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1 Introduction

In the past two decades a considerable number of studies have been devoted to the
generalizations of the standard theory of financial contingent claims in finance. Because
the option theory originally developed by Black and Scholes (1973) assumed that the
underlying asset price follows the geometrical Brownian Motion and there is a constant
risk free interest rate among several other assumptions, there have been some attempts
to relax these aspects of the standard Black-Scholes theory.

One of the important characteristics of many asset prices is the phenomenon that
the volatility of asset returns does not seem to be constant and change randomly over
time. This empirical observation has led to the direction that the volatility should be
incorporated into the analysis as a state variable. In the options pricing models, the
effects of stochastic volatility have been investigated by Hull and White (1987, 1988),
Johnson and Shanno (1987), Wiggins (1987), Scott (1987), Stein and Stein (1991),
Heston (1993), and Ball and Roma (1994). Another important aspect in the analysis
of contingent claims has been the fact that the spot interest rate is the fundamental
economic variable in the economy and it cannot be treated as a constant. The feature
that interest rates are stochastic has been incorporated into the modeling of the contin-
gent claims. Merton (1973), Rabinovitch (1989), Turnbull and Milne (1991), and Amin
and Jarrow (1992) are the representative researches in this respect. Recently Kim and
Kunitomo (1999) also have developed the option pricing theory in the direction closely
related to the present study.

However, the attempts to construct the stochastic model for the contingent claims
that allow the randomness of both the volatility and interest rates have not been made in
abundance. See Amin and Ng (1993), Bakshi and Chen (1997), Baily and Stulz (1989),
Helmer and Longstaff (1991), and Scott (1997) for this line of investigations. Due to
the fact that we need to treat both the stochastic volatility and interest rate processes
at the same time, the existing valuation methods in the past become complicated in the
general case and their results can be hardly analytical except some special cases of the
underlying stochastic processes. For instance, the closed-form expressions obtained by
Bakshi and Chen (1997), and Scott (1997) contain the Fourier inversion formula even
in the simple cases. The methods based on the inversion formulae have been further
developed by Bakshi and Madan (2000), and Duffie, Pan, and Singleton (2000).

In this paper, we shall develop a general framework of the analysis of the European
type contingent claims including the futures price, the forward price, and the options
prices that incorporate both the stochastic volatility and stochastic interest rates. Our
method is based on the asymptotic expansion approach called the small disturbance
asymptotics in which we consider a sequence of stochastic processes when the diffu-
sion parameters of some stochastic processes are small under the probability measure
@, which is equivalent to the historical probability measure P. The small disturbance
asymptotics under @) has been recently developed by Kunitomo and Takahashi (1995,
1998, 2001), Takahashi (1999), Yoshida (1992). It has been justified by the Watanabe-
Yoshida theory on Malliavin Calculus mathematically in the rigorous manner, which
is an infinite dimensional analysis of Wiener functional and the generalized Wiener
functionals on the abstract Wiener space, and is called as the Malliavin- Watanabe
Calculus. (See Watanabe (1987) or Chapter V of Ikeda and Watanabe (1989), for its
basics.) The details of this theory, the mathematical notations, and applications to



derivative pricing problems have been explained by Kunitomo and Takahashi (1998,
2001). Our formulation of stochastic processes in this paper differs from that of Ku-
nitomo and Takahashi (1998) mathematically because the limiting stochastic processes
are the solution of stochastic differential equation and we need the non-degeneracy con-
dition for the partial Malliavin covariance of certain random variables. In this sense
this paper gives a new application and a real example of Malliavin-Watanabe Calculus
to financial derivative analysis.

As we shall show in this paper, our approach has the advantage that we have the
explicit formula for the theoretical values of contingent claims which can be decomposed
into the leading term plus several additional terms when both the stochastic volatility
and the spot interest rate follow the general class of continuous processes. The leading
term is the well-known formula when both volatility and interest rate are constant and
hence it allows us to investigate the effects of the stochastic volatility and stochastic
interest rates on the contingent claims explicitly in the analytical way.

When the volatility function is stochastic, the underlying financial markets can be
incomplete and there is a basic issue on interpreting the derivative pricing problem. In
this regard we shall adopt an analogus argument on the market completion by Romano
and Touzi (1997) and it is possible to give the financial (or economic) meaning of our
results. Also we shall show that it is straightforward to incorporate more complicated
stochastic models into our framework including the HJM term structure of interest
rates model.

In Section 2 we give the general framework of our analysis when the spot interest
rate follows a diffusion process. Then in Section 3 we present the main results on the
futures price, the forward price, and the European options prices. Section 4 provides a
numerical example with some modified CIR type interest rate and volatility processes
and gives some evidence on the numerical accuracy of our formulae. We shall also
mention to a possible application. Section 5 gives the discussions on the related issues
including an interpretation of our framework, the risk premium functionals, the change
of measures problem, and an extension to the HJM type term structure of interest rates.
Also some concluding remarks are given in Section 5.3. Section 6 is the mathematical
appendix for some proofs omitted in Sections 2 and 3.

2 Asymptotic Behavior of the Underlying Asset Price
Process

Let (Q, F,{Fi}tecpo,1); @) be the filtered probability space with the probability measure
Q. We consider a continuous time economy with a trading interval [0, T (T' < 4+o00) and
the probability measure @ is equivalent to the historical probability measure P. We
implicitly assume that there does neither exist any default risk nor any transaction costs
with bonds and securities. Let S,ge’é) (0 <t <T) be the price of the underlying security
at t with two parameters 0 < ¢,6 < 1 . We consider the situation that this security
pays no dividends and the price process follows the stochastic differential equation

t t
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where 'r,ge) is the instantaneous spot interest rate at t with the parameter 0 < ¢ < 1,

Jéé) is the instantaneous volatility at t with the parameter 0 < 6 < 1, and Wy; is

the Brownian motion under ) . The non-negative stochastic process Jéé) follows the

stochastic differential equation :

(2.2) ol —00—1—/ fio (ol u, du—|—5/ we (o, u)dWa,

where Wy, is the second Brownian motion under ). We note that when the volatility
function is not a traded asset, the markets for the contingent claims on the underlying
asset {S’Lfe’é)} could be incomplete.

For the interest rate processes, we assume that there exists a locally riskless money
market and the money market account (accumulation factor) is given by M()(t) =
exp( [y 'rg )ds) . We also consider the situation when there also exist the bond markets
in the economy and let P(9)(s,¢) (0 < s < t) be the discount bond price at s with the
maturity date ¢t . In Sections 2 and 3 of this paper we assume that the non-negative
(instantaneous) spot interest rate process 'rff), which is consistent with the money
market and the discount bond markets, follows the stochastic differential equation :

(2.3) r()—ro—l—/ o ( u,u e)du—l—e/ wr(() u)dWs, ,

0
where Wy is the third Brownian motion under (). As the simplest case we have the
situation when all discount bond prices P()(s,t) (0 < s <t < T) are solely determined

by the single factor {rff)}. Later in Section 5.2, however, we shall discuss the HJIM
term structure of interest rates model in which the spot interest rate is not necessarily
Markovian. (See (5.72) and (5.74).)

In (2.1)-(2.3) we consider the general situation when three Brownian motions under @
are correlated and their instantaneous correlations are given by

L ps  pr
(2.4) EQ[dwt dw”: po 1 por |dt,
pr Proe 1

where we denote dw; = (AW, dWay, dWsy)' .

In Sections 2 and 3 we treat both the interest rate process and the volatility function
of the asset returns were as Markovian processes under the probability measure (). The
form of the stochastic differential equations in (2.1)-(2.3) should be interpreted as the
representation under the probability measure @, (alternatively we write Q(c(®), r(9))),
which is equivalent to the measure P for the observed price process and the interest
rate process. The probability measure () is a martingale measure for the discounted
security price process given the volatility process and the interest rate process. We
shall further discuss the related interpretation in Section 5.1, which is similar to the
one by Romano and Touzi (1997), and mention to an extension to the non-Markovian
HJM model on the term structure of interest rates in Section 5.2.

Let G(S(T6 ’6)) be the non-negative payoff function of the European contingent claim
at T on the underlying security {S’Lfe’é)}. The contingent claims are regarded as Wiener
functionals in the Wiener space which are not necessarily smooth in the standard
mathematical sense. In this paper we try to analyze the theoretical values of the



contingent claims based on the payoff which is a function of time 7" security price. The
immediate examples of this type are the forward contract, the futures contract, and
the standard European options contracts. For our purpose, we define the theoretical
values of this type of contingent claims.

Definition 2.1 : The theoretical value of the FEuropean contingent claim with the ter-
minal payoff function G(S(Te’é)) at time t is given by

T
(2.5) G = EQ[G(S5”) exp (— / rg€>ds> |7
t

provided that the expected value is finite, where the expectation operator is taken with
respect to the probability measure QQ given the o-field F;.

We shall analyze the effects of the stochastic volatility and the stochastic interest rates
on the theoretical value of the contingent claims when both € and § are small. In
order to develop the asymptotic expansion approach when both ¢ and € are small, we
need to have some regularity conditions for that the solutions of (2.1)-(2.3) are well-
behaved and the stochastic expansions of the stochastic processes {rff)} and {a,ﬁé)} can
be allowed.

Assumption I: (i) The drift functions ur(rff), t,e€), u(,(a,gé), t,¢) and the diffusion
functions wr(r,ge), t), w(,(a,gé), t) are Fi-measurable, bounded, and Lipschitz continuous
with respect to their first arguments. Also there exist a finite Ky such that

T
(2.6) [ 10+ S0 @ Pids < Ko
(74) The drift functions are continuously twice differentiable and their first and second
derivatives are bounded uniformly in € and ¢ . The volatility functions are continuously
differentiable and their first derivatives are bounded uniformly in € and 6.
(#4) For any 0 < t < T we have [j 02ds > 0, where oy is the solution of the ordinary
differential equation

t
(2.7) or = 09 —I—/ to(0s,8,0)ds .
0
Assumption II : There exists a positive ¢ (0 < ¢ < co) such that
J
2.8 lim —=c .
( ) 57390 € ¢

Under Assumption I-(i) we have the existence of the unique strong solution for
{S’Lfe’é)}, {a,ﬁé)} and {r,ge)} satisfying the SDEs in (2.1)-(2.3) by using the standard
results in Section IV of Ikeda and Watanabe (1989). The condition in (2.6) is quite
strong and could be relaxed considerably. In any case, however, we need some conditions
to assure the integrability for (2.5). For the purpose of practical applications we need



some approximation arguments to deal with the stochastic processes including the well-
known non-negative interest rates and volatility processes. We shall illustrate this issue
in Section 4. By applying Ito’s lemma, the solution of (2.1) can be expressed as

t 1 2 t
(2.9) Sf"” = Spexp {/ [rfj) - = (Jéé)) ] ds —I—/ Jéé)dwls} .
0 2 0

In the rest of this section, we shall investigate the asymptotic behavior of the security
price process in the situation ! when e | 0 and § | 0. We shall drive the explicit form
of Sf"” for any 0 <t < T in the small disturbance asymptotic approach. Let

1
(2.10) AW = —[r? =],

(0)

where r; = r; "’ is the solution satisfying the ordinary differential equation

t
(2.11) T =Ty —I—/ wr(rs,s,0)ds .
0

By substituting 'r,ge) =1+ eAﬁf) (t) into (2.3), we have

eAgf) (t) - /t{ [:U«r(rs + eAg’e) (3)7 S, 6) - MT(T& 3, 6)] + ['U’T(TS’ o 6) o MT(TS’ 8 0)] }ds

0
t
(2.12) —|—6/ wy(rs + eAﬁ,e)(s), s)dWss .
0
Then by using Assumption I-(ii), we can find positive constants ¢; and ¢y such that for
any ¢
t t
(2.13)  |A9@)]| < / 1] A€ ()] + eolds + | / wr(rs + €A (s), ) dWa| -
0 0

Also by using the standard arguments in stochastic analysis, the martingale inequality,
and the Grownwall inequality, we can find positive constants c3 and ¢4 such that

(2.14) ECJAY#)]?] < eze’ , E9] sup AL (8)]?] < +o0
0<t<T

uniformly with respect to € . Hence we confirm the convergence in probability that
r{? = ry uniformly with t to t 0
p + uniformly with respect tot ase | 0.

Let

(2.15) EO() = 5l e~ eA (1),

where A,(t) = plim,|o AL (t) . Then by substituting 'r,ge) =ri+ €A (t) + €2E7(-€)(t) into
(2.3), we can use a similar argument recursively to lead that EQ[|E7€€)(t)|2] is bounded
uniformly with respect to ¢t and ¢ and we have the uniform convergence of A&e) (t) to
A, (t) with respect to t as € | 0 in probability. We need similar arguments on the
existence and convergence of random variables A, (), which we have omitted. By using

! Recently Sircar and Papanicolau (1999) have used ”the small randomness of volatility”, which is
similar but different from the small disturbance asymptotics in Kunitomo and Takahashi (1995, 1998,
2001), Takahashi (1995, 1999), Kim and Kunitomo (1999).



the above arguments under Assumption I, the stochastic expansion of the instantaneous

interest rate 'r,ge) can be expressed by

(2.16) r? =ri+e A(t)+ Ry

as € | 0, where the remainder term R; is in the order o,(€). Then by using (2.12) and
convergence arguments of its each terms, A, (t) can be regarded as the solution of the
stochastic differential equation :

(2.17)  A.(t) = /Ot[aur(rs, $,0)A(s) + Oy (rs, 5,0)]ds + /Ot wy(rs, s)dWss |

where we denote

(e)
(2.18) Opr(rs, 5,0) = M ,
8r£€) rge):rs,ezo
and ©
(2.19) Fpr (s, 5,0) = 289
Oe e=0

In order to have a concise representation for A,(t), let ;" be the solution of dY;" =
Opr (14, t,0)Y/ dt with the initial condition Yy = 1. Then (2.17) can be solved as

(2.20) A (t) = /Ot Y (YD) w,(rs, 8)dWas + 0 py (s, 5,0)ds] .

Similarly, under Assumptions I and IT we can expand the integral equation (2.2) with

respect to § . By using the same argument as 'rff), the stochastic expansion of the

stochastic volatility aﬁ‘” can be also expressed by

(2.21) o = o, +6 As(t) + Ry

as 0 | 0, where the leading term oy is the solution of the ordinary differential equation
(2.7), the second term is given by A, (t) = plims|o A((;S)(t) with AY) (t)(= [0,@ —ay]/9),
and the remainder term Ry is of the order o,(d). Let Y7 be the solution of dY;” =
Ope (o, t,0)Y? dt with the initial condition Yy = 1. Then because A,(t) is the solution

of the corresponding stochastic differential equation as (2.17) for {aié)}, we can express
Ay (t) as

t
(2.22) A (t) = / Y (VE)  wo (0, 8)dWas + 0 g (0, 5,0)ds]
0
where dw, (05, 5,0) and 3° i (0, 5,0) are defined in the same ways as (2.18) and (2.19).

In the next lemma we summarize the asymptotic behavior of the security price process
Sfe’é) as e | 0and § | 0. The proof is given in Section 6.1.

Lemma 2.1 : (i) Under Assumptions I and II,

(2.23) sup S99 — S| — 0 (a.s.),
0<s<t<T

as €] 0 and § | 0, where Sy is the solution of the stochastic differential equation

(224) dSt = ’I”tStdt + atStdWU N



and {ri} and {0y} are the solutions of the ordinary differential equations (2.7) and
(2.11).

(ii) Let JMC(SLS”S)) be the Malliavin covariance of the stochastic process S,ge’é
Sf"” € D®(R) 2 . Then we have

)

and

(2.25) sup  |oaro(SL99) — 552/ o2du| — 0 (a.s.)
0<s<t<T 0

as €| 0 andd | 0 under Assumption II.
Next we shall derive the asymptotic expansion of the security price process Sfe’é) as
el 0and d | 0. For this purpose we insert (2.16) and (2.21) into (2.9). By evaluating

the probability order calculations, we obtain the expressions for the first term of the
exponential part in (2.9) as

t 9 t 2 t t
/ [rfj) 1 (Jg‘s)) ] ds = / Ty — Is ) ds -+ e/ A, (s)ds — 5/ 0sAs(s)ds + Rs
0 2 0 2 0 0

and for the second term of the exponential part in (2.9) as
t t t

(2.26) / oOdWy, = / osdWis + 0 / Ag(8)dWis+ Ry,
0 0 0

where R; (i = 3,4) are the remaining terms of the higher orders.
If we set the leading term as

t
(227) Xt :/ osdWis ,
0

we can write (2.9) as

Sf"” = Soexp{

t 2
X1 —1—/0 (rs — %) ds]
(2.28) e /0 " A (s)ds + 0 [ /0 " A (5) AW — /0 t JSAJ(s)ds] +R5} ,

and

T T T
(2.29) exp l/ r dt] = exp{/ rsds + € / Ay (s)ds + R6} ,
0 0 0

where R5 and Rg are the remaining terms of higher orders.
Then we can obtain a stochastic expansion of the price process of the security at time
t with respect to € and 0 which can be summarized in the next lemma.

2 Let the H-differentiation be defined by DFy,(w) = lim.—o(1/¢)[F(w-+¢ch)—F(w)] for a Wiener func-
tional F'(w) and h € M, where M is the Cameron-Martin subspace of the squared integrable functions
in the Wiener space W. Then the Malliavin covariance is given by omc(F) =< DF(w),DF(w) >u,
where < - >p is the inner product of M space. We need some stronger conditions than Assumption I
for the class D*°(R) . See Theorem 3.1 of Kunitomo and Takahashi (1998) for the details.



Lemma 2.2 : Under Assumptions I and II, an asymptotic expansion of the price

)

process of the security S,ge’é at any particular time point t as € — 0 and § — 0 is given

by
SLSG(S) = S exp{[Xlt + /Ot ("”s - %§> ds]
(r) 2
- 0]+ 05150 lf@ ik J(lt)Q]
(2.30) + 5/\J(t)[% 1] ferne + 0 (2 — 2) + R5]} ,

where zy (i = 1,2,3) are the random variables with E®[z;| X14] = 0, EQ[22] < 00 (i =
17 27 3)7

(2.31) o(t)? = Var(Xy) = /Otagds,

(232) 500 = o [ ([ v7as) 00w woudu
(2.33) a0 = [ ([ Vs ) 070 00,
(2:34) 500 = g0 [ ([ oeds) (00) wnlon wod,
(2.35) A(t) = /0 t ( /u t JSYS"ds> (V)0 g (0, 1, 0) s

and Rs is the remainder term of the order op (€, 6) .
Under Assumptions I and II we can find positive constant c¢5 and ¢g such that

(2.36) EQ[S{Y) < ese™! | B sup [S{)7] < +oo
0<t<T

uniformly with respect to € for any p > 2. Also it is straightforward to show that
E®[exp(cr(e, 0)X2))] is bounded for sufficiently small ¢z (e, §) and EQ[eXp{fOT agé)dWls}]
is bounded for any € and 0 . (See Section IV of Ikeda and Watanabe (1989).) The re-
maining proof of Lemma 2.2 is given in Section 6.2.

We should note that we have the non-degeneracy of the random variable X1; for any
0 <t < T as the key condition ® from our Assumption I-(iii). Let X{:’é) = log{SLfe’é)}
and JMC(XS’(S)) be the Malliavin covariance of X{?é), which is the partial Malliavin
covariance of the three dimensional process in (2.1)-(2.3). Then the integrated volatility
function o ()2 can be interepreted as the limit of the corresponding partial Malliavin

3 S¢rensen and Yoshida (2000) have independently developed a general framework and used the
non-degeneracy condition of the partial Malliavin-covariances for their analysis. We omit the details of
the Malliavin-Watanabe Calculus in this paper because we need lengthy arguments and many math-
emathical notations, which have been already discussed by Kunitomo and Takahashi (1998, 2001).
Nonetheless it is possible to show the non-degeneracy of the truncated Malliavin covariance for X 1(?5)
in the class D*°(R) with Assumption II by similar arguments as Section 3 of Kunitomo and Takahashi
(1998).



covariance JMc(X{?(S)) ase | 0.

By evaluating inequalities and other related arguments, it is possible to take the
expectation operator and its asymptotic expansion in terms of € and ¢ in (2.5) with
respect to the probability measure () when

(2.37) G(S¥Y) < max{ Ky, S¥}

for some constant K5 . Hence in the next section we shall take the expectation operators
and their asymptotic expansions formally because the terminal payoff functions of the
forward, the futures, and options satisty this condition.

3 Futures, Forward, and Options Prices

3.1 Futures and Forward Prices

First, we consider the theoretical values of the futures contract written on the security
S,ge’é) that matures at time 7. The standard financial theory asserts that the futures
price at time zero, Fp, is determined by

(3.38) Fy = B9 [5§]

where the expectation is taken with respect to the probability measure Q. (See Chapter
8 of Duffie (1996) for the simple arbitrage free arguments for the forward contract and
the futures contract, for instance.) By applying Lemma 2.1 and using the moment rela-
tions that for X177 ~ N (0, 0(T)?) we have E[exp(X17)] = exp(a(T)?/2), E[X exp(X17)]
o(T)?exp(o(T)?/2), and E[X 2 exp(Xi7)] = o(T)?[0(T)*+ 1] exp(c(T)?/2), we imme-
diately obtain the following result.

Theorem 3.1 : Under Assumptions I and II, an asymptotic expansion of the theo-
retical value of the futures contract at time zero with the delivery time T, Fy, is given

by
(3.39) Fy = Spexp (/OT rsds> {1 +e Z({Q)(T) +e )\T(T)} + o(e, 9)

ase | and § | 0, where Z({Q)(T) and A\.(T) are given by (2.32) and (2.33), respectively.

We should notice that there is no effect due to the stochastic volatility in (3.39)
up to the order of o(e,d) although there might be some effects on the higher order
terms. From this result, we can predict that for the futures price the effect of volatility
is considerably smaller than the effect of stochastic interest rate on the futures price.
Next we consider the theoretical value of the forward contract written on the security
S,ge’é) that matures at time 7. The standard financial theory asserts that the forward
price at time zero, fy, is determined by

B9 exp (< fi riVds) 5]
(3.40) fo= 7o [exp (_ i frff)dsﬂ

10



By using the fact Elexp(aX)] = exp(%Z) when X ~ NJ[0,X] and a is a constant, the
denominator of (3.40) can be written as

E° lexp (— /OT rg)ds)] = exp (— /OT rsds — € )\T(T)> x [1+ Rg] ,

where Rg is the remainder term of the order op(e). Then we have the following result
on the forward price.

Theorem 3.2 : Under Assumptions I and II, an asymptotic expansion of the theoret-
ical value of the forward contract at time zero with the delivery time T, fy, is given

by .
(3.41) fo = Soexp (/0 rsds> X {14 e X(T)} + o(e, 9)

ase | 0 and d | 0, where \.(T) is given by (2.33).

Let the first term in (3.39) be Fp and set the coefficient of € in (3.39) to be F.
Then Theorem 3.1 asserts that the futures price can be decomposed into the futures
price under constant interest rate and the adjustment terms as

(3.42) Fo=Fc+ [Fp — Fo]+€F, +o(e,0)

where F is the futures price under constant interest rate rg and volatility og. The
second term in (3.42) represents the adjustment value induced by the deterministic
interest rate. The third term is the adjustment value induced by incorporating the
stochastic interest rate. Because Y in Z({Q)(T) takes only positive values, we have the
following result.

Corollary 3.1 : Under Assumptions I and II, we have the relations depending on p,
such that

1
4 lim - [Fp — 0 ¢ 0
(3.4 i o= fol >0 if pe >0,
1
44 lim — [Fop — fol =0 1 =0
(3.4 I o= Rl =0 if pr=0,
1
4 lim - [Fp — 0 ¢ 0.
(3.45) lim o~ ol <O if pr <

There have been some discussions on the relation between the futures price and the
forward price when the short term interest rate is stochastic. First, when the interest
rate is independent of the underlying asset, the futures price is equal to the forward
price, which is also the direct result from (3.40). Second, when the interest rate has
positive (negative) correlation with the underlying asset, the futures price is greater
(smaller) than forward price. This result has been also presented in Equation (26) of
Cox, Ingersoll, and Ross (1981). From our analysis, we have found that the relations
between the futures price and the forward price mentioned above hold even when the
volatility of underlying asset is stochastic in the small disturbance asymptotics sense.

11



3.2 Options

We consider the theoretical value of the European call options contract written on the
security Sfe’é) that matures at time 7. For a given exercise price K at the expiry date
T, the theoretical price of such option at the initial date, Vj, can be given by

(3.46) Vo = ECQ Hz(;"”} +]

under the probability measure @, where [-]* denotes the function max]0, -] and

T
259 _ exp <_ i rgdds) (569~ K]

By substituting (2.30) into Z(T6 ) and using (6.100) on the discount factor, we can obtain
(,6)

the expression for Z;" as
(3.47) Z(Te"s) = Zo+ 020 + €ZS + 0(2hp — 257) + €2ip + Ry
where
1 T
Zo = Spexp (XlT — §(;2(T)> — Kexp —/ rdt |
0
(T [ X2 X
0 _ 12 1T 1T
Zl = S() exp (XIT — —J [ ( ) XlT — 1) + )\J(T) (W —

. T E(T)()
Z; = Kexp(—/o 'rtdt> { o (T)? Xar + A (T )}

and Ry is the remainder term of the order oy (¢, d). In the above expression the random
variables 27, (i = 1,2, 3) have been defined by zj, = 217K exp (— fOT 'rtdt) and zjp =
zirSo exp(Xir — 20(T)?) (i = 2,3). Then we need to evaluate

BA)Vo = EQZI(Sf — K|+ EQIZI(SE” — KO + B9 Z{1 (S — K)]
+ E[R(SYY — K)),

where I( - ) is the indicator function. By the result of lengthy derivations as outlined in
Section 6.3, we finally have obtained the theoretical value of the European call options
contract as the next theorem.

Theorem 3.3 : Under Assumptions I and II, an asymptotic expansion of the theo-
retical value of the European call option with maturity T when the interest rate and
volatility are stochastic, Vy, is given by

T
v = [S()@(dl)—Kexp (- /0 mu) <I>(d2)]

()
Lo [232(;? Sod(dr) + A(T)®(ds) K exp (— / i mdt)]
(o)
(3.49) + 5[ E;?T()j;) dy + ):((TT))]SOQb(dl) + o(e, 0)
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as €, | 0, where ®(-) is the distribution function of the standard normal variable and
¢(+) is its density function, do = di — o(T) , and

. = — 1 _— p—
(3.50) dy (T [og 7 —I—/O (rs—l— 205> ds] ,

and also 2({2) (T),Z(lg)(T), M (T) and Ao (T') are defined by (2.32), (2.34), (2.33), and
(2.35), respectively.

Let the first term in (3.49) be BSp and we set the coefficients of € and 0 to be BS,
and BS,, respectively. Then Theorem 3.3 asserts that the European stock call option
price can be decomposed into the original Black-Scholes price and the adjustment terms

as
(3.51) Vo = BS + [BSp — BS| 4+ € BS, + 0 BS; + 0(¢€,0)

where BS stands for the original Black-Scholes option price under the assumptions
of constant interest rate and volatility. The second term in (3.51) represents the ad-
justment value induced by the deterministic interest rate which in itself relies on the
assumed interest rate and volatility model. The third term and the fourth term are the
adjustment values induced by the stochastic interest rate and the stochastic volatility,
respectively. Hence our results include many previous studies as special cases in the
sense of the small disturbance asymptotics.

By using the similar procedure for the valuation of European call options, we can
derive the theoretical value for the European put options whose payoff function is given
by [K — S(T6 ’6)]+ at the maturity time 7. By deriving the asymptotic expansion of the

random variable [—Z(T6 ’6)]+, we have the next result.

Theorem 3.4 : Under Assumptions I and II, an asymptotic expansion of the theo-
retical value of the Furopean put option with maturity T when the interest rate and
volatility are stochastic, V', is given by

T
Ve = [Kexp (- /0 mu) <I>(—d2)—SO<I>(—d1)]

(r)
+ € [Ea%g)&mﬁ(dl) — A (T)@(—d2) K exp (— /OT "”tdt>]
(o)
(3.52) + 0[- E(;?T(;) dy + ):((TT))]SOQb(dl) + o(e, 0)

as €,0 | 0, where ®(-) is the distribution function of standard normal variable and ¢(-)
is its density function, and d; (i =1,2), Z(lg)(T), Z(lg)(T), o(T), \e(T) and A\s(T) are
the same as in Theorem 3.5 .

4 A Numerical Example and Related Analysis

4.1 A CIR Type Interest Rates and Volatilitiy

In this section, we give some numerical examples to illustrate our theoretical results
in Section 3. For this purpose we assume that the spot interest rate and volatility
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processes are of the CIR square-root process originally proposed by Cox, Ingersoll, and
Ross (1985b) for the spot interest rate model * . They are given by the stochastic
differential equations

(4.53) do®) = kg (640 vy — o)t + 61/ oD dWyy
and
(4.54) dr,ge) =Kk (F+ ey, — 'r,ge))dt +€ 'r,ge) dWsy

under the probability measure @) . We notice that (4.54) is the special case of (2.3) when

we take ur(rge), S,€) = Kp(F+€v, — 'r(;)) and wr(r(;), s) = 'r(;), where k.., 7, and € are

positive constants. Also (4.53) is also a special case of (2.2). The assumption of the
CIR type processes for two state variables could be justified by the reason that both the
nominal short term interest rates and the volatility functions take non-negative values
with the mean-reversion properties. It may be important to note that the conditions in
Assumption I are not satisfied in that the diffusion functions w,(r,t) and w,(0o,t) are
not differentiable at the origin and the non-negative processes are not bounded from
the above in the present case. As Section 4 of Kunitomo and Takahashi (1995) have
indicated, however, we can have the corresponding smoothed versions of the modified
CIR type stochastic processes because there is only one point where the differentiability
breaks down and we can take a sufficiently large upper truncated bound. In any case
when the initial state variables are positive, it is possible to show that the probability
of hitting the origin is o(¢, §) and the solutions are not explosive.

In our example it is possible to give some simple formulae for the valuation problems.
The solution of the ordinary differential equation (2.11) for the spot interest rate is given
by ry = roe” "' +7(1—e~"r*) and for the volatility process the solution of the differential
equation (2.7) is provided by o; = oge %! + 5(1 — e "') . Then the variance function
o(T)? can be calculated from fOT o2ds and it is given by

(6 — 09) {4&6“"T (1 — e““T) + (6 — 00) (62 rol _ 1)}

—2
+a“T .
2e2ksT Ko

J(T)2 =

In the standard Black-Scholes model, o(T") reduces to ooVT, which corresponds to the
case when & = oy . Also we have that ¥;” = e™*! and Y} = e "' . By using the

definition of Z({Q) (T') in (2.32), the integration operation gives the following expression:

15 (T)
Pr T (T—u) — % — 1 — d
I 1 _ e b u Krtl = — Kol —1 Kol
Hr/o ( e )(e (ro —7) —I—'r) (ope +a(1—e ") du
p 2.\/Fe ((1 + 26”“’“T)\/7T _ 3¢5 \/fro — (1 — e“TT)> +7 ('F(l + 2Ty — ro) ay
= ;r[ 2€I€TT/</7’\/%
T 7 —
[P (e T 1) (e = 1) o) d“] |
0o €

4 This example cannot be included in the affine class of stochastic processes recently introduced by
Duffie, Pan, and Singleton (2000) because of (2.1)-(2.3).
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where we have used the notation a, defined by

F(2emT — 1) + 7o+ 2 5 \/F2(e“TT — 1)+ 7ro
ar = log

(\/ro + V/7)?

(o

Also by using the definition of 212)(T) in (2.34), we can calculate the integration
explicitly as

STy = z_z /OT [& (1 B e—fea(T—U)) n ?e—nau (e—QnU(T—u) B 1)]

3
X [ope™ """ + 5 (1 —e"")]2 du
Y1+v2+ 73 Go
7 60e2roTk2 7

where ~; (i=1,2,3) and a, are similarly defined by

~(pkoT __ 1
v o= 2\/”(6 — T) 0 (&2(24 —13e"T — 11627 T)
e o

+500(13¢" 7 — 48) + 240 ,

v = —2J00 (&2(45 —90e" T — 6062 + 500 (60T — 20> T — 75)
+03(30 — 6> T))

v = 15V7 (62(6e"" + 4e?” = 3) + 6500(1 — " ") — 303)

and

7(2efT — 1) + 09 + 2¢"5" \/&Q(e%T —1)+a09
(\/5—1— V00)?

The standard notation in the Black-Scholes formula d; becomes in the present case

as = log [

1 So o, 1 (1 ey 4 O(T)
dl_a(T) (lOgK—I_TT—i_/@r(TO (1l —e )+ 5 ,

and d2 = d1 — J(T).
Finally, we can simplify the leading term in the discount factor considerably and it is

given by
T =
exp (—/ Tt dt) = exp (— ro—r (1 — e_""“T) — fFT> .
0 Ry

4.2 Numerical Accuracy

We report some results on the numerical accuracy of our formulae by using the CIR
interest rates and volatility example. We take v, = v, = 0 and hence \.(T') = A\;(T) =
0 for the resulting simplicity. Since we are interested in the case when the covariances
between three state variables are not zeros, we give a set of numerical values for the
cases of p., po, = —0.5,0.5 . Among many cases of our numerical examples we shall
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report only one case. It is the case when the initial interest rate is in the downward
phase and we set rg = 0.11, ¥ = 0.08, k,, = 2.0, and € = 0.1 . For the stochastic process
on the volatility function, it is the upward phase case and we set o9 = 0.2, & = 0.3,
ke = 4.0, and § = 0.1 . Also we take that the time to maturity is assumed to be one
year (T'=1). For the futures price, we set Sy = 100. For the call option case, we set
K =100 and Sy = 90, 100, 110 to incorporate moneyness of options.

Each table in this sub-section corresponds to the numerical value of the approxima-
tions up to o(e, d) based on the asymptotic expansions in Theorem 3.1 and Theorem
3.3 by ignoring higher order terms. For the call option case, the option value under the
original Black-Scholes model has been also given for the comparative purpose. As the
benchmark, we also provide the Monte Carlo simulation results in the first row of each
table. The number of simulated sample paths is 10,000 and the time interval is 250 .
As the discretization method of sample paths, we have adopted the Euler-Maruyama
approximation. All results are the mean of 200 simulation trials.

Table 1 describes the numerical accuracy of our formula for the futures price. As men-
tioned in Section 3, it should be noted that in our analysis the forward price under the
stochastic interest and the stochastic volatility differs from the futures price slightly. In
addition, the parameters of stochastic volatility are not appeared in our formula which
is in the order of o(e,d) . We can observe in Table 1 that our formula is numerically
very close to the simulation results. For example, when p, = p, = —0.5, the pricing
bias is 0.006 yen, which is equal to only 0.005 % of the true value.

Table 2 describes the numerical example for the European call option for at-the-money
case. When k, = k, = 0 and € = § = 0, the case corresponds to the original Black-
Scholes economy with constant risk free interest rate and volatility. The Black-Scholes
value in this case BS is 13.868. We can observe in Table 2 that our option pricing
formula is very close to the simulation results. For example, when p, = —0.5 and
po = 0.5, the discrepancy between them is 0.013 yen, which is only 0.085%. Table 3
and Table 4 also give the numerical results with the same set of parameter values for
the in-the-money and the out-of-the-money cases, respectively.

4.3 Term Structure of Implied Volatilities

In our setting (2.1)-(2.3), the implied volatility o*(T') is the same as the implied average
volatility 7(T") when € = § = 0, where we denote 7(T')% = (1/T) fOT oZdt . In the general
case, however, by using Theorem 3.3 the implied volatility and the implied average
volatility can be defined by the solutions of the nonlinear equation

Vo —logk + Tro+ Lo*(T)? —logk + Tro — Lo*(T)?
5 - D] a*(T)\/TE | — kexp (=Tro) @[ a*(T)\/T2 ]
= [®(d1) — kexp (=T7(T)) (dy)]
M d M (T)P(do)k Tr(T
+6[\/T&(T)¢( 1) + Ar(T)®(d2)k exp (=T7(T))]
S(T) | A(T)
(4.55) +5[_T?(T)2d2+ﬁ5(T)]¢(dl) +o(€, ),
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where k = K/Sy, dy = di — VT&(T), di = |~ logk + TR(T) + T35(T)?| /[5(T)VT),
and we denote the average interest rate 7(T') = (1/T) fOT redt .

Here we have interpreted the implied volatility as the volatility calculated from the
Black-Scholes formula by using call options market prices. The implied average volatil-
ity is a reasonable volatility index if the actual price of the call options in market is
equal to the theoretical value in Definition 2.1. Furthermore, by ignoring higher order
terms the above equation can be solved with respect to o*(7') and it can be written as

(456)  o"(T) = HD(k, #(T), o(T), T, SH(T), B35, A(T), Ao (T)) -

Hence it is analytically possible to investigate the various shapes on the implied volatil-
ity o*(T') or the implied average volatility (7") as the functions of the variables k and
T including the well-known phenomena of wvolatility smile. Since it is extensive to in-
vestigate the term structure of volatilities both in analytical as well as empirical ways,
we shall report them in another occasion.

5 Discussion

5.1 Risk Premium, Complete Market, and Near Completeness

We have interpreted the stochastic processes in (2.1)-(2.4) under the measure @), which
can be different from the probability measure P governing the observable stochastic
processes. When we consider the measure P for the observable underlying asset price
and the bond prices with the spot interest rate, we could write the stochastic differential
equation under P as

S S
(5.57) &) =rg +/ 11 (r9, u)du + e/ w,(r9, u)dBE, |
0 0
where p(+, u) is the drift function, w, (-, u) is the diffusion function, and Bj, (u) is the

Brownian motion for the spot interest rate under P. Also the stochastic differential
equation of the volatility function for the underlying asset could be written as

t t
(5.58) 0,56) =00+ / 115 (09, u)du + 5/ We (0 u)[co2d By, + ca3d B3]

0 0
where £ (-, w) is the drift function, w, (-, u) is the diffusion function, B3, is the Brownian
motion for the volatility function which is independent of B3, under P, and ¢g; (i = 2, 3)

are constants with the normalization condition E¥ [cog B}, +co3 B%;]? = t. The stochastic
differential equation for the underlying asset price under P could be written as

t
(5.59) SO = S+ / w5(SP, u)SPdu
0
t
+ / oSO c11dB;, + c12dB3, + c13dB3,]
0

where pg (-, u) is the drift function, BY, is the Brownian motion for the security market
under P, which is independent of B, (i = 2,3), and ¢y; (i = 1,2, 3) are constants with
the normalization condition E¥[c1y B}, + c1oB3, + c13B%]? = t. We note that the asset
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9 has only one parameter § under the probability P in this setting.

price SLS

In financial economics it has been often considered when there exist risk premium
functionals associated with the Brownian motions. In this section we denote Age’é)(u)
as the risk premium processes for the Brownian motions B, (i = 1,2,3) under the
probability measure P. For the simplicity of our discussion on the risk premium func-
tionals we first consider the single factor model in the bond market and let P(€) (re, t,T)
be the discount bond price with the maturity period T satisfying

(5.60) AP, T) = 15 (¢, T)PO(t, T)dt + ) (¢, T) PO (¢, T)d B3,

where ug) (t,T) and v(9) (¢, T) are the drift term and the volatility function of the bond
price, respectively. By using the standard argument of the no-arbitrage condition the

risk premium functional )\ge)(t) can be determined by

VO, TN () = S (¢, 7) — 19

provided that /(¢ (t,T) > Ofor any € > 0 and the consistency condition lime | () (t,T)=
0 . For the stochastic volatility let us assume that there exists a traded contingent claim
whose price can be written as G(6 6)( G(S((S) ) 'rff), t)) at t. Then this price process
can be re-written as

(5:61) G = pSO Gt
€,0 €0)r x N N . . .
+ O_(G‘ )(t)Gf‘ )[Cll(t)dBlt —|— 612(t)dB2t _|_ 613(t)d33t(t)]7

where u(é’é)(t) and J(Gf)(t) are the drift term and the volatility function of the contingent

6), again by using the standard

claim price. Together with the stochastic process for SLS
arguments of the no-arbitrage conditions, the risk premium functional )\Ee’é)(t) (i =

1,2, 3) can be determined by

€,0 9 e
woll el et () (0t
€,0 €,0 € € o e e
(oS (t) el el || AR | = <t>
0 0 (€ (t,T) )\g; 0) (6) (t T) - r§€)
(5.62)

Then the risk premium functionals can be uniquely given by solving the above equations
if we have the non-degeneracy conditions () (¢, T) > 0, J(e 6)( t) >0, 0(5) > 0 and

(5.63) 611612*(t) — CTl(t)Clg >0,c11>0.

for 0 <t <T. Our method here is a kind of spanning problem and market completion
by financial contingent claims and this problem has been systematically investigated
by Romano and Touzi (1997) in a slightly different formulation.

Furthermore, in order to use the change of measures procedure, we need to assume
the Novikov condition for the transformation of measures

LTS ()
(5.64) BP[exp(; /0 S ()2 (s)ds )] < oo (t>0).
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Then we can take the Brownian Motions under the martingale measure (), which is
equivalent to the original measure P for (5.57)-(5.59) by using the Maruyama-Girsanov
transformation with

t
(5.65) By =B+ / A (s (i=1,2,3).
0

We note that the expectation in (5.64) is taken with respect to the probability measure
P. In this formulation of the risk premium functionals they are dependent on the
underlying stochastic processes in a complicated way in the general case. Because the
stochastic volatility and the stochastic interest rate become non-stochastic in the limit,
we may assume the condition that the risk premium functionals are locally deterministic
in the small disturbance asymptotics sense.

Assumption IIT : The risk premium functionals )\ge’é)(t) (i =1,2,3) are bounded
and satisfy (5.63)-(5.64) and as € | 0 and 0 | 0,

(5.66) A1) = Ni(t) + Ople,0) (i1 =2,3),
where \;(t) (i = 2, 3) are the deterministic functions of time.

This is a restrictive assumption and it is possible to relax this condition, but the fol-
lowing analysis will become more complex considerably. By redefining Wy = ¢11 B +
c19Bot 4 c13Bst, Wor = c90Bot + o3B3, and W3y = Bs; such that we have the correlation
structure of (2.4) with ¢;; (¢ < j), we have the security price process and the interest
rate processes with (2.1)-(2.4). The drift condition in the form of (2.1) is the standard
formulation under the assumption of the existence of a locally riskless money market.
By ignoring the higher order terms, under the Assumption III we can write the drift

function of 'r,ge) as

1 (7D u €) = (9D w) — ew, (1), u)As(u) |

u u

and in the present case A, (t) of (2.17) should be the solution of the stochastic integral
equation,

t t
(5.67)  A(t) = / O (rsy 5) Ar(s)ds + / Wy (s, 8)[dWss — Ag(s)ds] .
0 0
Then it can be solved as
t
(5.68) A(t) = / Y7 (YT wy (rg, $)[dWas — Ag(s)ds]
0

Similarly, we can write the drift function of a,ﬁé) as

110 (091, 8) = 15 (0 u) — Swy (0D, u)[canha(u) + cazAsz(u)]

and we have the corresponding equation for (2.22) as

(5.69) Ay (t) = /Ot Y (Y2) rwg (g, 8)[dWas — (caha(s) + cass(s))ds] .
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Also in the present case we have

(5.70) M(T) = (—1) /OT (/uT Yg’ds) (YJ)—lwr(ru,u))\g(u)du )
and
T T
(B.T)N(T) = (—1)/0 (/ gs}/;‘fds> (Yu‘f)_lwa(au, u)[caoAa(u) + cogAs(u)]du .

In this way we can obtain the corresponding expressions in Sections 2 and 3 under the
probability measure (). The correlation coefficients among the underlying Brownian
motions are invariant with respect to the change of measures that we have discussed.
In order to use the formulae in practice we have derived, however, we have to estimate
the values of the parameters appeared. We can ignore the extra terms discussed in this
subsection if the risk premum functions are small and in the order of o,(1).

We should mention that for the underlying asset prices and their derivatives there
have been different approaches to determine the prices of contingent claims at actual
financial markets, i.e., the (economic) general equilibrium prices, which have been ex-
tensively investigated. (See Cox, Ingersoll, Ross (1985a,b) for instance.) In the general

equilibrium framework the risk functional )\Ee’é)(t) (1 =1,2,3) in (5.62) should be de-
termined as the function of individual preferences. Then the resulting relation between
the drift functions of the underlying asset prices and the risk premium functionals could
be in the form of (5.62).

When € | 0 and § | 0, the limiting case is the complete market for the underlying
asset SLS(S) and its derivatives in anycase because lim._.q 'r,ge) = 7y and limg_,q a,ﬁé) = 0y in
the sense of probability. This is the case regardless whether there exists any additional
bond markets or contingent claim markets depending on the interest rates and the
volatility of underlying asset price. However, when § > 0, the market is incomplete in
the case when there does not exists an additional financial market on the volatility of
the underlying asset. Thus in this case the security market with the price processes
developed in Section 2 is incomplete, but not far from the complete market as the
limiting case. We can call the situation which we have been considering the near
complete market in this respect.

5.2 The HIJM Case

In our formulation of the spot interest rate process, we have assumed (2.3) or (5.57),
which is a Markovian type continuous process. There has been another type of the term
structure of interest rate processes originally developed by Heath, Jarrow, and Morton
(1992). In the HIM framework the instantaneous spot interest rate is not necessarily
a Markovian continuous process.

Let also the price of discount bond P (s, t) be continuously differentiable with
respect to ¢t and P(e)(s,t) >0for0<s<t¢t<Tand0< e <1. The instantaneous
forward rate at s for future date ¢ (0 < s <t <T) is defined by

_Olog P (s, 1)

(5.72) FO(s,t) = 5
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In the HJIM term structure model of interest rates we assume that the bond market
is complete and under the equivalent martingale measure, say Q*, a family of forward
rate processes f (6)(3, t) follow the stochastic integral equations

M0 =r0n + [ [wazﬂ 0,0),0,0) [ w077O (0,1, v,)dy | do

(5.73) 4 5/ wa (O (0, 8), 0, 8)dWsi(v) |

where f(0,t) (= £((0,t)) are assumed to be observable and the non-random ini-
tial forward rates, W3 ;(v ) (z = 1,---,n) are n independent Brownian motions, and
wri(fE(v,t),v,t) (i = 1,---,n) are the diffusion functions. This formulation has been
adopted by Kunitomo and Takahashl (1995, 2001), which have investigated the val-
uation problems of interest rate based contingent claims in detail. When f(€)(s,t) is
continuous at s =t for 0 < s <t < 7T, the spot interest rate at ¢ can be defined by

(5.74) r&)(s) = lim & (s,t).

Kunitomo and Takahashi (1995, 1998, 2001) have derived the asymptotic expansion
of the discount factor when ¢ | 0 under a set of assumptions on the boundedness and
smoothness of volatility functions. The equation (3.21) of Kunitomo and Takahashi
(2001) implies

(5.75) e~ Jo 196 _ po 1 — 2 / ' A(s, 5)ds] + 0p(€) ,
0

where -

(5.76) P(0,T) = exp|— /0 £(0, w)du]

and

(5.77) /OT At t)dt = /()Tf:/wa,i(fm)(v,t),v,t)dt AWs.i(v) .
i=17"Y

Then it is straightforward to modify our analysis developed in Sections 2 and 3. The
essential point is to replace the formula for Z( ") by

(5.78) 2(1];)( :/ o lprZ/ wri(fO(v, 8),v,8)ds| dv,

where py; are the correlation coefficients between dWiy and dWs;(t) (i = 1,---,n).
Then it is possible to obtain the corresponding results on the futures, the forward,
and the options prices to Theorem 3.1, Theorem 3.2, Theorem 3.3, and Theorem 3.4
when the forward interest rate processes follow the stochastic integral equation given
by (5.73) and the security returns exhibit the stochastic volatility.

5.3 Concluding Remarks

We have investigated the value of contingent claims when both the interest rate and
volatility are stochastic. We have found that the European options value can be de-
composed into the original Black-Scholes option price and the adjustment terms, which
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reflect the effects of the randomness of interest rates and volatility in the underlying
stochastic processes. Similarly, the futures price can be decomposed into the futures
price under constant interest rate and some adjustment terms. We also have illustrated
the numerical examples and examined the accuracy of our formulae. Since our formulae
are relatively simple and quite accurate, they will be useful for empirical studies.

The framework we have developed includes many situations as special cases and we
have the standard Black-Scholes economy as the limiting case as both € | 0 and § | 0.
It makes possible to examine the effects of the stochastic volatility and the stochastic
interest rate in a unified way. As we have illustrated by examples of the futures and
options in Section 3, our method can be also applicable to analyze other European type
contingent claims.

Since the asymptotic expansion method we have developed has a solid mathemat-
ical basis called the Watanabe-Yoshida theory on the Malliavin Calculus in stochastic
analysis, the formulae in this paper are not ad-hoc approximations. Also they are
numerically accurate even for practical applications as we have illustrated in Section 4.

Finally we should mention that we have derived the asymptotic expansions for the
futures price and options price in the order of Op(e, d). It is certainly possible to obtain
the approximations up to any higher order terms by using the asymptotic expansion
approach, but the calculations we need will become rapidly demanding.

6 Appendix

6.1 Proof of Lemma 2.1

[i]| By using (2.24) and (2.1), we represent the difference of two processes as
t t

6.79) S g, = / 989 _ S ]ds + / 0 DSED) — 5 S 1dWr, .
0 0

Due to Assumption I the second term on the right-hand side is a martingale by the
Novikov condition. Then for any 0 < t < T there exist positive constants M; (i =
1,-+-,4) such that

t t
680) SV _5,| < M / 1569 — S,|ds + My / 1569) _ S|,
0 0

t t
+ My / |A©) (5)|ds + M| / AD) ($)d W] |
0 0

where AL (t) is given by (2.10) and A((;S)(t)(: [0,@ —ay]/9), respectively. By considering
a sequence of quantities £,§€’6 = supOSSStEHSLSe’é) — S¢!] and using the martingale
inequality, we can find constants M; (i = 5, 6) such that

t
(6.81) () < g / ¢ ds + &2 My .
0

Hence by using the Gronwall’s inequality, there exist constants M; (i = 7,8) such that

(6.82) sup. B[S — 8,|%) < e2 My exp(Mgt) .
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By using the Borel-Cantelli Lemma and the standard argument in stochastic analysis
(see Chapter IV of Tkeda and Watanabe (1989)), we have the first part of our results
under Assumptions I and IT as € | 0.

[ii] We denote 3 x 1 vector h = (h;) € H be the squared integrable continuous functions
in [0, 7). (See Kunitomo and Takahashi (1998).) By differentiating (2.3) and (2.2) with
respect to h, we have the stochastic differential equations

(6.83)  Dpo” / g (a9, s,8)DpoDds

+6 / Owy(c'), s)DpoDdWay, + 6 / we(c(?), s)dhas
and
(6.84) Dh'rt /8ur (rl9, s, €)Dprl9ds

t
—I-e/ ow,(r (6) )Dhr(e)des—l—e/ wy(ry () s)dhgs .

Then we can represent the solution of these equations as

t .
(6.85) Dpol® — / YO YD () 5wy (00, s)hnsds |
and
6.86 Dyl Y(€ Y (s) Lew, (), s)hseds
t

where Yg(é)(t) and ;¥ (t) are the solutions of
687) YO / O11e (09, 5,6)Y D) (s)ds + 6 / Oy (0@, $)YO) (5)dWas

and
6.88) YO / O (9, 5, YO (5)ds + / 0w, (19, )Y (5)dWss .

Also by differentiating (2.1) with respect to h, we have the stochastic differential equa-
tion as

(6.89) DS\ = /0 9D, 8 0 ds + / N DS dwy, + / Zg(eé )ds

where we denote g(6 6)( ) = o0 ge 6)h15, (e 6)(3) = (Dhagé))Sée’é), and g(6 6)( ) =
(Dpr{) sl
By applying the Fubini-type theorem to (6.85) and (6.86), we can further represent

(6.90) /9(“S ds*/ /Y((S (W) SE0duY ) (s) " wy (087, 5,8) hasds |

(6.91) / g(eé ds-/ / V(1) S0 duy, ) (s) " w, () 5, €)haeds
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respectively. Then we can represent the H-derivative for the solution of security price
equation as

€,0 t €,0 €,0 — > €,0
(692 D5 = [y Oy )7 (300l (s)ds

=1

where Yée’é)(t) is the solution of the stochastic differential equation

(6.93) dv§ (1) = r OV yat + oLV (#)dwy, .
Hence we can represent the Malliavin-covariance of .S, (©9) as
(6.94) oarc (S Z / Y (12749 (5)72(4(%) (s))2dss .

We notice that as € | 0 and § | 0, a,ﬁé) — 0oy, 'r,ge) — r¢, and Ys(f’é) (t) — S; by using
similar but tedious standard arguments. Then we have the convergence results such
that as e | 0O and § | O g(6 6)( t) — Sioy and g(6 6)(t) — 0 (i = 2,3). Hence we have the
desired result. (Q.E.D.)

6.2 Proof of Lemma 2.2

By using the stochastic expansions, we shall focus on the stochastic approximation
based on X1, as the leadinbg term with respect to € and ¢ in (2.28). By the Fubini-type
theorem for stochastic integrals, we notice that

/Ot Ap(s)ds = /Ot (/t Ysrds> (V) ™y (7, w)dWsy, 4 0%y (10, w, 0)dulds
/Ot o054y (s)ds = /Ot (/t JSYS"d8> (Yu”)_l[w(,(au, u)dWay, + 85u(,(au, u, 0)du] ,
/0 t Ag(s)dWi, = /0 t ( / t};"dW15> (YO Hwg (0, u)dWay + 0° i (0w, u, 0)du] .
Then by using the Gaussian property of wy, we have the representation dWy =
pedWit + dW3, and dWs = p,dWi + dW3, , where we can construct the random

variables W3, and W3, being independent of Wy; under ). The conditional expectation
given X; as the leading term is determined by

(6.95) E@ [ /0 t Ar(s)ds /0 adWh, = :1:] _ i(l(?i)(? 24 M) .

where we denote

(6.96) 50)(#) = Cov ( /0 " A (s)ds, X1t> .

Then from (2.19) we confirm that (2.29) and (2.30). By the same token, the second
conditional expectation given Xi; as the leading term is given by

¢ ¢ (o)
(6.97) EQ [ /0 0uAg(s)ds| /0 o odWry — :1:] e,
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where .
(6.98) 2 () = Cou ( /0 oy Ay (5)ds, X1t> .

Also by using the independent Gaussian random variables, we have the expression that
the third conditional expectation given Xi; is determined by

t
/Jsdwls—{l?]
_ [ / / YO (V)  wy (0 u)dWand Wi,

—1—/ / YZ(Y)7) 8u(,(au,u 0)du dWg

— (o) £ 1 )\O'(t)
- el [0@)4 i o<t>2] NEION

(6.99) Joc [ / " A (5)AW,

t
/ JSdI/VL9 = IB]
0

We note that the second equation in (6.99) can be obtained by applying Lemma 6.1
in Kunitomo and Takahashi (2001). From the above relatively tedious expositions, we
sum up the expressions of three random variables as

+ (r)
(6.100) /0 A (s)ds = 212($) X1t + Mo (t) + 211
(6.101) /Ot 0sAs(s)ds = g(g) X1t + Ao (t) + 2ot

Ao (t
+ J(g Xt + 23

o(t)

where z;; (i = 1,2, 3) are the random variables being independent of X;; with the rela-

t 2
(6.102) /0 As(s)dWis = BP(t) la)((tl)l - J(lt)Q

tions E¢ [zit ‘ fot osdWis = :1:} =0 (i = 1,2, 3) by our constructions.
By substituting (6.100)-(6.102) into (2.28), we have the result. We need the order calcu-
lations and their justifications as we have illustrated for 'rff). It is straightforward to do

them as we have indicated at the end of Section 2 and we have omitted them. (Q.E.D.)

6.3 Proof of Theorem 3.3

Our derivation of the formula in Theorem 3.3 consists of three steps. The rigorous
justifications of our forml calculations can be given as we have mentioned at the end
of Section 2.

[i] Since the payoff function in the valuation problem of option contracts, we need
to evaluate some expectations with the indicator function. First we prepare a useful
lemma.

Lemma 6.1 : Under the assumptions, the probability of the event {S’(Te’é) - K > 0}
can be expressed as

(6.103) P (85— K >0)
= P(XlT >Cy+ 60{2 + (50172 — €217 — 5(Z3T — ZQT)) + Rg
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where Rg is the remainder terms of the order o(e, d), Cly = —C()Z(ITQ)(T)/O'Q(T) -\ (T),
and

K T o2
6.104 Cy = log— — s— == |ds,
6104 Co = logg | ( 2) s

29(T) 29(1)

(6.105) €7 = =221+ — STy Co

o(T)?

G5 = Xa(T)] —1].

Proof of Lemma 6.1 : By using Lemma 2.1 for the event {S’(Te’é) — K > 0}, the
probability we need to evaluate is given by

=0(T)
o(T)?

(o) (o)
Ly SR SR A )] A

P{XU’ o(T)2 - UET) o (T)2

2 o(T)?

K T 2 E(U) T
> log— — / (’I”S - &> ds — GAT(T) + (5( 12 ( ) + )\J(T)) — €217 — 5(Z3T - ZQT) + Rg}
0

where Ry is the remainder term of the order o, (e, §). In order to evaluate this probability,

we notice that the inequality in probability can be written as the relation a X 12T—|—bX 17 >

¢ with the coefficients a, b, and ¢, which are defined in (6.106) implicitly. First we try
e 2

to evaluate the probability of the event {X 7 > m} . From (6.106), we have

Vb2 +4dac+b
25 (T)
o(T)?

i (1)
o(T)

) 5(2§?<T> _AT)) s

2 o(T2 ~ o(T)?

Co + Rio ,

where Rjg is the remainder term of the higher orders. Then by expanding the ratio of
two random variables and rearranging each term, we have

(6.107) =Cy+ 60{2 +4 Cfg —ez7 — 0 (ZgT — ZQT) + Ry,

2c
Vb2 +4dac+b
where Cy, C7,, and C9, have been defined by (3.55), and Ry is the remainder term of
the higher orders.

When a > 0, the probability of {a X%, +bX 11 > ¢} is equivalent to the sum of two
probabilities of the events {X17 > [2¢]/[Vb? + 4ac+ ]} and {X17 < —[Vb? + dac +
b]/[2a]} by using the relation [—b + /b2 + 4ac]/[2a] = 2¢/[V/b? + 4ac + b] . However, it
is easy to show that the latter probability is of the smaller order of o(e, d) . It is because
a= 52(1%) (T)/£3(T) and 1/a = 0(1/6), and then we can evaluate the tail probability
due to the Gaussian random variable Xi7 . When a = 0, we have the same result in a
trivial manner. Lastly, when a < 0, the probability of the event {a X 12T +bX17 > ¢} is
equivalent to the probability

Jh2
(6.108) p{# < X1 < _M} )
Vb2 +4dac+b 2a

Because the probability of the event {Xi17 > —[vb? + 4ac + b]/[2a]} is of the higher
order o, (€, §) by using the Gaussianity of the random variable X7, we can ignore this
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probability for the present analysis. (Q.E.D.)

[ii] The next step is to evaluate the expectation operators. We we define A} =
EQZoI(S%) — K], Ay = EQ[Z21(SY) — K)], and A = EQ[ZI(S\?) — K)], where
I( - ) is the indicator function. By recalling the definition of Zéf’(s)

inequality (6.104), A is represented as

and using the

A = Sp exp (:1: - %J(T)2> qb(,(T)z(m)d:):]

E° /
x>Co+eCTy+0CT, —ez17—(230—2271)

T
(6.109) —Kexp (—/ 'rtdt> E® l/ qb(,(T)z(m)d:):] ,
0 x>Co+eCTy+0CT, —ez17— (230 —2271)

where qﬁ(,(T)z(m) is the density function of the normal random variable X117 = x with
zero mean and the variance o (7). By transforming the random variable from x to
1 = [v—0o(T)?]/o(T) and yo = x/0(T), we rewrite

A = ¢(yl)d91]

SyE® /
Y1 Zﬁ [Co—0(T)2+eCT,+6CT, —ez17 —6(237 —227)]

T
(6.110) —K lexp (—/ rtdtﬂ E® l/ qb(yg)dyg] .
0 Y2 > == [Co+eCTy+6CT, —ez11 —6 (237 —227)]

o(T)

By construction the random variables z;r (i = 1,2, 3) are uncorrelated to the random
variable X7 so that they are uncorrelated with y; and yo. Then by taking the expec-
tations with respect to y; and yo and using the distribution function of the standard
normal random variables ®|[-], we have

R e

So (J(T) - (f{%) — K exp (— /0 ! mu) é <_ Jf;))] EQ[C(e,0)] |

where C(e,d) = [—eCly — 0Cy + €217 + d(237 — 227)]/0(T'). By using the notation
dy =0(T)—Cy/o(T),d2 = dy — o(T), and rearranging each terms, we have

A =

_|_

A =

T
So®(d1) — K exp <—/0 "”tdt> @(d@]

(6.111) +

T
Sod(dy) — K exp (- /0 mu) ¢(d2)] « EQ[C(e,5)] .

Next, we try to evaluate the second term A$ . By recalling the definition of Z§ and
using the inequality (6.104), it can be written by

§ _ Q . _o(T)?
A2 = b {/xZCo+eC{2+5C§’2—eZ1T—5(23T—ZQT) So exp (m 2
Z(U) T 2
(6.112) x l 01(2T()2) (U;«;T) —a- 1) + A(,(T)(U(";)2 - 1)] qb(,(T)z(m)d:):} .
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By tranforming from x to y; = [z — o(T)?]/o(T) and using the Gaussian property such
as 0p(y1)/0y1 = —y16(y1) and A(y16(y1))/dy1 = (1 — y7)$(y1), we can express AJ as

A = E¢ { / So
y1> [Co—0(T)2+€CT,+0C, —ez17 —8 (237 —227)]

= cr(T)

(@) (o)
XRQ(T() nr 2 -1+ 22y ] <y1>dy1} ,
ST)  A(T) =9(T)
(6.113) = SOEQ{( QQ(T) i 0w ;ET) yqﬁ(y*)},
where 1
v = iyl Co + (1) = Chy = 6CH, + exar + 8zt — 27

Then by expanding the Gaussian density function and using the notation dy = o(7T') —
F’%")? we have

(6.114) -

where C(e) = [—€(Cly — z17)]/o(T) and C(5) = [—0(CYy — (237 — 227))]/0(T) . By
ignoring all the terms involving € and § because we are concerned with the order of
o(e, d), we have

i3 (1)
o(T)?

where Rjs is the remainder term of the order o(e,d) . Now we shall evaluate the term
A§ . By using the definition of Z§ and the inequality (6.104), we can express A§ as

T Z(T)(T)
AS = Kexp —/ redt | EQ / WO s}
2 ( 0 ¢ ) { acZCo-l—eC{“Q+5sz_ele_5(ZST_Z2T)[EII(T) ( )] (T) ( )

By transforming yo = x/0(T") and using the Gaussian property, we can obtain

S(T) | A(T)
o(T) o(T)

(6.115) Ay = So{[ Jo(dy) — d1¢(d1)}+Rm,

(r)
8y = Ko (= [ ) 15D B 4 0 1))

where y* = [~Cy — €Cly — 6CS + €217 + 8(237 — 2o1)]/0(T). By using the notation
dy = —Cy/o(T), we have

T E(T) (T)

(6:16) A5 = Kexp (— [ rdt ) | 200 (T)o(d) + A(T)B(da) | + Ras,
0

where Ri3 is the remaining term of the order o(e, d) .
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[iii] : As the third step, by taking the conditional expectations and ignoring higher
order terms, the first term A; is given by

A =

T
So®(d1) — K exp <—/0 "”tdt> @(d@]

Sod(d1) — K exp (— /OT ndt) ¢(d2)] [—ea(i% - 50(/;%] ,

where dy = —Cy/o(T) = di — o(T) , and ®(-) and ¢(-) are the distribution function
and the density function of the standard normal random variable, respectively. Then
by collecting three terms and ignoring higher order terms we can rewrite as

(6.117) +

(6.118) Ay + A3 + A = [S()(b(dl) _ Kexp (- /OT mu) B(dy) | + W + 507,
where
v = _% [Soqb(dl) _ Kexp (- /0 T'rtdt> ¢(d2)1
+K exp (- /0 ' mu) [Ej%)g)qs(@) + A (T)®(dy)]
and

= —J((j%) [Soﬁb(dl) — Kexp (‘ /OT Ttdt) ¢(d2)]

(o) ()
+S0 {[2(172(;? + 2(Z(TT)3]¢((11) - E;?T()I;) d1¢(d1)} -

After simple manipulations of three terms, we can derive the formula in Theorem 3.3.
For the sake of completeness, we give a key lemma which makes our final results in
compact forms. The proof is a result of direct calculations.

Lemma 6.2 : With the notations we have used in this section and Section 3 we have
the equality

T
(6.119) Sod(dy) — K exp (- /0 mu) $(ds) = 0.
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Table 1: Futures Price under Downward Stochastic Interest Rate and Upward Volatility
We set 7o = 0.11 > 7 = 0.08, s, = 2.0, € = 0.1 for the interest rate process and o9 = 0.20 < & = 0.30,
ke = 4.0, § = 0.1 for the volatility process. Furthermore, we assume Sy = 100 and T' = 1.0. Fy denotes
the futures price at initial time and fo represents the forward price and Fy = Fo + [Fp — Fo] + € B +
o(€,8) = fo + € F» + o(¢,0), where F¢ is the futures price under constant interest rate and volatility.
Fp is the futures price under the deterministic interest rate and it is equal to fo. €[} captures the
effect of randomness of the interest rate and it is equal to Fy — fo. Simul. represents the Monte Carlo
simulation result for F and Diff. is the difference between the simulation result and Fp.

Po=pr=-0.5 | po=-0.5,0,=0.5 | ps=0.5,p,=-0.5 | po=p,=0.5

Simul. 109.621 109.876 109.621 109.879
Fo 111.628 111.628 111.628 111.628
Fp — Fo -1.885 -1.885 -1.885 -1.885
fo 109.743 109.743 109.743 109.743
ek, -0.128 0.128 -0.128 0.128
Fy 109.615 109.871 109.615 109.871
Diff. 0.006 0.005 0.006 0.008
(0.005%) (0.007%) (0.005%) (0.007%)

Table 2: European Stock Call Option Value under Downward Stochastic Interest Rate
and Upward Volatility: At-the-money Case

We set 7o = 0.11 > 7 = 0.08, s, = 2.0, € = 0.1 for the interest rate process and o9 = 0.20 < & = 0.30,
ke = 4.0, 6 = 0.1 for the volatility process. Furthermore, we assume Sp = K = 100 and 7' =1.0. BS
is the original Black-Scholes value and BS; (i = D,r, o) are the same as in (3.51). V; stands for the
option value under the stochastic volatility and interest rate BS + [BSp — BS|+€BS, +dBS,. SRvc
is the option value under stochastic interest rate and constant volatility BS + [BSp — BS| + €BS,
when & = 09 and § = 0. SVrc is the option value under constant interest rate and stochastic volatility
BS + [BSp — BS] 4+ 6BSs when 7 = ro and € = 0. SRyp is the option value under the stochastic
interest rate and deterministic volatility BS + [BSp — BS] + €BS,. SVgp is the option value under
the deterministic interest rate and stochastic volatility BS + [BSp — BS| + ¢BS,. Simul. represents
the Monte Carlo simulation result for Vo and Diff. is the difference between simulation result and V5.

Po=pr=-0.5 | po=-0.5,0,=0.5 | ps=0.5,p,=-0.5 | po=p,=0.5

Simul. 15.435 15.730 15.363 15.667
BS 13.868 13.868 13.868 13.868
BSp-BS 1.667 1.667 1.667 1.667
eBS, -0.150 0.150 -0.150 0.150
0BS, 0.035 0.035 -0.035 -0.035
SRyc 12.778 12.933 12.778 12.933
SVre 16.488 16.488 16.399 16.399
SRyvp 15.385 15.686 15.385 15.686
SVrp 15.570 15.570 15.500 15.500
Vo 15.420 15.721 15.350 15.651
Diff . 0.015 0.009 0.013 0.016
(0.097%) (0.057%) (0.085%) (0.102%)
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Table 3: European Stock Call Option Value under Downward Stochastic Interest Rate
and Upward Volatility: In-the-money Case

We set 7o = 0.11 > 7 = 0.08, s, = 2.0, € = 0.1 for the interest rate process and o9 = 0.20 < & = 0.30,
ke = 4.0, 6 = 0.1 for the volatility process. Furthermore, we assume Sy = 110 > K = 100 and T = 1.0.

Other symbols are the same as those in Table 2.

Po=pr=-0.5 | po=-0.5,0,=0.5 | ps=0.5,p,=-0.5 | po=p,=0.5

Simul. 22.913 23.170 22.741 23.010
BS 21.984 21.984 21.984 21.984
BSp-BS 0.961 0.961 0.961 0.961
eBS, -0.132 0.132 -0.132 0.132
0BS, 0.084 0.084 -0.084 -0.084
SRyc 20.677 20.794 20.677 20.794
SVro 24.137 24.137 23.958 23.958
SRyp 22.812 23.077 22.812 23.077
SVrp 23.029 23.029 22.860 22.860
Vo 22.897 23.162 22.728 22.993
Diff . 0.016 0.008 0.013 0.017
(0.070%) (0.035%) (0.057%) (0.074%)

Table 4: European Stock Call Option Value under Downward Stochastic Interest Rate

and Upward Volatility: Out-of-the-money Case

We set 7o = 0.11 > 7 = 0.08, s, = 2.0, € = 0.1 for the interest rate process and o9 = 0.20 < & = 0.30,
ke = 4.0, § = 0.1 for the volatility process. Furthermore, we assume Sy = 90 < K = 100 and 7" = 1.0.

Other symbols are the same as those in Table 2.

Po=pr=-0.5 | po=-0.5,0,=0.5 | ps=0.5,p,=-0.5 | po=p,=0.5

Simul. 9.241 9.541 9.309 9.609
BS 7.363 7.363 7.363 7.363
BSp-BS 2.049 2.049 2.049 2.049
eBS, -0.151 0.151 -0.151 0.151
0BS, -0.032 -0.032 0.032 0.032
SRyc 6.584 6.749 6.584 6.749
SVre 10.066 10.066 10.109 10.109
SRyvp 9.261 9.562 9.261 9.562
SVrp 9.379 9.379 9.444 9.444
Vo 9.228 9.530 9.293 9.595
Diff . 0.013 0.011 0.016 0.014
(0.141%) (0.115%) (0.172%) (0.146%)
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