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Abstract

In this paper, we investigate the pricing of vulnerable European options in a market where the underlying stocks
are not perfectly liquid. A liquidity discount factor is used to model the effect of liquidity risk in the market, and
the default risk of the option issuer is incorporated into the model using a reduced-form model, where the default
intensity process is correlated with the liquidity risk. We obtain a semiclosed-form pricing formula of vulnerable
options through the inverse Fourier transform. Finally, we illustrate the effects of default risk and liquidity risk on
option prices numerically.

1. Introduction

Option pricing has been a focus of mathematical research in finance since the publication of the
Black—Scholes formula [4]. It is often considered a kind of financial derivative with the underlying stock
transacting in a perfectly liquid market. However, it is widely acknowledged that not all securities are
perfectly liquid. Many prior studies have provided evidence that investors ask for illiquidity premiums
due to liquidity risk (see, e.g., [1,2,26]). Brunetti and Caldarera [6] built a theoretical model that
studied the effects of aggregate liquidity/illiquidity on asset return volatility and correlations. Cetin
et al. [7] considered option pricing in an extended Black—Scholes economy in which the underlying
asset was not perfectly liquid. In Feng er al. [10], the specification of Brunetti and Caldarera [6] was
extended to develop a new option pricing model with stochastic market liquidity. Leippold and Schérer
[19] extended the discrete-time constant liquidity model of Madan [22], and their model successfully
replicated the term and skew structures of bid-ask spreads observed in option markets. Referring to
Feng et al. [10], Pasricha et al. [25] considered all the possible correlations among the process of stock
price, the mean-reversion process of liquidity risk and the process of the liquidity discount factor.

In recent decades, concerns about financial derivatives subject to default risk in the over-the-counter
(OTC) markets have grown rapidly since the mid-2007, when the financial crisis erupted. Because
there is no trading mechanism to guarantee the promised payment, the option holders are vulnerable to
default risk, and these options with default risk are called vulnerable options. Johnson and Stulz [15]
was the first to study vulnerable options by incorporating default risk into the option pricing model.
In Hull and White [13], both the probability of default and the size of the proportional recovery from
the default were set to be random and the authors showed that model parameters could be informed
by data on bonds issued by the counterparty. Jarrow and Turnbull [14] considered two types of credit
risks induced from the underlying assets and the writers of these derivatives. Klein [16] then moved
forward to price vulnerable options with correlated default risk in the classical Black—Scholes model
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and extended the focus on stochastic default barriers in Klein and Inglis [17]. Additionally, many
other studies have modified the classical Black—Scholes model and worked under stochastic volatility
models [18,30,32]. The pricing of vulnerable options was also investigated in the jump-diffusion model
and/or stochastic interest rate environment [20,21,24,28]. Wang et al. [31] presented a model with risky
collateral under the assumption that holders of vulnerable options could recover a proportion of the
option value using the collateral account when default occurred. Additionally, because most of the assets
of financial institutions are financial assets, there exists a certain relationship between liquidity risk and
default risk (see, e.g., [29]). He and Xiong [11] found that deterioration of debt market liquidity leads
to not only an increase in the liquidity premium of corporate bonds but also credit risk. Brogaard et al.
[5] focused on U.S. firms and found a negative effect of stock liquidity on default risk, suggesting that
the informational efficiency of stock prices and corporate governance should be improved to enhance
market liquidity and, thus, to control the level of default risk. Nadarajah et al. [23] further confirmed this
negative effect between market liquidity and default risk on a larger scale by using a sample of 46,949
firm-year observations for 4,043 nonfinancial firms across 46 countries during the 2004—2018 period.

Motivated by the empirical results mentioned above, in this paper, we mainly focus on the pricing
of vulnerable European options with market liquidity risk. To model the dynamics of the imperfectly
liquid underlying asset, we extend the specification in Brunetti and Caldarera [6] and Feng et al. [10].
More specifically, in our model, the stock price, the market liquidity and the liquidity discount factor
are all correlated with each other and this assumption is closer to reality. Furthermore, we take the
dynamic relationship between liquidity and credit risk into consideration. Default risk is described by
a reduced-form model where the default intensity process is affected by the market liquidity measure.
Then by utilizing the characteristic function approach and the Feynman—Kac theorem, we obtain a semi-
closed form for the prices of vulnerable European options with market liquidity risk. Finally, numerical
examples are presented to illustrate the effects of both liquidity risk and default risk on option prices.

The remainder of this paper is organized as follows. In Section 2, the theoretical framework is
introduced. In Section 3, after providing the construction of a suitable martingale measure, we price
vanilla European options in the first subsection, and value vulnerable European options in the second
subsection. Section 4 is devoted to numerical analysis. Finally, we draw the conclusion of the paper in
Section 5. The detailed proofs are presented in the Appendix.

2. Model settings

Consider a model with a finite time horizon T > 0, and the filtered probability space (Q, F, (F;)r>0, P)
models the uncertainty in the economy, where P is the physical probability measure. Suppose that
there are two types of assets in the market: stocks and money market accounts. Following Brunetti and
Caldarera [6], Feng et al. [10] and Wang [29], we assume that the stocks are not perfectly liquid, and
account for liquidity risk using the liquidity discount factor. The imperfectly liquid stock price is the
price that makes the demand for the stock clear its supply, and the liquidity discount factor is introduced
in the demand function. Specifically, the demand for the stock depends on three factors: the stock-
specific information I;, the liquidity discount factor y; and the stock price S;. The demand function,
D(Sy,v:, 1), is given by

1
D(Sta’yhlt):g( : )’ (21)
VeSSt

where g(+) is a smooth, strictly increasing function, and v is a positive constant.
Brunetti and Caldarera [6] proposed the following form of the liquidity discount factor vy,

t t
Yi = exp (—ﬁ (/ L.ds + / L, dWSy)) , t>0, 2.2)
0 0

where {W/'},5¢ is a standard Brownian motion under P, L, is a market liquidity measure and S is a
nonnegative constant representing the sensitivity of the stock to market illiquidity.
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Suppose the supply for the stock is fixed and equals S, and then the market clearing condition yields
the expression of the imperfectly liquid stock price S; as follows,

S-l(_’fv) 120 23)
B VEIC A ‘

Specially, when the liquidity discount factor vy, = 1, the stock price (2.3) degenerates to

IV
f=—"=, 120 (2.4)
g7 1(S)

Obviously, the price of the underlying stock affected by market liquidity can be formulated by

1
S, =—SEk t>0. (2.5)
Vi

As we know, liquidity risk is a financial risk that for a certain period of time a given financial asset,
security or commodity cannot be traded quickly enough in the market without impacting the market
price. Liquidity risk usually arises from situations in which a party interested in trading an asset cannot
do it because nobody in the market wants to trade for that asset. Hence, risk-averse investors naturally
require higher expected return as compensation for liquidity risk. In order to understand the effect of
liquidity risk more clearly, we now consider a special case of (2.5) when L, is deterministic and the
liquidity discount factor is independent of S”. In this special case, from (2.2) and (2.5), we have the

following conditional expectation,
t t
exp (ﬁ (/ Lgds +/ Ly dW;/)) SE | Stl‘]
0 0

= Stexp ( / t (,BLS + %5%3) ds) . (2.6)
0

EP[S,|S/1=E"

When L, is small, the integral in (2.6) will have the same sign as its first term, and hence, exp( fot (BLs+
% B*L?) ds) can be interpreted as a convenience yield caused by the illiquidity. Therefore, the value of L,
can be interpreted as the level of market liquidity at time ¢, and L, = O means that the market liquidity
is at the perfect level. Additionally, L, > 0 corresponds to shortages, while L, < 0 corresponds to gluts
(see, e.g., [6]).

In what follows, we focus on the dynamics of the market liquidity measure L; and the liquidity
discount factor y,. Using S&P 500 index data, Feng et al. [10] found that market liquidity tends to
fluctuate around the mean, which means that L, has the mean-reverting property, so we model it as

dL,; = k(0 — L) dt + o dWE, 120, 2.7)

where {WE}, 0 is also a standard Brownian motion under P; «; is the mean-reversion speed of market
liquidity; 6, is the mean level and o7, is the volatility. According to It6’s lemma, the liquidity discount
factor y; in (2.2) can be written in the following form:

dy: _

1
” (—,BL, + EﬂzL?) dt —BL, AW}, >0, yo=1. (2.8)
t

Next, we turn to the dynamics of StL, and then using (2.5), we can obtain the time-¢ price S; of the
imperfectly liquid stock. Note that under the assumptions of the fixed supply for the stock and the form
of the specific demand function, Brunetti and Caldarera [6] proved that S* is a geometric Brownian
motion which is consistent with the classical Black—Scholes model. Here, we also adopt the classical
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B-S model,
dst
St

=psdt +ogdWs, >0, (2.9)

where g, os are positive constants and {WtS }>0 is a standard Brownian motion under P.
In this paper, we work in a more general framework by assuming that WtS s Wty and W,L are correlated
with each other. Moreover, their correlation structure is listed below:
(W7, dw)) = p dr,
(WS, dwk) = p, dt, (2.10)
(dWE,dW)) = p3 dt.

Now from (2.5), (2.8) and (2.9), Itd’s lemma implies that the time-¢ price S; of the imperfectly liquid
stock is given by the following process:

ds 1
S—’ = |us+BL, + E,BZLf +p1osBL, | dt + o5 AW + BL, AW . (2.11)
t

From the above equation, it is easy to see that market liquidity measure L, affects the return and the
volatility of the stock simultaneously under the physical probability measure P.

3. Options pricing

This section presents the procedures to derive the prices of vanilla European options and vulnerable
European options when the underlying assets are not perfectly liquid.

3.1. Pricing of vanilla European options with liquidity risk

To price options, we need to determine an equivalent martingale measure. Bingham and Kiesel [3]
illustrated that all possible martingale measures could be characterized by their Girsanov identities. Here,
we select a suitable equivalent martingale measure using the following Radon—Nikodym derivative:

Q t t ] t 1 t t
=exp{—/ /1§dW§—/ /lZdWSy——/ (/lf)zds——/ (ﬂ;/)zds—plf /lf/l;/ds},
7 0 0 2 Jo 2 Jo 0

dP
3.1

where 15 and 1] satisfy
A7 (p1BL: +05) + A (BL; + p10s) = pis + Lo + 55°L7 + p10sBLe = 7, (3.2)
with 7 being a constant risk-free interest rate. Using Girsanov’s theorem, the three-dimensional process
(We = (W2, w27, w25); 0 < 1 < oo} defined by
AW = dWE + paA3 dt + 3] dt,
AW = dW) + A7 dt + p, A5 dt, (3.3)
AW = dW5 + A3 dr + p,a) dt,

is a standard Brownian motion under Q, and it has the same correlation structure as that under the
physical probability measure P. Furthermore, the stock price dynamics under Q can be written as

ds
S—’ = rdt +BL, AW2" + s WSS, (3.4)

t
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with
dL, = (KLQL — kL, — O'Lpz/lf - O'Lp3/12/) dt + oy, thQ’L. 3.5

According to the expression of thQ’L in (3.3), the market liquidity risk premium is pyA5 + p347.
Following the idea of Heston [12] as the means of achieving tractability, we assume that the liquidity
risk premium is proportional to the level of market liquidity, that is,

€L

P27 +p3d] =
oL

3.6)
where & is a constant. In other words, the measure change adjusts the drift of the market liquidity
measure L, by the term &£L,/o (also see [10]). Thus, we can rewrite the dynamics of the market
liquidity measure under Q,

dL, = k(0 — L,) dt + o dAWZE, (3.7)

where k ;= kp +&and 0 := k.01 /(kp + &).

To facilitate our analysis of the stock price, under the equivalent martingale measure Q, we intend to
rewrite Brownian motion W2 = (W2, W,Q’y, W) as a linear transformation of a three-dimensional
standard Brownian motion. First, denote the correlation matrix of W,Q by A, which is given by

1 p3 p2
A=lps 1 p
p2p1 1

Applying the Cholesky decomposition, we can decompose A into the product of a lower triangular
matrix A and its conjugate transpose, where

10 0
A=|p3{J1-03 0 ,
p2 < 1-p3 -2

and { = (p1 — p2p3)/+/1 — p3. Then, one obtains that

Wt =wg

1,t°

W27 = psWE + 1 - pIWE,, (.8)

.S
WS = pa W2 + (WL + (|1 - p = W2,

and W1Qz’ WZQ, and Wth are independent standard Brownian motions under Q. Therefore, the stock price

can be rewritten as:

ds
S—’ =rdt+ (p20s + p3pL;) dWlQ,t

t
+ (o5 + 1 = p2BL,) dW2, + 1 -p2 = o dwg, (3.9)

with the market liquidity measure L, given below,
dL, = k(0 = L;) dt + o AW, (3.10)

Obviously, {S;,7 > 0} is a martingale after discounted by the risk-free cash account under Q.
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Now, we are ready to derive the price of vanilla European options. At time ¢t = 0, the price of a
European call option with maturity 7" and strike price K is given by
Co = e¢"TEC[max(Sr — K, 0)]
= e "TEC[(St - K)I(s,5k)]
= e TEQ[SrIns,>mk)] — Ke 7 Q(In Sy > InK), (3.11)
where .} is the indicator function. To calculate Cy, we use the characteristic function of In(S7 ) defined

by fi(¢) :== E2[e?™"57] for any complex number ¢. Using the Fourier inversion formula and following
[27], we can obtain the explicit expressions of the two components in (3.11) as follows:

1, = EQ[STI{IHST>1HK}]

= 1f1(1)+l/wRe[w do, (3.12)
2 7 Jo id
and
I :=0(nS; >1nKk)
_1 ot KT fig)
= §+;./0 Re[T} de. (3.13)

Additionally, the explicit expression of the characteristic function fi(¢) := E€[e?"™57] will be given
as a special case in the following subsection.

3.2. Pricing of vulnerable European options with liquidity risk

In this subsection, we incorporate default risk of option issuers into the pricing model. Here, we describe
default risk in a reduced-form model, and work under the equivalent martingale measure Q directly for
valuation purposes.! Assume that the underlying asset price is driven by (3.9), and let 7 be the default
time modeled by the first jump time of a doubly stochastic Poisson process with the following intensity
process:

A =no+mL, + L+ X,. (3.14)

And X; is captured by a mean-reverting square root process,
dX, = (yx — axX,) dr + ox VX, dB?, (3.15)

with Xy > 0 and B,Q being a standard Brownian motion under Q, independent of Wl%, Wz% and W3QJ.
To ensure that A, is nonnegative, we need to pose the assumptions on the parameters that 77, > 0
and 4non, > n%. There are two remarks on the assumption of the intensity process. First, the default
intensity (3.14) consists of two parts: market liquidity L, and idiosyncratic risk X,, and market liquidity
is a common factor to default intensity processes and all stocks in the market. Second, we propose a
general form of the intensity process, which could also allow us to achieve tractability. Specially, with
n1 = 0, the model could capture negative effects between market liquidity (|L,|) and default risk (2,).
We refer interested readers to Brogaard et al. [5] and Nadarajah ef al. [23] for this negative effect.

Now we are ready to price vulnerable European options. Let @ be the recovery rate, and then the
vulnerable option price is given by

Do=e¢"TEQ[I(rs7y (St — K)* ]+ @e™ T E2[I(9<r <1 (ST — K)]. (3.16)

! Alternatively, we can first assume the intensity process under physical measure P and then follow Duffie [9] and Wang et al. [31] to find one
martingale measure by assuming a risk premium for uncertainty associated with the timing of the default (see [9] or Section 2.1 in [31]).
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In the proposed pricing model, we can derive the semi-closed form of the vulnerable option price Dy.
To this end, we define the Fourier transform of (In(S7), fOT As ds), denoted by f (o, ),
f((ﬁ, w) — EQ[e¢lnST+¢fOT /[st], (317)

where ¢ and ¢ are complex numbers. Because {X,,t > 0} is independent of the other processes, we
obtain that

f(¢’ l,[/) — EQ [e¢1nST+l//f0T(7]0+7]1L.\~+772L§)dS] % EQ [ewaT X, dS]
= fsp(9,¥) X fx (¥), (3.18)

where for (¢,4) = EQ[e?INSTHY foT(’70+’7‘L°‘+’72L§)dS] and fx(y) = E9 [e“’foT Xsds] In addition, the
closed-form expressions of fx (¢) and fsy (¢, ) are shown in the following proposition.

Proposition 3.1. Let p1(y) = \Jak — 2002 and pr(¥) = (ax + 1 (¥))/(ax — w1 (¥)). The closed-
form expressions of fx(¥) and fsi (¢, W) are given by

(ax + () (1 — e
fx(W) = expy =5 o
ox (1 = (e )T
1-— ()T
L) ((axwl(w»T—zln(%)) : (3.19)
Oy I- #2(%1’)

and

fsp(¢.4) = exp{¢¥o + 5 A1 (0,T)LG + A>(0,T) Lo + A3 (0, T)}, (3220)
where

1 &Opros  oppsf 1 Yo p3B 2 P20
Y()ZlnS()+ r—zag— oL - ) +§¢O'§(1—p%)+7 T—El%— o1 L(),

and A1(0,T), A2(0,T) and A3(0,T) are given by (A.10)—(A.12) in the Appendix.
Proof. See the Appendix. O

Note that when ¢ = 0, f(¢,0) is the characteristic function of In(St), that is, f(¢#,0) = fi(¢) =
EZ[e?"S]. Using the Fourier inversion formula and the characteristic functions, we can derive the
price of vulnerable options and the results are given in the following proposition.

Proposition 3.2. Under the risk-neutral martingale measure Q, the time-t price of vulnerable European
call options with liquidity risk can be calculated as follows:

Do=(1-a)e" (I3 - KI,) + aCy, (3.21)
where Cy is given in (3.11), and
o - £(; _

B=3ranst [ Re[K flo+1, U}d(ﬁ, (3:22)

2 7 Jo i¢

o —1® £(idh —

Iy = lf(O,—1)+l/ Re [w]dqﬁ. (3.23)

2 T Jo i¢
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Proof. It can be easily seen that Dy in (3.16) can be rewritten as
Do=(1-a)e"" (I - KI,) + aCy,
where C is the price of vanilla European options with liquidity risk given in (3.11), and

Iy := EQ[Sr 1>, 5p5K1]5
Ly = E9[I (>, sp2K31]-

Employing the inverse Fourier transform, we can obtain the following expressions of I3 and I4:

1 1 e K f(ig+1,-1
R e
2 T Jo 0]
1 1 = K¢ f(ig, -1
14:—f(0,—1)+—/ Re[%]dqﬁ.
2 T Jo id
This completes the proof of Proposition 3.2. O

4. Numerical analysis

In this section, we illustrate the effect of market liquidity risk on the prices of (vulnerable) European
options. To show the results explicitly, we mainly illustrate prices of call options in three situations: the
proposed framework with both liquidity risk and default risk, the case without liquidity risk (i.e., 8 = 0),
and the case without default risk (i.e., @ = 1).

Following Pasricha et al. [25], we use the following parameter values: os = 0.2, 07 = 0.9, p; = 0.25,
p2 =035, 03=0,8=0.3, § =0.2 and B = 0.5. Theoretically, the less liquidity the financial market
holds, the more likely option issuers are to default. As a result, the assumption that the parameters in
(3.14) are positive is reasonable. We find that when setting o = 0.02, n; = 0.02 and 1, = 0.02, the
default probability in 2 years is approximately 7.34%. Additionally, @ = 0.6 means that 60% of the
loss can be recovered after default, which is a conservative value. Without loss of generality, we set
the interest rate r = 0.01, So = 100, Ly = 0.3, and the option is at the money (Sp = K = 100) with a
maturity of 2.0 years.

First, we focus on the effect of stochastic liquidity risk on the prices of both vanilla and vulnerable
call options. From Figure 1, we can intuitively find that call option prices decrease with higher strike
prices. To go further, it can also be found that by comparing the distance between the two lines, both
the liquidity risk and default risk have small effects on in-the-money options. In contrast, with the
augmentation of strike prices, the impact of liquidity risk always remains pronounced, while the impact
of default risk becomes relatively more negligible, and these observations are consistent with Wang
[29]. The large price discrepancies suggest that when pricing options, option issuers should take market
liquidity into consideration. In addition, option buyers should be clear about the credit status of each
issuer with the help of credit rating agencies or other possible channels and only accept reasonable
prices that include default risk premiums.

Figure 2 displays the relationship between call option prices and the values of the sensitivity level
of the stock to market illiquidity. Undoubtedly, option prices in the pricing model without liquidity risk
are not affected by the changes of 3, hence, we obtain a constant number in this case. Regarding the
other two cases, call option prices rise when the stock becomes more sensitive to market illiquidity.
Comparing the distance between two lines, the effect of default risk on the prices becomes relatively
evident with a larger . It should be noted that the values of S affect the total volatility of the underlying
stock.

Figure 3 illustrates call option prices with different volatilities of the underlying stock. A higher
volatility corresponds to a higher option price. We can observe two different trends from this graph:

https://doi.org/10.1017/5026996482200050X Published online by Cambridge University Press


https://doi.org/10.1017/S026996482200050X

Probability in the Engineering and Informational Sciences 73
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....................................... option prices without liquidity risk
------------- option prices without default risk
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D20 —
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k=1
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10— —
5 | | | | | | | | |
% 92 9 % 98 100 102 104 106 108 110

K
Figure 1. Call option prices against strike prices. The solid, dashed and dotted lines correspond to
prices in the proposed framework, prices without liquidity risk (8 = 0) and prices without default risk
(@ = 1), respectively.

35 T T T T T T
——option prices from proposed model

option prices without liquidity risk
------------- option prices without default risk

30

Call option Prices
»
3

N
3

Figure 2. Call option prices against the values of the sensitivity level of the stock to the market
illiquidity. The solid, dashed and dotted lines correspond to prices in the proposed framework, prices
without liquidity risk (§ = 0) and prices without default risk (& = 1), respectively.

with an increasing volatility of the underlying stock, the dotted line and the solid line tend to be farther
away from each other, while the solid line and the dashed line get closer to each other, showing the
strengthening effect of default risk and the weakening impact of liquidity risk. This is because the
instantaneous total variance of the underlying stock is 0'§ +B%L2 +2p 0sBL;, and the effect of liquidity
risk is not so significant with a bigger os. We need to mention that in the real world, the probability of
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60 T T T T I I I T

—— option prices from proposed model
option prices without liquidity risk

------------- option prices without default risk

Call option Prices

7s

Figure 3. Call option prices against volatilities of the underlying stock. The solid, dashed and dotted
lines correspond to prices in the proposed framework, prices without liquidity risk (8 = 0) and prices
without default risk (@ = 1), respectively.

36 T T T T I

——option prices from proposed model
option prices without liquidity risk

------------- option prices without default risk

30

Call option Prices
Y
B

n
S

| | |
0.2 0.4 0.6 0.8 1 12 1.4

10 | |

9L

Figure 4. Call option prices against volatilities of the stock market liquidity. The solid, dashed and
dotted lines correspond to prices in the proposed framework, prices without liquidity risk (8 = 0) and
prices without default risk (& = 1), respectively.

stock prices fluctuating fiercely in a short period is relatively low. As a result, we shall focus more on
call option prices with smaller o, and pay more attention to the influence of the stochastic liquidity
risk.

Figure 4 depicts call option prices with different volatilities of market liquidity risk itself. Evidently,
we obtain a horizontal line without liquidity risk. In regard to the dotted line and the solid one, a larger
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% T T T T T T T i i
——option prices from proposed model

-~ option prices without default risk

Call option Prices

-0.5 -0.4 -0.3 -0.2 -0.1 0 0.1 0.2 03 0.4 05

P3

Figure 5. Call option prices against p3. The solid and dotted lines correspond to prices in the proposed
framework and prices without default risk (@ = 1), respectively.

——option prices from proposed model
------------- option prices without default risk

N
w
o

Call option Prices
3

225

| | | | | | | | |
"o 0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8 0.9 1

;4

Figure 6. Call option prices against 1. The solid and dotted lines correspond to prices in the proposed
framework and prices without default risk (@ = 1), respectively.

o, induces a correspondingly higher option price. Observing the differences between the solid and
dashed lines, we find that the effect of liquidity risk is enhanced as the values of o rise. Based on
the bid-ask spread, market liquidity can be captured even though it is an invisible variable (see, e.g.,
[1,8]). Therefore, investors could easily estimate the value of o and eventually trade options around a
reasonable price using the model developed in this paper.

Figure 5 illustrates call option prices with respect to the correlation coefficients between the liquidity
measure L, and the liquidity discount factor y,. When p3 is negative, call option prices increase with
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25

” ——option prices from proposed model}»

------------- option prices without default risk

23—

Call option Prices
N
I

Figure 7. Call option prices against n,. The solid and dotted lines correspond to prices in the proposed
framework and prices without default risk (@ = 1), respectively.

0.2 T T T
‘—default probabilities from proposed model

Default Probabilities

1 1 1 1 1 1 1
0 0.1 0.2 0.3 04 0.5 0.6 07 0.8 0.9 1

T

-0.1

Figure 8. Default probabilities against n,. The solid line corresponds to default probabilities in the
proposed framework.

the correlation coefficients approaching to zero. In contrast, in the case of p3 > 0, the marginal rise of
call option prices decreases and even becomes negative when ps is large enough. In addition, the effect
of default risk on option prices is much more pronounced when p3 takes a larger value.

Figure 6 shows call option prices against 77;, displaying a U-shaped curve in the proposed model. 7,
is the coefficient of the first-order term in the intensity process A,. Call option prices first decrease and
then increase as 77; increases. Comparing the distance between two lines, we can easily find that the
effect of default risk is evident when 7, is small and the effect reaches the maximum under a certain
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Figure 9. Default probabilities against n,. The solid line corresponds to default probabilities in the
proposed framework.

n1. This is because the corresponding default probabilities first increase and then decrease as shown in
Figure 8. Figure 7 shows call option prices with respect to 77,. 7, is the coefficient of the second-order
term in the intensity process 4,. Since L? is always positive, default probabilities increase and then
vulnerable call option prices drop with an increase of 77,, which can also be verified in Figure 9.

5. Conclusion

In this paper, we contribute to the literature on vulnerable European options by taking the possibility
of default risk caused by the counterparty and market liquidity risk into consideration. A general
correlation structure among the underlying asset, the liquidity discount factor and the default intensity
process is specified. Utilizing the characteristic function and the Feynman—Kac theorem, we obtain the
semi-closed form pricing formulae of vulnerable European options with market liquidity risk. Finally,
numerical experiments are performed to illustrate the effects of liquidity risk and default risk on the
prices of vulnerable European options.
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Appendix

Here, we derive the expressions of fx () and fsr (¢, ). First, using the dynamics of X; in (3.15), we
can derive the expression of fx () easily,

(ax + () (1 — e T)

_ 0 OT sds —
ey = ECLe b = e S ety
D 4 i )T - 21n M)) (A1)
oz |t 1= 1) ’ '
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where p1) () = \Jay = 2¢og and (W) = (ax +m W)/ (ax — 1 (¥)).

Next, we turn to the calculation of fs; (¢, ). Note that

1 T
InSy =InSy + (r - E(rg) T +/ (p20s + p3BLy) dW]Qs
) R

T
+/ ({os +By[1 = P2Ly) AW,
0
1 T T
+ o5l = p3 = PWE - 5,32/ L%ds —plﬁO'S/ Ly ds. (A.2)
0 0

From the dynamics of L, in (2.7), we apply [td’s lemma to L2 + (2020 /p3f8) L, and obtain the following
result,

2
d(L$+ pz(’SL,) :2(L,+p2‘;;)dL,+a§dt

p3B P3
- (2;2(5 - L) (L, + pm) + az) dt + 20, (L, + 2278 ) awd,  (A3)
p3B p3B
which in turn implies that
. .
1 0
/ (Ls+ pz”S)dWQ - 275 (—K P29s ﬂ)r
0 3P 20, oLp3B o3 2
1 5 T ~ T
12+ 2278 (a—pﬂs)/ Lsds+i/ L2ds.
20, oLp3p oL p3B ) Jo oL Jo
(A4)

Therefore, one can get that
For(B,0) = EQ[e¢1nsr+¢f0T(770+771Ls+772L§) s

1
:exp{¢ (lnSo+(r—§0'S)T)}EQ exp{ (/ (p20s + p3BL; )dWlA
T
o Q
+/0 (Cos+ 1—p§LS)dW2’S+a'Swll—p%—g’zWST
1 T T T
—5,82/ L?ds—plﬁas'/ Lsds)+z,b/ (n0+mLs+n2Lf)dsH
0 0 0

1 Z0
=exp{¢|InSo+[r— —o-§ _ Kbpaos _ a3 T - M o sz-SLo +ynoT
2 or, 2 20’L oy,

- T - T
x EC |exp {¢ %L%+p20-SLT—L(§p3ﬂ—p20'S)/ Lsds+@/ L?ds
20, oL oL 0 oL Jo

l T
+50CaT G asp 1= [ L

+ 3P - p3>/ Lds + 50031 - g}~ T

1 T T T
—§¢ﬁ2/ Lidt—dwlﬁo'sf Lst+l//771/ Lst+¢”72/ LdeH
0 0 0 0
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1 ROp,07s U'L,O%ﬁ Yo
:exp{¢(lnSo+(r—EO'§—a_—L 5 2 S(l— 2)+ p
_M[%— p29s Lo)}
ZO'L gr,
< E2 [exP {‘/”PsﬁL% L 8p20s Ly
20’L oy,

~ T
+ (¢2§0's,3 1-p3 - f_—z(gpsﬂ - p20s) — ¢p1B0s +¢771) /0 Lsds

~ T
or, 2 2 0

To obtain the expression of the expectation in the above equation, we denote

T T
P(L,t,T) = EC [exp {—w1 / L? ds — w2/ Lyds + w3L% + w4LT}
t t

9‘7] , (A.6)

with terminal conditions P(L,T,T) = e@Li+wslr Then, the expectation in (A.5) equals P(L,0,T)
with wi = —¢Rpsplor = 3¢°B*(1 = p3) + 188> — Y, w2 = > L5 Pyl = p3 + (& /1) (B3 —

P205) + ¢p1B0s — Y1, w3 = ¢pp3f/20 and wy = pp20s /oL
According to the Feynman—Kac theorem, for 0 < ¢t < T, P(L,t,T) satisfies the following partial
differential equation:

aP 0P 18%P

5 —K(G L)+ 26L20-L - (a)lL +wyL)P =0. (A7)
The solution of P(L, t,T) has the following form:

P(L,t,T) = exp{3 A1 (t, T)L} + A>(t,T)L, + A5(,T)}, (A.8)

with terminal conditions A (T, T) = 2w3, A>(T,T) = w4 and A3(T,T) = 0. Specifically, the system of
ordinary differential equations is given below:

da,
dr
dA
=2 _ (k- 02A)Ay +ROA, — wy =0, (A.9)

dx 1 1
— + 20'LA2 +ROA, + 2a'LAl 0.

O'Z%A% - leAl - 20)1 = 0,

Additionally, we can obtain the solutions as follows:

1 sinh(6; (T - t)) + 65 cosh(6, (T — 1))
AT =2 (" =01 cosh(81 (T = 1) + 6, sinh(61 (T = 1)) ) A1
_ 1 (I?é + o-iw4)61 - 6253 o~
A1) = o265, (cosh(él (T —1)) +sinh(6,(T — 1)) "0‘51)
03 (sinh(6((T —t)) + 65 cosh(6,(T — 1)) Al
0-251 (cosh(él (T = 1)) + 6, sinh(6,(T — t))) (A1)
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and

A3, T) = —% In(cosh(81(T —t)) + 6, sinh(6,(T —1))) + (l/? + lo-iwﬁ + E§w4) (T -1)

2472
(l?é + 0'%(1)4)25% - 5% Sinh(51 (T _ t)) 5
2076} (Cosh(61 T=m)+asmh@d—n 7" f))
((I?é + 0'2604)6] - 6253)53 COSh(é] (T _ l)) -1
' o7o) (cosh(61 (T = 1)) + 6, sinh(8, (7 — t))) : (A12)

where 61 = /207w + &2, 62 = (1/61)(R — 207 w3) and 63 = R(RO + 07 ws) — 07 (w) + Rws).

Let Yo = InSo + (r = 305 = k0p20s /01 = oLp3B/2 + 5¢05(1 = p3) +¥mo/H)T = (p3/20L) LG ~
(p20s/0L)Ly, and we obtain the following result,

fsp(¢.¥) = exp{¢¥o + 1A (0, T)L§ + A>(0,T) Lo + A3(0,T)}.
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