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Abstract: The behavior of the optimal exercise price of American puts near expiry has been well
studied under the Black-Scholes model as a result of a series of publications. However, the behavior
of the optimal exercise price under a stochastic volatility model, such as the Heston model, has not
been reported at all. Adopting the method of matched asymptotic expansions, this paper addresses
the asymptotic behavior of American put options on a dividend-paying underlying with stochastic
volatility near expiry. Through our analyses, we are able to show that the option price will be quite
different from that evaluated under the Black-Scholes model, while the leading-order term of the
optimal exercise price remains almost the same as the constant volatility case if the spot volatility is
given the same value as the constant volatility in the Black-Scholes model. Results from numerical
experiments also suggest that our analytical formulae derived from the asymptotic analysis are quite
reasonable approximations for options with remaining times to expiry in the order of days or weeks.

Keywords: singular perturbation; matched asymptotic expansions; American put options; optimal
exercise price; the Heston model

1. Introduction

It is well known now that the Black-Scholes model, which is a breakthrough in the
financial area, is inadequate to describe asset returns and behaviors of the option markets
(see Dragulescu and Yakovenko 2002). This is because the Black-Scholes model assumes
that the underlying asset satisfies the lognormal distribution, the right tail of which has
quite often displayed a mismatch with empirically observed data. One possible remedy
is to assume that the volatility of the asset price also follows a stochastic process (see
Ball and Roma 1994; Fouque et al. 2000; Heston 1993; Hull and White 1987), rather than
a constant, as assumed in the original Black—-Scholes’ framework. In this paper, we use
the stochastic model introduced by Heston (1993) to price American options. In this
model, we assume that the variance (the square of the underlying price volatility) follows a
random process known in the financial literature as the Cox-Ingersoll-Ross (CIR) process
and in mathematical statistics as the Feller process (see Feller 1951; Fouque et al. 2000).
Empirical studies suggest that this non-negative and mean-reverting process is indeed more
consistent with the observations of real markets (see Bakshi et al. 1997; Pan 2002; Tompkins
2001). For example, Dragulescu and Yakovenko (2002) showed that the time-dependent
probability distribution of the changes of the stock index generated in the Heston model
agrees well with the Dow Jones index after a careful calibration process to determine the
appropriate parameters to be used in the model. Supported by much empirical evidence in
the literature already, the Heston model has recently received much research attention in
traditional finance, as well as quantitative finance, particularly in the latter (see Altmayer
and Neuenkirch 2016; Malham et al. 2021; Mickel and Neuenkirch 2021 and the references
therein). In this paper, we shall complement the existing literature with a study on the
asymptotic behavior of optimal exercise price near expiry of an American put option under
a typical stochastic volatility model.
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As is well known now, the main difficulty for pricing American options stems from
the inherent nonlinear nature of the option contract itself, i.e., the additional right written
in the contract for the holder to exercise the option at any time prior to the expiry date. In
the context of partial differential equation (PDE) approaches, this is reflected in the fact that
the corresponding PDE is associated with an unknown moving boundary, and the problem
thus becomes a moving boundary problem. As a result, no useful analytical methods
are hitherto available for pricing American options under the Heston model, and thus,
numerical methods are preferred by market practitioners. However, it is usually difficult
to retain accuracy in approximating the optimal exercise price by means of the numerical
methods, and the inaccuracy becomes more intolerable when the time is closer to expiry.
This is because within the short tenor, the velocity, with which the optimal exercise price
reaches its final value, is extremely fast and is thus difficult to approximate by numerical
methods. For example, when using the predictor—corrector finite difference scheme (see
Zhu and Chen 2011), a very fine discretization must be adopted near expiry, which is both
expensive and limited in accuracy. Therefore, it is quite reasonable to infer that, under the
Heston model, the optimal exercise price is also singular at expiry, which is true under
the Black-Scholes’ framework (see Evans et al. 2002). On the other hand, it is quite useful
to determine the asymptotic behavior of the optimal exercise price near expiry, since this
asymptotic solution can be used as a complement to the numerical approaches to calculate
the option values and the optimal exercise price for other larger times away from the expiry.

In the literature, some analyses of the asymptotic behavior of the optimal exercise price
near expiry have already been carried out. For instance, Barles et al. (1995) derived the first
term for the optimal exercise price of American puts on a non-dividend-paying underlying
by constructing a subsolution, as well as a supersolution. The examples in their paper
considered options with maturities less than one year, in which case, the inaccuracy of the
approximation was not significant. Chen and Chadam (2007) analyzed the same problem
as Barles et al. did and provided four approximations for the optimal exercise prices of
American puts with different maturities by the method of integral equations. Evans et al.
(2002) considered the asymptotic behavior of the optimal exercise price near expiry on
an asset with a constant dividend yield rate. The approximation was derived both with
the utilization of the method of integral equations and the method of matched asymptotic
expansions and was expected to be useful for time scales in the order of days and weeks
from expiry. Moreover, Chen and Zhu (2009) extended Evans et al.’s results to the local
volatility model, in which the volatility is assumed to be dependent on both time and the
underlying asset price. Yang (2019) considered the short-maturity asymptotic behavior of
the optimal exercise price of American lookback options under the random walks of the
order-two model. On the other hand, it is a non-trivial task to derive asymptotic behaviors
for multi-dimensional problems, and thus, this has received much research interest. For
example, Qin et al. (2019) derived the asymptotic behavior of the optimal exercise strategy
for a small number of executive stock options. It is also not easy, as will be shown in this
paper, to determine the asymptotic behavior of the optimal exercise price near expiry under
the Heston model, since in this case, the optimal exercise price depends, in addition to time,
on the dynamics of volatility as well. In other words, the introduction of a second stochastic
process has produced a number of new phenomena, which have in turn made the problem
much more complicated and totally different from the case with a single stochastic process
being used to describe the behavior of the underlying asset only while the volatility is
assumed to be a constant.

The aim of this paper is to present an explicit analytical approximation for the optimal
exercise price near expiry under the Heston model by means of the method of matched
asymptotic expansions. The approximation could help readers understand clearly the near-
expiry behavior of the optimal exercise price, which is indeed useful for both theoretical and
practical purposes. It turns out that, even with stochastic volatility taken into consideration,
the convergence rate for the calculation of the optimal exercise price is almost the same as
that for the constant volatility case.
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The paper is organized as follows. In Section 2, we introduce the PDE system that
the price of an American put option must satisfy under the Heston model. In Section 3,
we deduce the asymptotic behavior of the optimal exercise price near expiry by using
the singular perturbation method. In Section 4, we compare our approximation with the
numerical results calculated by the predictor—corrector finite difference method (see Zhu
and Chen 2011), to illustrate the reliability of our asymptotic solution. Concluding remarks
are given in Section 5.

2. American Puts under the Heston Model

In this section, the Heston model and the PDE system for American puts underneath
will be briefly reviewed. There are two main reasons why we choose the Heston model for
the current work. Firstly, various studies (see Bakshi et al. 1997; Pan 2002; Tompkins 2001)
suggest that the Heston model is consistent with the real market. Secondly, this model
is analytical achievable only for European options. In the case of American options, no
analytical solution for American options under the Heston model has been discovered yet.

The hypotheses used in the current paper are the same as those of the Heston model. In
the Heston model, the underlying S;, as a function of time, is assumed to follow the stochas-
tic differential equation (SDE) of a geometric Brownian motion (GBM) in the Itd form:

dS; = uSidt + \/v;SidW}, (1)

where y is the drift rate, th is a standard Brownian motion, and /v; is the standard

- das . s
deviation of the stock returns —~. Furthermore, the variance v; (the square of the volatility)

t
is assumed to be governed by the following mean-reverting SDE:

dvy = k(17 — vp)dt + /v dWE. 2)
Here, 77 is the long-term mean of vy, « is the rate of relaxation to this mean, and ¢ is the
volatility of volatility. W? is also a standard Brownian motion, and it is related to W} with a
correlation factor p € [—1,1]. (2) known in the financial literature as the CIR process and in
mathematical statistics as the Feller process (see Feller 1951; Fouque et al. 2000).

Let P4 (S, v,t) denote the value of an American put option, with S being the price of
the underlying asset, v being the variance, and ¢ being the time. Then, under the proposed
processes (1)—(2), it is shown that the valuation of an American put option can be formulated
as a free boundary problem (see Zhu 2006), in which the boundary location itself is part of
the solution of the problem. Specifically, P4 satisfies

1 _,0%Py ?Ps 1 , 3%°Py 0Py

2% 352 ;p‘msasav ;FPE‘T vz T D)S5g
A A

+K(77 U)W T’PA+W —0,

P4(S,v, Tg) = max(K — S, 0),

Slim PA(S,U, t) =0,

— 00

3
PA(Sf(Z),l‘),ZJ,f):K—Sf(v,t), ®)
0P, B
K(Sf(l),t),l),t) = —1,

lim P4 (S, v,t) = max(K — S,0),
v—0

lim Pa(S,0,t) = K.

V—00

This PDE system is defined on S € [S¢(v,t), +00], v € [0,+00] and t € [0, Tg]. We
remark that in the above PDE system, K is the strike price, D is the dividend yield, T is the
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expiry date, and r is the risk-free interest rate. Unlike the Black-Scholes’ case, the unknown
optimal exercise price Sy now depends on both the time and the volatility.

For simplicity, in our work, we assume that r is greater than D. A similar analysis can
also be carried out for the case of r < D, and is thus not included in the current paper. It
should be remarked that, when r > D, the riskless growing argument proposed in Zhu and
Chen (2011) also holds, and thus, the boundary conditions established therein can still be
used here. Moreover, it is also straightforward to show that (see Zhu and Chen 2011):

Sf(?), TE) =K, Sf((),t) =K,

which financially simply states that at the expiration date or when the spot volatility is
zero, the optimal exercise price is equal to the strike price. However, just as a similar case
of the Stephan problem (see Zhu 2006), the “velocity”, with which the optimal exercise
price reaches its final value, is extremely fast and is difficult to approximate by numerical
approaches. Therefore, in the next section, we shall construct the asymptotic behavior of the
optimal exercise price near expiry by using the method of matched asymptotic expansions.

3. Matched Asymptotic Expansions for the Optimal Exercise Price near Expiry

To make the analysis convenient, we shall first non-dimensionalize all variables by
using the new variables

2

qT
S=Ket, P=TAT Lot 1), S;=KeY, 1= (Tp—¥),
where the parameters g and d are defined as
2r 2D
q == ﬁ/ d == ?r
respectively. Then, (3) can be written in the dimensionless form:
oT (722 axzazp 1 2ox o T2V dv
PC I L T (e —
o oxav ¢ (de” = a),

P(x,v,0) = max(e* —1,0),

P(xf, v,7) =0,

oP 4
a(xf, v,7) =0,

~ — T (% —
xlgrc}op(x,v,r) e (e* — 1),

lim P(x,v,7) = e7" max(1 —¢*,0) + &7 (e* — 1),
v—0

lim P(x,0,7) = T""¥,
V—00

together with two more conditions for the optimal exercise price:
x¢(v,0) = x¢(0,7) = 0. 5)

One should notice that, although the governing differential equation itself in (4) is
linear in terms of the unknown function P, it is the unknown boundary that has made this
PDE system highly nonlinear. The nonlinearity of the problem will be clearly manifested
once a Landau transform is used to convert the moving boundary problem into a fixed
boundary problem, as demonstrated by Zhu and Chen (2011). On the other hand, the
high nonlinearity, as well as the introduction of another new variable v has resulted in
the analytical methods being less achievable than the Black-Scholes’ case (see Evans et al.
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2002). Consequently, we shall use the method of matched asymptotic expansions, which is
an ideal tool to deal with the nonlinear problems, to construct an approximation of x¢(v, T)
for the PDE System (4). Hereafter, we only consider the options with a short tenor, i.e.,

T=¢€T, (6)

where T = O(1) and € is a small positive parameter. By substituting (6) into (4), we obtain
the PDE system for P(x,v, T):

63_6[1827P+( _d_£)87P+Uaip
oT _2 02 9x2 apq ) a(EZP ox 90?2
O eqT (gp% _
+(72(17 v)av+ ” axav]+ee (de* —q),

P(x,v,0) = max(e* — 1,0),

P(xf, v,T)=0,

oP @)
a(xf,v, T)=0,

lim P(x,0,T) = 7 (¥ — 1),

X—r00
lirr(lJ P(x,v,T) = T max(1 — e*,0) 4 77 (e* — 1),
vV

lim P(x,v,T) = eTT ",
V—00

Unlike the constant volatility case discussed in Evans et al. (2002), the PDE System
(7) needs to be dealt with with care; there are several different regions, or the so-called
“boundary layers”, in which either the unknown function P or its partial derivatives change
rapidly. The increased complexity, as will be shown later, is a result of the introduction of
stochastic volatility and, consequently, a new dimension of the PDE system. The “boundary
layer” is a phrase commonly used in physics and fluid mechanics to describe the layer of
fluid in the immediate vicinity of a boundary surface (see Friedman 2008), and it has been
adopted in most of singular perturbation analyses as well. Therefore, we shall also use it in
this paper to derive the specific boundary layer structure for the PDE System (7).
The procedure usually begins with the assumption that the solution can be expanded
in powers of €, i.e.,
Pouter = PO+€P1+O(€2)r (8)

in which the subscript stands for the outer solution in the region outside of boundary layer
where a singular expansion is required to deal with rapid changes of the value of P or its
derivatives. According to the fundamental theory of the method of matched asymptotic
expansions Smith (2009), only a regular expansion in the form of (8) is needed for the “outer
region”; the correct order for the entire problem will be automatically determined once the
“inner solution” and “outer solution” are forced to match. After some simple calculations,
we obtain the solution as

Pouter(x, T) :ex—l—f—qTG(Ex—l)—i—O(Ez). 9)

It should be noted that the above solution is valid for the domain x > 0,0 < v < oo,
and fails to satisfy the boundary condition at v = cc. Therefore, there is a boundary layer
near v = oo, with the layer thickness in the order of €. It can be inferred that, in order to
satisfy the boundary condition at v = oo, the exact solution of (7), compared with Ppt.r,
changes rapidly only within the O(e) neighborhood of v = co. On the other hand, in
the traded market, the volatility value is usually very small, and the highest value of the
volatility that has ever been recorded on the Chicago Board Options Exchange (CBOE)
is only 0.85 (see CBOE 2022). Therefore, with these two points in mind, it is perfectly
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justifiable to not analyze this boundary layer at all; our solution will be a reasonably good
approximation for any large enough, but finite v values.

On the other hand, it is clear that as x — 0, too many terms on the right-hand side of
the governing equation contained in (7) have been dropped, and thus, we need to perform
an asymptotic analysis in the vicinity of x = 0. By using the stretched variable:

X
X= (10)
and substituting (10) into (7), we obtain
P 1 v PP i, ) ?P 2k oP  ,_,20v 0°P cqT (1 et X
a7~ € axa € Pmvm g tevgg Tl mug, be S angy Fedt @ ).

The significant degeneration of the above operator arises if & = %, and thus, the
boundary layer near x = 0 is with the thickness of O(1/€). Assuming that P(X, v, T) has a
regular expansion in this region, we write

P = \/ePy +ePy + e3P, + O(e?), (11)

where the explicit analytical expressions of Py, P;, and P; are derived in Appendix A. The
solution derived in this boundary layer can be referred as the inner solution with respect to
(with respect to hereafter) P,yter.

It can be easily shown that the first-order derivative of Py with respect to v becomes
unbounded at the corner (X, v) = (0,0). Consequently, the derivatives of Py with respect to
v cannot be ignored when deriving the PDE system for Py around that corner. Another local

v
analysis is again needed. By setting V' = i and investigating the significant degeneration
€

of the corresponding operator, it is obvious that B = 1 is a well-balanced choice. Assuming
that Z; (X, V, T) (the solution at the corner) can be expanded in powers of €, we obtain

/71 = \/EZH +e€Z1p + €%Z13 + O(GZ),

where the explicit analytical expressions of Z11, Z15, and Z3 are derived in Appendix B. Fur-
thermore, it can be easily shown that Z1; is continuous, but not differentiable with respect
to X at the corner (X, v) = (0,0). Thus, the following stretched variables are needed:

x v
X1 = 67/ Vi = 67,

where ¢ = v = 1 are determined by investigating the significant degeneration of the

corresponding operator again.

The above analysis has clearly demonstrated the boundary layer structure of our
problem, as shown in Figure 1, where the Roman numbers I, I, II1, and IV stand for four
different regions in which local analysis needs to be carried out consecutively. In particular,
Region I represents the valid domain of Pyyt.r, while Region I shows the O(+/€) boundary
layer near x = 0. Regions 1] and IV denote the corner boundary layers, and they are
defined as

[—Ve Vel x (0],

[—€, €] x[0,€],

(x,0)
(x,0)

respectively. Moreover, near x¢, there might be another boundary layer, which will be
discussed later. Note again that the O(e) boundary layer near v = oo has been ignored.

S
S
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Figure 1. Boundary layer structure.

It should be remarked here that the introduction of a second stochastic process for v
has indeed made the analysis much more complicated and totally different from that of
the Black—Scholes’ case, as shown in Evans et al. (2002). The complexity, as well as the
difference has been clearly manifested when analyzing the solution within the domain
x € u(o, \/E), 0 < v < 0. Here, the notation U(a, §) denotes the neighborhood of a point a
with radius § > 0, i.e.,

U(a,d) ={x|0<|x—a|<d}.

In the classical Black-Scholes’ case, the analysis usually stops once the inner solution
within the O(y/€) boundary layer near x = 0 has been found. Under the Heston model,
however, the “inner” region x € U(0, \/€) (relative to the “outer” Region I) needs to be
further divided into another set of “inner” and “outer” regions because there exists another
boundary layer in the v direction as a result of Region II still containing the singular point
at the origin. This new inner region is denoted as Region [II. Similarly, the same process
needs to be repeated, which yields Region IV (the dashed area of Figure 1) as a boundary
layer in x again. It is envisaged that this “cascade” phenomenon of sub-dividing regions is
a particular feature associated with the Heston model when it is used to price American
options. However, since we are only interested in an approximate solution, based on the
method of matched asymptotic expansions, of O(e), it suffices to stop the sub-division at
Region IV, as shall be discussed later.

With the division of the original solution domain into the above four regions, we
can now prove the following lemma for the asymptotic behavior x¢(v,7) when v ¢
U(0,€). Note that hereafter, we shall use a new definition O;(-), i.e., f(€) = Os(g(e€)), if
fle) = O(g(e)), and f(e) # o(g(e)) for e — 0. As shall be demonstrated, this new
definition enables us to give a sharp estimate of the target functions.
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Lemma 1. (i) For v = Os(1), we have x¢(v,7) ¢ U(0,+/€). (ii) For v = Os(eP), where
0 < B <1, we have x¢(v, ) € U(0,\/€), and the leading-order term of x¢, say xo, should be

bounded as v — 0 and satisfy lim *0(0,7) = —o0, where a =

v—=0 2./aT N

Proof. (i) The first part of the lemma is proven by means of the method of proof by
_xf(v,7T)

m
—0 €
should have finite values for any v = Os(1) and T = O(1). Therefore, we can rescale

xf(v, T) and expand it in terms of \/¢, i.e.,

o2’

contradiction. Assuming that x¢(v, ) € U(0, \/€), we have 1 = Xp, where X,
€

_ X

Ve

In order to satisfy the moving boundary conditions, the leading-order term should at
least satisfy

Xf— =X0+\/EX1+O(€).

~ dP -
Po(X(), 0, T) = W(XO,'U, T) = 0,
which yields
oT X% Xp ( oXo )
e~ ®wT + —erfc| — =0, 12
o\t 2 f 2v/oT 12
—O'X())
erfc = 13
f (Nﬁ 13)

However, when v = O;(1), the only solution of (12) and (13) is Xy = —oo, and this is in
contrast with our assumption that x¢(v, ) € U(0, \/€). Therefore, when v = Os(1), the
location of the free boundary should be outside the O(\/€) layer near x = 0, and thus,
tim (%)

e—0 \/E

(ii) It is straightforward to show that if linb
v—

= —oo0. This completes the proof.

x0(v, T)

2\/at

satisfied. On the other hand, when v = Os(eP), the leading-order term of x f(v, T), i.e.,

xo, can be bounded and satisfy lirrb xgiﬁ)
v— at

v = Os(eP), where 0 < B < 1, x¢ should be located inside U(0, v/€). This completes
the proof. O

= —oo, (12) and (13) are always

= —oo at the same time. Therefore, when

Since the location of the free boundary x¢(v, T) differs with respect to v, it is much more
convenient to discuss the asymptotic behavior of x¢ (v, T) in different ranges of v separately.

Case L.v = O,(1)

In this case, x¢ (v, 7) is located outside U(0, \/€), which indicates that there is another
boundary layer near xs(v, 7). Now, we perform the local analysis in the vicinity of x¢ by
using the stretched variable:
x—xf(0,7T)

c , (14)

where Z = O(1). Substituting (14) into the governing equation contained in (7), we obtain
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oP Xy 9P v 9%°P v\ oP ,02P 02P oxf
9T araz ~ 7oz ;e(q =)oz TG vz au
9?P 0xf , QP 07Xy ,0P  JPodxy
7 et o (25 <5 )
po &P 82713% 2,6qT ( 3,€2+Xf _ (15)
+ ( 09z “ a7z g ) TeeT e 1
P(0,0,T) =0,
oP
37 (0,9,T) =0.
Again, an expansion in regular powers of € gives the solution of (15) as
P = 0O(e?). (16)

In order to match the solution in Region II with the solution near x;, we found the
asymptotic behaviors of hy, h1, and hp as {— — oo:

 Wa e Gl e
mE) = d—gq+0(&e ),
h(f) = 24vaE +O(Ee ),

where ¢ =

Va'
Now, if we follow Evans et al. (2002) and match the P; values of (11) and (16) by taking
the limit x—x, we obtain the following transcendental equations:

N
at +d—g=0, f d , 17
Zﬁ Tz q= or <q (17)
x2
2\\/[%6_4{7 + d\/ﬁxf =0, for d=gq, (18)
which lead to the solutions of the form
xf(v,T) = —Zx/ﬁ\/| In~t——¥ (9-d) 2' 4 | for d<gq, (19)
xf(v, 1) = —2vat,/| dT for d=y, (20)

respectively, after higher-order terms are ignored.

It should be remarked that matching P; values is not the unique choice. Evans et al.
(2002) did it in this way without any detailed explanation. In fact, this approach may be at
odds with the conventional method of matched asymptotic expansions in which P, instead
of Pr, values should be matched in the “inner” and “outer” regions. Clearly, if a solution
is obtained with P values being matched, so should the P; values, provided that the P
function is of sufficient smoothness. However, the converse is not true. One naturally
wonders whether or not the two different approaches would lead to the same conclusion,
once all the higher-order terms are ignored. Without a great deal of additional effort, it can
be shown that matching the P values of (11) and (16) by taking the limit x—x + leads to

X*Z

3 3 f
2a2T2e dat

\/Ex]’iz +(d—q)t+dtxp =0.

(21)
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F-1) =

ate

2ym

In comparison with (17) and (18), it is much more difficult to go through some additional
order analysis to simplify (21), in order to analytically obtain the asymptotic behavior of xji
like those presented in (19) and (20). However, it can still be shown that xj*( lies between x¢
and —2+/at1 (see Lemma 2 below), where x ris solved from matching with P;. Hence, as T
approaches zero, the difference between x; and x will become smaller. It should be noted

that we only need to consider the negative root of (21) because of the physical restriction
that x f <0.

Lemma 2. For small T, (21) has only one negative solution x;ﬁ, and moreover, it satisfies

xp < xji < —=2+/at,

where
xp = —2\/a7\/| ln(q_@; L |, for d<gq (22)
1
= -2 In——— |, d=gq. 23
xf vt flin for d=gq 23)
Proof. Denote )
f(x) = ﬂ—l—(d— )T+ 2dv/aTix (24)
-2 /mx? 1 ’
x*
Comparing (24) with (21), it is obvious that x = TL Then, taking the first-order
at
derivative of f(x) with respect to x, we obtain:
f(x) = eyl + 1 +2d/at? (25)
B NZAC I ’

Since the parameters a, T, and d are all greater than zero, we have f'(x) > 0 for any
x < 0. Therefore, f(x) is monotonically increasing for negative x values.
On the other hand, it is straightforward to show that when d < g,

-1
+(d—q)T —2dv/at3,

—d)2y/mT 1 3 —d)2y/7T
=y @,d)(“(y) e 002V

Furthermore, for reasonably small T, we have

\fj; > (g —d)v/T+2dvat,
| 1nm > 1.

Va
Therefore, f(—1) > 0 and f (— | ln% |> < 0. Based on the monotonicity

of f(x), the only negative root of f should lie between —\/ | In (q_f}; vt

| and —1.
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Similarly, we can show that when g = 4, it lies between — /| In | and —1. Therefore,

1
4\/mdt

for small 7, (21) has only one negative solution x;i, and moreover, it satisfies

xp < xj*f < —2+/at. (26)
This completes the proof. 0

On the other hand, Equation (21) can also be numerically solved, and numerical
evidence indeed suggests that the difference between xj*( and xy is negligible. This probably
explains why Evans et al. (2002) chose to match the P; values in their analysis.

By substituting (19)—(20) into (11), we find that the free boundary conditions can be
satisfied in the following asymptotic sense, i.e.,

P(xf, v,T) — ngm(azf, v,7) = O(71) for d<yq, (27)
1

P(xf, v,T)— Pexact(if, v,7)=0 (Tgwln T) for d=gq,

oP OPexact , - 3

g(xf,v, T) — T(xf,v, T)=0(72) for d<y, (28)

where ¥ stands for the exact free boundary.

CaseIL.v=0(ef),0< B <1

According to the second part of Lemma 1, x¢(v, T) should be located inside U(0, v/€).
Now, we assume that (11) can satisfy the conditions across the free boundary. By taking the
limit € — 0, we deduce the asymptotic behavior of hg, h; and hy, respectively, as:

-& -
M@ = g222+0Qﬁz4) 9)
1 1

mE) = d—q+0(Ee ), (30)
&
2d+/ag; + o(gle )>,

By
N}
—~
(2%
S—

I

N
4

where §; = —=. Itis not strange that the asymptotic behaviors of hg, 1, and iy as € — 0 are
a

quite similar to those derived in Case I, since when taking the limit e — 0, it is equivalent
to v — 0, which is also equal to {; = —co and a — 0.

On the other hand, upon applying the free boundary conditions on (11), the leading-
order term of x should at least satisfy

Pr(xf,0,7) = O(1),

which is the same as what we have obtained in Case L. It is now quite trivial to show that
the leading-order term of x is the same as the one derived in Case [, and the expansion
satisfies the free boundary conditions in almost the same asymptotic sense, i.e.,

P(xf,v,T) — Pexact(%f,0,7) = O(7) for d<gq, (31)
3B 1

P(xf,0,T) = Pexact(Xf,0,7) T%+2 ln; for d=q.

P OPexact , _ 3

a(xf,v, T) — T(xf,v,r) = O(T2> for d<gq. (32)

Case IIl. v = O(¢)
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In this case, if we follow the procedure described previously, we should first determine
whether x¢(v, ) € U(0, €) or not, which is equivalent to analyzing whether the solution in
Region IV can satisfy the free boundary conditions or not. It is straightforward to show
that the governing equation for the solution in Region IV is

0Z, V 3*Z,

0Z, _V 0Zy 20V 9*Z, +Vazz2 21 07,
oT o2 9X?
1

T T axav TV v T o2 v

+d—gq, (33

which contains all the derivatives the original equation has. Now, we are in an unfortunate
situation of having to solve almost the full problem to be able to determine what is going
on in Region I'V. If we could solve this problem, one might wonder why it was necessary
to bother with an approximation in the first place. There is no need to argue with this
sentiment, and this is indeed one of the situations where the perturbation methods show
some of their limitations. However, there are several remarks that should be made. Firstly,
though this layer problem cannot be solved in a closed form, we may still be able to extract
some useful information about the solution. Secondly, this problem can be further dealt
with if we again apply the method of matched asymptotic expansions to this corner, i.e., by

rescaling T = —, and following almost the same procedure as demonstrated previously.

Fortunately, there is no need to go through such a cumbersome analysis again. In order to
demonstrate the reasons in a clear way, we adopt a new notation X for the actual optimal
exercise boundary in this case.

As it turns out, when v = O(e), the location of the optimal exercise boundary should
be located either inside U(0, €) or outside. However, it is claimed that no matter what is
the truth, the approximation of x; derived before for d < g can still be used here. Firstly, if
X¢ is located outside U(0, €), then (33) is defined on

Q={-0<X; <400,0<V < +400,0<T < +o0}.

Taking the corresponding boundary conditions into consideration, it can be identified
that Z, = €Zy + O(€?), with Z; twice continuously differentiable with respect to X; or V
on ). The stretched x r which is derived in the previous two cases, reads

X;(v, 1) = 2 = o),
€

which means that X is finite forany 0 < V < +o0oand 0 < T < +oco. Based on the
continuous property of both Zy; and its first-order derivative with respect to Xj, it is clear
that if we adopt the approximation of xy derived previously as the free boundary here,
then the option price Z, satisfies the free boundary conditions in the O(7) sense, which is
almost the same as the previous two cases; see (27) and (28) and (31) and (32).

Secondly;, if x f is located inside U(0, €), it is meaningless to derive its actual form,
since x; = O(e) is already a good approximation for %.

Based on Case I to Case 11, it can be concluded that when D < r, (19) can be used as
an approximation for small 7 and 0 < v < co. Written in original variables, we obtain the
leading-order term of the optimal exercise price as:

Sf(v,t)—K—K\/U(TE—t)\/lngn(TE_f)(r_D)z, for D<r. (34)

For D = r, (20) is valid for small T and € < v < oo. Therefore,

1
Sf(v,t)—K—K\/ZU(TE—t)\/InW), for D=r. (35)

It is quite interesting to note that the leading-order terms of the optimal exercise
price are similar to the ones with constant volatility (see Evans et al. 2002), with 2 being




J. Risk Financial Manag. 2022, 15, 189

13 0of 19

substituted by v. One possible reason is that the moving boundary only occurs along the
S direction, and no critical points appear along the v direction. Furthermore, in Case I
and Case II, the impact of v is less significant, so that v becomes a parameter rather than
a variable; (see (A1)-(A3)). However, the option prices are much more complicated and
totally different than those with constant volatility; (see (A5), (A11), and (A15)).

4. Numerical Results

In this section, we compare the estimated optimal exercise prices with those obtained
from numerical simulations based on a predictor—corrector finite difference scheme (see
Zhu and Chen 2011). We expect our approximation to be useful for options with tenor in
the order of days and weeks.

Depicted in Figure 2 are the optimal exercise prices as a function of the time to expiry
T — t with different fixed values of v. Here, the reference results refer to those obtained by
using the predictor—corrector scheme on extremely fine grids, while the estimated values
are calculated directly from (34). We point out that it is reasonable to use the numerical
results produced by the predictor-correct scheme on extremely fine grids as benchmark
solutions, because the convergence of this method was already tested by Zhu and Chen
(2011). From Figure 2, it is clear that, for reasonably short maturities, our approximation
agrees well with those numerical results, as one would have expected. To show this in a
more quantitative base, we further calculate the accuracy of our approximation, which is
shown in Table 1. Note that model parameters for both Figure 2 and Table 1. are r = 0.1,
c=02p =017 =016, and x = 1.5 and the strike price K = $10.0. There is no
preference in choosing the parameters, and they are all picked randomly. Furthermore,
since the optimal exercise price does not depend on the spot price, it is unnecessary to
provide the value of S. In Table 1, the “rel-err” refers to the relative error for fixed values of
v, which is defined as

| S¢(0,7) = S¢(0,7) |

rel —err =

| S¢(v,7) |
and the “overall-err” refers to the overall error across the whole computational domain,
defined as ~
Se(s,T)—S+(5, T
overall —err = 1856 0) = 5S¢ 7)
IS¢ 7) [l2
and for all v. Here, || - ||2 denotes the Ly-norm for vectors, and Sy and S £ stand for the

numerical solutions and the estimated values, respectively. From Table 1, it can be seen
that for the maturities in the order of days and weeks, the overall errors are all very small,
which demonstrates that our estimation is quite reasonable.

Table 1. Report on the relative error and the overall error.

Time to Expiry (Year) Rel-Err at v = 0.05 Rel-Errat v = 0.1 Rel-Err at v = 0.2 Rel-Err at v = 0.25
0.002 3.445 x 1072% 2.2791 x 1072% 4.1927 x 1072% 6.1511 x 1072%
0.005 0.16% 0.11% 1.727 x 1072% 9.3112 x 1072%
0.01 0.36% 0.26% 1.0267 x 1072% 0.16%

Time to Expiry (Year) Rel-Err at v = 0.5 Rel-Err at v = 0.6 Rel-Err at v = 0.7 Overall-Err
0.002 0.18% 0.26% 0.47% 0.45%
0.005 0.54% 0.73% 0.94% 0.77%

0.01

1.05% 1.43% 1.84% 1.49%
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Figure 2. Comparison of the numerical results and the estimated values.

5. Conclusions

In this paper, we considered the near-expiry behavior of the optimal exercise price for
American put options on a dividend-paying underlying with stochastic volatility. Based on
the method of matched asymptotic expansions, explicit analytical expressions of the optimal
exercise price and the values of American puts were derived. It turns out that the option
prices are quite different from the corresponding Black-Scholes’ case, while the leading-
order term of the optimal exercise price remains almost the same as the constant volatility
case if the spot volatility given the same value as the constant volatility appearing in the
Black-Scholes model. Numerical experiments suggest that the current approximation
is reasonably accurate, and thus very useful to price American options close to expiry,
say for example, with tenor in the order of days and weeks. Therefore, our asymptotic
analysis complements purely numerical analyses, for which dealing with the singularity
of the optimal exercise price of American puts near expiry always poses a conflict of
balance between numerical accuracy and efficiency. It has of course also enhanced our
understanding of the asymptotic behavior of the optimal exercise price of American puts
near expiry, which is an important aspect of this very fundamental problem in modern
quantitative finance.
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Appendix A
The PDE systems for Py, P;, and P, are:
By _ v PP
oT o2 0X2’
Py(X,v,0) = max(X,0),
lim Py(X,0,T) =X, (A1)
X—o0
lim Py(X,v,T) =0,
X——o00
oP, v %P v 9Py 200 3P
g1 _ 27 S I Sl W st d—
oT _ oZaxz ' <‘i 2)ax t o axee T
P (X,0,0) = max(EXz, 0),
1 (A2)
lim Py(X,v,T) = = X>
{m, e ) =5
oP,
li —(X,0,T) =
K ox (X T =0
0Py _ v 3Py oy 0P 200 P
T 2aXE 1 20X e aXou
0 K 0
0 -0l 4 ax
R +02(17 )av +dX,
1
P (X,v,0) = max(6X3, 0), (A3)
lim Py(X,0,T) = Ix3+ gXT,
X—00 6
. 0°P,
KM, oz (X 1) =0
To find the solution of the PDE System (A1), we assume it can be written as
Py(X,v,T) = VTho(E;a), (A4)

X v
and a = —. By substituting (A4) into (A1), we obtain the ODE system for
T -2 BY g (A4) (A1) y
ah (& a) + 28N (& a) — 2ho(E:a) = 0,
lim ho(¢;0) =2¢,
— 00

lim hy(¢;a) = 0.
§——o0

The analytical solution of this ODE system can be readily found as

ﬁe*é + é‘erfc(—i).

NG /a (83)

ho(G;a) =
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Similarly, by assuming that the solution of PDE System (AZ2) is in the form of
P(X,0,T) = Thy(&;a) = Tahy (&),
where ¢1 = i, we have
Va
(@) + 267 &) — 40 (@) =201 Do)
B A Ul
v ' (A6
lim 7y () = 263,
¢1—o0
lim 7y(¢1) =0
$1——o0
Suppose that the solution /11 (&) has the following structure:
—CZ &1 _2
m(@) = fEe +g@) [ e dt+m@), (A7)

where (1),

obtain

¢(&1), and m(¢7) are polynomials in &;. By substituting (A7) into (A6), we

1" ! ! " ! g " !
(f" =25 f +2¢ —6f)e 1 + (¢ + 2518 —4g)/ Ve Pat 4w 425 m — am

_4a—q+d) ¢
- /_oo 2r v

which, combined with the boundary conditions at ¢;

\pfg A il

a
= £oo, yields

m’ —1—2(;‘1171/ —4m = an_ d)

lim m =0,
G1——

7

4(a—q+d)

" 5 /_4:
g+§lg g Ilﬁ

lim \/7tg +m = 2¢2,
é] —00
4p
o/ma 1.
The polynomial solutions of (A8)—(A10) can be readily found as:

f//_2§1f1+2g/_6f:

m(&1)
g(81)

Therefore,

h(&a) =

7

(A8)

(A9)

(A10)

(A11)
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By means of the above solution technique, it is not hard to find the solution of (A3),
though the expression is quite complicated. By assuming

Py (X,v,T) = T%hz(é‘;a) = T%agﬁz(él),

and substituting it into (A3), we obtain the ODE system for /1, (&) as

~1 ~/ ~ _ 8a+d— &1 _ 8d
iy (&) +28105(81) — 6ha2(&1) = (Ct + AZ + B)e ¥ + (aﬁ") [ etar-e,
- 4., 2
lim fo(61) = 383+
lim i, (&) =0,
{——o0
where
2(a—q+d)p 0 ( 32p ) 2
A = - —2F  q6a+16g—16d ) — ———,
ao/m 40+/ta? o o+ 16q o2\/ma?
Z(a—q+d)( p a q—d> p ( 4p )
B = — — — 8 — —8 8d
2 2w vr Vi) s\ T8
n 1 A (l—a>
o2\/ma?  o%\/ma? \o? ’
c -
- o2yma?’

Suppose /12(&1) can be written as

(@) = F@)e S +5(@0) [ e Pt +mic),

where (1), g(¢1), and m(&q) are polynomials in ¢;. By using the same procedure as in
deriving hy, the systems for f(¢1), g(&1), and m(&;) can be easily found as

" ! d
m +20m —6m = —8561,

lim m =0 (A12)
51%—00 !
1 ! 8(a+d—
§ +2018 —68 = Slatd—q) q)él,
a\/m
42 g (A13)
lim /7g+m= -2 4+21¢F,
glﬁoo 3 a
f =28 f —8f+2¢ =Cét+ AZ +B. (A14)

The polynomial solutions of (A12) and (A13) are:

m(g1) = Zgé“l,

_ A 2g-A)d
g(gl) - 3\/%+ ﬂ\/E ’

C c A C A B
@) = it (5 5)8 a8 s
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where
. 8
A = A-——,
L
a\/7
Therefore,
.3 cet c A\¢ ¢ A B]_ 2
ha '”>—“2[ a2 (16+12>a 6 18 8
43 2(g—d 5
L& _ (g 3)5 / Vo at 4 2dg. (A15)
3y/maz Va2 —co
Appendix B
The PDE systems for Z11, Z13, and Z;3 are:
0Z11 V82211 2K 0Zyy
oT  aVZ g V'
Z]l(X, V,O) = max(X, 0),
lim Z;1(X,v, T) = max(X,0), (A16)
V—o0
lim Py(X,v,T) =X, for X >0,
V-0
8Z12 - 82Z12 2K 8212 6211 2pV 82211
ot~ Vave Ty v TUT A5 oy A0
Z12(X,v,0) = max(%Xz,O),
lim Zyp(X,0,T) = X2, for X >0, (A17)
Voo 2
(d—q)T, for X <0,
. 1.,
‘1/1210212 = EX , for X >0,
8213 - 82213 2K 8213 E)le 2pV 82212
or Vv Ty v TUTIO%x Yo axay
V 927y 2V 9Zy
— — dX
2 axz o v 4
1
Z13(X,0,0) = ~X3,0),
13(X,0,0) = max(£ X", 0) (A18)

1
lim Z;3(X,0,T) =qTX + -X3, for X >0,
V—o0 6

dTX, for X <0,
1
lim Z13(X,v,T) = qTX +=>X3, for X >0.
V—0 6

It is straightforward to derive the solutions of the above PDE systems, i.e.,

X, for X >0,
X V.T)=14 g for X <O0.
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for X >0,
(d—q)T, for X <0.

dTX + - X5, for X >0,
dTX, for X <0.
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