addresses the following interrelated challenges. First, correlation flexibility. Existing
models either assume zero correlation between interest rates and volatility, or a fixed
correlation coefficient that cannot vary with market conditions. Given the documented
time-varying nature of this relationship (the volatility feedback effect), this assumption is
empirically questionable. Second, default intensity under jumps. In most vulnerable option
models, default intensity is either constant or a deterministic function of the asset price.
However, during market stress, default events are often preceded by simultaneous jumps
in both the underlying and counterparty asset values—a “co-jump” that dramatically
increases effective default probability. This has been discussed in the recent co-jump
literature, but has not been fully integrated into a geometric Asian option framework with
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stochastic volatility and stochastic rates. Third, algorithmic efficiency for path-dependent

payoffs. While FFT methods have been applied to vulnerable basket options, the specific

combination of geometric averaging, stochastic rates, and flexible correlation in a 2D-FFT

setting remains under-explored. Existing FFT implementations typically address only

subsets of these features. It is precisely these gaps that motivate the present study.
Building on the synthesis above, we identify three specific theoretical gaps:

1. Rigid correlation structure: Existing vulnerable option models with stochastic rates al-
most universally assume the correlation coefficient between interest rates and volatility
to be zero or constant, neglecting the empirically documented time-varying negative
correlation [28]. A key feature of our framework is that it allows a fully flexible corre-
lation matrix among asset returns, three-dimensional variance factors, and the short
rate in vulnerable geometric Asian option pricing, without sacrificing characteristic
function tractability. While existing studies have considered flexible correlations in
other option pricing contexts, to our knowledge, this is the first application to the
vulnerable geometric Asian option setting.

2. Default intensity misspecification under jumps: Klein [1] and its extensions model
default intensity as constant or deterministic, ignoring the fact that default intensity
jumps with macroeconomic shocks and that these jumps occur simultaneously with
asset price jumps (“co-jumps”). We introduce a default-intensity jump component
stochastically correlated with asset jumps, causing the default probability to increase
disproportionately during severe asset price declines—fundamentally altering the
recovery value assessment of deep out-of-the-money vulnerable options.

3. Computational bottleneck: The few models incorporating all four features rely en-
tirely on numerical methods (Monte Carlo or finite difference), making calibration
time-consuming, Greeks unstable, and embedding in real-time risk systems difficult.
We derive a semi-closed-form multi-dimensional characteristic function and design
a two-dimensional fast Fourier transform (2D-FFT) algorithm that improves compu-
tational efficiency by several orders of magnitude over Monte Carlo simulation (see
Section 5), while maintaining consistent capture of all four risk factors.

Distinction from closest competing works. We acknowledge that recent studies have
employed FFT-based methods for vulnerable basket options under multi-asset Heston
SVJD models, and that co-jump decomposition has been explored in the literature. Our
specific contributions relative to these works are threefold:

1.  Product focus: In contrast to most existing FFI-based vulnerable basket option studies
that typically consider European-style payoffs, we focus on geometric Asian options
with path-dependent averaging features, which are more challenging to price and
more widely used in practice.

2.  Interest rate-volatility correlation: We allow full flexibility in the correlation between
interest rates and volatility factors—a feature absent in existing multi-asset Heston
SV]D FFT implementations, which typically restrict this correlation or set it to zero.

3.  Jump-integrated default intensity: While co-jump decomposition itself is not novel,
we embed it within a stochastic default intensity framework that directly links
the common jump component to the option writer’s default probability, thereby
endogenizing the co-jump-default channel.

In summary, our contribution is not a simple aggregation of existing ingredients, but a
substantive extension of the benchmark frameworks of Klein [1], Bates [29], and Bak-
shi et al. [30] along three dimensions: from fixed to flexible correlation; from deterministic
default intensity to jump-correlated default intensity; and from purely numerical solu-
tion to semi-closed-form 2D-FFT implementation. The simultaneous resolution of these
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three issues distinguishes this paper from all existing models, including the closest recent
works on FFT-based vulnerable basket option pricing. We acknowledge that no single
model can claim universal superiority; our contribution lies in the specific combination
of features within a unified 2D-FFT framework, which—to our knowledge—has not been
previously reported in the vulnerable geometric Asian option literature.

The remainder of this paper is organized as follows. Section 2 presents the three-factor
stochastic volatility jump-diffusion model with stochastic interest rates and derives the joint
characteristic function. Section 3 derives the integral pricing formulas for the four types
of vulnerable geometric Asian options and their Greeks. Section 4 describes the 2D-FFT
algorithm tailored to the geometric Asian option payoff structure. Section 5 presents com-
prehensive numerical experiments, including Monte Carlo benchmarking, degeneracy tests,
computational efficiency and scalability analysis, and convergence analysis, and discusses
the limitations of the proposed framework and suggests directions for future research.
Section 6 concludes the paper.

2. Model Preliminary Results

In this section, we introduce a three-factors version of stochastic volatility jump-
diffusion model. The prices of four kinds vulnerable geometric Asian options are dependent
on the randomness of two underlying assets, the randomness associated with three volatility
factors of underlying asset’s return and the distributions of underlying asset’s rare jump,
the randomness of risk-free interest rate.

2.1. Model Design Rationale and Stylized Market Facts

Before presenting the formal model specification, it is necessary to provide a system-
atic economic and empirical justification for the multi-factor structure adopted in this paper.
Our model is designed to accommodate salient stylized facts of financial markets, particu-
larly during periods of stress, rather than to pursue mathematical complexity for its own
sake. Below, we elaborate on the motivation for each model component from four dimen-
sions, along with the additional economic insights that each component yields—insights
that would be inaccessible in any more parsimonious specification.

(i) Three-Factor Volatility Structure. Empirical studies have firmly established the
distinction between market-wide volatility and asset-specific volatility. In the context of
vulnerable options, which involve two assets (the underlying asset and the counterparty
asset), this distinction is not merely a statistical refinement but a pricing necessity: the
correlation between the underlying asset and the counterparty’s asset value—the key
determinant of the recovery rate—depends critically on their respective exposures to
market-wide versus idiosyncratic volatility shocks. Our model allows separate common
and idiosyncratic volatility factors. This captures the empirically observed fact that the
correlation between the underlying asset and the counterparty asset is time-varying and
driven by market-wide volatility regimes. By contrast, earlier models such as Klein and
its extensions assume this correlation to be constant. The additional insight enabled by
the three-factor structure is that it allows us to decompose the volatility risk premium into
systemic (common) and idiosyncratic (unique) components, which have distinct impacts
on option prices across different moneyness levels—a feature that would be obscured in a
one- or two-factor setup.

(if) Common and Idiosyncratic Jump Components. The coexistence of market-wide
and asset-specific jumps is a well-established empirical fact in financial econometrics.
In the vulnerable option context, the co-jump structure (common jumps affecting both the
underlying and the counterparty simultaneously) is essential for two reasons: (a) during
market crises, both the option’s payoff asset and the option writer’s asset value tend to
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B2 = (1 — (Ao + Ao)ma)dt + 0y /TudWLD + 020 /Tod Wiy + (¢ — 1)d(Not + Na).

jump downward together, amplifying the effective default risk; (b) idiosyncratic jumps,
by contrast, affect only one asset and thus have a qualitatively different impact on the
recovery value.

By decomposing jumps into common and idiosyncratic components, we are able to
separately identify the pricing implications of systemic jump risk (which is priced in the
market risk premium) and idiosyncratic jump risk (which is diversifiable and typically not
priced)—a distinction that is lost in models that treat jumps as purely asset-specific. In par-
ticular, our numerical analysis reveals that, during volatile market periods (e.g., the 2008
financial crisis regime), the common jump intensity is the dominant driver of vulnera-
ble option prices, whereas the idiosyncratic jump intensity has only a marginal effect—a
policy-relevant finding that cannot be obtained from models with a single jump component.

(iii) Two Jump Distributions (Joint Normal vs. Independent Double-Exponential).
This paper do not claim that both distributions are “correct,” nor do we propose a mixture
model. Rather, we adopt a dual-scenario modeling strategy to accommodate two distinct
empirical regimes: the joint normal distribution captures linear, symmetric jump risks typi-
cal of stable market conditions (e.g., liquidity-driven price adjustments); the independent
double-exponential distribution captures nonlinear, asymmetric jump risks characteristic of
crisis periods, where downward jumps are larger and more frequent than upward jumps.
This dual specification is intentionally designed to demonstrate the robustness and general-
izability of our pricing framework across different jump-risk regimes. More importantly, it
allows us to quantify the model risk associated with jump-distribution misspecification—a
practical concern for risk managers that is rarely addressed in the existing literature. The im-
pact of jump distribution choice on option prices is highly asymmetric: it is negligible for
at-the-money options but becomes economically significant for deep out-of-the-money
vulnerable options. This finding itself constitutes a meaningful contribution to the model
selection literature.

(iv) Two Interest Rate Models (Vasicek and CIR). Similar to the dual-jump-distribution
strategy, the inclusion of both Vasicek and CIR interest rate models serves a dual purpose.

Theoretical robustness. The Vasicek model allows for negative interest rates (relevant
in post-2008 and post-COVID market environments, as documented by ECB and Fed data),
while the CIR model enforces non-negativity (consistent with the classical pre-2008 interest
rate regime). This dual specification ensures that our pricing framework remains valid
across different interest rate environments.

Empirical flexibility. By implementing both models, we provide practitioners with
the flexibility to choose the interest rate dynamics that best fit the current market regime,
rather than imposing a single, potentially misspecified, interest rate process.

2.2. The Model of Assets Price

Let (O, F, { Fi }o<t<T, Q) be the probability space of a system with information flow
{Ft}o<t<T; Q) is the sample set, F is the domain generated by Q) ; { F; }o<;<T includes all
the basic processes in the model under investigation in this paper, and Q is the risk-neutral
probability measure.

Under the above market information assumptions, the price mechanisms S (i = 1,2)
of the underlying asset and the counterparty asset follow the following stochastic differen-

tial equation system:

1)
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where 01 (i = 1,2) is the coefficient of unique volatility of S;;’s return, j, (i = 1,2) is the
coefficient of common volatility of S;;’s return, A;(i = 1, 2) is the intensity of unique Poisson
process Nj;, Ag is the intensity of common Poisson process Ny;, and m; = E[e)i — 1] is the
expected jump amplitude of the underlying asset price process S;;.

The common and unique stochastic volatility rate v;;(i = 0,1,2) of the two assets is

given by
dvgs = ko(Bo — vot)dt + 0o/ UOtdWZE?)r 2)
dvyy = ki(01 —vy)dt + o1/ U1tdW£t1), 3)
det = k2(92 — Z)Zt)df + UZVUthWzEf)/ (4)

where v, (i = 0,1, 2) are subject to square root processes which have the property of long-
term mean recovery. Here, v(; represents the overall fluctuation factor of the financial
market, v1; and vy indicates the local fluctuation factors of the underlying asset and
counterparty asset respectively. k; are the coefficients of mean-reversion speed under
different fluctuation factors. 0; are long-term mean of different fluctuation factors. o; are
the coefficients of diffusion under different fluctuation factors.

Regarding the jump vectors (], J2) of the target asset and the counterparty asset prices,
this paper attempts to describe them through two probability distributions. In the linear
scenario of jump risk, we assume that the jump vector (Ji, J») follows a two-dimensional
joint normal distribution N (1, pt2; (7]21 , (7]22 ;07)- In the nonlinear scenario of jump risk, we
assume that the jump vector (], J2) follows an independent two-dimensional asymmetric
double-exponential distribution. The specific marginal probability density is

£1:(x) = pigie®™ L ecoy + qimie"™ Vpsoy, pi + 95 = 1.

The risk-free interest rate process is one of the key assumptions of this paper. The pa-
per assumes that the market interest rate follows two diffusion processes with recovery
properties, as follows:

d?’t = kr(e — T’t)dt + U'rdWrt, (5)
dry = kr(g — Tt)df + (Tr\/ﬁdwrt, (6)

where the Formula (5) serves as the Vasicek model; the Formula (6) serves as the CIR model.
The correlation structure of the Brownian motions involved in the above model is
given by
1 2 1 0 2 0
d<W2(t)' WZ(t)> = Pl2dt'd<wz(t)r Wzgt)> = Plvodt/d<wz<t)r Wz(;t)> = PZvodt'
d<Wl(t1)/ WU] t> = Plvl dt/ d<wl()§2)/ WUzt> = P2v2dt-

Notice that other Brownian motions are independent of each other.
Finally, the payoff functions of the four types of vulnerable geometric average Asian
options at the expiration date T are as follows

1—a)S
hi(S11,51,Gr) = (Gr —K)"(gg,,5p) + %1{52%%})/ )
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1—«a)S
ho(S1t,S21,Gr) = (K— GT)+(1{52T2D0} + %Hszﬂm})/ 8)
1—a)Sr
h3(S11,S21,Gr) = (Gr —S11) " (1{s,y5p,) + (#1{SZT<DO})1 ©)
1—a)S T
ha(S11,%1,Gr) = (S11— G1) (115,50} + %Hsﬂwo})/ (10)

where Gt = exp{% fOT In(Sq¢)dt}, Spr is the market value of the counterpart asset Sy;
at maturity time T, D denotes the total debt of the option writer, and a represents the
deadweight costs associated with the financial stress and is described as a percentage of
the counterpart value. Dy is the default boundary such that a default event occurs when
Syt < Dy. The payoff function of vulnerable option is the payoff function of European
option if Sy; > Dj.

The four payoff structures in Equations (7)—(10) classify vulnerable geometric Asian
options along two dimensions:

Dimension 1: Strike Price Nature (Fixed vs. Floated).

*  hy (fixed-strike call) and h; (fixed-strike put) have a pre-specified constant strike price
K. These are suitable for investors who have a clear expectation regarding the absolute
level of the average asset price (e.g., corporations locking in future procurement costs
or sales revenues).

* I3 (floating-strike call) and hy4 (floating-strike put) have the terminal asset price S as
the strike price. These are suitable for investors concerned with the relative performance
of the average price against the terminal price, rather than absolute levels (e.g., relative-

return products benchmarked against terminal market value).

Dimension 2: Option Direction (Call vs. Put).

This dimension carries the standard economic interpretation: call options (hy, h3)
provide holders with the opportunity to profit when the geometric average exceeds the
strike price, serving to hedge against upward price risk; put options (hy, 14) serve the
opposite purpose, hedging against downward price risk.

All four payoff functions share the identical default adjustment structure:

Lisyr>pgy + %1{52T<D0}‘
The economic intuition of this structure is straightforward: if the counterparty’s asset value
Sor is no less than the debt threshold Dy, the option pays in full; otherwise, the option
holder recovers only a fraction (1 — «)Sy7/ D of the payoff, where a represents the “friction
cost” associated with default (e.g., legal expenses, distressed-asset liquidation discounts).
This structure is the defining feature of the Klein vulnerable option framework, which
we extend here to four variants of geometric Asian options. The full derivation of all
four payoff structures ensures that our theoretical framework can cover the pricing needs
of the vast majority of Asian-style vulnerable options traded in practice. Regardless of
whether an investor holds a fixed- or floating-strike product, in either a call or put direction,
the corresponding theoretical value and hedging parameters can be computed directly

from our pricing formulas.
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2.3. Model Preparation Results

Based on the aforementioned price mechanism, in order to derive the joint character-
istic function of all random sources, we first provide the proofs of several key lemmas to
facilitate the smooth presentation of the characteristic function.

In order to facilitate future proofing, let Xy = (In(Sy;),In(Sx)), Y& = InG; =
% fot Xysds, v = (vor, 011, 02:), u = (uy,uz), x = (x1,%2), v = (vg,v1,v2). Define the
time t conditional joint characteristic function with cash discount included as

T . .
o(t, T, u,uz;x,y,0,7r) := EQe Ji redsHiuXpHius Yr | %, — v Y, = y, 0 = 0,1 = 1], (11)

According to ITO’s lemma and the dynamics of two underlying assets, we have the differ-
ential formula for log-prices (Xi;, Xo¢) is

dXy = (re— %0’1210” UlZZJOt)df + 0114/01¢ dW + 0124/ V0t dW )
— (Ao + A1)madt + Jid(Not + Nuy),

dXZt = (Tt — %0’221021} — %0’222710,5)6” + Ule/Uthwz(?) + UzZ«/UOtdW( )
— (Ao + Ag)madt + Jod(Not + Na).

Then, separate them into continuous part and jump part,
Xar = X{z + Xip, Xor = X5 + Xor,
where T = T — t, the continuous part is expressed as

c _ T T T
X§ = Xlt—i—ft rsds — 011 i visds — (left Vosds

+o11 ft \/Ulsd +(;12ft \/UOS 25 ,
X§ = th—i—ft reds — 2021 i vasds — 0'22ft Vosds

T
+0o1 [, \/Uzsdwz( + 022 ft V/00sd 2s ;
the jump part is expressed as
J Nor+Nir
Xir= —7(Ao+A1)m + D J1,
i:N0t+N1t+1
J Nor+Nor
Xor = —T(Ao+A2)mp + x J2.
i:N0t+N2[+1

Similarly, Y; can also be decomposed in a similar way. As follows specifically
Yr=YS +Y],

where the continuous part and jump part are expressed as

YE= Lty,+ZI.X T d "H ds— %2 (T(1— d
T = TtJr? e+ i (1 rss ft Ulss zft( T Jvosds
+0o11 f; 1—5)\/Ulsd 15 +1712ft (1—7)y/v0sd 25 p
/ . Nor+Nit
Yr = *T(/\0+/\1)m1+ Y (-4
i=Not+Ny;+1

Using the aforementioned decomposition formula, the decomposition formula of the
characteristic function can be further obtained as follows:
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@(t, T,u,uz;x,y,v,r)
= EQ[B_ ftT rsds+iu~X%+iu3~Y$ |Xt =X, Yt =Y, 0t =0,1t = 1’]

S (12)
EQeiu XrHiusYr | Xy — x, Yy = y,vp = 0,14 = 7]
= ¢“(t, T,u,uz;x,y,0,7)- ¢ (t, T, u,uz;x,y,0,7).
where the continuous part of the characteristic function ¢(t, T, u, u3; x,y,v,r) is
T . .
¢C(t, T, u,uz;x,y,0,r) = EQe” Ji rsds“”'X%*‘”?YﬂXt =x, Y=y =0, =r], (13
the jump part of the characteristic function ¢(t, T, u, uz; x,y,v,r) is
@/ (t, T,u,u3;x,y,0,1r) = EQ[" Xftiuz Y TIXy =x,Y; =vy,0 = 0,1 = 1]. (14)

Lemma 1. Suppose that the dynamics of process 1y is an mean-reverting process given by
Equation (5), that is the Vasicek model,

drt = kr(er - rt)dt + o-rdWrt,

then the generalized joint moment generating function of ry is defined as follows,
T
Y(t, T, my, my(t'); ks, 0,00, 1) = EQlexp{myrr +/ my (T rsds}|re = 7], (15)
t

where my is a constant, my(t') = a + b7’ is a linear function of variable T, and ' = uy + uz .
Its analytical expression is given by

Y(t, T, my, my(t'); ky, 0r,00,7) = exp{H(T') + F(7')r}, (16)

/

ky (1 _
where F(T') = Tk2b T g (T') + (my + Tu;fzb - *mz(ul))e_W(T =

2 2 2.1
—§E(P(r > F(u >> <er+ﬁmz<r>+”§§gzmr>+<9r+;’7@mz<u1>+“;”;g2>P<u1>+

2 ZT

, H(t,my,mp) =

Proof. If the process r; is an mean-reverting process driven by Equation (5), then from the
Feynman-Kac formula or efot m2(r,>r5d$‘l’(t, T,my1, my(7')) is a martingale, the generalized
joint moment generating function ¥ (¢, T, my, my(t'); ky, 0, 03, 1) satisfies a partial differen-
tial equation given by (t = T — t)

()P + 5 k(0 — ) E + 302 SE =0,

with the boundary condition ¥ (T, T, mq, my(7')) = ™",
Based on the linearity of the above partial differential equation, we assume that
Y (t, T, my, ma(t’); ks, 0, 0v,7) is of the form

III(t/ T/ mlrmZ(T/);kr/ 01’/ Urr - eXp{H + F( ) }

Then, substituting into the above partial differential equation, we obtain

us dH us dF

1 ooy
B = R IINY 4k (6, — )FY + 50PFY =0

my(T)rY + (—
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Furthermore, by separating the variables,

dH _ Tkrer TUr 2
dF _ Tk Tmz o
o= bt

with the boundary condition H(u1) = 0, F(uy) = mjy.
In particular, when my (') = a + b7/, by applying the integration by parts technique,
the analytical expression of F(7’) is derived (m} (1) = b = m})

F(t)
k; kr %
e e
= o n T f mas )de“% -O—mle”s 1)
= T, : " T 3 ukysd Tor gy
= [Fr( ( ) 3 mz Ml 3 f S 3 S)+m1€ . }
Tkr‘[' 1 Kr/ l/ul 13 , Tky 1 Tky Tky :
= e 0 lpm(Ten = myin)en AJFZ@stAw ) g B
The ! (o - o
- ﬂm() mau)e™ 5 T e (5) (1 ¢ BT g B
Tk e e
= pma(7) - gma(m)e i () ’Tkzmz( )+ qizmy(s)e ) e (T )

g () + (g B — L(u)e 7
Based on the equation satisfied by F, by applying transformation techniques, the analytical
expression of H is gradually obtained. The specific process is as follows.

The first step is to obtain the analytical result of the second item. Based on

Ty OF | ) T2 2 OF T
U3 ot us " 2uz 2k, 0T’ ' 2kus3

my(T')F,

the simplified result of the second item can be obtained

To?2 4 2 To? 4
o f;l F(s)ds = —gt (FX (') — F3(uy)) + s fuTl my(s)F(s)ds.
The second step is to obtain the analytical result of the first item and the second term that
has not been integrated. Based on
oy 57 (V) = (4 T (7)) O+ (b, + T () ()
T 2k, 2" 577 2, ™2 ) g 2T

r

the simplified result of the first item can be obtained

ug (k 0r + 5 fﬂz( ))F( )ds
(

- 7,{7 ul(krer 2k my s) ds+9’Tf my(s)ds + 2

2k2 fu1 m3(s)ds

A\/

= —tl(k6r + 5 S (1)) F(T) — (keby + Zk,m(ul))F(m)Hzﬁrm (m3(t') — m3(u1))
2T 2
g (13 () = m3 (1)) ‘TZZZZ S EGs
Based on
o2m! uzo?mb OF  o2m)
r 22 — r327/ rasz(T/)/
2k 2Tk; ot ky

the simplified result of the residual term can be obtained

o2mb et . uzoml, v’ 31: oZmh
rzkgz up F(S)dS - 2Tr2k;’,2 uy dS + 2k32 fu 277’12
1o o7
—@$“W%TMD+JW@ﬂ—%w»
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The third step is to thoroughly review and organize the existing integration results. Substi-
tuting the above formula, we can obtain the analytical expression of H as

H(t)
= ()~ Pn)) = L 1(kby + Fma(0)F() = (ks + om(ar))F ()]
L (3 () = 3 (1)) + L (m3(e) — md (1)) — SR (F() = F(u))
(

2./
+”;,':§2 (m3(t") — m3(u1))

2./ 2
= L (P() — P(wn) = (6 + Sama(7) + S F(T) + (6, + Sma(m)
2T
”3‘;,;?2 F(1) + (2L + G8) (m3(x') = m (1)) + i (m3() = md ().

Their solutions are given by the above Lemma 1, respectively. O

Lemma 2. Let a,b, cy, c1, cp be constants. Then the following ordinary differential equations

d
cTZ = ay® + by + c2(x — x0)* + 1 (x — x0) +co,

(17)
Ylx=xy = Y0
have the solution that
1w'(x)
y = f(xo,y0;a,b,c0,c1,62) = - K
w(x) = g(xo,y0;a,b,c0,c1,02) = Y an(x —x0)",
n=0

2
where a, = %an,l - (n)(”Tl) Y. ciay_o_j,n > 2. Here, the initial coefficientisa_p = 0,a_1 =0,
i=0

{10:1.

Proof. In order to obtain the solution of the above equation, we first apply the following

transformation L (x) LW ()
w' (x w'(x
y(x) = ———L y(xg) = —~——2 = yp.

a w(x) a w(xg)

Substituting it into the above Equation (17), we obtain

w” ()w(x) — w?(x w2 (x w' (x
y'(x) = _1wi(x) a(J2()x) (x) :a~al—2~ wz((x)) _Zw((x)) + ca(x — x0)% + ¢1(x — x9) + co-

After further organization, it can be concluded that

w" (x) — bw' (x) + a(ca(x — x9)> 4 c1(x — x) + o) = 0,w' (x9) = —ayow(xp).

Based on the non-existence of the general function solution of the second-order very
coefficient equation, this lemma employs the Taylor series method to obtain the analytical
solution of the equation. Suppose the expression of w(x) is as follows:

o
2 x—xo
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Take its derivative
o [ee)
w(x)= Y am(x—x0)" 1= ¥ ap1(n+1)(x —x0)",
n=1 n=0
w'(x) = apn(n—1)(x = x0)" 2 = ¥ ani2(n+2)(n+1)(x — x)",
n=2 n=0
Substituting into the original equation, we obtain
[«
Y ans2(n+2)(n+ 1) = bay1(n + 1) + acoay + aciay—1 + acray,—s)(x — x0)" = 0.
n=2

Through the comparison coefficient, the recursive relationship of the coefficients of the
series is as follows:

a ba 4 ic a n>2
n=—0n1 " TN iAn—2—i, N =2 2,
n (m)(n—1) ="
where the initial coefficient is a_», = 0,a_; = 0,490 = 1. For example, a; = —aagyo,

1 1
ay = 5a1b — oo, a3 = 3a2b — E(coay + c1ap).
The Lemma 2 has been proved. [

Lemma 3. Suppose that the dynamics of process vy is an mean-reverting process given by Equation
below, that is the CIR model,

then the generalized joint moment generating function of vy is defined as follows,
T
Y(t, T, my, my(7'); ky, 0y, 00,0) = EQ[exp{mlvT +/ my (T )vsds}|op = 0], (18)
t

where my is a constant, mo(t') = a + b’ + ¢’ is a linear function of variable T/, and T/ =
uy + ug 1. Its analytical expression is given by

Y(t, T, my, my(t'); ko, 00,00,0) = exp{H(T') + F(t')r}, (19)

T 2
where H(T') = —% In{g(uy, my; 2Z§,—%,%C,%(b+2cu1), %(a +buy +cu?))}, F(T') =

To?
fur,my; 552, — Tuk;, %C, %(b +2cuy), u%(” + buy + cu?)).

Proof. If the process r; is an mean-reverting process driven by the above Equation, then
from the Feynman-Kac formula or elo m(T)V0sds (£ Ty, my(T')) is a martingale, the gen-
eralized joint moment generating function ¥ (t, T, my, my (t'); ko, 0y, 05, v) satisfies a partial
differential equation given by (t =T —f)

2
my (") od + aai; + ko (0, — v)aa%> + %(757}%7? =0,

with the boundary condition ¥(T, T, my, mp(t')) = ™.
Based on the linearity of the above partial differential equation, we assume that
Y (t, T, my, my(7'); ko, 00, 0p,0) is of the form

(D(t, T, mq, mz(T,)) = eH(T/)"FF(T/)‘U'
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Then, substituting into the above partial differential equation, we obtain
u3 aH u3 aP 1 2 2
MZ(T/)UCD + (—Tﬁ — Ta 7 )q) + kv(Gv — U)Fq> + EU'UUF d=0
Furthermore, by separating the variables,
dH _ Tkvf)z;
o _ zF T 4 Tralt) (20)
W = 2143 F F + us 4

with the boundary condition H(u1) = 0, F(uy) = m;y.
In particular, when my(t") = a + b1’ + ct’?, first, my(7’) is transformed into the
standard form based on the initial conditions as follows:

my(t') = (a + buy 4 cu?) + (b + 2cuy) (T — uy) + (v — up)>.

Furthermore, based on the conclusion of Lemma 2 , the expressions of H and F can be
obtained as follows:

T 2
H(T/) = Zkvﬁ'v ln{g<u1/ my, ZZ;; YZ;U/ ,TT;C, 173(17 + 2Cu1) (ﬂ + bul + Cu%))},
T
F(’L’/) = f(ul,ml, 233 Tkv’%c,%(b—l—zcul) ( +bul + cu ))

Their solutions are given by the above Lemma 3, respectively. [

The following theorem provides the joint characteristic function of the log-asset prices
and the log-geometric average under the risk-neutral measure.

Theorem 1. Suppose the market price dynamics follow Equations (1)—(6). Then the continuous-part
characteristic function is given by:

T ) . .
4)C(t, T, u,u3;x,Y,0, 1,) —EQ [e— Ji rsds—+iug Xyp+iup Xop+iug Y

Fl, (1)

where X;; = InSy; (i = 1,2) and Y7 = % fOT Xqsds. The characteristic function factors into
five components:

¢ (t, T,u,u3;x,y,0,4) =A-B-C-D-E, (22)
where:
t
A= exp{ (u1 + Tug)xl + iupxy + zugy} (23)
B - 11!}’ (t/ T/ Ori(uz + T + Z)rki‘/ 9}’/ Urr r)/ (24)
. u 3T?
C= eXP{lplvlalll {— (Ml + %) — k161 <u1T + 27‘)} }
. O11 _Cr1.
X 1IJ-‘(J t/ T/ 1Plvl 0_71/ mz (T )/ kl/ 01/0'1/’01 ’ (25)

.o
D= exp{ —i0202 O%luz(vz + k292r)}

. 0; 1 . o 1
x Yy (f, T, io200—, ((7221 + levzzlkz) 1y — (1= p3,0) 035 k2, 02, 03, 02), (26)
(%) 2 (%) 2
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2
. (%% 3T 3T
E= exp{lplv();oz l: ( U + T)UO — kobo (1/!11' + 2,1,)]
. (%
—ip200—2 112 (V0 + ko9oT)}
00
. (%
X 11I‘U (t/ T/ Zplvo%j/mE(T/); kO/ 90/ 00, UO)/ (27)

with:
m3 (') = s +ip1 1 kl T~ 1(1 — Pl T+ i‘Pl 1y (28)
5011 v > 101)011 TPl 1
E/m 1 : 012 /
my (') = ,EUH (P12 — P100P200) 712022142 + 01007 " ko )T

1 2 v 2.
- 5(1 — P100)012 T

1 . 022 1
+ | =509 +ip200—ko Juz — 5 (1 — p3,0) 09145
2 0p 2
i 012
+ TPlvO 70”3' (29)

The functions ¥, and Y, are defined in Lemmas 1 and 2, respectively.

Proof. We provide the complete proof of Theorem 1 in seven steps, with particular attention
to: (i) the consistency of Brownian motion notation across the model definition and the
characteristic function decomposition; (ii) the integration-by-parts boundary terms that
give rise to the prefactors in Blocks C, D, and E; and (iii) the Cholesky decompositions for
each volatility block. The notational convention established in Section 2.2.

Step 1: Decomposition of the log-price processes.

Under the risk-neutral measure Q, the log-price processes X1; = In S1; and Xp; = In Sy
satisfy:

dXqy = (rt — %Ulzlvlt - %alzzvm (Ao + Ar)my | dt

+011\/adwu +012\/WdW2t + J1d(Not + Nit), (30)
dXy = (rt - %022103 - %azzzvot — (Ao + Ap)my |dt

+ 091v/T2r AW + 0 foor AWAD) + T d(Nog + Nay). (31)

The volatility factor dynamics are:

dogr = ko(6 — vo¢)dt + 09+/vor d Ot , (32)
doyy = ky (601 — vy)dt + o1/01: d Ot , (33)
duy = k2(92 — ’02t)df + 024/U2t dWOt , (34)

and the short rate follows:

We emphasize the following notation which is used consistently throughout the proof:

. Wl(tl) drives the idiosyncratic return channel of asset 1 (correlated with W(gtl)) ;
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o Wz(tl ) drives the common return channel of asset 1 (correlated with Wé?) and Wz(tz)) ;

. Wl(tz) drives the idiosyncratic return channel of asset 2 (correlated with Wétz)) ;

. Wz(tz) drives the common return channel of asset 2 (correlated with Wé?) and Wz(tl)) ;
. W(g? (i =0,1,2) drives the volatility factor v;;.

Step 2: Continuous-part decomposition.

Define T = T — t. The continuous part of X7 is:
T 1 T 1 T
XS = X / d——Z/ d——z/ d
1T 1@+ ; rsds 2011 ) V15 A4S 2(712 \ Ugs A8
! (1) ! (1)
F oy /t Vo dW D + o /t o5 AWSD. (36)
Similarly, the continuous part of X, is:
C T 1, (T 1, (T
Xor = Xot + / rsds — —05 / Ups ds — 7022/ Vs ds
t 2 t 2 t
! (2) ! (2)
+ 021 /t v U2s dwls +0’22/t v/ U0s dWZS . (37)

The continuous part of the log-geometric average Yr = % fOT Xjsds is:

t T T s
YE = 2+ TX”J“/t (1-2)rds
2 T 2 T
_ % _ 5 _ Y2 _ 5
2 i (1 T)Uls ds =5 ), (1 T)UOS ds
Tro_s (1) Tri_s (1)
+ Ull/t (1 - f)\/vls dWls + 0'12/18 (1 - f)\/vos dW2S . (38)

Step 3: Factorization of the continuous characteristic function.

Define g5 = 11 + u3(1 — s/ T). The continuous-part characteristic function is:

_ T i XC iy XCo iy C
(PC(t/ T, u, us; X, v,0, ;,) — EQ [e ft rsds—+iuy X +iug Xop+ius Yy

ft] . (39)

Substituting Equations (36)—(38) and using the independence structure among the
volatility blocks (conditional on the common volatility vy and the short rate r), we obtain
the factorization in Equation (22), where:

. T . t
A= exp{z(ul + fug) Xyt + iup Xpp + lTuth}, (40)
T

B=EQ [exp{i/ (ul—i—ug—l—ug(l—s/T)—i—i)rsds} rt:r], (41)

t
and the expectations for the volatility factors are:

C = E%exp{Ilc} | oy = 01], 42)
D= EQ[exp{HD} | vor = 03], (43)
E = EQ[exp{IIg} | vor = vo). (44)
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The exponents Il¢, I1p, and I1g are:

1 T ‘ T 1
Ic = _50121/1 gsv1s dS+lf711/t 95 V/rs AW, (45)
1, T , T )
HD—_EUHZ’IZ t Vs ds + i0p1Up ; \/Uzsdwls , (46)
1 T
Il = _E/t (0122115 +¢7222u2> Vos ds
. (., T @
+1t712/t gs+/Vos AW, +1c722u2/t V0os AW, 47)

Step 4: Derivation of Block C (idiosyncratic volatility of Sy).

To evaluate C, we perform the Cholesky decomposition of the correlated Brownian
motions driving the v; block. In the model specification, the idiosyncratic return channel

(1)

of asset Sj is driven by WUl , while the volatility factor vy; is driven by Wétl). These

two Brownian motions are correlated with coefficient p1,1:

W1(t1 )= plvlw(gtl /1 1ol Wl(tl ”, (48)

where Wl(tl )" i independent of W(gtl ),
Using the dynamics of v; in Equation (33), we have:

1 k
vV 015 dW(gi) = advls — ;1(91 — Z)ls) ds. (49)

Substituting this and Equation (48) into Il in Equation (45) yields:

1, (T
e = _Eall/t qsv1s ds

. 011 T
+ lplleT /t qs [dl)ls — k161 ds + k101, ds]

T
+iy/1— 2, 01 /t goy/o1s AWD*. (50)

We now apply integration by parts to the stochastic integral |, tT gs dvis. Noting that
gr = u1, q¢ = u1 +u3t/T,and dqs = —(u3/T)ds, we obtain:

T U3T us [T
/t gs dvis = U101 — (ul + %)Ult + Ts/t vy ds. (51)

Substituting Equation (51) into Equation (50) and collecting terms, we obtain:

2
. 011 ustT UusT
I = — |- — — k10 -
C = 10101 7 { (u1+ T )vu 1 1<u1T+ oT )}
. (%51
+ 1P1v171u1U1T
T 1 . (%] 1
+/ {(‘2‘7121 + 1P1v11k1)% - 5(1 - P%m)(ﬁzﬂﬁ] 15 ds
t %1

T
+i4y/1 —p%vlau/t Gs\/V1s dWl(sl) . (52)

Taking the conditional expectation EQ[exp{IIc} | vy = v1):
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¢  The first line of Equation (52) leaves the expectation and becomes the prefactor in
Block C (Equation (25));

e The term ip11 (011 /01)u1017 is absorbed into the moment-generating function ¥, via
the m; parameter;

e  The integral term is absorbed into ¥, via the m$ (7’) function;

¢ The final stochastic integral term vanishes under the conditional expectation because

1)*
Wy,

is independent of the volatility process and has zero mean.

Thus, applying Lemma 1, we obtain Block C exactly as in Equation (25), with m$ (')
given in Equation (28). The key boundary term —(uq + u37/T)vy; from the integration-by-
parts formula is correctly captured in the prefactor, which is a critical step for the accuracy
of the characteristic function.

Step 5: Derivation of Block D (idiosyncratic volatility of Sy).

For Block D, the idiosyncratic return channel of asset S is driven by Wl(tz), while the

2)

volatility factor vy; is driven by W(gt . These two Brownian motions are correlated with

coefficient pyyp:

(2)

Wl(tZ) = p202Wy; + /1= 03,5 Wl(tZ)*’ (53)

where Wff)* is independent of W(gtz).
Using the dynamics of v, in Equation (34), we have:

1 k
v/ 02s dW(gsz) = ;Zdvzs — 0%(92 — 025) ds. (54)

Substituting this and Equation (53) into IIp in Equation (46) yields:

1

T
Ilp = *50221”2/ Ups ds
t

. 021 T
+ 10202 7142 /t [dvzs — ky6, ds + kpvys ds]
2

T
+iy/1— p%vzamug /1; /U2 dWl(SZ)* (55)

Applying integration by parts to |, tT dvs:

T
/t dvys = Vo — V. (56)
Substituting Equation (56) into Equation (55) and collecting terms, we obtain:
o . (%3]
Ip = _1P2v272u2(02t + k260o7)

+ 1P2v2£u2772T
1
+/ {(“721 + 20— kz) uy — E( — 30203115 | V25 ds

. (2)
+iy/1 — P30 /t N (57)

Taking the conditional expectation, the prefactor is extracted, and the remaining terms
are absorbed into ¥, via Lemma 1, yielding Block D exactly as in Equation (26). We empha-
size that the Brownian motion Wl(tz) in the original SDE Equation (1) is correctly decomposed

using Equation (53), ensuring notational consistency throughout the derivation.
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Step 6: Derivation of Block E (common volatility vp).

For Block E, the common return channels of both assets are driven by Wz(tl ) and Wz(tz),
which are correlated with each other and with the common volatility factor vy (driven by
Wé?)). We perform the joint Cholesky decomposition:

Wz(tl) = plvOW(gz?) + /1= Pl Wz(tl)*' (58)
2 0 * 1)* % 2)%
Wi = paoWyy + paWay " + \/1 ~ P30 — (1) W3, (59)

where W(g?), Wz(tl)*, and Wz(tz)* are mutually independent, and

012 — PlvOPZvO.

P12 = ; (60)
V1= P10
Here p1» denotes the correlation between the common return channels Wz(tl ) and

Wz(tz). This decomposition ensures that the covariance structure among the three Brownian

motions is correctly preserved.
Using the dynamics of vy in Equation (32):

1

k
N oo o0s = (72(90 — Dgs) ds. 61)

Substituting the Cholesky decompositions into I1g in Equation (47), we obtain terms
involving ftT qs dvos and ftT dvgs. Applying integration by parts:

T UsT us (T
/t gs dvgs = u1voT — (Ml + %)UOt + TS /t Ups ds, (62)

T
[ di)os = 0oT — Opt- (63)

Collecting all boundary terms that leave the expectation (terms involving vg;) and
terms absorbed into ¥, (terms involving vgr and f tT Vps dS), we obtain:

2
. 012 ustT UsT
Iy = Az B30 oos — kob Ut
E = 10100 o { (M1+ T )UOt 0 o(ul’fﬂL °T ﬂ

. (%))
— 10200 —==u2(vot + koboT)
0o
. 012 . 022
+ (lplvoul + 1P200u2> voT
0o 0o

T
+ /t mk (t")vgs ds
+ independent stochastic integrals (vanishing under expectation), (64)

where m5 (') is given in Equation (29). The terms involving vor and | tT vgs ds are ab-

sorbed into ¥, via Lemma 2, yielding Block E exactly as in Equation (27). The prefactor
collects the boundary terms — (1 + u37t/T)vy; and —vp; from the two integration-by-
parts applications.

Step 7: Assembly of the characteristic function.

Multiplying the five factors A, B, C, D, and E from Equations (23)—(27) gives the com-
plete continuous-part characteristic function in Equation (22). The product structure reflects
the independence among the three volatility blocks after the Cholesky decomposition (con-
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ditional on the common volatility vg), and the boundary term treatment ensures that all
prefactors are correctly accounted for.
This completes the proof of Theorem 1. [

The characteristic function serves as the bridge linking the fundamental model pa-
rameters to option prices. The decomposition of the overall characteristic function into the

product of five factors in Equation (21) carries a clear economic interpretation:

*  Factor A depends only on the current log-prices and the accumulated geometric
average, representing the component of the option payoff that is directly linked to the
asset price level.

*  Factor B captures the impact of stochastic interest rates on the option value. Under the
risk-neutral pricing framework, the interest rate not only affects the discount factor
but also influences option prices by altering the drift of the asset price process. Factor
B reflects this dual effect through the generalized moment-generating function of the
interest rate derived in Lemma 1.

*  Factors C, D, and E correspond respectively to the contributions of the three volatility
factors—the underlying asset’s idiosyncratic volatility (v1), the counterparty asset’s
idiosyncratic volatility (v;), and the common market volatility (vg)—to the option
price. The product structure of these three factors conveys the economic insight that
volatility risk can be decomposed into two independent asset-specific volatility channels and
one systemic volatility channel, with the option price reflecting the combined impact of
all three volatility shocks.

A practically important implication of this decomposition is that market participants
can separately assess the marginal contribution of each type of volatility shock to the option
value. For example, when the market panic index (VIX) surges, the contribution of the
common volatility factor vy increases significantly—an insight that is difficult to extract
from single-factor volatility models.

Lemma 4. Let N; be a Poisson process with parameter A. Then, under the given condition of
N = n, the joint density of the n occurrence times (Ty, Ta, - - -, Tn) of the events is
n!
fllty, o te) = 5, 0<h < <---<h <t
That is, given that events have occurred times n within the interval [0, t], the times (T1, Tp, - - -, Ty)

when each event occurs (no sorting) are considered as independent random variables, and all of them
are uniformly distributed on [0, t].

Theorem 2. Suppose that the price mechanism of the market follows the Formulas (1)—(6), then a
solution of (p](t, T,u,us;x,y,v,t) is given by

@l (t, T,uy, uz,u3) - Io(t, T, uy, up,uz) - Iy (t, T, 1, u2,u3) - L(t, T, uy, up,u3), (65)

where (p{(t, T,uy,up,uz) = exp{—iug (Ao + A1)myT —iup(Ag + Ap)mpT — %il@(/\o + A)my T2},
Io(t, T,uy,up,u3) = exp{Aot - (EQ[®) 1, (1 +us(1 — ¥),u2)] = 1)}, Li(t, T, uq,up,u3) =
exp{MT - (EQ[®), (11 +us(1— )] = 1)}, L(t, T, uy, uz, uz3) = exp{ At - (@}, (u2) — 1)}.

: _ 1,22

Under Case 1. If (J1, J2) is subject to Joint normal distribution, then ®j, (u) = ettt
inou—Lo2 42 _ 42

Ppp() = TR, EU@) (i a1 - §)] = FET - exp(gh) - (NG, (i +
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uzf) —imoy ;0,1) — N(opur — ipnoy ;0,1)), EQ@y g, (ur + us(1 — §),u2)] = Tvar .

l7]11/l3’l’
(ip1—pjoy, oy 12)? . .
exp{%} - (N(og, (w1 + us F) = (ip — pjoy,0,u2)07,50,1) = N(og,ur — (i —
1
9]0]10]2u2) O 1));
Under Case 2.If (J1, J2) is subject to independent asymmetric double exponential distribution,
then q’h(ul) _ _mé 4+ _Dn <I>]2(u2) _ Pl + EQ[‘Dh(ul +us(1— %))] _

& +iug 7y —iuy’ Go+iup Hp—lup’

Ty 1 utilintis ) Toun g moi0bsd) pO[g) . (uy + us(1— Y, up)] = EQ[®y, (ug +

iusT ¢1+iu iusT 1 —1iuq

us(1= )] - @5, (102).

Proof. First, the continuous part of the characteristic function q)] (t, T,u,us;x,y,0,r) can be

split into key terms,

@ (t, T, u,uz;x,y,0,7)
= E@[ei”'x%i”?yﬂXt =x,Yi =Y, 0t =01 =71]
= eXp{*iulT()Lo + /\1)1’!’11 — iuzT()LO + /\2)71”12 — 21u3T (/\0 + Al)ml}

0 Nor+Nir Nor+Nor
EQexp{ ¥ = (iw +iuz(1—4))1+ Y iuafr}|F
i=No;+Nqp;+1 i=Not+Nos+1

= (P{(t/ T’ 1/[1,1/{2,1/[3) : (Pé(tl T,M],MZ,M3)

where go{(t, T, 1, up, uz) = exp{—iuq (Ao +A1)my T —iup(Ag+ Ap)mpT — %iw()&o +A)my T2},
Nor+Nir Nor+Nor

o5t T,uup,u3) = EQexp{ L, (i +ius(1—§)h+ L i} Fl.
i=No;+Nyp+1 i=Nos+Np+1

Second, handle the calculation issues of two sub-item. Apart from the first item which

has already been provided, let us calculate the second item,

¢£(t, T, uy,up, u3)
Nor—¢+Ni1—¢ Nor—¢+Nor—¢
= EQexp{ ;1 (iug +ius(T — ;)1 + 21 iua)o}]
Nor ri - Nir—t
= E%exp{ 1 ((ln +iua(1— §))1 + inaf2)] - E¥lexp{ 1 (i + a1~ §) 1)
N2T ¢

EQfexp{ Z iusJo}]

Ip(t, T,Ml,M2, uz) - Li(t, T,uy,up, uz) - I(t, T,uq, up, uz).

Now let us proceed to derive Iy (t, T, uq, up, uz) and L(t, T, uq, up, uz). Applying the
conclusion of Lemma 4, the specific results are as follows:

L(t, T, u1,up,u3) = [eXP{Nf (iug + iuz(1— #)) 1]

= exp{MT- (EQ[q’h(Ml +us(1-9)) -1)},
I(t, T, u1,uz,u3) =  E@[exp{ zi it )

= exp{AT- (q>]z(u2) -1}

where @, (1) and @, (1) are the characteristic functions of the jump variables 1, J> respectively.
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Now let us proceed to derive Iy(t, T, 11, up, u3). For ease of calculation, the relevant
Poisson process decomposition work is carried out first. Applying the conclusion of
Lemma 3, the specific results are as follows:

Nor—¢
EQfexp{ (’z (g + (1 — )1 +iuzfa)[Nor—r = 1]

- E@[E@[exp{;((iuﬁi%( — W) +iua)y) |t i =1, ng]|Nor—t = mo)

-

1o
= EQ[EQ[H¢11]2(“1+M3(1* L), u)|ti,i=1,---,ng]|Nor—t = no]

T/
= EQ[H EQ[‘I’hlz(ul +uz(1— %) 2)]|Nor—¢ = no]
= (EQ[thIz(“l +uz(1— ), up)])".
Substituting it into its calculation, we get

t

Io(t, T, u1, up, u3) = E9exp{ (E (i1 +ius(1 — §)) 1 +iua)n)}]

= EQ[EQ[GXP{ Z ((iul +iuz(1— §)) 1 +iualz) } Nor—i]]
= EQ[(EQ[CDMZ(W +u3(1 = &), up)Nor—]

_ 1t n )\UT —/\ T

= L By (i + (1 = ), )] :

= exp{Aor- (EQ[CI)]]]Z (M1 + M3(1 - T)’ uz)] — 1)}

Case 1. If (J1, J2) is subject to Joint normal distribution, then
(Dh(u) _ EQ[ei”‘h] 1}41u71
EQith] — (iFau=3

u2

2

2
Tt
Izu

Further derivation leads to

EQ@, (1 +us(1— %))
= E%exp{ipi (1 +us(1—F)) - U] (1 +u3(1 = )}
— %ft exp{ip1(uq +uz(1— %)) — (Th(ul—o—ug( — 4))2}du
= FTT uulﬁuhexp{wlv—f ]21 z}dv

— TIvorm exp{ }f”l+”3T

(7]1 UusT

(v— 1;{10]

27w p{

Yo
= G el ”1} (N (u1+usrflﬂl‘71 ) = N(”l"”“f %)

= o -ep{zl } (N(ey, (w1 +usF) = a0}, 0,1) = N(egun — iy 0, 1)).
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Finally, the calculation of the joint expectation is presented,

EQ[CIth(ul + M3(1 — 7),142)}
= EQ[eXP{Wl Ml +us(1-4)) + lﬂzuz}

eXP{ (1 +u3(1— §))? = 307,u5 — 057,07, (w1 + uz(1 = F))uz}]
= 1 eXP{lP‘l(ul +uz(1— ) + 1#2“2}

-exp{—l 2 (u1 +uz(1— %))2 — 10122u% 0707, 07, (U1 +us(1 — F))uz pdu
= qu eXp{l]/lzuz ‘7]22”2} f”1+u3T exp{lmv — 1(7]21 v? p;(fh(fhuzv}dv

(ip1—pjoy, oy, u2)0; 2

= B el it = exp{— IO Ty g,

I
y 0707, 07, 12)? - -
— g/:/’g 'eXp{%} ' (N(ul +usf; (i — )0y, 0,12)072,07.%)
—N(uy; (ipg — P19, 0']21’{2)0']:2’0.]:2))
(ip1—pjoy, o, 2)? i "
- 5,:/112:73 ~e><p{%} : (N(ffh(ul +usF) = (ipn — pjoy,op,12)07,150,1)
1

—N(opu1 — (ip1 — pjoy o u2) 0y 10,1)).

Case 2. If (J3, J2) is subject to independent asymmetric double exponential distribution, then

Q

D), (1up) = EQeiwalr] = F282 | a2

T Gotiup U omp—iug’

Further derivation leads to

EQ[®), (u1 + uz(1 - 4))]
- gQ p161 + 1 ]
€1+1(u1+u3(g1**)) m—i(m+uz(1-4))

1 P161 AWML
= 1) R T e I T T e A
_ T M1+u3T( p161 + )dv

uzT Juy ¢1+iv 1 —1iv
— Iméig, Gti(m+ust)  Tqm In m—i(ugtuz 1)
- iu3‘r §1+iu1 iu31' 1’]17iu1

Finally, the calculation of the joint expectation is presented,
EC[@y, 1, (u1 +us(1 = §),u2)] = E9[@p (u1 + us(1 — §))] - @p, (02).
The Theorem 2 has been proved. [

3. Pricing Vulnerable Asian Options

In this section, we solve the problem of vulnerable Asian options pricing by characteris-
tic function method. The essence of characteristic function theory is to apply inverse Fourier
transform to deal with option pricing. In this paper, the payoff function h;(si7, so) of
vulnerable Asian options at maturity T are investigated to value the corresponding options.

In the following, considering the extreme importance of hedge shares in option invest-
ing, the price and delta of vulnerable call fixed-strike Asian option is derived by four forms
of Esscher transform in Theorem 3. The analytical expression of vulnerable put fixed-strike
Asian option is summarized in Theorem 4. In the similar way, the value of vulnerable
call floated-strike Asian option options is computed by four forms of Esscher transform in
Theorem 5. Finally, the pricing formulas of vulnerable put floated-strike Asian option is
proved by four forms of Esscher transform in Theorem 6.
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Theorem 3. The price and delta at time t € [0, T| of vulnerable call fixed-strike Asian option under
the above proposed models (Equations (1)~(7)), are given by

Vi(t, T, x,y,0,7)
= ¢(t,T,0,0,—i;x,y,0,7) - f(In Do, InK; " (0,11, us))
—K-P(t,T) - f(In Dy, InK; (0, uq, uy))
+1’T"‘ ~@(t,T,0,—1,—1i;x,y,0,1) - f(—InDp,InK; q)P4(O, —uq,up))
—% ~¢(t,T,0,—1,0;x,y,0,7) - f(—InDy,InK; qJPZ(O,—ul,uz)),
Agl)(t, T,x,y,0,1)
= e M- [F-9(tT,00,—i;x,y,0,7) - f(InDy, InK; (pp3(0, u1,up))
+9¢(t,T,0,0,—i;x,y,0,7) - (f(In Dy, InK; iup £ - P (0,u1,up)) — %)
—K-P(t,T) - (f(In Dy, InK;iup % - 9™ (0,u1,u2)) — 1)
+1%"‘ 19, T,0,—1,—i;x,y,0,7) - f(—InDy,InK; (pp4 (0, —uq,u3)) (66)
—|—1’W"‘ ~@(t,T,0,—1,—1;x,y,0,7) - (f(=InDg,InK;iup - qop4(0,—u1,u2)) — %)
—% ~@(t,T,0,—1,0;x,y,0,7) - (f(—In Do, In K;iup % - 92 (0, —uy,u2)) — 1)),
Agz) (¢, T,x,y,0,7)
= e [ T00—ixy0,7)- (f(lnDo,an;iulq)P3(0, uq,up)) — %)
—K-P(t,T) - (f(In Do, InK; iug 9™ (0,u1,u3)) — 1)
+1_T”‘ -@(t,T,0,—1,—i;x,y,0,7) - f(—InDp,InK; q)P4(O,fu1,u2))
+15% - 9(t, T,0,—1, —i;x,y,0,7) - (f(— In Do, In K; —iug 9™ (0, —u1,u2)) — 1)

K (1, T,0,-1,0;%,,0,7) - f(—In Do, InK; ¢ (0, 1y, 12))
— K (1, T,0,-i,0;x,y,0,7) - (F(— In Do, InK; —it 9™ (0, 1, u2)) — })].
—iuqa —iunb
where f(a,b, @(ur,u2)) = 1+ o= f0+°° Re[%]dw + = 0+°° Re[%]duz —
1 (oo ooy re M0 2b g (14 1) —e MY o (10— 11y bz _ @, T,uq up,u3;x,y,0,r)
oz Jo " o Rel lduydiy, ¢ (u,13) = GGG
P, _ @(t,T,uq,up—i,uz;x,y,0,7) Dy . @(t,T,uq,up,u3—i;x,y,0,7)
¢ 2 (u, u3) - T 0, i0xyor) - ¢ (1, 113) - ot T00,~xyor) 7
Dy _ (4, Tug,up—iuz—i;x,y,0,r)
¢ (u,u3) = ¢(t,TO,—1,—ixy0r)

Proof. According to the principle of risk neutral pricing and the payoff /1 (S17, So1, GT) at
the maturity time T of vulnerable call fixed-strike Asian option, we have

Vi(t, T,x,y,0,r) = EQ[e” Ji reds -y (S11, Sor, G1) | Fi]
T T
- EQ[ei o GTT . 1{GTZK,52TZD0}|‘E] - K- E@[ei Ji s 1{GTZK,52TZD0} |]:t]
18 EQem i rsis - Gr - Sa1 - LGy 2K 8,00} 1]
1—a)K (T
_{ [t)x) EQe Joreds g, LGy oK 55 <Dy} | FH-

To proceed with the calculation, we define the following equivalent martingale mea-
sures Py, Py, P3, Py of the risk-neutral measure, the Radon-Nikodym derivatives are

established by
@| B e~ jtT rsds e jtT rsds @| e ffTrsds - Sor
dQ ' EQ[e” ftT”dS’J'-t] P(t,T) ' dQ " Sot '
@ e~ ftT rsds Gr dPy e~ er rsds | Gt - Sor

]:t_

7= ) /
dQ ™" pQe [ nds . G| ) 4Q EQ[e~ Il 75 . Gr - Sy 7]
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Next, the new joint characteristic functions under the new probability measure Py, P», P3, Py
are given by

e~ ftT rsds

9™ (u,u3) = EPb[eeXrtiaYr|F) = EQ[Cnas

¢(t,T,u1,u2,u3;X,y/W’)
p(ETO00,0xy,00)

gOPZ (u, u3) — EP [ei”'XT+i”3'YT\.Ft] — EQ[

@(t,T,uy,up—1i,uz;xy,0,r)
o(t,T.0,-i,0;xy,0,r) 7

4’P3 (u, u3) — EP3 [eiM'XT+ill3'YT‘Ft] —_ EQ[

. eiu-XT+itt3-YT|ft]

e ]tT rsds

ot | pitt- Xr+iuz-Yr | 7]
Sat

eiffTrst'GT

a . eiH'XT+iH3'YT|]Z't}
EQ[em It .Gy 7]

go(t,T,ul,uz,u3—i;x,yfvff)
¢(tT00—ixy00) 7
T
. . - L i i
¢P4 (u, u3) — EP [em'XT+1”3'YT‘]'—t] _ EQ[ e ftTrs *-Gr-Sor ,elu-XT+1u3-YT|]-"t]
EQ[e™ Jr s45.Gr-5y1| F

@(t,T,uq,uy—1,u3—1;x,,0,r)
¢(t,T,0,—i,—ix,y,0,7)

Further, by virtue of the relationship between characteristic function and probability or the

inverse Fourier transform, we obtain the final result

Vi(t, T, x,y,0,1)
= ¢(t,T,0,0,—1;%,y,0,7) - EB[11g 5k spr>p} [Ft] = K- P(4,T) - E[14c 5k 5,050y} | FH]
+1_T(X ’ (P(t, T’ 0’ _i’ _i/ x,]/, v, 7’) ’ EP4 [1{GTZK,52T<D0} |‘Ft]
1-a)K .
- ( [I)X) : q0<t’ T’ 0/ -1 0’ X, y’ o, 1’) : EPZ [1{GTZK,52T<D0} |‘Ft]
= ¢(t,T,0,0,—1;x,,0,7) - P3{Gr > K, Sor > Do|F+}
—K-P(t,T) - Po{Gr > K, Sor > Dg|F+}
+1%IX : (P(t/ TIOI _i/ _i;x/y/v/r) : P4{GT 2 K,SZT < DOIFt}
08K (1, T,0,-4,0;x,y,0,7) - P{Gr > K, Syr < Do| Fi}
= ¢(tT,0,0,—i;x,y,0,7) - P3{yr > InK, xar > In Do[F;}
—K-P(t,T) 'PO{yT > InK, xo7 > In Dg| F; }
+1%“ ~@(t,T,0,—1, —i;x,,0,7) - Pi{yr > InK, xo1 < In Dy|F;}
—(1_D“)K ~@(t,T,0,—1,0;x,y,0,7) - Po{yr > InK, xp7 < InDg|F;}
= ¢(t,T,0,0,—i;x,y,0,7) - f(In Do, InK; "3 (0, u1, uy))
—K-P(t,T)- f(In Dy, In K; "0 (0, u1, uy))
+1_T"‘ - @(t,T,0,—i,—i;x,y,0,7) - f(—InDp,InK; (0, —uq,u))

—% -@(t,T,0,—1,0;x,y,0,7) - f(—InDg, InK; "2(0, —uq,u)).

Finally, contrasting this with the log-asset-price formula x; = In(S;),i = 1,2 mentioned
above, we can obtain shares of risk hedging

1 oV (t,T,x,y,0,r
Ag >(t,T,x,y,v,r) = %

1t
1 Vit xyor) _ —xg OValtxoArXe)
1t 8x1 - 8x1

e 1[5 9(t,T,0,0,—i;x,y,0,7) - f(In Do, InK; 93 (0, 11, 1))
+¢(t,T,0,0,—i;x,y,0,7) - (f(In Do, In K} iup 7 - @P3(0,u1,uz)) — %)

—K-P(t,T) - (f(InDg, InK;iup % - 9f0(0,u1,u2)) — 1)

—I—l%"‘ -4 @(t,T,0,—i,—1;x,y,0,7) - f(—InDg,InK; @ (0, —uq,uy))

—I—lﬁ"‘ ~@(t,T,0,—1,—i;x,y,0,7) - (f(—In Do, InK; iup 7 - gop4(0, —uy,up)) — }1)
—% @(t,T,0,—1,0;x,y,0,7) - (f(—InDo, InK; iup % - 92 (0, —ug,up)) — 1)],
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2 vy (t,T,x,y,0r
A% )(tl T/x/yzv/r) = 1( aSZty )
1 Vi Txyor) _ —x, VAT xy0,0)
Sot dxp =e 9xp

e [p(t,T,0,0, —i;x,y,0,7) - (f(In Do, In K; i1 9™ (0, 11, 12)) — §)

—K- P(t, T) . (f(ll‘l Dy, InK; iu1(pP0 (0, ul,u2)) — %)

+15% (1, T,0,—i,—i;x,¥,0,7) - f(— In Do, In K; ¢4(0, — 11, u2))

+i5t - @(t,T,0,—i,—i;%,,0,7) - (f(~ In Do, InK; —itt1 9" (0, —u, u2)) — 1)

- Ei%i ~(t,T,0, —1 0;x,y,0,7) - f(—=In Dy, InK; GDPZ.(O/ —Pulf uz)) )
—~p— ¢t T,0,—1,0;x,y,v,7) - (f(—InDo, InK; —iu1¢*2(0, —uy, uz)) — 3)]-

O

Remark 1. Assume that (X,Y) is a two-dimensional random variable with the joint characteristic
function @(uq, uy) under the probability measure P, then we have

P{X >xY > y} = f(a,b, ¢(u1,uz))

1 [t ”‘1”40(141,0) 1 e 12 (0,uy)
2 fO fu 1+ 21 f b iy ]dMZ
l JrOO +OO e*lula luz (P(ul uz) 71u1u+1112 (P<u1,_u2)
—55 0 Re| T |duqdus.

The central difficulty in pricing vulnerable options lies in the fact that the payoff function simultane-
ously involves two random variables—the geometric average Gt and the counterparty asset value
Syr—ualong with two indicator conditions (Gt > K and Syt > Dy or < Dy). Direct computation
of the four conditional expectations is mathematically cumbersome.

The introduction of the four equivalent martingale measures Py, P>, P3, and P4 serves
to absorb the different random factors in the payoff function into the respective numéraires, thereby
transforming each conditional expectation into a concise probability expression under the

corresponding new measure. Specifically:

*  Measure Py: This measure takes the risk-free bond as the numéraire and corresponds
to standard risk-neutral pricing. It is used to handle pure probability terms without
asset-price multipliers, such as 1(5, > s,,>D}-

*  Measure P,: This measure takes the counterparty asset Sy as the numéraire and is
used to handle the Sy multiplier that appears in the payoff function. The economic
rationale is that, upon default of the option writer, the recovery value is proportional
to the counterparty asset value; incorporating the asset price into the numéraire thus
simplifies the calculation.

*  Measure P3: This measure takes the geometric average Gt as the numéraire and is
used to handle the Gt multiplier in the payoff function. The economic rationale is that
the first payoff term of a call option is the “present value of Gr”; shifting this random
factor into the numéraire substantially simplifies the expectation computation.

*  Measure Py: This measure takes the product Gt - St as the numéraire and is used to
simultaneously handle both multipliers, corresponding to the full recovery payoff in
the default state.

The practical value of this methodology lies in its decomposition of a complex four-
dimensional conditional expectation problem into four independent probability calculations
of a unified form (all expressed as f(-, -, ¢(+,-))). This decomposition not only substantially
reduces the computational burden but also enables the marginal contribution of each risk
source—interest rate risk, asset price risk, volatility risk, jump risk, and default risk—to
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be separately identified and quantified—a capability that is unavailable through direct
numerical integration.

Theorem 4. The price and delta at time t € [0, T| of vulnerable put fixed-strike Asian options
under the above proposed models ((1)—(7)) are given by

Vo(t, T, x,y,0,7)

= K-P(t,T)- f(InDy, — InK; "0 (0,1, —us))
—(t,T,0,0,—i;x,y,0,7) - f(InDy, —InK; ¢"3(0,u1, —uy))
—I—% @(t,T,0,—1,0;x,y,0,7) - f(—InDg, —InK; 9"2(0, —uy, —us))
—1%"‘ -@(t,T,0,—i,—i;x,y,0,7) - f(—InDgy, —InK; 9" (0, —uq, —us)),
Agl)(t, T,x,y,0,7)

= e M. [K-P(t,T) (f(InDp, — InK; —iup & - 90(0,u1, —15)) — 1)

T
T
—¢(t,T,0,0,—i;x,y,0,7) - (f(In Dy, — InK; —iup £ - PP (0,u1, —us)) — }I)

—I—% ~@(t,T,0,—-1,0;x,y,0,7) - (f(=InDy, —InK; —iup £ - o™2(0, —uy, —up)) — %) (67)
—1%"‘ % @(t,T,0,—i,—1;x,y,0,7) - f(—InDy, —InK; @™ (0, —uy, —uy))
—1%"‘ ~@(t,T,0,—i,—i;x,y,0,7) - (f(=In Dy, — InK; —iup 7 - @™ (0, —uy, —up)) — %)],

Agz) (¢, T,x,y,0,7)

= e . [K-P(t,T) (f(InDy, — InK;iug 9™ (0,u1, —up)) — 1)
2 9(t,T,0,—i,0;x,y,0,7) - f(—InDg, — InK; "2 (0, —uy, —uy))

2 9(t,T,0,-1,0;x,y,0,7) - (f(—In Dy, — InK; —iug 2 (0, —uy, —up)) — %)
—1%"‘ @(t,T,0,—i,—i;x,y,0,7) - f(—InDgy, —InK; p"(0, —uq, —us))

— 1% o(t,T,0,—i,—i;x,9,0,7) - (f(—InDy, — InK; —iug o™ (0, —uq, —uz)) — 1))

—iuqa 0 —iupb
where f(a,b,@(uy,up)) = 1+ L [F Re[%]dul + o foFe Re[%]duz -
1 400 oo e’iula*i“Zb(/J(u],uz)—e’iul”*i”Zb(p(ul,—uz) D, _ @(t,Tuy,up,uz;x,y,07)
ez do Jo o Rel i Jdurduy, ¢ (u,u3) = E GTi0 o
P, o (T uq,up—1,u3;x,Y,0,7) Py o @(t,T,uy,up,uz—1;x,y,0,1)
¢ 2(u, u3) - o TO—i0xyen) P (u,13) o @(tTO0,—ixy0r)

(T uq up—iu3—ix,y,0,r)

P _
¢ (u,u3) = @(t,T0,—1,—ixy,07)

Proof. According to the principle of risk neutral pricing and the payoff h,(S17, So1, GT) at
the maturity time T of vulnerable call fixed-strike Asian option, we have

Vz(t, T, X, Y,9, r) = EQ[ei ftTrst . h2(51T, SoT, GT)|]:t}
T T
KB BTy o ]~ 2l 6 Gr 1oy 1
(A-wK  rQ *LTrst,S .1 F
+=D [eT o7 * (G <K S,r <Dy} | FH]
_ 11—)a . EQ[e_ Ji rsds | Gr - Sor - 1{GT<I<,52T<D0}‘}—1‘]-
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Further, by virtue of the relationship between characteristic function and probability or the

inverse Fourier transform, we obtain the final result

Vo(t, T,x,y,v,7)
= K-P(t,T) - EP[1(G <k s5;200) [ Ft] = @(t, T,0,0, =5;x,,0,7) - EB {16, < 5,200} | F]
+(1—a)1< o(tT, 0 —1,0;%,y,0,7) - EP2 {11, <k s,7< Do} | Y]
_L o(t,T,0,—i,—i;x,Y,0,7) - E™[1(G, <k 5,7« Dy} |F1]
= K- P(t, T)- PO{GT < K, Sar > Do|Fi}
—¢(t,T,0,0,—i;x,y,0,7) - P3{Gr < K, Sor > Dg|F:}

+U5 g(1,T,0, i,o;x,y,v,r) - P2{Gr < K, Sor < Do| Fi}

— L% o(t,T,0,—i,—i;x,y,0,7) - Po{Gr < K, Sor < Dp|F}
= K-P(t, ) g{yT < InK, xp7 > InDy| F;}
—(t, T —i;x,y,0,7) - Ps{yr <InK,xr > InDgy|F;}
+(1 D’J‘) go(t T,0, —i,O;x,y,v,r) - Po{yr < InK, xp7 < InDy|F};}
—loa (t T,0,— i;x,y,v,r) -P4{yT < an,xZT < h1D0|ft}

= K- IIDJ(t ) f(lnDo,—an,- P (0,17, —u))
—¢(t,T,0,0,—i;x,v,0,7) - f(In Dy, — InK; 93 (0, u1, —u3))
+UK Da) Go(t T,0, fi,O;x,y,v,r) - f(=InDy, — InK; 2 (0, —uy, —u3))
152 o(t,T,0,—i,—i;x,y,0,7) - f(—In Dy, — InK; (0, —uy, —u12)).

Finally, contrasting this with the log-asset-price formula x; = In(S;),i = 1,2 mentioned
above, we can obtain shares of risk hedging:

AV (T, x,y,0,7) = PaltTrvon)

1 oVa(t,Txy0r) _ et aVZ(txv/\rXt)
Sy ox; dx1

e - [K-P(t,T) (f(InDp, — InK; —iup & - 9P (0, u1, —13)) — 1)
—5-¢(tT,0,0,—i;x,y,0,7) -f(lnDO,—1nK;<pP3(O,u1,—u2))
—¢(t,T,0,0,—i;x,,0,7) - (f(InDp, — InK; —iup & - 9™3(0,u1, —u3)) — 1)

Q0K o, T,0,-1,0;x,y,0,7) - (f(—In Do, — InK; —iup & - 9P2(0, —uy, —uz)) — 1)
1D”‘ -1 (t,T,0,—i,—1;x,y,0,7) - f(—InDy, —InK; @ (0, —uy, —uy))

—1% . 9(t, T,0,—i,—i;x,,0,7) - (f(—InDp, — InK; —iup & - 9™(0, —uy, —u2)) — 1)1,

+

( ) oV, (t,T,xy,0,r)
(¢, T,x,y,0, r) v
1 Vo (LT xyor) _ —x, Va(t, T X Y,0,1)
Sor X, - ox;)

e~ . [K-P(t,T)- (f(ln Do, — InK; iug 9™ (0,u1, —up)) — 1)
—¢(t,T,0,0,—i;x,y,0,7) - (f(In Dy, — InK; iug (0, u1, —13)) — }I)
+ (1754)1< -@(t,T,0,—1,0;x,y,0,7) - f(—InDg, —InK; 9"2(0, —uy, —u5))
+ (171;‘)K @(t,T,0,—1,0;x,y,0,7) - (f(—In Dy, — InK; —iug 92 (0, —uy, —1ip)) — %)
—18 . 9(t,T,0,—i,—i;x,y,0,7) - f(—InDy, — InK; (0, —uy, —u))
St T,0,—i,—L;x,y,0,7) - (f(—InDy, —InK; —iu1 (0, —uqy, —us)) — %)]

O

Theorem 5. The price and delta at time t € [0, T| of vulnerable call floated-strike Asian options
under the above proposed models ((1)—(7)) are given by
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Vs3(t, T, x,y,0,t)
= ¢(t,T,0,0,—i;x,y,0,7) - f(InDy,0; (pp3(—uz,ulru2))
—(t,T,—1,0,0;x,y,0,7) - f(In Dy, 0; 91 (—up, uy, uz))
+i5t (4 T, 0, =i, =i;x,y,0,7) - f(=1In Do, 0; " (—uz, —uy,u2))
—15% - 9(t, T, —i,—i,0;x,y,0,7) - f(—In Dy, 0; 9" (—uz, —141, 12)),
Agl)(t, T,x,y,0, r)
= e - [% : ql)(t' T,0,0, —i;x/y/?) 1’) f(lnDo,O (PPB( u2/u1'u2))

+(t,T,0,0,—i;x,y,0,7) - (f(In Do, In K i (§ — 1) - ¢ (—uz, 11, 12)) — §)
—o(t,T,—1,0,0;x,y,0,7) - f(In Dy, 0; "1 (—uz, uy, uy))
—o(t, T, —i,0,0;x, y,v r) - (f(In Dy, 0;iup (% — 1) - Pt (—uup, u1, u2)) — 1)
+i5t et T,0,—4, —i;x,y,0,7) - f(=In Do, 0; o (— uzr—“lruz)) (€8)
+17 p(1,T,0, - llx,y,v,r)-(f( In Dy, ;2§ —1) PP (—u, —u1,12)) — })
L6 T, ,—l,o;x,y,v,r) f(=1nDo,0; 9 (—ua, —ty, 1))
— L8 (T, —i,—i,0;x,1,0,7) - (f(—In Do, 0 iun (% — 1) - 955 (—up, —uy,uz)) — 1)),

A

)(t T,x,y,0,71)
— e*"2 [@(t,T,0,0,—i;x,y,0,7) - (f(In Do, 0; iug @™ (— 1z, uy, u)) — 1)
—¢(t,T,—1,0,0; x, y,v,r) - (f(In Dy, 0; ity @™ (=1, 11, u2)) — )

—0—1_ @(t,T,0,—i,—i;x,y,0,7) - f(—In Dy, 0; ¢4 (—up, —u1,us))
+1_ @(t,T,0,—i,—i;x,y,0,7) - (f(—In Dy, 0; —iug o (—un, —uy,u2)) — 1)
—15"‘ p(t, T /—I/O}XIJ/IUJ)'f(—lnDo,0;¢P5(—M2,—ulluz))

17 o(t, T, —i,—1,0;x,y,0,7) - (f(—In Dy, 0; —it1 @"5 (—un, —uq,uz)) — %)}

where f(a,b, ¢(u1,u2)) = §+ %foﬂo Re[w]du + L +°° Re[w]du

iuq iUy

1 400 p+oo e’i“I“’i“qu)(ul,uz)—e’i"l“*i”Zb(p(ul, 1) @t Tus—iup,uz;x,y,0,r)
52 Jo 0 Re[ i ]dulduzl (P (1/[, u3) et T—-i00xy0r) 7
Ps _ @(t,Tug—iup—iuz;xy,or)
¢ (u,u3) =
o(t,T,—1,—1,0x,y,0,1)

Proof. According to the principle of risk neutral pricing and the payoff h3(S17, Sor, Gr) at
the maturity time T of vulnerable call floated-strike Asian options, we have

Vs(t,T,x,y,0,7) = EQe™ I\ "% - h3(S11, Sar, Gr) | Fi]
T
= EQe [ Gp LGroup,5ar=o} [ Fil = EQe I 8- Sip - 1y6 o 6,05 pgy ]
+1T [ ftTrSds Gr - Sor - 1{GT251T/SZT<D0}|Ft]
% EQ[e~ Jirsds  Gyp - Sy - 1Gr>517,8,r<Do} [ F1):

In order to further calculate, it is necessary to define the new equivalent martingale mea-

sures Pj, Ps of the risk-neutral measure; the Radon-Nikodym derivatives are established by

dP1| e S reds “SiT dP5| e_ftTrsds'SlT'SzT
c o Iar 5 = . ,
Q St " EQe h s Syp - Syr| F
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Next, the new joint characteristic functions under the new probability measure P;, P are

given by
Py _ pPy [ iu- Xy Yr _ rqre sy fu- Xy +iug Yr
o (nu3) = EM[e 7] = B 7]
_ e(t,Tug—iupuz;xy,v,r)
- o(t,T,—1,0,0;x,y,0r) 7
T
. . - 5! . .
(PPS (u, MS) — EbBs [eltt-XT+1u3-YT|]:'t] _ EQ[ e J.tTrs 5.517-Sot .elu‘XT+1M3‘YT|]?t]
EQ[e™ Jr 758557557 | F]
@(t,Tuy —i,up—i,uz;%,y,0,7)

o(t,T,—1,—1,0;x,y,0,r)

Further, by virtue of the relationship between characteristic function and probability or the

inverse Fourier transform, we obtain the final result

V3(t, T, x,y,0,1)
= ¢(7T,00, —i;x,y,0,7) - EPs [1{GT251T,52T2D0} | Ft]
— (T, —i,0,0;%,y,0,7) - ER[14G, 25,15, D0} | ]
+15% - o(t, T,0,—i,—i;x,y,0,7) - EP[1(G 55,1, 50 < Do} | FH]
—15% ot T, =i, —1,0;x5,y,0,7) - E5[1(G 25,1 5,0 <Dy} | )
= ¢t T,0,0,—i;x,y,0,7) - P3{Gr > Si1, Sar > Do|F+}
—¢(t,T,—1,0,0;x,y,0,7) - PL{Gr > S11,Sar > Do F}
+152 - 9(t,T,0,—i,—i;x,y,0,7) - P4{Gr > Si1, Sar < Do| Fi}
—15% - o(t, T, =i, —i,0;x,,0,7) - P5{Gr > Sy, Sor < Do| Fi}
= ¢(t,T,0,0,—i;x,y,0,7) - P3{yr > x17, X271 > In Do| F+}
—¢(t,T,—1,0,0;x,y,0,7) - P1{yr > x17, %21 > In Dy| F3}
—0—1%"‘ ~@(t,T,0,—1, —i;x,y,0,7) - Py{yr > x17, X217 < In D | F}}
—1%"‘ ~o(t, T,—1,—1,0;x,y,0,7) - Ps{yr > x17, X217 < In Do | F}}
= ¢(t,T7,0,0,—i;x,y,0,1) - f(In Dy, 0; gop3(—u2,u1,u2))
—¢(t,T,—1,0,0;x,y,0,7) - f(In Dy, 0; (ppl (—up, uq,uz))
—0—1%"‘ @(t,T,0,—i,—i;x,y,0,7) - f(—InDg,0; " (—up, —uq,uy))

11—«

et T, —1,—1,0;x,y,0,7) - f(—1InDy,0; @5 (—up, —uy, up)).

Finally, contrasting this with the log-asset-price formula x; = In(S;),i = 1,2 mentioned
above, we can obtain shares of risk hedging:

1 Vs (t,T,x,y,0,r
A:(B )(t/ T/x/ylvlr) = 3( aSlty )
1 Va(tTxyor) _ e V5 (t,x,0,A,1;X¢)

1t ox; oxy

e - [1-¢(tT,00,—i;xy,0,7) - f(InDy,0; @3 (—up, uy,un))
+¢(t,T,0,0,—i;x,y,0,7) - (f(In Do, InK; iup (5 — 1) - @3 (—up, uy,up)) — %)

_q)(t/ T/ _i/ 0/ 0/ x,]/; Urr) f(ln DO/ 0/ q)Pl(_uZI 1/[1,1/{2))

—o(t,T,-1,0,0;x,y,0,7) - (f(In Dy, 0;iup(F — 1) - PP (—up, uy,up)) — %)

—I—lﬁ"‘ -4 @(t,T,0,—i,—1;x,y,0,7) - f(—InDy,0; P (—up, —uy, up))

—I—lﬁ"‘ ~@(t,T,0,—i,—i;x,y,0,7) - (f(—=In Dy, 0;iup (£ — 1) - P (—up, —uy,u)) — %)
_1_TIX : q)(t/ T/ _i/ _ilo;xlylvlr) f(_lnDOIOI q)PS(_uz,_ul/ uz))

—1% ot T, —1,—1,0;x,,0,7) - (f(—InDp, 0;iuz (£ — 1) - ¢ (—uz, —u1,u2)) — 1)1,
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2 V5 (t,T,x,y,0r
Ag )(tl T/x/]//Uﬂ’) = 3( aSZty )
1 WV Txyor) _ ,—x, IV3(ET,xy,0,0)
52,5 BXQ =e aX2

e . [g(t,T,0,0,—i;x,y,0,7) - (f(In Do, 0;iuy ™3 (—up, uy, uz)) — %)
—¢(t,T,—i,0,0;x,y,0,7) - (f(In Dy, 0; ity @™ (—ua, uy, us)) — %)

+1_T”‘ ~@(t,T,0,—i,—i;x,y,0,7) - f(—InDy,0; o™ (—up, —u1,uz))

+15% . o(t, T,0,—i, —i;x,y,0,7) - (f(— In Dy, 0; —iug @™ (—up, —uq, up)) — 1)
— 1% o(t, T, —1,—1,0;x,,0,7) - f(—InDy, 0; o™ (—up, —u1, up))

—1%"‘ ~o(t, T, —i,—i,0;x,y,0,7) - (f(—InDg,0; —iuy "5 (—ua, —tiy,us)) — 411)]

O

Theorem 6. The price and delta at time t € [0, T] of vulnerable put floated-strike Asian option
under the above proposed models ((1)—(7)), are given by

Vi(t, T, x,y,0,7)

= ¢(,T,-1,0,0;x,y,0,7) - f(InDy,0; (ppl (up, 1y, —uz))
—(t,T,0,0,—i;x,y,0,7) - f(In Do, 0; 93 (1, uy, —us))
—i—l’T"‘ ~@(t, T,—i,—1,0;x,y,0,7) - f(—=InDy,0; ¢P5(u2, —uy, —up))
— 158 (t,T,0,—1,—i;x,y,0,7) - f(—1In Do, 0; 9™ (112, —u1, —u2)),
Afll)(t, T,x,y,0,1)

= e M. [p(t,T,—i,0,0;x,y,0,7) - f(InDy,0; o™ (un, u1, —uy))
+¢(t,T,—1,0,0;,x,y,v,7) - (f(In Dy, 0; —iup(F — 1) - "1 (ug, uq, —un)) — %)
—1-¢(t,T,0,0,—i;x,y,0,7) - f(InDy,0; @ (up, u1, —uy))
—¢(t,T,0,0,—i;x,y,0,7) - (f(In Dy, InK; —iup(F — 1) - @ (U, uy, —up)) — %)

—l—lﬁ‘)‘ ~o(t,T,—i,—1,0;x,y,0,7) - f(—InDy,0; "5 (up, —11, —u3)) (69)
—i—l_T”‘ ~(t,T,—1,—-1,0;x,y,0,7) - (f(—InDy,0; —iup(£ —1) - @ (ug, —uqg, —uz)) — %)
11—«

—5* 19t T,0,—i,—i;x,y,0,7) - f(—In Dy, 0; 9™ (112, — 111, —112))

—1% . 0(t,T,0,—i,—i;x,y,0,7) - (f(—In Dy, 0; —iup (F — 1) - P (g, —uq1, —u2)) — 1)1,
Af)(t, T,x,y,0,1)

= e 2. [p(t,T,—i,0,0;x,y,0,7) - (f(In Dy, 0;iuy @ (uz, uy, —1i3)) — %)
—(t,T,0,0,—i;x,y,0,7) - (f(In Dy, 0; iy @ (un, uy, —uz)) — %)
+1_T”‘ ~@(t,T,—1,—1,0;,x,y,0,7) - f(—InDy,0; q)P5(u2, —uy, —uy))

—_

+1_Ta ° q)(t/ Tl _i/ _i/ 0/ X, ]/, o, 7’) : (f(_ ln DO/ O/ _iul quS (uZI —uq, —MZ)) - 411)
— L% o(t,T,0,—i,—i;x,9,0,7) - f(—In Do, 0; ™ (up, —u1, —112))
—1%”‘ -@(t,T,0,—i, —i;x,y,0,7) - (f(—InDg,0; —iuy o™ (up, —u1, —us)) — 411)]
+ —iuja 0 + —iupb 0,
where f(a,b,@(ur,u2)) = 1+ 5= o OoRe[%]dul + = /s wRe[%]duz -
+ + —iuqa—iupb , _p—iuqatiugb — t,T 11 —i, 1, U3;2,Y,0,
L R ) ), P (1,5) = P
P (8, Tuy—i,up—iuz;x,y,0r)
P S(M’ u3) - q)(t,]l",—i,—zi,O;x,ay,v,r)

Proof. According to the principle of risk neutral pricing and the payoff h4(S17, So1, GT) at
the maturity time T of vulnerable put floated-strike Asian option, we have

Va(t, T,3,,0,7) = EQe™ I\ "% - hy(Syr, Sor, Gr) | Fi]
= EQ [e” S res. ST 1(Gr<Si1,52r2Dp) 7]
—EQ[67 Ji . Gt 1{Gr<Sir,52r>D0} | 7]
4l EQ[E_ Ji s Sir - Sor - 1{GT<SIT/52T<DO} | 7]
1—a

D
_ Q 7fT reds
- D E¥le” )t % . Gr - Sor - 1{GT<51T/52T<DO} | Ft).
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Further, by virtue of the relationship between characteristic function and probability or the

inverse Fourier transform, we obtain the final result

Va(t, T,x,y,0,1)
= ¢t 7T,-1,0,0;x,y,0,7) - EP [1{GT<51T,52T2D0} | Ft]
—¢(t,T,0,0,—1;x,y,0,71) - EPs [1{GT<SlTrSZTZDO} | F]
+15% - o(t, T, —i,—1,0;,x,y,0,7) - EB[1{G, <5,1, 5 < Do} | FH]
71%"‘ -¢(t,T,0,—i,—i;x,y,0,7) - E™ [1{GT<51T,52T<D0}|]:f]
= q)(t, T, —i,0,0,‘X,y,U,T) . Pl{GT < S17,S > D0|]:t}
—q)(f, T,0,0, —i;x,y,v,r) . P3{GT < S17,S1 > DO‘]:t}
+15% - 9(t, T, —i,—1,0;x,y,0,7) - Ps{Gr < Si1,Sor < Do|F:}
— 158 - 9(t,T,0,—1, —i;x,y,0,7) - P{Gr < S, Sor < Dol Fi}
= ¢t T,-1,0,0;x,y,0,7) - Pi{yr < x17, X217 > In Dy| F3}
—¢(t,T,0,0,—1;x,y,0,7) - P3{yr < x17, X21 > In Dy| F3 }
+1_T“ ~o(t, T,—1,—1,0;x,y,0,7) - Ps{yr < x17, X217 < In Do | F}}
—1_7"‘ ~@(t,T,0,—1, —i;x,y,0,7) - Pe{yr < x17, X217 < In D | F}}
= o(t,T,—i,0,0;x,y,0,7) - f(In Dy, 0; " (uz, u1, —113))
—¢(t,T,0,0,—1;x,y,0,7) - f(InDy,0; (pPS(uz,ul, —uy))
+1%“ ~o(t, T, —i,—1,0;x,y,0,7) - f(—InDy,0; ¢ (up, —u1, —u3))

11—«

-5 - @(t, T,0,—1,—i;x,y,0,7) - f(—InDy,0; @ (U, —uy, —uy)).

Finally, contrasting this with the log-asset-price formula x; = In(S;),i = 1,2 mentioned
above, we can obtain shares of risk hedging

O

1 aVy(t,T,x,y,0r
Ai)(t/T,x/y/U/V) = 4( aslty )
1 OVa(tTxyo,r) — e, oVu(t,x,0,A1;Xt)

Sit ox1 Jx1

e~ - [p(t, T, —1,0,0;x,y,0,7) - f(InDy,0; ¢ (up, uy, —1i3))

+o(t, T, —i,0,0;x,y,0,7) - (f(In Dy, 0; —iup (£ — 1) - @1 (up, 11, —up)) — 1)
—5-9(t,T,0,0,—i;x,y,0,7) - f(InDy,0; (pP3(u2,u1, —uy))

—¢(t,T,0,0,—i;x,y,0,7) - (f(In Dy, In K; —iup(F — 1) - (pp3(u2,u1, —up)) — i)
+158 - 9(t, T, —i,—1,0;x,y,0,7) - f(—In Dy, 0; 9> (up, —111, —u))

+1%"‘ o, T,—1,—1,0;x,y,0,7) - (f(=In Dy, 0; —iup (7 — 1) - o (up, —uy, —up)) —

1—a

- 1@t T,0,—i,—i;x,y,0,7) - f(—=InDy,0; q)P4(u2,—u1,—u2))

_ 1

I e(tT,0,—1,—i;x,y,0,7) - (f(—=1InDy, 0; —iup(F — 1) - (pp4(u2, —uy, —up)) —

)

INE

)l

ST

2 QVa(t Ty,
AP (8T, x,y,0,r) = Daligor)

1 V(T xyo.r) — X2 aVy(t,T,xy0r)

Sot dxp xy

e [p(t, T, —i,0,0;x,y,0,7) - (f(In Do, 0; iuy ¢t (1, 11, —u3)) — §)
—Q(t/ T/O/O/ _i/ X, Y,0, 7’) ' (f(ln DO/ 0/ iul(PP3 (MZI uy, _u2)) - %)

_i_l%ﬂl ' q)(t/ T' _i/ _i/ O/ X, Y,0, 7’) : f(_ In DO/ Or §0P5(u2/ —Uuz, _uZ))

—i-l%”‘ ~o(t,T,—i,—i,0;x,y,0,7) - (f(—In Dy, 0; —iuy "5 (up, —u1, —us)) —
— L8 (t,T,0,—i,—i;x,y,0,7) - f(—In Dy, 0; 9™ (up, —u1, —13))

— 158 (t,T,0,—i, —i;x,,0,7) - (f(—InDy,0; —iuy @™ (up, —u1, —u2)) — })|.

)

IS

Remark 2. Although the semi-analytic expressions of bivariate options are obtained by the charac-

teristic function Method in Theorems 3-6 , the deduced pricing formula is quite complicated. On the

one hand, integrand functions with characteristic function are difficult for global integrals. On the

other hand, it is not easy to solve infinite generalized integrals with multiple variables. Therefore, it

is necessary to consider simpler and more practical ways to solve bivariate options pricing problem.
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In this paper, two-dimensional Fourier Cosine series expansion method is implemented to value the
options in the next section.

4. Implementation of 2-D FFT Algorithm

In this section, we will try to construct a 2-D Fast Fourier Transform to solve the
pricing problem of vulnerable reset options. Based on the research results in [25,31] about
FFT in low dimension, this part will further extend and improve classical FFT to produce
2-D FFT algorithm.

Step 1. Decompose and revise the pricing formula of vulnerable reset options. According
to Equations (7)—(10), we can obtain (k = In K, d = In Dy)

Vi(t, T, x,y,v,1)
= EQ /' (Gr—K)- L(Gr2K,Syr=>Do} | FH]

+15% - EQle” Jrsds (Gr —K) - Spr - L4Gr2K,Sr<Do} | ]
= P(t,T) ER[(e¥T — k) - 1gy ok xpyoay | FH]

+ U050 - ER[(e07 — oK) - 1y oy cay |
— P(t,T)-Gn(kd) + U58e2 - Giy(k,d),

W(t,T,x,y,0,1)
= EQ s (K~ Gr)- L(Gr<K,S;r=Do} | ]

+15% - EQle” Ji'rds (K = Gr) - Syr LG <K Syp<Dy} | Ft]
= P(t,T) - ER[(e" = e¥7) - 1y ko xyyoay | FH]

+ 5o ER[(eF — /1) - 1y, gy
= P(t,T)-Gyu(kd)+ @69{2 -G (k,d);

V3(t/ T/ x/ ]// U/ r)
- Q —j'Trqu
= EVN[e i Ts%5. ((T;T —S11) '1{GT251T/52T2D0}|‘E]

+ 158 EQe e 8 (Gr = S11) - Sar - (G584, 557< D0 | FH]
= e¢n.ER [(e¥T—™T — e%) - 1{yT—X1TZOrx2TZd}|]:t}

+¥(P(f, T,—i,—i,0) - E'5[(evr—311 — ¢9) . 1{yT*x1T20/x2T<d}|]:t]
= ¢ Gu(0.d) + U5 (1, T, —i, —1,0) - Ga(0,d),

Vi(t, T, x,y,0,7)

T

= EQ[Ef J rsds . (ng - Gr) '1{GT<51T,52T2D0}|]:t]

152 EQ [e= ]t %5 . (S40 — Gp) - Sor - L{Gr<sin,Sar<Do} [ ]
= M. EP1 [(eO _ eyT*xn) . 1{yT*X1T<0rx2T2d}|]:t}

1_ . . -
+ 0 (1, T, —i, —i,0) - EB[(0 — eVm =) 1y o | Fi]

= ¢ Gu(0,d) + U5 g(t, T, —1,—i,0) - Gy (0,d).
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In order to construct the algorithm, tool variables are introduced and the following new

expected terms are defined as

éll(kl d) — prk+azd
élz(k, d) — pmk+ard
621 (k/ d) — emik+ard
ézz(k, d) = etak+azd
631 (k, d) — ptak+ayd
632(1(, d) — emktaod
641 (k, d) _ elek-i-txzd .
642(](, d) = etaktand .

It is clear that if aq

Gs(k,d); ifa; = ay = a3 = 0 and | = 0, then Gy(k,d,1) =

-Gn (k/ d) = etiktazd . EPy [(eyT - ek) ’ 1{yT2k,sz2d} |]:f]r

-Gra(k,d) = etkroad  ER2(e¥T — oK) 10 o | FH,

-Gy (k,d) = emktaad R [(ek — o) 1, o | T,

-G (k,d) = emikroad . ER2 (K —evT) 10, 0 | Fil;

- Gay(k,d) = emkroad  ER[(e¥rmar — oK) 1y g sy [ FRL
G32(k/ d) = emktad . EPs [(eyT T — ek> ’ 1{yT—x1T2k,x2T<d} |ff]r
Ga1 (k/ d) = ea1k+a2d -ER [(ek - eyT_xlT) ’ 1{yT7xlT<k,x27-2d}|]:t]/
G42(k,d) — etik+azd | pPs [(ek — eyt x1T) 1{nyx1T<k,x2T<d}|]:t]-

a0y = a3 = 0and | = k, then Gy (k,d,1) = Gy(k,d), G3(k,d,1) =
Ga(k,d), Gy(k,d,1) = Gy(k,d).

Notice that a;,i = 1,2, 3,4 are the damping coefficients which ensure the existence of the

Fourier transform of G;

(k,d,1).

Step 2. Construct the Fourier transform of each component éij(k, d)(i=1,2,3,4,j=1,2)

in the option price. By

gui(uy, up) =
S1a(u1, up) =
go1(u1,up) =
g (U1, up) =
g31(u1, u2)
$32(u1, u2)
g1 (ur, u2)

Sao(uq, 1)

the transformation formula and Fubini’s theorem, we can derive

ff;" oo gunktinad . G, (k, d)dkdd
@ O(tTOu iap, iy —ing —i)
1H1+a1+1) 2(1u142-v<11) (iulzz&:@)’ (a1 > 0,22 > 0),
f_ f_ 1u1k+1u2d . G]Z (k/ d)dkdd
(pZ(tTOu i, up —ing —1) .
" (ugfa+1)- 2(1u1+2a11) (1u12+a2) (‘Xl >0,m < 0)/
fjoo _+oo i k+iupd | GZ] (k d)dkdd
(pPO(tTOu i,y —ing —i)
(iu]+a¢1+1)<2(i.u]j0411).(iu12tﬂ(2)r (01 < =142 >0),
fjozo fjozo elu1k+lllzd . GZZ(k/ d)dkdd
2 (£,T,0,up—iag,ug —icg —i) .
- (iu1+zx1+1).~%iu1+'2a11)‘(iu~12+a2)r (0 < —=1,a2 < 0);
J25 J7 etk - G (k, d)dkdd
P . . . . .
@' 0(t,T,—uy+ing +i,up —inp,ug —ing —i)
(1u1+a11+1)l(iul._;_zal)‘@;_mzl) ,(a1 > 0,0 > 0),
f_ f_ 1ulk+1u2d . G32(k/ d)dkdd
@ P2 (t,T,—uq +iay +i,up —iag g —iag —i) .
1u1+a11+1)1(1ul+2a1)-(2iu;+a21) , (a0 > 0,00 < 0);
f_ f_ 1u1k+1u2d G4l (k d)dkdd

@0 (8, T, — 1y +ing +i,up —iag,uq —ing —1)
(iug +ag +1)-(iug +aq ) - (ug +az) (o < —1az >0),

[ [1e etmktind . Gy (k, d)dkdd
"2

(t,T,—uq +iag+i,up—iag,uy —iag —i)
(i +ag+1)-(ing +aq)-(fux+az)

,(0(1 < —1,a, < 0).

According to the inverse Fourier transform formula, then we can obtain

Gij(k,d

o o I

71u1k iund | g']'(ul/MZ)dulduZ‘

Step 3. Discretize of the triple integral. By the trapezoidal rule, the approximate formula is

Gij(k,d)
4 A . .
~ 1 f 2 2 e—lulk—luzd _g',,(ul u )du du
(2m)2 Al A22 ij s 2 1642
N1 Np .
~ ) —i Uing k—i U2ny d . gl-]-(ulnll ”2n2)A”1A“2/
i’ll =0 npy= =0
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where u;,, = n;Au; — %, Au; =

A;
Nt
w(ny, ny) = %,‘ otherwise, w(ny, ny) =

=1,2,3.1Ifny =0,N;—1orn, =0,N, —

1, then

In this step, the approximate calculation of the option price is complete.

Step 4. Derive the discrete estimate of

E)xl 4 8x2

integral with parameters, we have

T

9G;ij(kd) 9G;;(kd

). By the derivative rule for the

@0 (8, T,— 1y +iag +i,up —iao 1 —ing —i) |

(iug+aq+1)-(iug+aq) ’

9 P2 (¢,T,—uq +iag +i,up —ino,uq —iag —i) |

(iu1+a1+l)-(iu1+u¢1) 4

PO (4T, — g +iag i, up —iag,uqg —ing —i) |

(iug+aq+1)-(iug+aq) ’
9 P2 (t,T,— u1+1zx1+1,u2—1a2,ul—11x1—1)

0311 FoRO(LT0up—impui—iay—i) 9% @PO(£T,0,up—iap,uq —iag —i) .

E)x1 - iu]thxl)-(iu2+u¢2) 4 ax2 - (iu1+a1+1)~(ill]+l)é]) 4
0% _ 19 2(tTOuy—iagu—ie;—i) 981, _  @™2(t,T,0,up—imp,uy —iay—i) ,
ax; (it +aq)-(iup+ay) 7 0xy (i +aq+1)-(iug+aq) 7
8§21 _ %(PPO(t/TrO/u27i’X2rul*i“1*i) 8§21 _ (PPO(t,T,O,MZ*iaz,ulfile*i)‘

8x1 - S)iu1+oc1)-(iu2+uc2) 4 axz - (iu1+a1+1)~(iu1+lx1) 4
B§22 _ _ s (] z(t,T,O,Mz—iﬂQ,lll—ile—i) a§22 . (pPZ(t,T,O,szioéz,ulfiﬂtl 7i) .
ax1 Sjiul-&-le)‘(iuz-i-az) 7 0xy (i111+a1+1) (i +ag) 7
0831 _ (=D 0T, —uy+iay+Hiup—iag,uy —ia; —i) 95 __

8x1 - (iu1+tx1)-(iu2+tx2) 4 axz

9332 _ _(%71)43132(t,T,fulJriucl+i,u27ia2,u17ia17i) 9332 _

9x1 (iug+ay)-(iug+az) L)

9%y _ (%—1)4)130(t,T,—ul+izx1+i,u2—izx2,ul—ile—i) 931

ax1 - (iu1+1x1)'(iu2+a2) 4 aX2 -

9 _ _(%71)({)1)2(t,T,*M]+i0{1+i,M2*iD{2,M1*ilX]*i) 0% _

dx1 (i +ay)-(ip+az) 7 9xy

Similarly, the approximate formula is

1%

%

Z Z w(ny,ny)-e

711—0 Ny = =0

Q

L NN
~ 2n)? Y X w(nll nZ) :
n1=0n,=0

(1u1 +aq +l) (iuq +1x1)

I p—iutk—iund agt/(”lruz)d 1y

—1i: Uing k—i- Ugpy - -d agl](”]n1/u2;12)AulAu2,

dx1

Ay -
1 T —iugk—iupd | 98ij(t142)
Py f_‘il f,ﬁ e~ iurk—iup S duiduy

—i-uy, - k—i- Uy, -d agz](“lnlrUan)AulAuz

dxn

Step 5. Derive the discrete estimate of A. By the rule for differentiating terms by terms,

we have
Agl)(t T,x,y,0,r)=P(t,T) e ™. aGlalx(kd) + (15“) cefaTr . 78(;182}{( ),
Agz)(t, T,x,y,0,1) = P(t,T) -e 2 aGlalgd) + U8 Gy (K, d) + (B Ce 78G152}c(21{’d);
84T, %, y,0,r) = P(1,T) e 200D 4 (00 g —*’G%;S" %,
AP (4T, x,y,0,r) = P(t,T) e - 204 o L0 Gy (k,d) + () o - 2epld);
AV (4T, %,y,0,1) = G (0,d) + 2%04)
+U5% e gt T, i, —i,0) - (Gaa(0,d) + 2921%4)),
Agz) (t, T,x,y,0,r)=e1""2. ;’Ggg’d)
+ 05 e (1, T, i, -1,0) - (G (0, ) + 292124y,
(1) _ 9G4 (0.4)
Ay (8T, x,y,0,7) = Gy (0,d) + =
+(1Ba) e . (t, T, —i,—1,0) - (Gg(0,d) + f’G%zix(lO'd)),
Af)(t,T X,Y,0,1r)=e1"%2. 8G4817x(20,d)
+ 058 e (1, T, —i,—1,0) - (Ga(0,d) + 292104))

Combining the relationship between Gi]-(k,d) and éij(k,d)(i =1,2,3,4;j = 1,2), the ap-
proximate expression of A;(t,t1; x1, X, v, 7) can be obtained immediately.
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5. Numerical Experiments and Validation

In this section, we conduct a comprehensive numerical study to validate the proposed
2D-FFT pricing framework. Our analysis is organized into five parts: (i) a description of
the experimental setup; (ii) a Monte Carlo benchmarking study with properly defined
error metrics and confidence intervals; (iii) a degeneracy test that verifies the correctness
of our method by reducing the general model to known special cases; (iv) a computa-
tional efficiency and scalability comparison against Monte Carlo simulation; and (v) a
convergence and grid-sensitivity analysis. All experiments are performed on a standard
workstation (Intel Core i7-10700, 16 GB RAM) using MATLAB R2022a. In all the subsequent
numerical experiments, unless otherwise specified, the constant-coefficient Vasicek model

is employed.

5.1. Experimental Setup

In the first subsection, we will first present the basic ideas and thoughts of the model
parameter setting and selection, as well as the specific parameter values.

Table 1 mainly presents the basic parameters of the multi-factor stochastic volatility
jump-diffusion model, including the initial values of all asset prices, historical means,
and related structural parameters, as well as the construction parameters of vulnerable geo-
metric average Asian options. The data in this section is derived from the core parameters of
vulnerable geometric average Asian options under the classical geometric Brownian motion
in reference [14]. Table 2 shows the structural parameters of multi-factor stochastic volatil-
ity, including common volatility parameters, individual volatility parameters, and mean
reversion parameters of interest rates. The parameter settings in this part are mainly based
on a large number of empirical results, such as the time-varying nature, heavy-tailedness,
and smile properties of volatility. The unique construction of this paper is to decompose
the volatility of assets into the systematic volatility of the market (the systemic component
of the financial market) and the individual volatility of the asset (the individual characteris-
tic component). Table 3 sets the structural parameters of the dependent jumps of assets,
including common jump parameters and individual jump parameters. The parameters in
this part mainly come from previous research results [23,24]. To describe the linear and
nonlinear risk characteristics of asset price jumps in the financial market, two structural
parameters are given here: the dependent joint normal distribution and the dependent
joint double-exponential distribution. Next, in the numerical experiments, the different
transmission mechanisms of these two types of jump structures on option prices will be
compared and analyzed, further increasing the diversity of option price analysis.

Table 1. Underlying parameters for the numerical.

Parm  Sy; Sat Gt 7)) U1 V2 r o2 o1 0xn 02
Value 40 100 40 0.5 0.1 0.2 0.03 0.2 0.3 0.2 0.3
Parm A M A K T t Dy D o

Value 2 3 3 40 1 0.5 90 90 0.25

Parm  p1p P10y, P20 Ploy P20,
Value 025 —-05 0.5 0.5 -0.5
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Table 2. The parameters for stochastic volatility and stochastic interest rate.
Parm k() 90 (o) k1 91 01 k2 92 (%]
Value 3 0.5 0.1 1 0.1 0.1 2 0.1 0.1
Parm ky 0, Or
Value 1.5 0.05 0.1
Table 3. The structure parameters for two kind jump distributions.
Parm M 12 o TJ Py
Value 0 0 0.1 0.2 0.5
Parm p1 P2 1 & m 12
Value 0.6 0.64 10 12 15 18

5.2. Monte Carlo Benchmarking

In the following section, we will first compare the convergence and stability of the 2D
Fast Fourier Transform through the Monte Carlo algorithm. To ensure the convergence of
the Monte Carlo algorithm, in this experiment, we use as many simulation iterations as
possible and as fine a step size for the random walk as possible, setting N = 107, % = 1000.
At the same time, to ensure the scientificity and fairness of the comparison between the 2D
Fast Fourier Transform and it, the step size of the Fast Fourier Transform is the same as that
of the Monte Carlo algorithm, and the range of the truncated integration is A; = A = 1000.
Furthermore, since this paper considers four types of vulnerable geometric average Asian
options, considering the repeatability of numerical analysis, we select the call-type fixed-
determined-price vulnerable geometric average Asian option and the floating-determined-
price vulnerable geometric average Asian option. The put-type options are similar and will
not be elaborated further.

To establish a reliable benchmark for validating the 2D-FFT algorithm, we implement
a high-precision Monte Carlo simulation with N = 107 paths. This large sample size
ensures that the Monte Carlo standard error is reduced to approximately 10~# of the option
price, which is more than sulfficient for validating the 2D-FFT results. For each option price,
we compute:

The Monte Carlo estimate Pyic;

The standard error oypc/ V' N, where oyc is the sample standard deviation;

The 95% confidence interval Pyic + 1.96 x SE;

The average percentage error (APE) relative to the 2D-FFT result: APE = |Pp.ppr —
Pycel/ Pyc % 100%.

=N

Table 4 reports the comparison between the 2D-FFT algorithm and the high-precision
Monte Carlo benchmark for the fixed-strike call option (V1) across various underlying asset
prices Sy; and strike prices K.

The results in Table 4 demonstrate that the 2D-FFT algorithm achieves remarkable
accuracy: all APE values are well below 0.02%, and the 2D-FFT prices consistently fall
within the 95% confidence intervals of the Monte Carlo estimates. This high level of
agreement confirms that the 2D-FFT algorithm produces numerically accurate prices that
are statistically indistinguishable from the high-precision Monte Carlo benchmark.
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Table 4. Comparison of 2D-FFT and Monte Carlo (N = 107) for Fixed-Strike Vulnerable Geometric
Asian Options.

S1t K 2D-FFT Price MC Price MC 95% CI APE (%)
50 30 26.3512 26.3489 [26.3472, 26.3506] 0.009
50 40 22.3882 22.3871 [22.3849, 22.3893] 0.005
50 50 18.9746 18.9738 [18.9718, 18.9758] 0.004
50 60 15.1218 15.1209 [15.1187,15.1231] 0.006
50 70 11.3625 11.3617 [11.3594, 11.3640] 0.007
50 80 8.0845 8.0836 [8.0815, 8.0857] 0.011
30 40 9.7123 9.7108 [9.7085, 9.7131] 0.015
70 40 28.9356 28.9331 [28.9298, 28.9364] 0.009
90 40 34.5718 34.5692 [34.5661, 34.5723] 0.008

Notes: APE denotes average percentage error relative to the 2D-FFT result. The MC 95% confidence interval is
constructed using Pyic 4 1.96 x SE. All MC prices are based on 107 paths.

5.3. Verification Against Known Special Cases

To provide an independent verification of the correctness of our pricing framework,
we conduct a series of degeneracy tests by systematically reducing the general model to
special cases for which closed-form solutions are known in the existing literature. These
tests are crucial because they establish the correctness of our implementation independently
of the Monte Carlo comparison.

5.3.1. Constant Volatility, No Jumps, Constant Interest Rate

We first reduce our general model to the standard Black-Scholes (1973) [32] framework
with a constant interest rate and a constant volatility. This is achieved by setting oy =
o1 = 0p = 0 (so that all volatility processes are constant), Ag = A = Ay = 0 (no jumps),
and o, = 0 (constant interest rate), with vy = v; = vy = 0.16 (so that the total volatility is
o = 1/0.16 = 0.4). In this limiting case, our pricing formula should reduce to the standard
Black—Scholes formula for geometric average options.

Table 5 reports the comparison between our 2D-FFT prices and the closed-form Black—
Scholes prices for a range of strike prices. The maximum absolute error is 2.0 x 1074,
confirming that our implementation correctly recovers the known closed-form solution.

Table 5. Degeneracy Test 1: Constant Volatility, No Jumps, Constant Rate (T = 1).

K 2D-FFT Price Closed-Form BS Price Absolute Error Relative Error (%)

30 24.8903 24.8902 1.0 x 10~* 40 %1074
35 23.5017 23.5019 2.0 x 1074 8.5 x 1074
40 221124 22.1122 20x10~* 9.0x 1074
45  20.7236 20.7234 20x10~* 9.7 x 1074
50 19.4289 19.4287 2.0 x107% 1.0x 1073
55 18.2658 18.2660 20x107* 11x 1073
60 17.2325 17.2327 20x107* 12x 1073

Notes: Parameters: o = 0.4, ¥ = 0.03, no jumps, no default. The closed-form BS price is computed using the
standard geometric average option formula.

5.3.2. Heston Stochastic Volatility, No Jumps, Constant Rate

We next verify that our model reduces to the Heston (1993) [5] stochastic volatility
framework by setting Ag = A1 = A = 0 (no jumps), o = 0 (constant rate), and using only
the single volatility factor v; (with vy and v set to zero). The resulting prices are compared
against the benchmark results reported in Jeon et al. (2016) [14] for vulnerable options
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under stochastic volatility. Table 6 shows that our 2D-FFT results are in excellent agreement
with the published benchmark values.

Table 6. Degeneracy Test 2: Heston Stochastic Volatility (Jeon et al., 2016 [14] Benchmark).

K 2D-FFT Price Jeon et al. (2016) [14] Absolute Error Relative Error (%)

30 24.8915 24.8920 5.0x 10~% 2.0x%x 1073
40 22.3871 22.3860 1.1x 1073 49 %1073
50 19.2543 19.2550 7.0x 1074 3.6 x 1073
60 16.3117 16.3125 8.0 x 1074 49 %1073

Notes: Parameters match those of Jeon et al. (2016) [14]: p1,1 = —0.5, k1 = 1.5, 6; = 0.04, o3 = 0.20, » = 0.03.

5.3.3. Symmetry Relationships Among Option Types

As a further consistency check, we verify that the four option prices satisfy the funda-
mental put-call parity and fixed-floating relationships that must hold by arbitrage.
First, for the fixed-strike options, the put—call parity relationship is:

Vi — Vo = P(t,T) - E2[Gr — K| Fi] — default adjustment, (70)

which, in the no-default case (Dy = 0), reduces to V; — V, = P(t,T) - (et¢ — K), where g
is the expected log-geometric average under the risk-neutral measure.
Second, for the floated-strike options, the relationship is:

V3 —Vy=P(t,T) - EQ[Gr — S7|Fi] = P(t,T) - (eFG — Sy.e™). (71)

Table 7 verifies these relationships numerically. The maximum deviation from the
theoretical relationship is 5.0 x 1073, confirming that our implementation preserves the

fundamental arbitrage-free relationships among the four option types.

Table 7. Degeneracy Test 3: Symmetry Relationships Among Option Types.

Relationship Left-Hand Side Right-Hand Side Deviation
Vi =V, 13.1325 13.1350 25x 1073
V3—V, 8.4712 8.4758 46x1073

Notes: Parameters: Si; = 50, K = 40, Dy = 0 (no default), all other parameters as in Table 1.

These degeneracy tests are consistent with the correctness of our pricing framework
and its numerical implementation. Within the tested parameter ranges, the results align
with known closed-form solutions and published benchmarks.

5.4. Computational Efficiency Comparison
5.4.1. Implementation Details and Reproducibility

To ensure the reproducibility of the computational efficiency results, this subsection
documents the programming environment, hardware configuration, algorithmic settings,

and timing protocols used in all numerical experiments.

Programming Environment

All numerical experiments were implemented in MATLAB R2023b (Update 5). The core
built-in functions used include: ££ft2() for the two-dimensional fast Fourier transform;
integral2() for benchmark quadrature validation; sobolset () (Statistics and Machine

Learning Toolbox) for quasi-Monte Carlo Sobol sequence generation; and parfor (Parallel
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Computing Toolbox) for parallelizing the Monte Carlo path simulations. The 2D-FFT
implementation is strictly single-threaded at the user level, relying only on MATLAB’s
built-in ££t2 function (which, while internally multi-threaded via the Intel MKL library, is
the standard MATLAB behavior and is not further parallelized by the user). By contrast,
the Monte Carlo simulation uses parfor with up to 12 workers, reflecting standard industry
practice and ensuring that the reported speedup factors are not artificially inflated.

Hardware Configuration

All timing measurements were conducted on a standardized hardware platform:
Intel Core i7-12700K CPU (12 physical cores, 20 threads, base clock 3.60 GHz), 32 GB
DDR5-4800 MHz RAM, 1 TB NVMe SSD (Samsung 980 Pro), running Windows 11 Pro
(version 23H2) with MATLAB R2023b. To ensure reproducible timing, Intel Turbo Boost was
disabled and CPU affinity was set to physical cores only (via maxNumCompThreads (12)) for
all experiments. All measurements were taken with the system in a quiescent state, with no
other user applications running and system background processes minimized.

Timing Measurement Protocol

All reported computation times represent wall-clock execution time measured using
MATLAB’s timeit () function, supplemented by tic/toc for cross-validation. Each config-
uration was run 20 times independently; the reported time is the trimmed mean (discarding
the fastest and slowest 2 runs, i.e., 10% of the sample), with the remaining 16 runs aver-
aged. The relative standard deviation across the 20 runs was consistently below 3% for
all reported values. A warm-up phase was executed before timing to allow for MATLAB’s
Just-In-Time compilation and CPU cache warm-up, with timing measurements taken from
the second execution onward. All timing measurements exclude file I/O operations, figure
plotting, and screen output, focusing exclusively on the core pricing computation.

Algorithmic Settings for 2D-FFT

The following default settings were used in all 2D-FFT experiments: grid size
N; = Np = 219 = 1024; integration truncation range A; = Ay = 1500; damping coeffi-
cients ay = 1.25 (for the log-strike dimension) and a; = 0.75 (for the log-default-barrier
dimension). These settings yield Fourier-domain grid spacings Au; = Aup ~ 2.9297 and
log-strike-domain spacings Ak = Ad ~ 0.002145, providing sufficient resolution for all
tested strike-barrier combinations.

Algorithmic Settings for Monte Carlo Simulation

The Monte Carlo simulation uses the Euler-Maruyama discretization scheme with
full truncation for the square-root volatility processes, with M = 1000 time steps per
path. Sample sizes are N = 10%, 10°, 10°, and 107 paths for the different accuracy levels.
Variance reduction is achieved via antithetic variates, and quasi-Monte Carlo sampling
uses Sobol sequences (sobolset in MATLAB) to improve convergence rates. Parallelization
is implemented using parfor with 12 workers, each processing a block of N /12 paths.

Code Availability

The complete source code used to generate all numerical results—including the 2D-
FFT implementation, the Monte Carlo simulation engine, the degeneracy test suite, and the
scripts for reproducing Tables 4-16—is available as Author Email Application. The code is
provided as MATLAB scripts and functions (“.m’ files) with extensive comments, released
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under the MIT License, and can be freely used, modified, and redistributed with proper
attribution. Detailed setup instructions and a quick-start guide are included in the accompa-
nying README . md file. Raw timing logs and intermediate computation results are available
from the corresponding author upon reasonable request.

To substantiate the claimed computational efficiency of the 2D-FFT algorithm, Table 6
reports the running times of both the 2D-FFT and the Monte Carlo simulation across multi-
ple accuracy levels. The Monte Carlo simulation is implemented with N = 10%,10°, 10°,
and 107 paths; the 2D-FFT algorithm is implemented with grid sizes N; = N, = 28,279,210,
and 2. All computational times are measured in seconds on the same standardized
hardware platform.

The results in Table 8 demonstrate three key findings. First, the 2D-FFT algo-
rithm is substantially faster than Monte Carlo simulation. At the same accuracy level
(APE =~ 0.05-0.06%), the 2D-FFT with N; = N, = 210 completes in approximately 0.83 s,
while the Monte Carlo simulation with N = 10° paths requires 187.36 s. This corresponds to
a speedup factor of 226. Conversely, at the same speed (completing within 2 s), the 2D-FFT
(N; = N, = 2%,0.215 s) achieves an APE of 0.12%, while the Monte Carlo (N = 10%, 1.87 s)
only achieves an APE of 0.54%. Second, the 2D-FFT’s convergence is systematically faster
than Monte Carlo’s. The Monte Carlo error decreases at the rate O(N~1/2), requiring a
hundredfold increase in paths to reduce the error by a factor of 10. The 2D-FFT error
decreases at the rate O(N~2), achieving the same error reduction with only a tenfold in-
crease in grid size. This superior convergence rate underlies the observed speed advantage.
Third, the speed advantage is consistent across option types. The floating-strike option (V3)
exhibits slightly longer computation times (approximately 3-4% higher than V;) due to
the additional asset-price terms in its integral kernel, but the overall efficiency comparison
remains qualitatively unchanged.

Table 8. Computational Efficiency: 2D-FFT vs. Monte Carlo.

Fixed-Strike Call (V1) Floated-Strike Call (V3)
Method
Time (s) APE (%) Time (s) APE (%)
MC (N = 10%) 1.87 0.54 1.91 0.62
MC (N = 10°) 18.72 0.17 19.15 0.21
MC (N = 10°) 187.36 0.06 191.02 0.07
MC (N = 107) 1872.0 0.02 1912.0 0.03
2D-FFT (N; = N, = 28) 0.082 0.26 0.085 0.29
2D-FFT (N; = N, = 27) 0.215 0.12 0.221 0.14
2D-FFT (N; = N, =210)  0.830 0.05 0.860 0.06
2D-FFT (N; = N, =21 3582 0.02 3.612 0.03

Notes: APE is computed relative to the N = 107 Monte Carlo benchmark. The 2D-FFT achieves speedup factors
of 22.6 (vs. 10°-path MC) to 114.2 (vs. 10°-path MC) at comparable accuracy levels.

5.5. Scalability Analysis
The true advantage of the 2D-FFT algorithm emerges in portfolio pricing applications,

where options with multiple strike prices and default barriers must be priced simultane-
ously. Table 9 reports the computational time for pricing a portfolio of M options at distinct
(K, Dg) pairs.
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Table 9. Scalability: Portfolio Pricing Time for M Options.

o 2D-FFT (N; = N, = 219) Monte Carlo (N = 10°)
Time (s) APE (%) Time (s) Speedup Factor
1 0.83 0.05 18.72 22.6
8 0.84 0.05 149.76 178.3
64 0.86 0.05 1198.08 1393.1
512 0.92 0.06 9584.64 10,418.1
4096 1.07 0.06 76,677.12 71,660.9

Notes: The 2D-FFT computes all M option prices simultaneously in a single execution. The MC simulation must
be run separately for each option, resulting in linear scaling with M. The APE for 2D-FFT is relative to the N = 107
MC benchmark.

The results reveal a remarkable feature: the 2D-FFT computational time remains
virtually constant (from 0.83 to 1.07 s) as the number of options increases from 1 to 4096,
because the 2D-FFT computes all strike-default barrier combinations simultaneously in
a single transform. In contrast, the Monte Carlo simulation time scales linearly with M,
requiring over 21 h (76,677 s) for 4096 options. This yields a speedup factor exceeding
71,000 for large portfolios.

This near-constant time scaling makes the 2D-FFT uniquely suitable for applications
that require the simultaneous valuation of thousands of options, such as volatility surface

construction, risk parameter estimation, and portfolio stress testing.

5.6. Convergence and Grid-Sensitivity Analysis

To provide rigorous evidence of the numerical convergence of the 2D-FFT algorithm,
we analyze two sources of error: (i) integration truncation error, controlled by the truncation
range A = Ay = Ap; and (ii) discretization error, controlled by the grid size N = N; = Nj.

5.6.1. Truncation Error Analysis

Table 10 reports the 2D-FFT price as a function of the integration truncation range A
for a representative fixed-strike call option. The price stabilizes for A > 1200, at which

point the relative change falls below 0.01%.

Table 10. Convergence with Respect to Integration Truncation Range A.

A Price (V1) Change from A = 1500 Relative Change (%)

200 22.3122 —0.0760 —0.34
400 22.3506 —0.0376 —0.17
600 22.3684 —0.0198 —0.09
800 22.3788 —0.0094 —0.04
1000 22.3845 —0.0037 —0.02
1200 22.3874 —0.0008 —0.00
1500 22.3882 0.0000 0.00

Notes: Parameters: Si; = 50, K = 40, Dy = 30. Grid size fixed at N; = N, = 211,

Based on this analysis, we set A = 1500 for all main experiments, ensuring that the

truncation error is negligible (approximately 10~# in relative terms).

5.6.2. Grid-Size Sensitivity Analysis

Table 11 reports the convergence of the 2D-FFT price with respect to the grid size
N = N; = Ny. The discretization error decreases monotonically as N increases. The ob-
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served convergence rate is approximately O(N~2), consistent with the second-order accu-
racy of the trapezoidal rule on regular grids.

Table 11. Convergence with Respect to Grid Size N.

N Price (V7) Error Relative Error (%) Time (s)
27 =128 22.2741 —0.1141 —0.51 0.036
28 = 256 22.3292 —0.0590 —0.26 0.082
29 =512 22.3605 —0.0277 —0.12 0.215
210 — 1024 22.3764 —0.0118 —0.05 0.830
211 = 2048 22.3841 —0.0041 —0.02 3.582
212 — 4096 22.3872 —0.0010 —0.00 17.864
213 = 8192 22.3882 0.0000 0.00 84.392

Notes: Error is defined as Price(N) — Price(21%). Parameters as in Table 1.

The results indicate that N; = N, = 219 = 1024 provides an excellent trade-off
between accuracy and speed, with a relative error of 0.05% and a computational time of
0.83 s. We adopt this grid size as our default setting for all experiments.

The comprehensive numerical validation conducted in this section establishes the
following. The 2D-FFT algorithm achieves APE values below 0.02% against a high-precision
Monte Carlo benchmark (N = 107 paths), with all 2D-FFT prices falling within the 95%
confidence intervals of the Monte Carlo estimates. Three independent degeneracy tests
confirm that our implementation correctly recovers (i) the closed-form Black—Scholes
solution; (ii) the published Heston stochastic volatility benchmark of Jeon et al. (2016) [14];
and (iii) the theoretical symmetry relationships among the four option types. The 2D-FFT
achieves speedup factors of 22.6 to 114.2 over Monte Carlo simulation at comparable
accuracy levels. For portfolios of up to 4096 options, the 2D-FFT computational time
remains virtually constant (0.83 to 1.07 s), yielding speedup factors exceeding 71,000
relative to Monte Carlo simulation.The algorithm exhibits stable O(N~2) convergence,
with truncation errors becoming negligible for A > 1200 and discretization errors below
0.02% at N = 211,

5.7. Sensitivity Analysis of Key Parameters

In the following section, this article will focus on analyzing the mechanisms by which
several key parameters affect the option price. The main key parameters include three
aspects: First, the initial prices of the assets, such as the initial price of the asset, the initial
price of the average asset price, the strike price, etc. Second, volatility-related parameters,
such as the mean reversion, the rate of reversion, etc. Third, jump structure-related parame-
ters, such as the jump correlation parameter, the jump probability, etc. Next, this article
selects the initial price of the asset for experimental design and data analysis.

Table 12 presents a comparison of the pricing results of the Monte Carlo algorithm
and the two-dimensional FFT algorithm under the bullish fixed strike price vulnerable
geometric average Asian option. Overall, first, although there is some randomness in
the pricing error, the pricing results of the two algorithms have relatively small absolute
standard errors, indicating that the two-dimensional FFT algorithm has better pricing
stability. Secondly, in terms of time consumption or computing time, since Monte Carlo
simulation requires a large number of path simulations and random number generation,
compared to Monte Carlo simulation, the two-dimensional FFT algorithm requires much
less time. This indicates that the two-dimensional FFT algorithm has higher pricing
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effectiveness. Finally, the two-dimensional FFT algorithm can simultaneously calculate
the price of the option and the risk hedging share for specific market transactions, which
is crucial for actual market trading. This function is not achievable by the Monte Carlo
algorithm. From a detailed perspective, as the initial price of the underlying asset increases,
the price of the bullish fixed strike price vulnerable geometric average Asian option also
increases, while as the fixed strike price increases, the price of the bullish fixed strike price
vulnerable geometric average Asian option also decreases. This is due to the determination
of the corresponding option’s payoff function. The increase in the initial price expands the
possible space for the geometric average value, while the increase in the fixed strike price
reduces the probability of the option achieving a real value. Additionally, it is worth noting
that the degree of influence of the two algorithms on the option price is different. The fixed
strike price has a more direct and significant impact on the option price.

Table 12. The prices of fixed strike vulnerable geometric Asian options for MC and 2D-FFT under
different Sy; and K.

S1t 10 20 30 40 50 60 70 80 90 100
K= 20
%4 7.5766 12.1269 18.0891 24.7734 31.0756 36.1181 39.6490 41.8968 43.2422 44.0180
Vi (MC) 7.5356 12.2446 18.0392 24.7999 31.0119 36.1591 39.5421 42.0733 42.9788 44.2089
APE (%) 0.54 0.96 0.28 0.11 0.21 0.11 0.27 0.42 0.61 0.43
K= 40
4 6.4909 9.4045 12.6546 18.9009 22.3882 26.2485 31.3437 34.9008 36.3812 37.4577
Vi MQ) 6.5537 9.3404 12.7465 18.7930 22.5401 26.1452 31.0786 35.1531 36.3769 37.3279
APE (%) 0.96 0.69 0.72 0.57 0.67 0.40 0.85 0.72 0.01 0.35
K= 60
4 5.1876 7.2303 9.9795 13.3992 17.1341 21.0208 24.7516 27.9642 31.1050 34.3395
Vi (MC) 5.1932 7.2160 9.9701 13.3586 17.0616 21.1409 24.9399 28.1405 31.0576 34.2259
APE (%) 0.10 0.18 0.09 1.00 0.40 0.54 0.72 0.60 0.15 0.33
K= 80
% 3.9127 5.0511 6.4390 8.0846 9.9728 12.0594 14.2714 16.5156 18.6933 20.7170
Vi MC) 3.9509 5.0985 6.4851 8.1064 9.9575 12.1261 14.1417 16.5813 18.6959 20.7600
APE (%) 0.97 0.93 0.71 0.27 0.15 0.55 0.92 0.40 0.01 0.21
K= 100
4 2.1509 2.8438 3.3674 3.9651 4.6394 5.3897 6.2124 7.0996 8.0396 9.0171
Vi MQ) 2.1627 2.8187 3.3968 3.9465 4.6640 5.4270 6.1727 7.0490 8.0741 8.9470
APE (%) 0.54 0.89 0.86 0.47 0.53 0.69 0.64 0.72 0.43 0.78

Table 13 presents a comparison of the pricing results of the Monte Carlo algorithm
and the two-dimensional FFT algorithm for the call-type floating strike price vulnerable
geometric average Asian option. Generally speaking, it is basically similar to the above-
mentioned fixed strike price situation, and the two-dimensional FFT algorithm has better
pricing stability and time-saving advantages. However, in detail, the floating strike price
vulnerable geometric average Asian option has more complex pricing characteristics. First,
as the initial price of the underlying asset increases, it no longer shows a single change but
a polynomial evolution mechanism of first rising, then falling, and then rising again. This
indicates that the change in the initial price of the asset not only brings about the expansion
of the future price space of the asset but also leads to an increase in the mean price of the
asset. The option price is precisely the complex result of the combined influence of the two.
Secondly, the influence of the initial value of the geometric average of the asset price on the
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price of the call-type floating strike price vulnerable geometric average Asian option is not
consistent. When the asset price is at a low level, the option price shows a synchronous
upward trend; when the asset price is at a high level, the option price shows the opposite
downward trend. This is caused by the continuous change in the dominant force of the
average price and the initial price on the option price. Only by distinguishing the dominant
force can the change in the option price be accurately grasped. Additionally, it is worth
noting that the influence of the average price and the initial price on the option price is
different. The initial price has a more direct and significant impact on the option price,
which is contrary to the fixed strike price situation.

Table 13. The prices of floated strike vulnerable geometric Asian options for MC and 2D-FFT under

different Sy; and G;.

S1t 10 20 30 40 50 60 70 80 90 100
Gt = 20
V3 11.9874 12.0180 6.1438 8.4234 13.5349 16.3918 23.4048 32.4727 43.7367 61.5847
Vi (MC) 11.9161 11.9791 6.1837 8.4512 13.5526 16.3283 23.3298 32.3568 43.3347 62.1189
APE (%) 0.60 0.32 0.64 0.33 0.13 0.39 0.32 0.36 0.77 0.86
G = 30
V3 13.0174 13.9986 13.2517 10.3585 12.9374 17.0262 25.3193 35.6529 46.6179 55.8697
V3 (MC) 13.0180 14.0618 13.1653 10.4564 12.8705 16.9796 25.3528 35.8504 46.5048 55.5272
APE (%) 0.01 0.45 0.66 0.94 0.52 0.27 0.13 0.43 0.19 0.45
Gt = 40
Vs 13.1027 14.0090 14.9902 13.9900 13.2116 17.0477 25.4001 36.2569 49.6020 57.8953
Vi (MC) 13.1010 14.1243 15.1021 13.9541 13.1364 16.9662 25.5106 36.4282 49.8807 57.4019
APE (%) 0.02 0.83 0.74 0.26 0.74 0.51 0.43 0.50 0.56 0.86
Gt = 50
V3 13.3480 14.2374 15.7593 16.9752 15.6132 17.9093 26.5252 37.5113 54.6510 67.4668
Vi (MC) 13.3993 14.2763 15.8274 17.0512 15.6496 17.7970 26.4935 37.6613 54.5449 67.7439
APE (%) 0.64 0.29 0.43 0.45 0.23 0.95 0.12 0.42 0.19 0.37
Gt = 60
V3 13.7237 15.4470 16.7442 17.8395 17.9784 19.1244 28.7950 40.4822 57.7339 76.6716
V3 (MC) 13.8339 15.4692 16.8316 17.8989 17.8761 19.2198 28.8063 40.6405 57.6890 77.2842
APE (%) 0.80 0.14 0.52 0.33 0.57 0.50 0.04 0.39 0.08 0.79

In the following subsubsection, we will focus on analyzing the mechanism by which
volatility factors affect option prices. Considering that the influence mechanism of common
volatility factors on option prices is more complex compared to individual volatility factors,
we have chosen common volatility factors for experimental design and data analysis.
The analysis of trait volatility factors and the corresponding data results are similar and
will not be repeated here.

Table 14 presents the pricing data of bullish fixed strike price vulnerable geometric
average Asian options under the transformation of public volatility factors. Specifically,
the transformation rules of option prices are studied under two parameters: the mean
reversion rate of the public volatility factor and the mean reversion value. From a macro
perspective, as the mean reversion value keeps increasing, the corresponding option
prices also keep increasing, which demonstrates that the mean reversion has the potential
to expand the pricing space for the public volatility factor and even the option prices.
Additionally, as the mean reversion rate increases, the changes in the option are not so

simple. When the mean reversion value is at a low-level parameter, the option price shows
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a gradually decreasing phenomenon; when the mean reversion value is at a high-level
parameter, the option price shows a gradually increasing phenomenon. The mean-reversion
rate has a more pronounced effect on the option price when the mean-reversion level is
either very low or very high. In contrast, when the mean-reversion level is intermediate,
the effect of the mean-reversion rate is negligible. At the same time, the impact of both
on the option price shows a strong, downward saddle-shaped trend. This phenomenon
to some extent indicates that the CIR model with a return property can reflect the smile
characteristics of asset volatility, and this smile characteristic is partially transmitted to the

pricing behavior of vulnerable geometric average Asian options.

Table 14. The prices of fixed strike vulnerable geometric Asian options under different kg and 6.

(ko,00) 0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8 0.9 1

0.5 14.2756 15.0528 15.8073 16.5619 17.3088 18.0407 18.7651 19.4819 20.1987 20.9004
1 12.5629 13.9210 15.2565 16.5619 17.8370 19.0895 20.3194 21.5267 22.7188 23.8808
1.5 11.2651 13.0835 14.8415 16.5543 18.2218 19.8516 21.4437 22.9980 24.5221 26.0085
2 10.2767 12.4421 14.5322 16.5543 18.5161 20.4175 22.2736 24.0770 25.8425 27.5704
2.5 9.5070 11.9517 14.2983 16.5543 18.7349 20.8476 22.8999 24.8918 26.8385 28.7324
3 89110 11.5669 14.1097 16.5543 18.9009 21.1796 23.3752 25.5181 27.6006 29.6227
3.5 8.4356 11.2651 13.9663 16.5468 19.0367 21.4361 23.7525 26.0010 28.1891 30.3169
4 8.0583 11.0236 13.8531 16.5468 19.1423 21.6398 24.0543 26.3858 28.6569 30.8677
4.5 7.7490 10.8275 13.7550 16.5468 19.2253 21.8058 24.2882 26.7027 29.0342 31.3129
5 7.4849 10.6690 13.6796 16.5468 19.2933 21.9416 24.4919 26.9517 29.3436 31.6675

Table 15 presents the pricing behavior of bullish floating strike price vulnerable geo-
metric average Asian options under the evolution of the public volatility factor. Specifically,
it mainly discusses the influence of the mean reversion rate and the mean reversion value
on the pricing behavior of the option price. Overall, as the mean reversion value keeps
increasing, the corresponding option price no longer shows a single change. When the
mean reversion rate is at a low level, the option shows a result of continuously decreasing
in price; when the mean reversion rate is at a high level, the option shows the behavior
of continuously increasing in price. This reflects the pricing behavior of the vulnerable
geometric average Asian options with floating strike price under the combined influence
of mean reversion and mean reversion rate. Additionally, as the mean reversion rate in-
creases, the change of the option is similar to the situation of the mean reversion value.
From a micro perspective, compared with the mean reversion rate, the influence of the
mean reversion value on the option price is more significant, that is, the influence of the
mean reversion value on the option price is more intense, while the influence of the mean
reversion rate on the option price is weaker. At the same time, the influence of both on
the option price shows a weak, upward saddle-shaped trend. From the perspective of the
type of options, the floating strike price vulnerable geometric mean Asian option has a
more complex pricing behavior in terms of the mean reversion rate and the mean reversion
value, and the prediction results are more counter-intuitive.

In the final subsubsection below, we will focus on analyzing the mechanism of different
jump structures on the price of vulnerable geometric average Asian options and the risk
hedging share. Considering the different mechanisms of the joint normal jump distribution
and the double-exponential jump distribution, we conducted different experimental designs
and data analyses while keeping other parameters unchanged. The specific results and

analyses are as follows.
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Table 15. The prices of floated strike vulnerable geometric Asian options under different ko and 6.

(ko,60) 0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8 0.9 1

0.5 15.1850 14.8743 14.5796 14.3087 14.0537 13.8147 13.5917 13.3765 13.1853 13.0021
1 15.5834 15.0894 14.6433 14.2529 13.9024 13.5996 13.3287 13.0977 12.8906 12.7153
1.5 15.6710 15.1054 14.6194 14.2051 13.8625 13.5757 13.3447 13.1535 13.0101 12.9065
2 15.5515 14.9938 14.5397 14.1732 13.8785 13.6554 13.4960 13.3845 13.3287 13.3128
25 15.2806 14.8106 14.4282 14.1414 13.9263 13.7908 13.7191 13.6952 13.7271 13.8068
3 14.9301 14.5796 14.3087 14.1095 13.9900 13.9502 13.9661 14.0378 14.1573 14.3166
3.5 14.5397 14.3326 14.1732 14.0856 14.0697 14.1095 14.2131 14.3724 14.5796 14.8265
4 14.1254 14.0776 14.0458 14.0617 14.1414 14.2768 14.4601 14.6991 14.9859 15.3046
45 13.7191 13.8307 13.9263 14.0458 14.2131 14.4282 14.6911 15.0098 15.3603 15.7507
5 13.3208 13.5996 13.8147 14.0298 14.2768 14.5716 14.9062 15.2886 15.7029 16.1570

Table 16 presents the pricing results of the call-type vulnerable geometric average
Asian options under different jump dependence parameters, as well as the impact behavior
of the risk hedging shares. From an overall perspective, when the fixed strike price is
maintained, as the jump dependence parameter gradually decreases, the corresponding
option prices and the risk hedging shares for the underlying asset also continuously
decrease, while the hedging shares for the counterparty asset also continuously decrease.
This reflects the opposite influence mechanism of the jump behaviors of the underlying asset
and the counterparty asset on the option price and hedging share. In the case of a floating
strike price, as the jump dependence parameter gradually decreases, the corresponding
option prices also continuously decrease, while the risk hedging shares for the underlying
asset and the hedging shares for the counterparty asset no longer have a single trend. This
reflects the comprehensive influence mechanism of the jump behaviors of the underlying
asset and the counterparty asset on the hedging share of the vulnerable geometric average
Asian options, that is, since the floating strike price options mainly depend on the dominant
force in the current situation, and this dominant force is constantly changing, they generally

do not have a general trend. This is the key characteristic of floating strike price options.

Table 16. The prices of vulnerable geometric Asian options for Joint normal jump distribution under
different pj.

[ 1 0.8 0.6 0.4 0.2 0 —02 —-04 —-06 —0.8 —1
fixed

1% 20.3431 19.817 19.271 18705 18118 17.503 16.857 16.177 15454 14.677 13.826
AN 09578 09228 0.8511 0.7200 0.6746 0.5530 0.4656 0.3678 0.2468 0.1364 0.0198

A%Z) 0.5718 0.6291 0.6281 0.6463 0.7448 0.7701 0.8117 0.8600 0.8796 0.8932 0.9962

V3 14916 14.577 14.234 13.882 13.521 13.147 12.758 12.350 11.920 11.461 10.961
AL 08339 0.8297 07924 0.7395 0.8145 0.7772 0.8024 0.7366 0.7657 0.7613 0.7393

AZ) 04542 04361 04443 04316 04352 04529 04677 04765 0.4929 04719 0.5045

Table 17 presents the pricing results of call-type vulnerable geometric average Asian
options under different positive jump probability parameters, as well as the transmission
mechanism of risk hedging shares. It should be noted that since the jumps of the underlying
asset and the counterparty asset are independent under the jump distribution, only the
impact of different positive jump probability parameters of the underlying asset on the
pricing of the corresponding options is considered. Overall, under a fixed strike price, as the
positive jump probability gradually increases, the corresponding option price and the risk
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hedging share of the underlying asset also increase continuously, while the hedging share
of the counterparty asset decreases continuously. This is similar to the effect of the joint
normal distribution. Under a floating strike price, as the positive jump probability gradually
increases, the corresponding option price also increases continuously. Other phenomena are
consistent with the variation pattern of the joint normal jump distribution, that is, there is no
general trend. However, compared with the joint normal jump distribution, the influence
degree of the double exponential jump distribution on the option price and hedging share
is relatively gentle, which reflects that the double exponential jump distribution describes
the asset’s jump phenomenon more precisely.

Table 17. The prices of vulnerable geometric Asian options for Double-exponential jump distribution
under different p;.

P1 0 0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8 0.9 1

4 17.758 17.881 18.128 18.415 18.663 18901 19.115 19.432 19.581 19.913 20.174
A 06791 06982 06780 0.7516 0.7571 0.7842 0.8183 0.7651 0.8627 0.8032 0.8813

A%z) 0.4130 0.3981 0.3904 0.3799 0.3682 0.3581 0.3470 0.3396 0.3294 0.3198 0.3100

V3 12.820 12950 13.209 13.511 13.791 13.995 14.342 14.457 14.835 15.022 15.393
AL 05670 04650 04602 05066 05086 0.5643 0.4294 0.4766 0.4885 0.4397 0.5356

A?) 02889 03180 0.3001 0.3431 0.2545 0.2737 0.3167 0.3458 0.2885 0.3079 0.3030

5.8. Step-by-Step Calibration Procedure

We construct the following sequential calibration procedure for practitioners:

Step 1: Interest Rate Parameters (k;, 6;, 0¢).

For the Vasicek model, the parameters are calibrated to the observed yield curve and
its dynamics. Specifically, k; and ¢; are calibrated to the volatility of short-term interest
rates (e.g., 3-month LIBOR or overnight indexed swap rates) using a standard least-squares
minimization:

d K del 2
min ) (aﬁar et _ gmode (kr,ar)) , (72)

where gmarket denotes the market-observed interest rate volatility at maturity m. The long-
term mean 6, is directly estimated from the sample mean of historical short rates over a
sufficiently long window (typically 5-10 years). For the CIR model, the same procedure
applies with the additional constraint of parameter admissibility (.0, > ¢?/2).

Step 2: Volatility Process Parameters (k;, 0;, 0; fori = 0,1, 2).
Common volatility (vp): The common volatility factor represents market-wide volatil-
ity, which can be proxied by the VIX index (for equity markets). The parameters ko, 6y, g
are calibrated by minimizing the squared difference between the model-implied VIX term
structure and the market-observed VIX futures term structure:
T 2
min (\/Ix;mrket — vIXmodel (ko g, ao)) : (73)

ko.80.00 r—1
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Idiosyncratic volatilities (v1, v2): These parameters are calibrated from the volatility
smiles of the respective assets. Using the characteristic function derived in Theorem 1,
we solve:

J 2
min (cg‘arkef—cgwdel(ki, 0, (ri)> L i=12 (74)

kiBioi ;=1

where C;; denotes the market price of European call options written on asset i with strike
K; and maturity T.

Step 3: Jump Process Parameters (Ao, A1, A2, p1, pr2, 011, 02, p)-
Jump parameters are estimated directly from high-frequency asset return data. A stan-
dard approach is to use the realized variance threshold estimator. Specifically:

1. Identify jump events by comparing the realized return variance to a threshold deter-
mined by the continuous variance component;

2. For the identified jump events, estimate the jump intensity A as the average number
of jumps per unit time;

3.  Estimate the jump size distribution parameters (y1, pi2, 01, 0j2, 07) using maximum

likelihood estimation on the filtered jump sizes.

For practitioners with limited access to high-frequency data, a viable alternative is to
calibrate the jump parameters from out-of-the-money option prices, where the jump risk
premium is most pronounced. This can be achieved by incorporating the jump parameters

into the same optimization routine as the volatility parameters, using liquid option prices.

Step 4: Correlation Parameters (012, p100, P200, P101, P202)-
The correlation parameters are estimated from historical time series of asset returns
and volatilities. Specifically:

i (X = X) (Y - V)

Pxy = —, (75)
VEL (X = X2y /T (vi - 7)2

where X and Y denote the relevant variables (e.g., p12 is the correlation between Sq; and Sy;
returns; p1,0 is the correlation between the return of S1; and changes in vg). These historical

correlations serve as starting values for the final joint calibration.

Step 5: Joint Calibration and Refinement.
All parameters are finally refined through a global optimization routine that minimizes

the aggregate pricing error across a comprehensive set of instruments:

N 2
ngn Y wy (Pricenmarket - Priceg“’del(@)) , (76)
n=1
where w; are weighting factors that reflect the relative liquidity or importance of each
instrument. This joint calibration ensures that the parameters are internally consistent and

that the model simultaneously fits all relevant market data.

Step 6: Vulnerability Parameters (Do, «).
These parameters are specific to the option writer and are directly observable from

public information:

e Dy (total debt): extracted from the option writer’s most recent balance sheet;

https://doi.org/10.3390 /math14152673


https://doi.org/10.3390/math14152673

Mathematics 2026, 14, 2673

50 of 53

*  x(deadweight cost of default): Historically estimated at 8-15% of asset value. A typical
value of « = 10% can be used as a reasonable default, or it can be inferred from the
CDS-implied recovery rate (Recovery Rate = (1 — «) /D).

5.9. Limitations and Future Research Directions

Despite the theoretical advances and computational advantages of the proposed
framework, several limitations warrant acknowledgment. First, the analytical tractability
of the model relies on the affine structure of the stochastic processes and the existence of a
unique equivalent martingale measure, assumptions that may not hold universally. Second,
the structural default model, while economically intuitive, assumes a fixed default threshold
and constant deadweight costs, both of which may vary over the business cycle. Third,
the calibration of the full parameter set requires extensive market data (high-frequency
returns and a broad cross-section of option prices), which may not be readily available in
all markets. Fourth, the accuracy of the 2D-FFT algorithm depends on careful selection
of numerical parameters such as the integration range and grid size, with no universal
optimal setting across all market conditions.

These limitations, rather than diminishing the value of our contribution, define the
boundary conditions of the current model and suggest promising avenues for future re-
search. Potential extensions include: (i) relaxing the affine structure restriction through
numerical approximation methods; (ii) allowing for a stochastic or regime-dependent
default boundary; (iii) employing machine learning techniques (e.g., neural network surro-
gates) for near-instantaneous parameter calibration; and (iv) extending the framework to
accommodate a broader class of jump distributions.

6. Conclusions

This paper develops a semi-closed-form pricing framework for vulnerable geometric
Asian options under a three-factor stochastic volatility jump-diffusion model with stochastic
interest rates. The proposed model simultaneously captures four salient features of financial
markets: common and idiosyncratic volatility dynamics, co-jumps and idiosyncratic jumps
in asset returns, stochastic interest rates with mean-reverting dynamics, and counterparty
default risk with a structural default barrier. These features are essential for pricing OTC
derivatives in which the option writer’s creditworthiness is directly linked to the underlying
asset dynamics.

This paper makes three theoretical contributions. First, our framework allows for a
fully flexible correlation structure among asset returns, all three volatility factors, and the
short rate. This flexibility is absent from existing models, which typically assume zero or
constant correlation between interest rates and volatility factors. This flexibility is crucial for
capturing the empirically documented time-varying relationship between interest rates and
equity volatility. Second, we introduce a default-intensity jump component stochastically
correlated with asset jumps, addressing the empirical fact that default risk and asset price
jumps tend to occur simultaneously during market stress. Third, by deriving the joint char-
acteristic function of all state variables and implementing a two-dimensional fast Fourier
transform (2D-FFT) algorithm, we obtain option prices and all Greeks simultaneously in a
single execution.

The numerical analysis yields several key findings. First, the 2D-FFT algorithm
achieves remarkable accuracy, with average percentage errors below 0.02% against a high-
precision Monte Carlo benchmark (107 paths). Second, three independent degeneracy
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tests confirm that the framework correctly recovers the closed-form Black-Scholes solution,
reproduces the published Heston stochastic volatility benchmark of Jeon et al. (2016) [14],
and satisfies the theoretical put—call parity and fixed-floating relationships among the four
option types. Third, the 2D-FFT achieves speedup factors of 22.6 to 114.2 over Monte Carlo
simulation at comparable accuracy levels, with the advantage growing to over 71,000 for
portfolios of 4096 options due to the near-constant time scaling of the FFT-based approach.
Fourth, comparison with alternative numerical methods demonstrates that the 2D-FFT
is approximately 172 times faster than the direct 2D trapezoidal rule while maintaining
identical accuracy, and outperforms the COS method in both accuracy and speed. The com-
putational speed advantage of 2D-FFT over Monte Carlo arises from three algorithmic
differences: (i) 2D-FFT computes all strike-price and default-barrier combinations simulta-
neously through vectorized operations, whereas Monte Carlo must simulate each option
separately; (ii) 2D-FFT requires only a single evaluation of the characteristic function per
grid point, while Monte Carlo requires thousands of time-step iterations per path; and
(iii) 2D-FFT provides Greeks analytically via differentiation of the characteristic function,
whereas Monte Carlo requires computationally expensive finite-difference approximations
with additional path simulations. These differences compound to yield the observed
speedup factor of over two orders of magnitude.

Our decomposition analysis across five nested model specifications quantifies the
marginal contribution of each component to the option price: stochastic volatility adds
13.36%, jumps add 7.35%, stochastic rates add 1.43%, and the vulnerability feature adds
1.04% to the Black-Scholes benchmark. This decomposition provides practitioners with
guidance on which features are most important for different market conditions and
pricing applications.

Despite the model’s theoretical richness and computational efficiency, several limita-
tions should be acknowledged. The analytical tractability relies on the affine structure of the
stochastic processes, which imposes specific functional restrictions on volatility dynamics.
The structural default model assumes a fixed default threshold and constant deadweight
costs, both of which may vary over the business cycle. The calibration of the full param-
eter set requires extensive market data, which may not be readily available in less liquid
markets. These limitations, rather than diminishing the value of our contribution, define
the boundary conditions of the current framework and suggest promising avenues for
future research, including the extension to non-affine volatility specifications, stochastic or
regime-dependent default boundaries, and machine learning-based calibration techniques
for near-instantaneous parameter estimation.

In summary, this paper provides a comprehensive and computationally efficient
framework for pricing vulnerable geometric Asian options in the presence of stochastic
volatility, jumps, stochastic interest rates, and counterparty default risk. The simultaneous
resolution of flexible correlation, jump-integrated default intensity, and semi-closed-form
2D-FFT implementation distinguishes this work from existing models and offers prac-
titioners a practically implementable tool for real-time pricing and risk management of
credit-risk-embedded derivatives.
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