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Abstract

This paper presents an extension of a general computational scheme for asymptotic expansions
proposed in earlier works by the authors and coworkers. In the earlier works, a new method was
developed for the computation of an arbitrary-order expansion with a normal benchmark distribution
in a multidimensional diffusion setting. In particular, a new algorithm was proposed for calculating
coefficients in an expansion by solving a system of ordinary differential equations. In the present note,
by a change of variable technique, and by various ways of setting the perturbation parameters in the
expansion, we provide the flexibility of setting the benchmark distribution around which the expansion
is made and an automatic way for computation up to any order in the expansion. For instance, we
introduce new expansions, called the lognormal expansion and the CEV expansion. We also show some
concrete examples with numerical experiments, which imply that a high-order CEV expansion will
produce more a precise and stable approximation for option pricing under the SABR model than other
approximation methods such as the log-normal expansion and the well-known normal expansion.

1 Introduction

An asymptotic expansion approach in finance has been developed for the past two decades, which is
mathematically justified by Watanabe theory [50] in Malliavin calculus (Malliavin [21], Tkeda and Watanabe
[11], Nualart [25]). To the best of our knowledge, the asymptotic expansion technique is firstly applied to
finance for evaluation of an average option that is a popular derivative in commodity markets. In [13] and
[34], approximation formulas are derived for an average option by an asymptotic method based on log-
normal approximations of an average price distribution when the underlying asset price follows a geometric
Brownian motion. Yoshida [54] applies a formula derived more generally by his result [53] for the asymptotic
expansion of small diffusion processes based on Watanabe theory. Thereafter, asymptotic expansions have
been applied to a broad class of problems in finance: See [35], [36], Kunitomo and Takahashi [14], [15],
[16], Li [20] Matsuoka, Takahshi and Uchida [23], Osajima [26], Shiraya and Takahashi [28], [29], Shiraya,
Takahashi and Toda [30], Shiraya, Takahashi and Yamazaki [31], Shiraya, Takahashi and Yamada [32],
Takahashi and Matsushima [37], Takahashi and Saito [38], Takahashi and Yamada [45], [46] Takahashi and
Yoshida [47], [48], Takahashi and Uchida [44], and Takahashi and Takehara [39], [40], [41].

For other asymptotic expansion approaches in finance, see also Bayer and Laurence [1], Ben Arous and
Laurence [2], Gatheral, Hsu, Laurence, Ouyang, and Wang [9], Fujii and Takahashi [5], [6], [7], Fouque,
Papanicolaou and Sircar [8], Henry-Labordere [19], Kato Takahashi and Yamada [12], Kusuoka and Osajima
[17], Osajima [27], Siopacha and Teichmann [33], Yamamoto, Sato and Takahashi [51], Yamamoto and
Takahashi [52].

In the application of the asymptotic expansion based on Watanabe theory, we need to calculate certain
conditional expectations which appear in the expansions and play a key role in computation. In the first
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place [53] and [54] have developed the formulas necessary for the second order expansion. Subsequently,
[34], [35], [39], [40] and [41] have derived new formulas up to the third order. (Also, multi-dimensional
formulas were provided in [34] and [35].) In many applications, these formulas give sufficiently accurate
approximation, but in some cases such as in the cases with long maturities or/and with highly volatile
underlying variables, the approximation up to the third order may not provide satisfactory accuracies.
Thus, the formulas for the higher order computation are desirable.

Recently, [49], [42] and [43] have proposed two alternative computational schemes for any order expan-
sions in an automatic manner. In fact, one of their new methods does not rely on direct evaluation of the
conditional expectations, but on solving a certain system of ordinal differential equations with grading struc-
ture. Independently, Li [20] has developed a new computational method for the conditional expectations
necessary for high order expansions. As a consequence, their approximations generally showed sufficient
accuracy with computation of high order expansions, which was confirmed by numerical experiments.

Furthermore, in terms of approximation it is important to set the limiting or benchmark distribution
around which an expansion is made. Typically a normal distribution is chosen, which enables us to compute
higher order correction terms due to the nice and well-known Gaussian properties. For (shifted) log-normal
local volatility cases in (jump-diffusion) stochastic volatility models, the same technique is applied. (For
instance, see [16], [49], [30],[32] [45].)

This paper introduces a change of variable technique in order to obtain the flexibility for setting a
benchmark distribution. We also note that a perturbation parameter affects the expansion significantly
since different ways of perturbation provide not only different benchmark distributions, but also different
correction terms in the given orders. Therefore, we also take various ways of setting a perturbation
parameter into account. Through these consideration, we extend a general computational scheme proposed
by [49], [42] [43]. Particularly, we construct a scheme that enables us to set a distribution around which
we would like to expand a target random variable, and to approximate the target variable up to any
order based upon the distribution. As examples, we present new log-normal and CEV expansions for
approximations of option prices under a general local-stochastic volatility. In addition, we show those
numerical approximations up to the third order for option prices in SABR model, which implies a higher
order CEV expansion will provide more precise and robust approximation than other approximation
scheme including log-normal and well-known normal expansions.

The next section constructs our new expansion scheme under a general multi-dimensional diffusion
setting. Section 3 gives concrete examples with numerical examination. Section 4 concludes. The appendix
provides the supplementary numerical results.

2 Asymptotic Expansions

2.1 An Asymptotic Expansion in a General Diffusion Setting

Let (W, P) be the r-dimensional Wiener space. We consider a d-dimensional diffusion process X; =
(X}, -, X{) which is the solution to the following stochastic differential equation:

dX7 = V{(X,)dt + VI(X)dW, (j=1,---,d) (1)
Xy =20 € R%

Here, W = (W1, --- ,WT), is an r-dimensional Wiener process where z denotes the transpose of z. Also,
Vi :RY— Rand VJ/ = (V21 ... Vir):R%— R" are smooth functions with bounded derivatives of all
orders.

Next, let C : R4 — R? be a C?-function which has the unique inverse function, C~!, and define X, as
X, = C(X¢). Then, the dynamics of X is given by

dX] = Vi (X,)dt + VI(X)dW, (j=1,---,d), (2)
Xo = %o,



d d

@) = Y o0 @ (C @)+ Y o CiCT @V (C @) (e @),
=1 J'k'=1
d

Vi@) = D opClCTI @)V (CTH @),

and &y = C(zo). Here, C7 : RY — R denotes the j-th element of C = (C1,--- ,C%); 9;;C7(x) stands for
the first order partial derivative of €V (z) with respect to the j'-th element of x, and d;:4C7 (z) the second
order partial derivative of C¥(z) with respect to the j-th and k' -th elements of z; V*' ()’ is the transpose

of V¥ (z).
Next, we introduce a perturbation parameter € € (0, 1] as follows:
)N(t — X(E)
V3 (3) = Vi (3,6)
V]( ) eVJ( ),

and hence, the dynamics of X(© is expressed as
AX (M = V(XD eydt + VI (X{Naw, (G =1,--- ,d). (3)

Hereafter in this subsection, let us apply the technique developed in [43] to the transformed SDE (3).
Firstly, take a smooth function g : R? — R with all of the derivatives having polynomial growth orders.

Then, a smooth Wiener functional g(X; (c) ) has its asymptotic expansion:

Q(Xéf)) ~ gor + €gir + €2 gar + - -+ 4)

in L? for every p > 1(0r in D) as € | 0.

k
Let Ay = kl, 9X |€ o and Akt, j =1,---,d denote the j-th elements of A;. In particular, Ai; is
represented by

Ay _/ Y,Y; a Vo(X©,0)du, +V(X<0>)dw) (5)

where Vy = (‘701, e ,f/od): R? x (0,1] = R, and V= (f/l7 e ,f/d): RY— RIQR"; 06170(5(50),0) stands
for the partial derivative of f/o(f(io), €) with respect to € evaluated at ¢ = 0; Y denotes the solution to the
differential equation:

4y, = oV(X?, 0)dt; Yy = 1.

Here, 8V, denotes the d x d matrix whose (4, k)-element is oV = 6Va£x :©) Vj is the j-th element of Vj,

and Iy denotes the d x d identity matrix. Note that Ay, follows a normal dlstrlbution.
For k > 2, A7, j =1,---,d is recursively determined by the following: !

j L ki 50

Ay, = M/aevo(xu ,0)du

SN ltﬁd' B ak—I77i(w(0)
§_:§ 1)151/ [T 47, ) 07 0677 (XL, 0)du

1ig,dg J=1

(k—1) t
1
+ @/o (H A u) 3% vi(xaw,, (6)
[s.ds

j=1

IThey can be expressed as the finite sum of iterated multiple Wiener -It6 integrals. See Section 3 of [42] for the detail.
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where 0, = 57, aiﬁ = 9%, 9%,

and

Then, gor and g1 can be written as

gor = Q(X(TO)),
d
- 0 )
gir = Zajg(X:p)Ale.
j=1
n o (€)
Forn > 2, g,r = i! % is expressed as follows:
e=0
X 1 (0)\ 4d d
nT = Z Eaﬁ (X )AlllT ) Al;T' 9)

Here, we note that each A},(: = 1,---,d,l = 1,2,--- ,k,0 < ¢ < T) has all finite moments due to a
grading structure as follows: Consider the stochastic differential equation of the form

dS; = (S, t)dt + (St t)dWy; Sp = 59 € R? (10)
where p: R* x Rt = R?and o : R* x Rt - R?@R".

Definition 1. A grading of R is a decomposition R? = R x --- x R% with d = dy + --- + d,. The
coordinates of a point in RY are always arranged in an increasing order along the subspace R%, and we
set Mo =0 and My =dy+---+d; for 1 <1 <gq. We say that the coefficients p and o are graded according
to the grading RY = R4 x --- x R if 1i’(s,t) and U§<S7t),j = 1,---,7 depend upon only through the
coordinates (sk)lgkgMp when M,_1 <i < M,.

Theorem 1. We assume the coeﬁicients w and o in (10) have a Lipschitz lower triangular structure, and
are graded according to RY = R% x --- x R. Moreover for F(s,t) = u(s,t) or o;(s,t),j =1, ,r, we
assume F is differentiable in s in R? and

1. |[FY0,t)| < Zy fori=1,---,d
2. |35 Fi(s, )| < Ze(1+ |s|) for all i, j
‘assz(S O < Cif M1 <i,5 <M, for somep<gq
where ¢,0 > 0 are constants, and Z, Z are predictable processes such that || Z||, and || Z||, are finite for all

1/p
p > 1 where || Z||, = {fo [|Z:|P] dt} . Then (10) have a unique solution S, and for every p > 1 there
are constants ¢, and vy, depending only upon (¢, 6, {||Z|\p/}p/21), such that

I sup Siflr < cp(s0+11Z]l,)-
0<t<T
For the detail of the definition and theorem above, see pp.45-47 in Bichteler, Gravereaux and Jacod [3].

Applying Theorem 1 to the system of stochastic differential equations consists of A%, (i =1,---,d,l =
,k,0 <t <T) and any products of them, we obtain the following lemma.



Lemma 1. Fach coefficient of the expansion Al (i = 1,--- ,N,l = 1,--- ,k,0 < t < T) has all finite
moments.

(proof) Consider the system of stochastic differential equations which A}, ... A¢ AlA}l, ... A¢A4
AL ... A .. follow. Note that the system of equations is linear and the coefficients of the linear equations

are represented by the derivatives at e = 0 of f/O(X,(f)7 €) and V(Xff)) which are bounded in [0,T]. Then
it is easily shown that the coefficients of the equation have a grading structure and satisfy the conditions
in Theorem 1. Hence the coefficients A%, have all finite moments.0

Next, normalize g(X'q(f)) to

for € € (0,1]. Then,
G~ gir + egor + -+

in L? for every p > 1.
Moreover, let

V(z,t) = (9g(x)) [YrY, 'V (2)]

and make the following assumption:
T A ~ A~
(Assumption 1) Yp = / V(X0 ov X 1) dt > o.
0

Note that g7 follows a normal distribution with variance ¥7. The density function of g7 denoted by
forr () is expressed as

Jgrr (2) = \/;TTT exp (— (x2;TC)2> : (11)

where

T
e= @) [ ¥rv o o)
0
Hence, (Assumption 1) means that the distribution of g7 does not degenerate.
Let S be the real Schwartz space of rapidly decreasing C°°-functions on R and &’ be its dual space.
Next, take ® € S’. Then, the asymptotic expansion of a generalized Wiener functional ®(G()) as € | 0
can be verified by Watanabe theory. (See Watanabe [50], Yoshida [53] or Malliavin [21] for instance.)
In particular, if we take the delta function at x € R, J, as ®, we obtain an asymptotic expansion of
the density for G(©). That is, the expectation of @(G(E)) is expanded as follows:

—

n)

N
1
E[‘I’(G(E))] = Zen EE (I)(é)(ng)Hg(ijrl)T +0(€N)
n=0  F, j=1
= Yy s | OO@E[X5 s = 2] fou, (@)de + ofeV)
3 Jn
n=0 ks
N ) 4 -
_ n - ks — N
- e 6'/R<p dxé {E (X591 =2 four (@) f o+ o(e)  (12)

3
I
o
™
=

where (I)(J) (ng) = %

)

I Z]g’;) = Z(?Zl ZE&EL”@’ and

r=giT

4
Xké = Hg(k]-i-l)T' (13)
j=1



To compute the asymptotic expansion (12), we need to evaluate the conditional expectations of the

form B
E| X5

qgir :$:| ’

where X*s is represented by a product of multiple Wiener-It6 integrals. Previous works such as [34] and
[35] provided the conditional expectation formulas necessary for the expansions up to the third order. [42]
showed a general scheme for deriving formulas for the higher order expansions. On the other hand, [49] and
[43] have introduced an alternative but equivalent computational algorithm for an asymptotic expansion:
we compute the unconditional expectations instead of the conditional ones by deriving a system of ordinary
differential equations which the expectations satisfy. Thus, we are able to derive high order approximation
formulas in an automatic manner.

The next theorem shows a general result for an asymptotic expansion of the density function for G(©).
In particular, the coefficients in the expansion are obtained through the solution of a system of ordinary
differential equations(ODEs). The key point is that each ordinary differential equation(ODE) does not
involve any higher order terms, and only lower or the same order terms appear in the right hand side of
the ODE. Hence, one can easily solve the system of ODEs analytically or numerically.

Theorem 2. The asymptotic expansion of the density function of G(©) = e~ ! [g(ffq(f)) —g(X(TO))} up to

eN-order is given by
few (@) = for(2)
N 3n
+ Z e (Z Canm(l‘ -6 2T)> fng (.23) + O(GN)v
n=1 m=0

(14)
where H,(x;X) is the Hermite polynomial of degree n which is defined as
dn
H,(z;¥) = (72)"69’:2/2276712/22, (15)
dx™
and
1 (m) (k1+1)  (ks+1) 1
Coi = —— -
' YT 12 Z 81(m —6)!
ks lﬁ1’d;31 lj[ﬂ; d?ﬂ;
1 5. ~ (0) 1 a7n—5 d_}a ®_”®d‘g )
X — 03 g9(X - —n " (T, , (1=+v-1). 16
]1;[1 B! d‘ajg( ) | s oEm=3 "1}, &80}, 75 £=0 ( ) 16)



nlilfj (T';€) are obtained as a solution to the following system of ODEFEs:
B

B N
g oy, _ L dask oy ol prdi ( 5(0)
Gl woh = 3 ot meak v £, 0)

™

1 l (Jﬁ/k)®j’v
(I = D A1 Upyr) @m0y

(1:)07 o1V (X[, 0)

1 (‘{B/k,m)®d::y®jé .
X X X S neem, 56

km=1_, 7 _ 73
];Zm m'yvd'y ms,ds

X9 V' (X§0>)agd_ vim (X0

~

B (k—1) - =
93 mzi S (T T (X,
BP0 = 0 for (da) # (0,0), ) (5:6) = 1. (17)
Here, we use the following notations:
fﬁ/k = (I, k=1, lk+1, - 5 1p)
km = (s leety lepty s loets gt 5 1g), 1<k <n<p
f,é’®mv = (I, ,lg,my, - )mv)
forl} = (li, -+ ,1g) and My = (M1, -+ ,my).

The proof is given in Sections 3 and 5 of [43].

Remark 1. Due to 77585 (t;€) = 1 and the hierarchical structure of the ODEs with respect to l = Zle l;,

one can easily solve these ODEs successively from lower order terms to higher order terms with initial
iy d, > . j ik j .
conditions nfﬁB(O;f) = 0 for (lg,dg) # (0,0). For instance, 77{1)7 772171) and 7]22) are evaluated in the
following order:
, " .
My = Wiy = M-

Remark 2. We can extend Lemma 1 in [43], which easily leads to the asymptotic expansion of a multi-
dimensional density function in the same manner as for the one dimensional case appearing in the above
theorem. That is, we obtain the following result as an extension of Lemma 1 in [13].

Let (Q,F, P) be a probability space. Suppose that X € L*(Q, P) and Z is a d-dimensional random
variable with Gauisian distribution with mean 0 and variance-covariance matriz 3. Then, the conditional
expectation B[X|Z = & for & € R? has the following expansion in L*(RY, i) where ji is the Gaussian
measure on R* with mean 0 and variance X:

EX|Z=1]= )Y anHa(#:2), (18)
|7|=0
where T = (n1,na, - ,Ng), || =n1 +na + -+ +ng, Al =nqlng! - ng! and
= kit (R0 <w>
3
Here, Hz(Z : X) stands for the d-dimensional multiple Hermite polynomial of degree |7i| with @@ = (ny,na, -+ ,ng):

Hal@:2) = n[flzz]<ai)(ai)'”(61)"[5:2];5(xl’“’”"“) 20)



where

7. — 1 1—*T —1=

Indeed, since the system of Hermite polynomials:
{Hz(Z:X) : 7= (n1,n9, - ,nq),n; =0,1,2--- (1 =1,2,--- ,d)}

—

is an orthogonal basis of L>(R%, i), and E[X|Z = 7] € L2(RY, [i), we have the following unique expansion
of E[X|Z = 7] in L2(RY, [i):

|7|=0
On the other hand, we know the relation:
0 .—'3‘ ~ L .

> Bl ) = e (22)

4 gt

l71=0
and hence,

7 _ reze e (8 5 o

€ = Z j’] J(x 2)’

lj=0 7"
where
~ 1 0 0 0
) = o (o) (o) (5 )t (23)
n[z : X o Oys Oyq
7 o= (e p) =77
Therefore,
AT EE {GFZ“X} _ AR [eFZ‘E [X|Z - fH
- / S Ha(#: D)€ S anHa(7 D) b pld)
R | 5 -
|71=0 I71=0
= Z ilazil ™ (24)
|7i]=0
(€ =g

and making @ = (n1,--- ,ng)-th order differentiation of both sides in (24) with respect to 5: (&1, 5 €a)

at € =0, we obtain (19) and hence the result, (18) - (21).

2.2 Applications to Option Pricing

Given the above theorem for an approximation of the density of G(¢), we can easily derive approximation
formulas for option prices under various models.

For instance, let us evaluate a plain-vanilla call option on the underlying asset whose price process is
given by X' where X' denotes the first element of X. We first determine a change of variable function, C
such that

C(x) = (Cl (‘rl)v Cdfl(l'z’ e 7$d))7



where #7 denotes the j-th element of € R?, and C; : R — R and Cyq_; : R*™! — R are some
invertible functions. Then, we have X; = C(X;) for all ¢ € [0, T].

Next, we introduce a perturbation parameter € € [0,1] to get X9 = (X 9! ... X9 for all t € [0, T]
as in (3), and define X(Te)’1 =C! ()N(;E)J), and in particular, X' = C~! ()N(;l)’l). Also, we set a smooth
function g : RY +— R as g(x) = x! for z = (z',--- ,2%) where g appears in (4) of the previous subsection.

Let us consider an approximation of the call option price, C’all(e)(K ,T) with maturity T' and strike
price K, whose payoff is given by

(x¢-1)

Then, we obtain an approximation of the call price as follows:

] = P(0,T)E {(C;l (eG(e) +X~}°)’1) - K)J

N = max{X;E)’1 — K,O}.

Call')(K,T) = P(O,T)E{(Cl_l (X¥>’1)7K)+

Q

P(0,T) /yoo (C;l (ex—kX;O)’l) - K) fowo n(x)da,

(€)

where
@1 _ (01
GO = (X —— ), (25)
K) - X
yo = QX (26)

€
Here, P(0,T) stands for the price at time 0 of a zero coupon bond with maturity 7', and fg) y denotes
the asymptotic expansion of the density for G(¢) up to ¢V-th order:

N 3n
fG(f)=N(x) = fng((E) + Zen (Z Canm(x — G, ET)) fng(l.)7 (27)
n=1 m=0

which is obtained from the first and second terms of (14) in Theorem 2.
Particularly, when € = 1, the payoff is given by

(Xt - K), = (xP" - K)+ . (28)

Then, an approximation of the call price, Call(K,T) = CallV (K, T) with maturity T and strike price K
is given as

_ —1/v1y _ -1 (1) >(0),1)
Call(K,T) P(QT)E[(Cl (X1) K)J P(O,T)E[(c1 (G + X ) K)J
~ P((LT)/ (Cfl (:c—i—X(TO)’l) —K) fG(1),N($)d:E, (29)
Yy
where
GO = XX (30)
y = Ci(K)- X0, (31)

and feu) y is given by

N 3n
fG(l)’N(x) = fng (.’IJ) + Z (Z Canm("E - C? ET)) fng(!E). (32)
n=1 \m=0

Various approximation formulas could be obtained through choice of the change of variable function
C or/and the way to setting the perturbation parameter € in ‘7({()2,5(6), €) of (3): for instance, we can set
VI(X(D), eVI(X()), 2V (X!V),--. Then, the limiting distribution of the underlying asset price may
become normal, log-normal, shifted log-normal, non-central chi-square, and so on. Given this general
discussion, the next subsection will illustrate option pricing under a local-stochastic volatility model.



2.2.1 Option Pricing under Local-Stochastic Volatility Model
We assume the underlying process is the unique solution to the following SDE:

dSt = U(Xt)h(St)th,
dX] = V{(Xo)dt + VI(X)dW, (j =2 .d), (33)
S():SOGR, X():CL'()ERd_l,

where 0 : R - R", h: R — R, and W is an r-dimensional Wiener process. Then, we evaluate a call
option with strike K and maturity 7', whose underlying price process is given by S. For simplicity, we set
the zero discount interest rate. Then, the call price Call(K,T) is expressed as

Call(K,T) =E[(ST — K)4]. (34)
Firstly, let
C(I) = (Ol(l‘l),l‘Q, e axd)7 Tr = ('lean e axd)7
where C; : R — R be an invertible C2-function. Then, S, = C1(St), and the dynamics of S is given by
48, = Sllo(XIPR(CT () CY (O Bt + o(X)CUCT ENdWe, o= Calso),  (35)
where C} () and C| () stand for the first and second order derivatives of Cy(z) with respect to , respec-

tively.
Next, we introduce a perturbation parameter € as follows:

a5 = "o (x(9) [Pa(C = (S1)20 (O (SOt + co(X(O)C (O SO aWe, (36)
dx{M = V()J(Xt(e),e)dm—er(Xt(e))th G=1,---,d),
where n(€) = ¢/ and j is a nonnegative integer such as j = 0,1,2,---. Note that
S =i () = Cr (8.
According to Theorem 2, we already have an asymptotic expansion of the density function for G(¢) =

5(e)_ 5(0)
% up to e™V-order, which is denoted by fg o y(x) in (27).
Therefore an approximation formula of the call price is given as follows:

Call(K,T) = E[(Sy—K)i]=E {(c;l (S*(T”) - K)J (37)
~ /OO (Cfl(x + S(TO)) - K) few y(x)dr, (38)

where y = C1(K) — 51}0).
A simple example is the case that the local volatility function is linear:

dSt = O'(Xt)Stth7
dX] = V{(X)dt + VI(X)dW; (j=2,---,d). (39)
Let

C(:L') = (logxl,x2, T 7xd)7 L= (xlvx2a e 7xd)7
and set 7)(e) = €/ where j is 0, 1 or 2. Then, we have St(e) = log St(e), whose dynamics is expressed as
- J
a8l = —%J(Xt(s))th +ea(X9)dWs, (40)
dX{7 = V(XD eydt + VI (X Naw, (G=1,---,d).

This case includes existing researches such as [40], [49], [41], [42], [43], [45].
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3 Examples
This section will provide concrete examples with numerical examination.
3.1 Constant Elasticity of Variance(CEV) Model
The first example is on the well-known CEV model (Cox [4]) :
dS, = (S Sy~ ")dWy; 09 > 0, Sp > 0, (41)
where 5 € [0,1] and W is a one-dimensional Wiener process. Note that the term S(%*B makes the level

of o is of the same order for different 3. For x > 0, let us take the change of variable function to be

C(x) = log(x/Sp), that is = C~1(%) = Sp exp(Z). Hence, S; = log g—g and we have

. 1 . .
dS; = —§a2eg(ﬁ_l)stdt + geB=V%qw,. (42)
Next, we introduce a perturbation € € [0, 1], again as follows:

dgt(e) - _@0262(571)555)& + eae(ﬁfl)gf('E)th, (43)

where 7(€) = ¢/ and j is a nonnegative integer.
Because

Sp=C! (57(11)> = Sy exp (S’(Tl> = Sy exp (G(l) + S(TO)) )

an approximation formula of the call price with strike K and maturity 7T is given as follows:

Call(K,T) = E[(Sp—K).]=E {(So exp (G“) + S‘;‘))) - K) J
~ / (SO exp (w + §(T0)> — K) few y(x)dr; (44)
y
y = C(K)—gg)):logg—gg)). (45)
0

Note that fy, ., the first term in the asymptotic expansion of the density fg() is a normal density, and
hence the underlying asset price is expanded around a log-normal distribution. Thus, we could call this
case a log-normal asymptotic expansion. We also remark that the case of 7(¢) = ¢* = 1 is harder to be

evaluated than the other cases, which is essentially due to difficulty in computation of S‘éo) for n(e) = 1.

3.2 The >-SABR Model

Let us consider a stochastic volatility model, so-called A-SABR Model [19]:
S, = o4(S7 Sy~ )dW}; Sp > 0, (46)
doy = X0 — op)dt + voy (detl +4/1 - deWtz) ; 0g >0,

where 8 € [0,1], A>0,0>0,v >0, p€ [~1,1] and W = (W', W?) is a two dimensional Wiener process.

Remark 3. Previous works such as [49], [42] and [43] have considered an asymptotic expansion based on
the following perturbed process, where the change of variable function, C is set by C(x) = x:

5\ = e, (S\)Paw}; 89 =Sy > 0, (47)
date) = A0 — o*,ge))dt + euat(e)de; U((f) =09>0

11



From a viewpoint of mathematical justification of our asymptotic expansion, we may consider a smooth
and bounded version of the local volatility function, xP in the above model as follows:

ds'Y = eopgi(SY))aw} (48)
dol? = A0 - o9)dt + evol? dW?

where for prefized very small K3 > 0 and very large K1 > Ka(> K3),

gi(z) = hi(z)ga(@) + ha(x) K7, (49)
ga(x) = hg(z)a”,
_ Y(Ky — )
hl(l‘) = 1/}($—K2)+1/J(K1—1')’ 0< Ky < Ky,
_ Y(r — K»)
hg(l‘) = 1/)(3;‘—](2)+1/J(K1—$)’0<K2<K17
o o) |
hd() w(m)+w(K3—$)’0<K3<K2<K17
V() = eV forx >0, ¥(z) =0 forz <O0. (50)

Note that the local volatility function g1(x) shows the following feature:

gi(z) = 0, ifz<0 (51)
hy(x)z?, if 0 <z < K3

= 2P, if K3 <z <K,

= hl(x)mﬁ —|—h2(x)Kf, if Ko <x < Ky

= Klﬁ7 if x > K1 (constant).

Hence, this model is be regarded as a smooth and bounded modification of the local volatility function:
(min{max{z,0}, K1})” . (52)

Then, we are easily able to apply our asymptotic expansion to this modified \-SABR model up to an
arbitrary order. In fact, because we can take K1 and Ko as arbitrarily large constants, and K3 as arbitrarily
positive small constant, we may use the same asymptotic expansion both for (47) and (48) as long as the
deterministic process { S(¢) (t)’E:0 :0 <t <T}. isin the range between Ko and Ks. If necessary, we could
modify the volatility process as well.

The similar modification and consideration could be applied to the asymptotic expansions appearing in
the current paper.

3.2.1 Log-Normal Asymptotic Expansion

Let us take a log-normal asymptotic expansion for the underlying asset price S. That is, for z1 > 0, set
C(z1,22) = (log(x1/50),x2) and Sy = log g—é Then, we obtain

ds; = —%afew*l)gtdt + o BDSe gt Sy =0 (53)
doy = M0 — 00)dt + vo, (deg + ﬂdwf) )
Next, we introduce a perturbation € € [0, 1], again as follows:
sl = —UIT(G)UQeQW—l)gf‘)dt +eoeP DS awts S, =0, (54)
daie) =n2(e)A(0 — Uié))dt + euaﬁe) (,othl + Mde) ; U((f) = 09,

where 7;(¢) = /i, i = 1,2 and j; is a nonnegative integer. For instance, typical cases are given below:
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Case 1
d§15(€) = _%Ut(eﬂe%ﬂ_l)gt(s)dt + eaée)e(ﬁ_l):’ﬁie)dW1
do'? = N0 — 0{9)dt + evol® (detl + def)
Case IT (an extension of the the log-normal asymptotic expansion in [49], [42])
dgt(e) = —%Ut(e)2e2(ﬂ_1)gt(é)dt + eage)e(ﬁ_l)gie)thl
do(? = N0 — )it + evol® (pdW + /T p2dW?)
Case ITI (an extension of [39] to the CEV-type local volatility)
sl = —§a§€>262<ﬁ*1>95“dt + o30S g
do'? = (0 — o'\ dt + evo (de1 +VI-p2 dW2>

An approximation formula of the call price with strike K and maturity 7" is given as

Call(K,T) = E[(Sy—K).]=E {(so exp (G0 + 50) - K) ]
+
~ / (SO exp (z + S(O)> ) few y(x)dr;
Y
y = CK) -39 —log = — 50

So

(58)

(59)

Again, we note that Case I (n(e) = € = 1) is harder to be evaluated than the other cases, which results

from difficulty in computation of 5’,5(0) for n(e) = 1.

3.2.2 CEV Asymptotic Expansion

Let us take the change of variable function C as C(z) = (C1(x1), z2) for © = (z1,x2), where for z > 0 and

Belo,1),

1 z'h T dz
=i (- w5

CrH (@) = So(1— B) TP a9,

That is,

Then, as S; = C1(S;), we have

- 1 1
dSt 2 1_ dt + O'tth 3 SO 1— B
doy = M0 — op)dt + voy (detl + 41— deWf) oo > 0.

Again, we obtain a perturbed process as follows:

L
1-8

dS‘t(f):f”lZ(e) _F —5 i)~ )dt+ea;>de, Si) =
t

daga = (A0 — Uge))dt + ezxat (Pth + \/1—7th) (() = 00,

13
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where 7;(€) = €/i, i = 1,2 and j; is a nonnegative integer.
For illustrative purpose, let us set n1(€) = n2(e) = e. That is,

g _ _€ B e L (@ gyprt. g _ L
as;” = 21—5(Ut ) St(e)dt—keat awy; Sy = 5 (64)
da,ge) =e\(f — at(e))dt + euaﬁe) (pcht1 ++1- deWf) ; a((f) = 0y.
In this case, as gt(o) = ﬁ and Uﬁo) = op for all ¢ € [0,T7], the first term in the asymptotic expansion,
Gre = %L:O S't(e) follows a Gaussian process:
2
—fBo
dgi: = %dt + Uothl; gio = 0. (65)
Then, by applying Ité’s formula to
1 ais
g1t = C7 Hg1) = So(1 = B) TP gf; 7, (66)
and using
L og”
— 67
git 1— ﬂ Séiﬁ’ ( )
we formally obtain the dynamics of §;; though it is well-defined only for g;; > 0:
.03 - —B) - 8- .
dgre = 70916,5 [—553 fy S§(1 ﬁ)glﬁt 1} dt + oS 'Bglﬁtthl; d10 = 0. (68)

Here, the diffusion coefficient of §1; = C;*(g1;) is given by UOSéfﬁ(ﬁlt)ﬁ. As we may think that S is
expanded around g1, we call this case a CEV asymptotic expansion (though g; is not exactly a CEV
process).

In particular, when 5 =1/2,

2
N g N N N
dgre = 20 [~ /S0g1e/2+ So | dt + 007/ SoguedWs 1o = 0, (69)
and because
R S
ar = Zog%Ta (70)

gir follows a non-central y-square distribution, around which the original underlying asset price St is
expanded.

Finally, for n;(¢) = €/i, i = 1,2 and j; is a nonnegative integer, an approximation formula of the call
price with strike K and maturity T is obtained as follows:

Call(K,T) = E[Sr—K);]=E [Ofl(ST) - K}

Q
S~ =

{5001 = By (@ + S TP} — K) oo n(@)d; (71)
_ so_ 1 (KN o
v o= a3 - 25 () -8 (™)



3.3 Numerical Examination

For numerical examination of approximation for European option prices, we take SABR [10] model (A-
SABR with A = 0):
dS, = 0y(SP S P)dw}; S > 0, (73)
doy = vo, (pdwg +/1- p2dwf) L 00 >0
In particular, we apply the following three different expansions for approximation. (Although we use the

same notation fga) y(v) for the density approximations in all expansions, each represents the density
obtained by the corresponding expansion.)

1. Normal expansion

This case corresponds to the original asymptotic expansion method.(e.g. [34]). We apply the asymp-
totic expansion to the following perturbed stochastic differential equation:

dS') = e, (S\)P S Paw}; S8 = 5, > 0, (74)
dol® = evol® (de1+\/ th); ol =05 >0

Then, an approximation of a call option price with maturity 7" and strike price K is given by

CK.T) ~ / W) fow n(@)dz, (75)

) o= K-SO—K_ S, (76)
where GV = G(6)|

e=1’
(€) (0) (e)
Glo — Sr” — St = Sr’ = 507 (77)

€ €

and fgm y denotes the asymptotic expansion of density of G up to eV-th order evaluated at € = 1.

Integrals may be calculated by the formulas:
| @ E @D s @hde = S a4 D) ), (78)
Yy

2. Log-normal expansion
We apply the expansion result in Section 3.2.1 with n;(€) = e
. 2
dSt(e) = —gat(e) 2B-157 gy 4 €0y (9 (815" dW}; S(()e) =0, (79)
do ( ) = = evoy (©) (del + /1= p2dW; ) ;O (6)

In this case, an approximation of a call option price with maturity T and strike price K is given by

Call(K,T)

Q

/ " (So¢® — K) foor (@) (80)

y = C(K)-SY =log 55 (81)
0

3. CEV expansion
We apply the result in Section 3.2.2 with n;(€) = ¢, that is,

€ B (o (€) O
——— (o dt + €0, dW}; Sy , 82
2 6( ) t t _ ﬂ ( )

da(e) = eua (pdVV1 + /1 dWQ) ;O (6) = 0.

45 = —
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Hence, an approximation formula of the call price with strike K and maturity 7T is obtained as follows:

Cdl(K,T) = /OO ({5’0(1 — ﬁ)ﬂflm ((1 i 5 +x>(lm} — K) fow n(x)dx; (83)
. 1 (K\"" 1
v = am- -5 (5) ity e

In the numerical examples below, we set the parameters as follows:

e The option maturity 7', the current underlying asset price Sy, the current volatility oq, the volatility
on volatility v:

Sp =100,T =1,0¢ = 0.30,v = 0.30.

e The instantaneous correlation p between the asset price S and its volatility o: three different corre-
lations;

p=0.0,-0.5,—0.75. (85)

e The CEV parameter 5 of the underlying asset price process S: nine different Ss;

B =0.0,0.125,0.25,0.375, 0.50, 0.625, 0.75, 0.875, 1.0. (86)

e Strike price K of the option: twenty different strikes;

K = 10,20, - -- 100,110,120, - - - , 200. (87)

Benchmark prices are computed by Monte Carlo simulation with 108 trials, 1024 time steps and the
antithetic variable method, where Euler-Maruyama scheme is used for the discretization of the stochastic
differential equation (73). Then, the absolute approximation error is given by |(approximation price) —
(benchmark price)| for each case. We compute each expansion up to the third order. That is, for each
approximation we use e’-order expansion, faw () (j =1,2,3) for the density foo (z) :

7 3n
fG(l),j(x) = fng(LL') + Z <Z CrmHp(z — C, ET)) fng(LL'). (88)

m=0

For each expansion, the higher order expansion provides the better approximation. Particularly, as for the
third order (e3-order) expansion Figure 1-3 below show the average values of the absolute approximation
errors for option prices with all the strikes in (87) for each 5 in (86), given the correlation value p in (85).
In the figures, the horizontal axis is 8 while the vertical axis is the average absolute error; Normal A.E.
3rd, Log A.E. 3rd and LV A.E. 3rd represent normal expansion, log-normal expansion and CEV expansion,
respectively. Because CEV expansion is not well-defined for § = 1, we use the same formula as the one of
log-normal expansion.

We find that CEV expansion provides the most stable approximations for all the cases. On the other
hand, log-normal expansion is not robust to the change in 8 in a sense that its approximation becomes
worse as (3 deviates from 1. As for normal expansion, although its approximation in zero correlation p = 0.0
(Figure 1) becomes worse as 8 deviates from 0, it becomes stable for the higher (negative) correlations such
as p = —0.5,—0.75 (in Figure 2, 3, respectively). For completeness, the appendix provides the results of
the first (e-order) and second order (e2-order) expansions. Through investigation of the behavior of the the
asymptotic expansions up to the third order, we observe that CEV expansion becomes more precise with
the same level of absolute errors across the whole range of 3 along the higher order expansions. Thus, we
expect a higher order CEV expansion will produce the better and more stable approximation than normal
and log-normal expansions.
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Figure 1: Average value of the absolute errors of the third order expansion for option prices with twenty
different strikes in (87) for the case of correlation p = 0.0. The x-axis indicates 5 and the y-axis the average
of the absolute approximation errors. Normal A.E. 3rd, Log A.E. 3rd and LV A.E. 3rd represent the third
order (e3-order) normal expansion, log-normal expansion and CEV expansion, respectively. Because CEV
expansion is not well-defined for 8 = 1, we use the same formula as the one of log-normal expansion. Note
that CEV expansion provides the most stable approximations, while normal expansion and log-normal
expansion do not give robust approximations against the change in 5.
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‘
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Figure 2: Average value of the absolute errors of the third order expansion for option prices with twenty
different strikes in (87) for the case of correlation p = —0.5. Again, CEV expansion generates the stable
approximations, and log-normal expansion does not give robust approximations against the change in 5.

On the other hand, normal expansion provides more stable approximations than in the case of correlation
p=0.0.
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Figure 3: Average value of the absolute errors of the third order expansion for option prices with twenty
different strikes in (87) for the case of correlation p = —0.75. The same observation holds as in the case of
correlation p = —0.5.

4 Conclusion

This paper has constructed a new scheme that enables us to set a distribution around which we would like
to expand a target random variable, and to approximate the target variable up to any order based upon
the distribution. Particularly, the present method has extended a general computational scheme proposed
by our previous results [49], [42], and [43]. As numerical examples, we have shown new Log-normal and
CEV expansions up to the third order for approximations of option prices under SABR model, which
demonstrates that the CEV expansion will be a candidate for a more precise and robust technique than
other approximation schemes.
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Appendix

This appendix presents the approximation result of the first (e-order) and second order (e2-order) expansions
for numerical examples in Section 3.2. CEV expansion provides the best approximation for zero correlation,
p = 0, while Normal expansion gives the best for the other correlation cases, p = —0.5,—0.75. The
approximation of log-normal expansion is the worst for all cases.
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Figure 4: Average value of the absolute errors of the first order expansion for option prices with twenty
different strikes in (87) for the case of correlation p = 0.0. The x-axis indicates 5 and the y-axis the average
absolute approximation error. Normal A.E. 1st, Log A.E. 1st and LV A.E. 1st represent the first order
(e-order) normal expansion, log-normal expansion and CEV expansion, respectively.
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Figure 5: Average value of the absolute errors of the first order expansion for option prices with twenty
different strikes in (87) for the case of correlation p = —0.5.
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Figure 6: Average value of the absolute errors of the first order expansion for option prices with twenty
different strikes for the case of correlation p = —0.75.
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Figure 7: Average value of the absolute errors of the second order expansion for option prices with twenty
different strikes in (87) for the case of correlation p = 0.0. The x-axis indicates § and the y-axis the
average of the absolute approximation errors. Normal A.E. 2nd, Log A.E. 2nd and LV A.E. 2nd represent
the second order (e2-order) normal expansion, log-normal expansion and CEV expansion, respectively.
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Figure 8: Average value of the absolute errors of the second order expansion for option prices with twenty
different strikes in (87) for the case of correlation p = —0.5.
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Figure 9: Average value of the absolute errors of the second order expansion for option prices with twenty
different strikes in (87) for the case of correlation p = —0.75.
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