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In this paper, we study the equilibrium valuation for currency options in a setting of
the two-country Lucas-type economy. Different from the continuous model in Bakshi and
Chen [1], we propose a discontinuous model with jump processes. Empirical findings reveal
that the jump components in each country’s money supply can be decomposed into the
simultaneous co-jump component and the country-specific jump component. Each of the
jump components is modeled with a Poisson process whose jump intensity follows a mean
reversion stochastic process. By solving a partial integro-differential equation (PIDE),
we get a closed-form solution to the PIDE for a European call currency option. The
numerical results show that the derived option pricing formula is efficient for practical
use. Importantly, we find that the co-jump has a significant impact on option price and
implied volatility.

Key words: co-jump, currency option, equilibrium valuation, partial integro-differential equation

1. INTRODUCTION

Since Garman and Kohlhagen [15] first derived a pricing formula of a European currency
option based on the Black—Sholes model, many researchers have studied currency options
under a variety of models such as stochastic volatility model [16], jump-diffusion model with
stochastic volatility [6], variance-gamma jump model [10], and stochastic skew model [9].
Although jump models perform better than continuous models empirically, the relationships
among the interest rate, exchange rate, and risk premium are always ignored in above-
mentioned models. While in equilibrium models, the economic variables are determined
with each other. This makes that the equilibrium models better describe the real financial
market.

Lucas [19] proposed the two-country economy and assumed that there were only two
traded goods, two agents and all the dividends were consumed. Each agent preferred to share
the risks and had the same portfolio. By solving the agent’s utility maximization problem,
Lucas obtained the equilibrium price of a nominal foreign exchange rate and a zero-coupon
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bond under a continuous model. Later, Bakshi and Chen [1] generalized Lucas’s model to
the stochastic volatility model. They obtained closed-form solutions for foreign exchange
claims following the two-country economy assumption. Then, based on the Bakshi and Chen
[1] model, Xing and Yang [22] priced the equilibrium currency option prices under a jump-
diffusion model with stochastic volatility. However, the jump parts of the money supplies
in the domestic and foreign country were assumed mutually independent and the jump
intensities were both constants, which was not very consistent with the real market.

To our knowledge, the model of Santa-Clara and Yan [21] is the first model in which the
jump intensity follows explicitly its own stochastic process. Their model does not belong to
the affine family of Duffie et al. [13], in that the drifts and the covariance terms are not linear
in the state variables. When they calibrated the model to the S&P 500 index option prices
from the beginning of 1996 to the end of 2002, they obtained the time series of the implied
diffusive volatility and jump intensity. Their empirical results showed that the innovations
to the two risk processes were not very correlated with each other, which was consistent
with their model assumption that the diffusive volatility and jump intensity followed their
own stochastic process. Instead of studying equilibrium stock options pricing in Santa-Clara
and Yan [21], Du [12] studied equilibrium currency options pricing under recursive utility.
In his consumption-based model, the consumptions in domestic and foreign countries were
highly but imperfectly shared disaster with time-varying jump intensities. By using the fast
Fourier transform (FFT) method in Carr and Madan [8], he got the numerical prices of
equilibrium currency options.

Most of the literature only focuses on the jumps occurred in individual stocks; how-
ever, simultaneous jumps called co-jumps among the multiple assets are always overlooked.
Unlike the jump risk from a specific country, the co-jump risks come from infrequent events
that are highly correlated across a large number of assets. Historically, the financial crisis
in Southeast Asia in 1998 can trigger simultaneous jumps in the money supplies of differ-
ent countries, and similar phenomena can also be observed when the U.S. financial crisis
occurred in 2008. This co-jump risk can be regarded as the systemic risk in Das and Uppal
[11]. Keddad [17] investigated the degree and the nature of exchange rate co-movements
between the Renminbi and a set of seven East Asian currencies. Barunik et al. [5] did
empirical analysis to reveal different behaviors of co-jumps during Asian, European, and
U.S. trading sessions. They found that co-jumps significantly influenced the correlations in
currency markets. The impact of systemic risk is more intense, lasting, and wider. There-
fore, this systemic risk should not be ignored and should be taken into consideration for
currency option pricing.

Inspired by the mentioned papers, in the two-country economy setting proposed by
Lucas [19], we follow the equilibrium method in Bakshi and Chen [1] to price currency
options under a discontinuous model with co-jumps and stochastic jump intensities in this
paper. We assume that the money supplies in two countries are correlated through a common
jump process. The exchange rate is affected by jump risks from the jumps occurred in
individual money supply and the co-jump. For the assumption of the distribution of jump
size, a normal distribution [20] or double exponential distribution [18] are often used. We
assume the distribution of jump size to be arbitrary, which makes our model more general
for applications. Under our model, we can obtain a closed-form solution for a FKuropean
call currency option price by solving a partial integro-differential equation (PIDE). The
method of solving the PIDE can refer to Heston [16]. Heston [16] pointed out that the
formula for a European option price was associated with the risk-neutralized probabilities,
and it was much easier to solve the characteristic functions to get the risk-neutralized
probabilities. Later, Bakshi and Chen [1] applied the technique to the stochastic volatility
model. Bates [6] applied the technique to the jump-diffusion model with stochastic volatility.
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Furthermore, Fu and Yang [14] applied the technique to the Lévy models. Except for the
European option, the equilibrium valuation in this paper can also be applied to price some
exotic options. However, it is not easy. There are two main difficulties. One difficulty is
that the equilibrium pricing method needs to be combined with a macroeconomic theory,
while it is hard to construct the macroeconomic background for pricing some equilibrium
exotic options. Another difficulty is that the PIDE for the exotic option price under jump
models always has no analytical solution. Thus, we have to obtain the exotic option price
by numerical methods such as the finite difference method or Monte Carlo simulation.

The article is organized as follows. In Section 2, we perform some empirical examinations
and discuss the effects of co-jumps. In Section 3, we determine the dynamic process of the
exchange rate and the equilibrium prices for zero-coupon bonds. The expected return of
traditional carry trade strategy under our model is also computed. In Section 4, we derive
the PIDE for currency option prices and get the equilibrium values of the currency options.
In Section 5, we do Monte Carlo simulations to verify the correctness of our formula and
do some numerical analysis. The influences of jump factors on option prices and implied
volatilities are shown. Finally, we offer concluding remarks in Section 6.

2. EFFECTS OF CO-JUMPS

With the development of global economy, jumps in exchange rates have become more and
more frequently, so it is necessary to consider jump processes for currency option pricing.
In the context of the two-country economy, we assume that the jumps in exchange rates
are due to the changes in monetary supplies. We use the method in Barndorff-Nielsen and
Shephard [4] to verify that jumps do exist in the time series of money supplies.

Let w*(t) be the log-price of an asset. Quadratic variation (QV) is defined on intervals
of time length 4.

wi(t) =w*(§[t671]), t>0.
| x| is the integer part of z.

wy = w*(j6) —w((j — 18), j=12,...,[t/s].

The realized quadratic variation process is given by the following equation:

[w3l(t) = > wj.

The realized bipower variation process (BPV) is given by the following equation:

1t/3)1
w0 = Y fwyllwjl.

Jj=1

Barndorff-Nielsen and Shephard [4] determined a robust estimator by using the multipower
variation instead of the bipower variation:

Lt/9]-3
il =670 Y fwillwgelwjialfwjssl.

Jj=1
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The linear jump test statistic variable is given by the following equation:

02 (g [wi] () — [wil(1) &

G = — N(0,1),
Vomr ) )

where
p = \/2/m~0.79788, ¥ = (n/4)* + 7 — 5 ~ 0.6090.

We downloaded the monthly data of the money supplies M1 in the United States, Australia,
and Switzerland from the Federal Reserve Economic Database (FRED). The samples all
ranged from January 1980 to December 2018. We use the data of M1 in the United States,
Australia, and Switzerland to compute the statistic variable G. The values of G are 2.9967,
—25.1773, and —67.2666, respectively.

P (G > 2.9967) = 0.0014,
Py (G < —25.1773) ~ 0,
P3(G < —67.2666) ~ 0.

Since p-value P; < a, P> < a, and P3 < « at level a = 0.05, we would reject the null of
a continuous sample path. There is, thus, an evidence that there exist jumps in the time
series data of percentage changes in money supplies.

In the most of the existing literature, a single jump process is often used to describe
“jumps”. However, we think there is always more than one source of jump risk in the money
supply. On the one hand, some extreme events can trigger simultaneous jumps in the money
supply of different countries. Simultaneous jump called co-jump is regarded as a systemic
risk whose impact may be long-lasting and wide-ranging, and therefore cannot be ignored.
On the other hand, we believe that the money supply in each country is affected by the
country-specific monetary policy risk. Observed from Figures 1-3, the percentage changes
of money supplies have jumps in December 2008, which is clearly visible in the figures. The
absolute values of percentage changes are 0.0562, 0.0500, and 0.0910 in December 2008 in
the United States, Australia, and Switzerland, respectively. According to Caporin et al.
[7], the percentage change which is more than six standard deviations in local volatility
units can be regarded as an obvious jump. Thus, the simultaneous jump that took place in
December 2008 can be regarded as a co-jump, which was caused by the rare financial crisis
in the United States in 2008. Next, we would take the co-jump happened in December 2008
as an example to analyze the impacts of the co-jump.

Firstly, co-jumps make the absolute value of correlation between money supplies and
short-term volatility increase. The money supplies in different countries all over the world
jumped simultaneously in December 2008, which revealed that the co-jump led to a signif-
icant increase in correlation between money supplies. In addition, the short-term volatility
of the percentage change of the money supplies also increased. Take the United States as an
example, the sample standard deviation of the percentage change of the money supply was
0.0184 in 2008, 0.0106 in 2009, and 0.0100 in 2010. While before the occurrence of co-jump,
the sample standard deviation was 0.0052 in 2007 and 0.0041 in 2006. This shows that the
co-jump can predict the short-term volatility.

Secondly, the shocks caused by the co-jumps among the assets are greater than the
jumps in individual assets. The daily data of the CBOE Volatility Index from 2 January
1990 to 31 December 2018 are shown in Figure 4. We see that the close price of the CBOE
Volatility Index reached the historical maximum of 80.86 on 20 November 2008. The average
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FIGURE 2. Percentage change of the money supply in Australia.

index in November and December 2008 was both above 50. This was a period when the
index had remained at a high level since 1990, while the VIX index did not exceed 50 even
after “911” event, and so did other jumps in individual assets. These facts show that the
shocks caused by the co-jumps are greater than the jumps in individual assets.

Thirdly, the impacts of the co-jumps are more lasting. We use the monthly data of
1-year treasury constant maturity rate in the United States downloaded from FRED for
analysis (Figure 5). The rate fell below 0.5 for the first time in December 2008. The rate
always remained below 0.5% from December 2008 to November 2015, which meant that the
impacts triggered by the co-jump happened in December 2008 lasted for about 7 years. We
see that there was no period when the rate remained at a low level for so long since 1980,
that is, the effects of co-jumps are more lasting.

In summary, co-jumps make the absolute value of correlation between money supplies
and short-term volatility increase. Moreover, the impacts of co-jumps are greater and lasting.
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F1GURE 4. The historical close prices of the CBOE Volatility Index.

These characteristics are significantly different from the impacts of the jumps in individual
assets, but there are few literatures concerning the pricing of currency options with co-
jumps. Based on the above analysis, this paper will discuss the currency options pricing
with co-jumps and analyze the impacts of co-jumps on option prices and implied volatilities.

3. THE MODEL

Based on the observations and discussions in Section 2, we believe that the money supply in
each country is affected by the co-jump risk and the country-specific monetary policy risk.
So, we add a common jump term with stochastic jump intensity into the processes of money
supplies in the domestic and foreign country. Besides, we follow the basic assumptions of
two-country economy in Bakshi and Chen [1].
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F1GUurRE 5. The historical prices of 1-year treasury constant maturity rates in the United
States.

ASSUMPTION 1: The money supplies My, M;(M; = 2my, M = 2mf) in two countries
follow jump-diffusion processes with stochastic intensities.

d
T pdt — (A + NB)E(e? — 1) dt + 0dB, + (eZ — 1) (ANP + dNP). (1)
my

Similarly, the process of money supply mi in the foreign country is as follows:

dmy
"

t

=prdt — M+ X E(e? —1)dt + 0"dB; + (¢ —1)(dN! + dN§), (2)

where
dA = kO — A at + o,\\/;?dBf,
AN, = k(X — X)) dt + ox\ /N dB, (3)
dX\¢ = k(N8 — \B) dt + aA\/gdBtg.

1 is the expected rate of appreciation of home money supply. o is the volatility of the
percentage of home money supply. e — 1 is the percentage jump size (conditional on a
Jump occurring) and can be arbitrarily distributed. Parameters with subscript “*”7 repre-
sent the corresponding variables in the foreign country. \*, X, and A& are the long-term
levels of jump intensity factors from the domestic country, foreign country, and global
market. k is the mean-reverting rate of jump intensity. By and Bj have a correla-
tion pm. The standard Brownian motions BY, Bf, and B¢ are mutually independent. In
addition, dB; - dB! =0, dB; -dBf =0, dB; -dBf =0, dB; -dB! =0, dB; - dB! =0, and
dBj -dBf = 0. The Poisson process NP can be seen as a global component and NP, Nf
be the country-specific component. The Poisson processes NP, Nf, and NE are mutually
independent. The parameters (i, i*, pm, o, 0, k, ox, A, A, X8 are all constants.
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ASSUMPTION 2: The GDP in home country is 2y, and the GDP in foreign country is 2y; .
They follow the processes:

d

%:uydt—l—oydwt,
dy; 0
” = p, dt + o, dw,.

Here, 11y, 0y are the instantaneous growth rate and instantaneous volatility of the output in
the home country, respectively. py, o, represent the corresponding variables in the foreign
country. wy, wi, BY, B, B¢ are mutually independent standard Brownian motions.

ASSUMPTION 3: The agent’s life-time problem is given by the following equation:

maxEt/ e PO ey, ¢%) ds, (4)

)
c,c t

where p is the time preference parameter, and U is a utility function. Under the assumption
of “perfect pooling” in Lucas [19], the agents in home and foreign countries prefer to have
the same portfolio and the same utility function. Here, we assume that the utility function
18 a simple logarithmic utility function:

Uler,¢f) =~vlne + (1 —7)Ingy, (5)

where v is the expenditure share on the domestic good. ¢, ¢* are the consumptions of goods
in the home and foreign countries.

If the problem (4) exists a solution under the above three assumptions, an equilibrium
price is obtained. Applying the dynamic stochastic programming method, we can obtain the
prices of a nominal exchange rate and a zero-coupon bond at time t. For the proof details,

see [22].
1—ymy
S = -, 6
oy (©)
Biar=e¢ PE, ( " ) ' (7)
MeAt

Apply Ito’s lemma with (6), we get the process of a nominal exchange rate which is given
by the following equation:

ds .
?t = podt + odBy — 0" dBf + (eZ — 1) (AN} + dN®) 4+ (e=%" — 1) (dNf + dNE), (8)

t

where

ps = p— " — AP+ A E(E? — 1)+ M+ XE(E? —1) 40" — 00" ppm. (9)
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THEOREM 1: The closed-form solution for the price of the domestic zero-coupon bond
B(t, T; A}, M%) ds given by the following equation:

2[B(e? — 1)+ E(e=% —1)|(1 — e=%7)
2 — (Cn = k) (1 —e=n7)

S SR

Gh(7) = /&2 — 203 [E(e? — 1) + B(e~% — 1)), (10)

A+ X)) = (p+p—o?)T

B(t,7; A\l %) = exp{

the nominal interest rate at time t is given by the following equation:
Ri=p+pu—o®—[Ee? —1)+ E(e? —1)](\} + )¥), (11)
The price of the foreign zero-coupon bond B*(t, T; AL, A?) has a similar structure.

PrOOF: The relationship between the zero-coupon bond with maturity ¢4+ At¢ and the
interest rate is given as follows:

Bt,At . (]. + RAt) = 1

When At — 0, we have
Biat = e  RATL,

Combine with formula (7), we have

e~ (R=p)At _ o ( my ) ' (12)

mi4 At

Denote f(m:) = 1/ms, and then apply the Ito’s lemma with respect to m;.

4 (me) = £/ )(dma)e -+ 5§ (m)(dma)? + [fme - e) = fm (NP + dNF).

The subscript “c” here represents the part with the absence of jumps. Observe that

(dmy)e = my <d7m>c,

my

we can rewrite df (my) as

1 /d 1 2 1 1
d<1>:_ (W) +<dmt) +< Z_>(dNth+dth).
mye me my ¢ mye my ¢ me - € my

The above equation has a discrete time form:

Mg (Amt>c + (An?:t)j + (€77 = 1) (AN} + AN¥) + o(At). (13)

Insert (13) into (12) and take At — 0, we can get the home interest rate as follows:

Ri=p+u—o*>—[E? -1)+E(eZ - 1]\ + \%).
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The risk premium on any contingent claim is determined by the Euler equation (A3) in Ref.
[1] by solving the agent’s first-order condition. If the contingent claim is a bond, we have

AB
Et |:€_pAtmt ( L RtAt>:| =0.

mi4At B,

Note that B(t, 7; A\, \2) is a function of variable ¢, A\, \&. We apply Ito’s lemma to calculate
dBy, then we can get the discredited form AB;. We obtain the partial differential equation
(PDE) of the price of B(t, 7; A", A8) when At — 0

0B 0B < oB | - 10°B 1 0?°B
——— 4+ k(A" = AP+ = k(A = A8) + < AR = I\¢ = RB.
or "ot )+ ot I N T g
Solve the above PDE with the terminal condition B(t, 0; A", A\8) = 1, we can get a closed-
form solution of B(t, 7; A", \8) expressed in Formula (10). [ |

With the formulas of interest rates at home and abroad, we can get the interest rate
differential as follows:

Ry =R = (u—p*)— (02— 0"*) = AP + X)) [E(e? — 1) + E(e 7 —1)]
+ (N +APE(E” 1)+ E(e? - 1),
We assume p = p*, o = o*, Z = Z* for simplicity of calculation, then we have
Ri— R =\ = X)[E@EZ -1)+ E(e? —1))].

Since eZ — 1 — Z > 0 for all Z, R, — R} loads negatively on A — A\l. When the jump inten-
sity of money supply at home is higher than abroad, home investors prefer to save due to
the precautionary saving, thus the equilibrium home interest rate is lower than its foreign
counterpart.

If we assume A > Al then R; will be smaller than R} according to the above formula
of interest rate differential. Then, a typical currency carry trade is a trading strategy that
involves borrowing one unit of the home currency at a low interest rate, converting the
borrowed amount into the foreign currency and lending it out at the foreign interest rate,
converting the total earnings back to the home currency at last. We calculate the return of
the above currency carry trade

E[R}] =R — Ry + E[dIn Sy /dt] = (\! = MXYE(e=? -1+ 2).

E[R;] is the expected return from the currency carry trade, and it loads positively on
b )\ﬁ. The investors have arbitrage opportunities due to the different levels of jump
intensities of money supplies in two countries. A = Af tends to hold during a long time
period empirically as in Ref. [12], so E[R{] tends to zero according to the above formula.
The observation is consistent with the empirical results in Ref. [3].

4. VALUATION OF CURRENCY OPTIONS

In this section, we will consider the closed-form solution of the equilibrium currency option.
The nominal price of a call currency option C is a function of 7, A, A\f, A8, S. And K is
the strike price at time T, 7 =T — .

Clt, AN A8, S) = By e 2 (S — K,0)*| . (14)
mr
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THEOREM 2: Denote L = In S and under the conditions of Assumptions 1-3, the value of a
currency option satisfies the following PIDFE:

oC 3.5, 1 oC h o OC
_ 8T+( — 50 —20 ? 4 200" pm> aL—l—k()\ —A )8)\h

oC oC
+ k(A — Af)W + k()8 ~ M)y

1 5 .o L 0PC 1, 0%C 1, 0°C 1, 0%C
+ 2(0 +o 200 pm)@LQ +3504 PV 20)\)\ Y + 20’)\>\ P
+ (A" + X E[e™Z(C(t, 73 A" AUXE, L4+ Z) — C(t, 75 A", AT 08, L))

+ ME[C(t, T AN N8 L — Z%) — O(t, ;AP 0\ N8, L)

+ XE[e Z(C(t, T; NP NUN8 L — Z%) — O(t, ; AM, M N8, L)) — RC =0, (15)

with the boundary condition: C(t, 0; AP, A, A8, L) = (exp(Lz) — K, 0)F.

PrOOF: Applying Ito’s lemma with respect to C(t, 7; AP, Af, A&, L),

e aC aC C .. OC ac = h
dCy = oo dt + o pis dt + 520 dBy — 20 dB + Sop k(A" =AM dt + oAV A dB!
aC ; . oC . oC .
+8/\fk()\ )\)dt—i-@/\fa,\\ﬁdB T k(X8 — A )yt + o+ oV e dBE

1
s

1 9*C aC 1 6°C
2

1 a 1 9°C

2

2_9 om) | — — —

oo )<8L2 aL 2 oAn2
oI at + =

72 2 9rs2

+

o3 A at

+

o3\ dt
+[Ct, ;AN N8 L4+ Z) — O, 5 AM, M N8, L)](dNP + dN§)
+ [C(tv T;Athfa )‘g7 L— Z*) - C(tv T, )\h7>\f7)\g’ L)](dNtf + dth)v

then substitute the discredited form AC; into the following equation:

E, {epmmt (Act . RtAtﬂ -0

mi4At Cy

similar to Theorem 1, we let At — 0 and can obtain the PIDE of (15). |

THEOREM 3: A closed-form solution of Equation (15) is given by the following equation:
Ot, 7 A" XL AE, L) = P B7 (£, 7 AL AR (£ 75 A" AL X, L)
— KB(t, 7 A", A, (t, 75 A", A, X8, L), (16)

where the “risk-neutral” probabilities are given as in Refs. [2, 14]:

00 —i¢pIn[K] £, h f g .
H](t’ - Ah7Af’)\g7 L) _ % + l/ Re |:€ f](t7 7;7¢>\ 7)\ aA ) La (]S) d¢, (] _ 172)’
T Jo

(17)
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here, f; is the characteristic function of 11;.

[2AB(e7 —1) —igB(e? — D)1 — e 67 |,
fi=ow { 26 — (e — F)(1 — e &) At
L ABE 7 1) + (L +ig) B(e” — D1 - eT) ¢
26 — (& —k)(1 —e &) t

2[E (e — 1) + E(e”(0HVZ =2 _ o=2) _ j¢E(e? — 1)
+(1+ig)E(e? —1)](1 —e~5%7)

g
’ 28, — (&g — k)(1 —e %) At
X 28n
kAL — k) (1 — e &7
G [QIH (1 - )(zgf : )> + (& —k)r]
kX8 (& — k)(1 — e=6s7)
_0_§|:211’1(].— S 2§g )+(fg—]€)T:|
—(p+p— T+ (= )L+ id)T + 00" pr (6% — i) T
+ %0*2(32'(;5 — )7 — %UQ(M) + ¢*)T +ipL; — In By T} ,
_ 2[E (417 _ 1) — (i — 1) E(e? — 1)](1 — e~&7)
f2—exp{ 26 — (& —R)(1— e Gir) A

_|_

2[E(e™%" —1) +ipE(e? —1))(1 - e*éFT)Af
27 — (& — k) (1 —e5T) '
Q[E(e(wfl)z _ 1) JrE(efid)Z*fZ _ 672)
+(1—ig)E(e? — 1) +ipE(e? —1)](1 — e_E;")Ag
26; — (& — k)1 —e%7) '

(& - k(1 —e57) .

21n (1— ! 2 >+(§h —k‘)T}
(& —k)(1—e &) .

In <1 T ) + (& - kﬂ

g — e bt
k)\ lQ In (1 22* )> + (& — k)T]
2)

p— o) T +ig(n— )T + 00" pm (97 + i) T

k;\h

2
Y
A

,( +
+ 5076 = )7 = 302 (io + )7+ ioL ~ B |

where

& = {K — 203 [E(c%7 — 1) — ipE(e” — 1)]}'/?,
— (k2 203[B(e"OTOL 1) 4 (14 ig) B(e? — )]}V,

https://doi.org/10.1017/50269964819000500 Published online by Cambridge University Press

443

(18)

(19)


https://doi.org/10.1017/S0269964819000500

444 Y. Xing et al.

¢ = {k* — 202 [E(e'%? — 1) + E(e”0H0Z7 =2 _ =7
—ipE(e? —1)+ (1 +ig)E(e? —1)]}/2,
& = {k? =203 [E(e@™VZ 1) — (ip — 1)E(e? — 1)]}/2,
& = {¥* =203 [B(e™7" — 1) +igE(e” —1)]}'/?,
& = {k? — 203[B(97V7 1) 4 B(e797 7 — 7 7)
+ (1 —ip)E(e? — 1) +igpE(e?" —1)|}Y/2.

PROOF: Similar to [16] and [2], by analogy with the Black—Scholes formula, we choose a
solution as the following form (A is a set of parameters {\P, Af, A8, L}),

C(t, T A) = el B*(t, s XA (¢, 7; A) — KB(t, 7; A", X8Iy (¢, 73 A), (20)
According to the definition of an option, II; and I, are subject to the terminal condition:
I;(t, 7;A) =Prob(L > In K), j=1,2. (21)

Although it is difficult to compute II; directly, we can compute the characteristic function
fj of 1I;. Let fi = B*f1 and f, = Bf,. First, we insert (20) into (15), then with the F-K
theorem, we can get the following two PIDEs of fj:

O (B gt o) (1 22 ) reie - 2

or 2 2

- afr ofr 2 0 f1 ofr

f Y JL g *2 * YJ1
+ k(A A)a)\fﬂc()\ )‘)a/\g+ ( +o 200" ppm,) 512 +28L+f1
- L2\ *fi 1 Afa A 216 021

9\h? 20 N2 20’\ o\e?

+(>\h+)\g) it T AN N8 L+ Z) — e 2 fi(t, 7 A", AT A8, 1)

+ M E[e=Z fi(t, my NN N L — Z%) — fi(t, 7 AR A N8 L)

+ XE[e Z 7 fit, s XM NNE L — Z%) — e 2 fi(t, s AP AN L) — RfL =0, (22)

with the terminal condition fi(t, 0, A; ¢) = E(e'*F), and

0fs 3o 1 . " 0/ n, 02
- +(,us—20 — 5 + 200" ppm, aL—i—kJ()\ )\)8)\}1
3 0fs df>
£y 92 g
R = A S5+ k(- ) 52
1 2 *2 * 82f2 ha f2 fa2f2 1 2 g82f2
+§(0 +o 200" pm) 517 +*0'>\>\ Ve 5 a3\ G iaA)\ e

+ (AN N EleZ (fo(t, T AP NNE L4 Z) — fot, 7 AR, N 08, L))
+ X E[fo(t, 7 NN NE L — Z%) — fo(t, 5 A", AL A8, 1)
+ )‘gE[eiz(fQ(t,T; >‘h7 >‘fa Aga L - Z*) - f2(t77—; )‘ha )‘f, )\ga L))} - R.f? = 07 (23)

with the terminal condition fa(t, 0, A; ¢) = E(e%L).
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Since the coefficients are linear with respect to A", \I, A& we follow the idea of [1,16],
combine the terminal condition, and choose the form of f:

fl(t, 7,A; ¢) = exp[U(7) + Xn(1)A\" + Xf('r))\f + X (T)AS +ipL). (24)

Inserting (24) into (22), we can get four ODEs as follows:

- aXath) — kXu(7) + %JiX}f(T) + E[e'*? — 1] —ipE[e? —1] =0,
O i)+ LX) 4 B 1) (1 i — 1] =0,
- 8)‘;;(7) — kXg(7) + %aixg%) + E[e®? — 1]+ Ele™?7 ~% =7 _ ¢~ 7]
—igpE[e? — 1]+ (1 +ip)Ele? —1] =0,
_oU(1)

G T RAX(T )+k5‘fo(7)+k5‘ng(T)_P_N+U*2+(M_/~L*)(1+i¢)

+ 00" py (¢* fz¢)+ 0 2(3igp — ¢?) — 02(i¢+¢2):0

with the initial conditions X}, (0) = X¢(0) = X,(0) = U(0) = 0. Xu(7), X¢(7), Xg(7), U(T)
have analytic solutions as expressed in (18). Using the same approach, we choose:

Falt, 7, A; ¢) = exp[V (1) + Ya(T)A® + Ye(r)AL + Yy (1)A8 +igL). (25)

Inserting (24) into (22), we can get four ODEs as follows:

- 35:;7(7) — kYi(r) + %oiyh%) + Ble?~% 1]~ (ip — 1)Ele? —1] =0,
- aya%iT) — kYi(r) + %J?\Y}Q(T) + Ele %" — 1] +i¢E[e? —1] =0,
— 8%(7) — kY (1) + %aiYgQ(T) + E[ei%%7Z — 1]+ Ele "% =% — ¢~ 7]
+ (1 —i¢)E[e? —1] +ipE[e? —1] =0,
_9V(r)

g + BN (T) + RXYR () + XY (1) — p — 4 0 +id(p — p*)

00" pn(8? +i6) + 50216 — 67) — 507 (3idr + 67) =0

with the initial conditions Y3 (0) = Y;(0) = Y,(0) = V(0) = 0. Yi(7), Yi(7), Ye(7), V(7)
have analytic solutions as expressed in (18). |

5. NUMERICAL ANALYSIS

In this section, we consider to do Monte Carlo simulations to verify the correctness of
Formula (16). We compute the integrals in “risk-meutral” probabilities in (17) by the
Gauss—Kronrod method with the function “quadgk” in matlab (R2014b). Then, in the pro-
cedure of the Monte Carlo simulations following, we set the number of time step to be 100
and run 200,000 simulations to compute the call option prices. In the following numerical

https://doi.org/10.1017/50269964819000500 Published online by Cambridge University Press


https://doi.org/10.1017/S0269964819000500

446 Y. Xing et al.

TABLE 1. Comparison of European option prices in our model computed with Formula
(16) and with the Monte Carlo method. Parameter values are Z = Z* = —0.1, k = 0.5,
or=05 A =M=X =01, =\ =) =0.1

Strike Derived from formula Monte Carlo Standard
price Option price CPU time Option price CPU time % Difference error
60 39.2126 0.02 39.2445 1916 0.0814% 0.0509
70 30.3750 0.02 30.4087 2026 0.1109% 0.0503
80 22.5793 0.03 22.5998 2062 0.0908% 0.0474
90 16.1392 0.03 16.1152 2059 0.1487% 0.0427
100 11.1385 0.03 11.1425 1971 0.0359% 0.0372
110 7.4596 0.01 7.4540 2002 0.0751% 0.0311
120 4.8715 0.02 4.8705 2055 0.0205% 0.0257
130 3.1156 0.02 3.1185 1993 0.0931% 0.0205
140 1.9580 0.03 1.9560 1995 0.1021% 0.0163

Option price
n w »
o o o

=
Implied volatility

Strike price

Strike price

FIGURE 6. The option prices and implied volatilities with different strike price and
jump amplitude e? — 1. Parameter values are k = 0.5, oy = 0.5, A\ =\ =8 = 0.1,
A=A =) =0.1.

experiments, the common parameters used are p = 0.05, S; = 100, 7 = 0.5, u = pu* = 0.1,
o =0*=0.3, and p,, = 0.1. We assume Z = Z* and denote them to be constants for sim-
plicity of calculation. Table 1 shows the relative percentage differences are all less than 1%
and sample standard errors are all less than 0.1; also, the CPU calculation time of the for-
mula is obviously much less than that of the Monte Carlo method. These facts indicate that
our derived closed-form solution formula (16) is effective. Next, we will do the numerical
analysis using the closed-form solutions for call option prices. The implied volatilities are
backed out from the Garman-Kohlhagen [15] formula by substituting the computed option
prices into the formula.

In Figure 6, we examine the effects of jump amplitude e — 1 on option prices and
implied volatilities. The larger jump amplitude means greater potential risk, which leads
to a higher option price and implied volatility. Moreover, the effect of jump amplitude on
implied volatility is asymmetric. From Figure 6, we see that the impact of downward jump
amplitude on implied volatility is significantly greater than that of upward jump amplitude.
That is, when the absolute value of jump amplitude is equal, the implied volatility with
downward jump is obviously larger than that with upward jump. This reflects that investors
are more sensitive to the downward jumps than the upward jumps. Besides, if the jump
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0.412
0.411

0.41

Option price
Implied volatility

0.409

0.408

FIGURE 7. The option prices and implied volatilities with different long-term levels of jump
intensities A" and Af. Parameter values are Z = Z* = —0.1, k = 0.5, oy = 0.5, A\ = 0.1,
A=A =)\%=0.1.

4
0 5 041
830 % 04095
= S 0.409
S 20 B 0.4085
=2 s
0.408
ST £
0.4075 o
0 70 0.407
0 0
k 57 130 Strike price k 57130 Strike price

F1GURE 8. The option prices and implied volatilities with different strike price and the
mean-reverting rate of jump intensity k. Parameter values are Z = Z* = —0.1, o) = 0.5,
A= =X =01, Nt =M =) =0.1.

amplitudes eZ — 1 and e? — 1 are zero (i.e., Z = Z* =0), there will be no jumps and our
model will become a continuous model. When there are no jumps, we find that the implied
volatilities are almost constants by calculation, which verifies the endogenesis of our model.

In Figure 7, we show the effects of the long-term level of jump intensity of money
supply in domestic and foreign countries on the option prices and implied volatilities. When
AP remains unchanged, the option price will increase when A increases. On the contrary,
when A remains unchanged, the option prices will decrease when AP increases. Intuitively,
when A" becomes larger, it will reduce the expected return of investing the currency option
denominated in domestic currency, and so the option price will decline. However, when Af
increases, investors prefer to buy currency options denominated in domestic currency to
avoid risks from foreign countries. For the implied volatility, the increase in A" or Af means
a larger potential risk, so the implied volatility will rise.

In Figure 8, we show the effects of the mean-reverting rate of jump intensity k£ on
option price and implied volatility. And in Figure 9, we show the effects of volatility of
jump intensity o) on option price and implied volatility. It can be seen from the two figures
that the effects of both the mean-reverting rate k& and the volatility of jump intensity oy
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Strike price Strike price
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FIGURE 9. The option prices and implied volatilities with different strike price and volatil-
ity of jump intensity oy. Parameter values are Z = Z* = —0.1, k = 0.5, \» = X = &8 = 0.1,
A=A =)\% =0.1.

0.413 T T T T T
—e—)\"=1'=0.1,19=0.5
—A}Ag:o.ng:o.s
¢ A"=X9=0.1,)'=0.5
0.412 0.1, .
——"=1'=9=0.1

0.411

0.41

Implied volatility

0.409

0.408

0.407 1 1 1 1 1
70 80 90 100 110 120 130

Strike price

FIGURE 10. The impacts of A®, A, and A% on implied volatilities. Parameter values are K
=80, Z=27"=-01,0=0.5k =050, =05 M =X =) =0.1.

are not very significant compared with the jump amplitude and the long-term level of jump
intensity.

Next, we will firstly show the impact of long-term co-jump intensity level A\® on implied
volatility if \* = M. We find the implied volatility increases obviously when A8 rises from 0.1
to 0.5 as seen from the “+” curve and the “0” curve in Figure 10. Secondly, we compare the
effects of different long-term levels of jump intensities in two countries on implied volatility.
The increase of implied volatility caused by the rise of A* or Af is not as large as that
caused by the rise of A%, which can be observed from the “” curve, the “ -7 curve, and
the “0” curve in Figure 10. This indicates that A\# has a more significant impact on the
implied volatility than A" and Af. Thirdly, as seen from the “” curve and the “ -” curve,
we see that the implied volatilities are closed to each other with a single increase of A" or
A when A remains unchanged, especially when the options are at-the-money. Thus, it can
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be inferred that if the systemic risk is uncontrollable, we can stabilize our monetary policy
as much as possible, which is still very meaningful for stabilizing the financial derivatives
market.

6. CONCLUSION

In the setting of Lucas-type two-country economy, we price the equilibrium currency options
under a discontinuous model with co-jumps. The jump parts of the money supplies in two
countries can be correlated through a common jump process with stochastic jump intensity.
Besides, the money supply in each country is also affected by the jump risk come from
their own country. Our model has advantages in distinguishing which country the jumps in
exchange rate come from. In the numerical analysis part, we do Monte Carlo simulations
to verify the correctness of our closed-form solutions and discuss the influences of jump
factors from home or abroad on implied volatility. The closed-form solutions help us greatly
improve the computational efficiency. We find that the co-jump has a significant impact on
option price and implied volatility. Moreover, our model can be extended with more general
jump processes such as Lévy processes. We will concentrate ourselves on this topic in our
future research.
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