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Abstract: This research extended the model developed by Hull and White by integrating Taylor-series
expansion into the model for deriving approximate analytical solutions for stochastic volatility
forward-starting Asian options. Numerical experiments were performed to compare the proposed
model with the Monte Carlo model over numerous simulations and demonstrated that the developed
model has a pricing accuracy greater than 99%. Furthermore, the computation time was approximately
10−5 s for each simulation. The model’s outstanding computational performance demonstrates its
capability to address the challenges of high-frequency trading.

Keywords: Asian option; Taylor series expansion technique; forward starting; high-frequency trading;
stochastic volatility

1. Introduction

High-frequency trading (HFT) is a method of automated trading that involves using computer
programs to rapidly perform large numbers of transactions. HFT is controversial and has received
some harsh criticism [1–3]. The qualitative changes in the functioning principles and structure of the
derivatives market have a substantial impact on processes associated with investment activities so
much so that major financial markets are regulated by policy measures that aim to reduce the threat
from HFT. This evolution has already led to changes in how information is disseminated to traders
and has given rise to new forms of trading. Therefore, a set of faultless regulations and hedging
tools is necessary to restrict the disturbance from HFT, avoid circuit breakers, and maintain global
financial order.

G20 leaders have aimed to avoid disturbances in interest rates and the foreign exchange derivatives
market by committing to increasing transparency in derivatives markets through the implementation
of mandatory reporting of derivatives contracts [4–6]. To address regulators’ concerns and the potential
threats of HFT, a forward-starting Asian option (FSAO) evaluation formula was developed in this study
to cope with the potential instability of interest rates, equity, and commodity and foreign-exchange
markets. The FSAO can be regarded as a special type of Asian option in which the arithmetic average
price is calculated from the first trading date of the contract.

The advantages of the Asian option are manifold. First, it is popular in practice in the financial
market because it has a lower cost than its counterpart, the plain vanilla option. Second, averaging
underlying asset prices can prevent manipulation from the financial market [7–9]. Third, it is commonly
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used in interest rate and foreign exchange markets, providing an expiry price or strike price that
remains more stable than plain vanilla over contract periods.

In academia, an FSAO is a path-dependent derivative; its payoff function depends on the average
value of the underlying asset over a relatively short time period in which the option has reached partial
maturity and is near its expiration date. A precise analytical solution does not exist. Thus, extensive
research has investigated such options using numerical approaches. This paper briefly catalogues
four main methods described in the literature: The Monte Carlo approach with variance reduction,
approximation of the unknown distribution on the average price with a more tractable one, derivation
of the exact representation of the Asian option price, and extensions of the Heston model [10].

The first approach, Monte Carlo simulation with variance reduction, is a benchmark method for
option valuation. It has often been employed directly for option pricing or to assist in solving complex
partial differential equations in option valuations. Well-known examples of the direct application of
Monte Carlo simulation for option evaluation are in the studies by [11,12]. They numerically solved
pricing partial differential equations, which inspired a series of subsequent studies, such as those
by [13–18]. The main drawback of this evaluation approach is that it lacks computational efficiency.

In the second approach, the unknown distribution of the Asian option is approximated to obtain
an approximate analytical option price formula. Well-known examples of researchers who have
adopted this approach are [19–28]. Generally, the method involves applying Edgeworth expansion or
a Taylor series approach to a log-normal reference distribution to approximate the distribution of the
arithmetic average of the underlying price or strike price. For example, [29] used a moment-matched
compound gamma distribution. These researchers developed analytic option price formulas, but the
formulas lack reliable error estimates.

Introduced by [30], the third approach involves the use of the reciprocal of the average, for which
the Laguerre series converges. Dufresne improved non–closed form solutions by using an advance
mathematical technique. [31] adopted this approach to derive an analytical solution for complex option
evaluations. However, this approach does not guarantee that the series will converge to the true price
and does not consider the stochastic volatility effect.

First developed by [10], the Heston model has attracted considerable attention, with extensive
research exploring its explicit (distributional and pathwise) solutions and exact Monte Carlo simulation.
For example, [32] studied the exact simulation of stochastic volatility and other affine jump diffusion
processes, and [33] explored explicit Heston solutions and stochastic approximation for path-dependent
option pricing. Additionally, [34] recently developed exact option pricing methods for the popular
3/2 model. Finally, an exotic unified approach to pricing Asian options in stochastic jump diffusion
models, which was extended to include alternative exotic contracts by [35].

Motivated by these empirical results, the present study extended the research of Hull and
White [19,20,25,28] to include a Taylor series expansion technique for deriving the approximate
analytical solution of an FSAO in the context of stochastic volatility pricing.

This study contributes to the literature by providing an efficient and accurate analytical solution
for a stochastic-volatility FSAO (SVFSAO). Empirical evidence strongly supports the use of two
well-separated timescales during evaluation.

The remainder of this paper is structured as follows. Section 2 outlines the problem being
addressed, describes the derivation of an approximate analytic SVFSAO with Taylor expansion,
and presents the solution for the optimal hedge ratio. Section 3 discusses the model’s pricing and
hedging performance in comparison with the solutions of the Monte Carlo simulation, which served
as the benchmark. Section 4 presents conclusions.

2. Materials and Methods

This paper first provides the approximate analytical solution for the SVFSAO (Because of the
complexity of deriving the SVFSAO, the whole derivation process is not included in this paper. Readers
who are interested in the aforementioned derivation may receive more details from the authors upon
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reasonable request.) and subsequently addresses the hedge ratio of the SVFSAO. Details regarding
the derivation process of the approximate analytical solution for the hedge ratio are provided in the
Appendix A.

2.1. Approximate Analytical Solution for SVFSAO Pricing

Following Hull and White [1], Tsao, Chang, and Lin [14], and Lin and Chang [28], a European-style
FSAO with stochastic volatility written on an asset with maturity date T was investigated.

The price of the underlying asset, which was tradable and uncorrelated with aggregate
consumption, was assumed to follow geometric Brownian motion in a risk-neutral world with
stochastic volatility and was calculated as follows:

dSt

St
= (r− d)dt + σtdZt, (1)

dσt
2

σt2 = µdt + ξdWt, (2)

where St is the underlying asset price at time t, r is the annualized risk-free interest rate, d is the
continuous yield, σt is the instantaneous volatility of the underlying asset at time t, µ is the drift term,
and ξ is the volatility term for the variance of the underlying asset. Both µ and ξ remain constant over
time. In addition, dZt and dWt are independent Wiener processes.

Following the settings of Tsao, Chang, and Lin [14], this paper assumes that the strike price K of
option is the arithmetic average of underlying asset prices over the period [T − A, T]. It follows that the
strike price K is

K =
1
A

∫ T

T−A
Sudu (3)

where T − A is the time instant after time zero of the option’s issuance. If T − A = 0, then this option
becoming a plain vanilla Asian option. It is important to distinguish the following time windows:
[0, T − A] and [T − A, T]. Before T − A, investors know nothing about the exercise price K. After time
T − A information about K gradually accumulates.

Time Window before T − A

The price of a forward starting Asian call option at time t (0 < t ≤ T −A) is denoted as

C = e−r(T−t)E
[
(ST −K)+

∣∣∣Ft
]

(4)

where E is the conditional expectation operator with respect to the risk-neutral probability measure
and Ft is a filtration.

From Tsao, Chang, and Lin [14], it is straightforward to have the analytic approximation formula
for forward starting Asian call option as

C = Ste−(r−d)A−d(T−t)

m1N
(

m1
√
ν1

)
+

√
ν1

2π
e
−m1

2

2ν1

 (5)

where

m1 =

(
r− d− σ2

2

)
A

2
+

Aσ2

4
+

(
r− d− σ2

2

)2
A2

3

ν1 =
Aσ2

3
+

A2σ2

4
+

7
(
r− d− σ2

2

)2
A3σ2

15
+

3
(
r− d− σ2

2

)
A2σ2

4

Time Window after T − A
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For the case of time t (T − A < t ≤ T), at time t, the investors knew the information of the
underlying asset price between [ST−A, St]. The strike price can be split into two parts as follows,

K = Mt +
1
A

∫ T

t
Sudu (6)

where

Mt =
1
A

∫ t

T−A
Sudu

The analytic approximation formula for forward starting Asian call option is straightforward as

C = Ste−r(T−t)

m2N
(

m2
√
ν2

)
+

√
ν2

2π
e
−m2

2

2ν2

 (7)

where

m2 = 1 +
(
r− d− σ2

2

)
(T − t) − (T−t)

A −

(
r−d− σ

2
2

)
(T−t)2

2A −
Mt
St

+
(T−t)σ2

2

+(T − t)2

σ
(
r−d− σ

2
2

)2

2 −
σ2

4A

− (T − t)3 σ
(
r−d− σ

2
2

)2

6A

ν2 = (T − t)σ2

1− (T − t)
A

+
(T − t)2

3A2

+ σ2(T − t)2
[
2
(
r− d−

σ2

2

)
+
σ2

2

]

+σ2(T − t)3


(
r− d−

σ2

2

)2

−
σ2

3A
−

5
(
r− d− σ2

2

)
3A


+σ2(T − t)4

 σ2

12A2 −
2
(
r− d− σ2

2

)2

3A
+

5
(
r− d− σ2

2

)
12A2


+σ2(T − t)5

2
(
r− d− σ2

2

)2

15A2

Let V be the mean variance over the time interval [0, T], from Hull and White [1]:

V =
1
T

∫ T

0
σ2

udu (8)

The first three moments of V at µ = 0 can be derived as (Following the settings of Hull and
White [19], Lin, and Chang [28], and to simplify the derivation of the analytic approximate solution for
options, this paper only discusses the case in which µ = 0. However, the case in which µ , 0 and the
moments of V with nonzero µ can be derived without considerable effort; see Hull and White [19] for
further details.)

E
(
V
)
= V0, (9)

E
(
V

2
)
=

2
(
eξ

2T
− ξ2T − 1

)
ξ4T2

V2
0 , and (10)

E
(
V

3
)
=

(
e3ξ2T

− 9eξ
2T
− 6ξ2T + 8

)
3ξ6T3 V3

0 . (11)

The derivations of variance and skewness of V are straightforward as,

V
(
V
)
=

2σ4
0

(
ek
− k− 1

)
k2 − σ4

0 and (12)
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Skew
(
V
)
= σ6

0

 e3k
− (9 + 18k)ek +

(
8 + 24k + 18k2 + 6k3

)
3k3

, (13)

where k = ξ2T.

Proposition 1. The approximate analytical solution f
(
S0, σ2

0

)
for pricing the SVFSAO when t ∈ [0, T −A, T]

can be approximated using the following formula:

f
(
S0, σ2

0

)
= Ste−(r−d)A−d(T−t)

m1N
(

m1√
v1

)
+

√
v1
2π e−

m2
1

2v1


+ 1

2 Ste−(r−d)A−d(T−t)

M12N
(

m1√
v1

)
+ 1
√

2π
e−

m2
1

2v1 M11A1 −
1
√

32π
e−

m2
1

2v1 v
−

3
2

1 V2
11

+ 1
√

8π
e−

m2
1

2v1 v
−

1
2

1 V11B1 +
1
√

8π
e−

m2
1

2v1 v
−

1
2

1 V12

× [
2σ4(ek

−k−1)
k2 − σ4

]
+ 1

6 Ste−(r−d)A−d(T−t)

M13N
(

m1√
v1

)
+ 1
√

2π
e−

m2
1

2v1 α11 +
1
√

32π
e−

m2
1

2v1 α12

+ 1
√

8π
e−

m2
1

2v1 (α13 + α14)

× σ6
[

e3k
−(9+18k)ek+(8+24k+18k2

−6k3)
3k3

]

(14)

where

A1 =
∂

∂V

(
m1
√

v1

)
= M11v

−
1
2

1 −
1
2

m1v
−

3
2

1 V11

B1 =
∂

∂V

−m2
1

2v1

 = −m1v−1
1 M11 +

1
2

m2
1v−2

1 V11

α11 = 2M12A1 + M11A1B1 + M11

(
v
−

1
2

1 M12 − v
−

3
2

1 M11V11 −
1
2

m1v
−

3
2

1 V12 +
3
4

m1v
−

5
2

1 V2
11

)
α12 =

3
2

v
−

5
2

1 V3
11 − v

−
3
2

1 V2
11B1 − 2v

−
3
2

1 V11V12

α13 = −
1
2

v
−

3
2

1 V11V12 + v
−

1
2

1 V12B1 + v
−

1
2

1 V13

α14 =−
1
2

v
−

3
2

1 V2
11B1 + v

−
1
2

1 V11B1
2 + v

−
1
2

1 V12B1

+v
−

1
2

1 V11

(
−v−1

1 M2
11 + 2m1v−2

1 M11V11 −m1v−1
1 M12 −m2

1v−3
1 V2

11 +
1
2

m2
1v−2

1 V12

)
M11 =

∂m1

∂V
= −

1
3

A2(r− d) +
1
6

A2V

M12 =
∂2m1

∂V
2 =

1
6

A2

M13 =
∂3m1

∂V
3 = 0

V11 =
∂v1

∂V
=

[1
3

A +
3
4

A2(r− d) +
7

15
A3(r− d)2

]
+

[
−

1
4

A2
−

14
15

A3(r− d)
]
V +

7
20

A3V
2

V12 =
∂2v1

∂V
2 =

[
−

1
4

A2
−

14
15

A3(r− d)
]
+

7
10

A3V

V13 =
∂3v1

∂V
3 =

7
10

A3
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When t ∈ [0, T −A, T], then

f
(
S0, σ2

0

)
= Ste−r(T−t)

m2N
(

m2√
v2

)
+

√
v2
2π e−

m2
2

2v2


+ 1

2 Ste−r(T−t)

M22N
(

m2√
v2

)
+ 1
√

2π
e−

m2
2

2v2 M21A2 −
1
√

32π
e−

m2
2

2v2 v
−

3
2

2 V2
21

+ 1
√

8π
e−

m2
2

2v2 v
−

1
2

2 V21B2 +
1
√

8π
e−

m2
2

2v2 v
−

1
2

2 V22

× [
2σ4(ek

−k−1)
k2 − σ4

]
+ 1

6 Ste−r(T−t)

M23N
(

m2√
v2

)
+ 1
√

2π
e−

m2
2

2v2 α21 +
1
√

32π
e−

m2
2

2v2 α22

+ 1
√

8π
e−

m2
2

2v2 (α23 + α24)

× σ6
[

e3k
−(9+18k)ek+(8+24k+18k2

−6k3)
3k3

]

(15)

where

A2 =
∂

∂V

(
m2
√

v2

)
= M21v

−
1
2

2 −
1
2

m2v
−

3
2

2 V21

B2 =
∂

∂V

−m2
2

2v2

 = −m2v−1
2 M21 +

1
2

m2
2v−2

2 V21

α21 = 2M22A2 + M21A2B2 + M21

(
v
−

1
2

2 M22 − v
−

3
2

2 M21V21 −
1
2

m2v
−

3
2

2 V22 +
3
4

m2v
−

5
2

2 V2
21

)
α22 =

3
2

v
−

5
2

2 V3
21 − v

−
3
2

2 V2
21B2 − 2v

−
3
2

2 V21V22

α23 = −
1
2

v
−

3
2

2 V21V22 + v
−

1
2

2 V22B2 + v
−

1
2

2 V23

α24 =−
1
2

v
−

3
2

2 V2
21B2 + v

−
1
2

2 V21B2
2 + v

−
1
2

2 V22B2

+v
−

1
2

2 V21

(
−v−1

2 M2
21 + 2m2v−2

2 M21V21 −m2v−1
2 M22 −m2

2v−3
2 V2

21 +
1
2

m2
2v−2

2 V22

)
M21 =

∂m2

∂V
=

[
−

1
2
(T − t)2(r− d) +

1
6A

(T − t)3(r− d)
]
+

[1
4
(T − t)2

−
1

12A
(T − t)3

]
V

M22 =
∂2m2

∂V
2 =

[1
4
(T − t)2

−
1

12A
(T − t)3

]
M23 =

∂3m2

∂V
3 = 0

V21 =
∂v2

∂V
=

[
1−

1
A
(T − t) + 2(T − t)(r− d) +

1
3A2

(T − t)2
−

5
3A

(T − t)2(r− d)

+(T − t)2(r− d)2 +
5

12A2
(T − t)3(r− d) −

2
3A

(T − t)3(r− d)2

+
2

15A2
(T − t)4(r− d)2

]
(T − t) +

[
−1 +

1
A
(T − t) − 2(T − t)(r− d)

−
1

4A2
(T − t)2 +

4
3A

(T − t)2(r− d) −
4

15A2
(T − t)3(r− d)

]
(T − t)2V

+
[3
4
−

1
2A

(T − t) +
1

10A2
(T − t)2

]
(T − t)3V

2
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V22 =
∂2v2

∂V
2 =

[
−1 +

1
A
(T − t) − 2(T − t)(r− d) −

1
4A2

(T − t)2 +
4

3A
(T − t)2(r− d)

−
4

15A2
(T − t)3(r− d)

]
(T − t)2 +

[3
2
−

1
A
(T − t) +

1
5A2

(T − t)2
]
(T − t)3V

V23 =
∂3v2

∂V
3 =

[3
2
−

1
A
(T − t) +

1
5A2

(T − t)2
]
(T − t)3

2.2. Approximate Analytical Solution for Hedging the SVFSAO

After the analytical solution for pricing the SVFSAO is derived, the hedge ratio (∆ =
∂ f(S0,σ2

0)
∂S0

)

can be derived directly through differentiation of the option price f
(
S0, σ2

0

)
with respect to the asset

price S0 at the present time:

Delta = ∆ =
∂ f

(
S0, σ2

0

)
∂S0

(16)

Proposition 2. The approximate analytical solution for hedging the SVFSAO at t ∈ [0, T−A, T] can be
approximated using the following formula:

Delta = ∆ =
∂f(S0,σ2

0)
∂S0

= e−(r−d)A−d(T−t)

m1N
(

m1√
v1

)
+

√
v1
2πe−

m2
1

2v1


+ 1

2 e−(r−d)A−d(T−t)

M12N
(

m1√
v1

)
+ 1
√

2π
e−

m2
1

2v1 M11A1 −
1
√

32π
e−

m2
1

2v1 v
−

3
2

1 V2
11

+ 1
√

8π
e−

m2
1

2v1 v
−

1
2

1 V11B1 +
1
√

8π
e−

m2
1

2v1 v
−

1
2

1 V12

× [
2σ4(ek

−k−1)
k2 −σ4

]
+ 1

6 e−(r−d)A−d(T−t)

M13N
(

m1√
v1

)
+ 1
√

2π
e−

m2
1

2v1 α11 +
1
√

32π
e−

m2
1

2v1 α12

+ 1
√

8π
e−

m2
1

2v1 (α13 +α14)

×σ6
[

e3k
−(9+18k)ek+(8+24k+18k2

−6k3)
3k3

]

(17)

When t ∈ [0, T −A, T], then
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Delta = ∆ =
∂f(S0,σ2

0)
∂S0

= e−r(T−t)

m2N
(

m2√
v2

)
+

√
v2
2πe−

m2
2

2v2 + StN
(

m2√
v2

)
∂m2
∂St


+ 1

2

e−r(T−t)

M22N
(

m2√
v2

)
+ 1
√

2π
e−

m2
2

2v2 M21A2 −
1
√

32π
e−

m2
2

2v2 v
−

3
2

2 V2
21

+ 1
√

8π
e−

m2
2

2v2 v
−

1
2

2 V22 +
1
√

8π
e−

m2
2

2v2 v
−

1
2

2 V21B2

+ Ste−r(T−t)

 1
√

2π
e−

m2
2

2v2 M22v
−

1
2

2
∂m2
∂St

−
1
√

2π
e−

m2
2

2v2 m2v−1
2 M21A2

∂m2
∂St

+ 1
√

32π
e−

m2
2

2v2 m2v
−

5
2

2 V2
21
∂m2
∂St
−

1
√

8π
e−

m2
2

2v2 m2v
−

3
2

2 V22
∂m2
∂St

−
1
√

8π
e−

m2
2

2v2 m2v
−

3
2

2 V21B2
∂m2
∂St

+ 1
√

2π
e−

m2
2

2v2 M21
∂A2
∂St

+ 1
√

8π
e−

m2
2

2v2 v
−

1
2

2 V21
∂B2
∂St




×

[
2σ4(ek

−k−1)
k2 −σ4

]
+ 1

6

e−r(T−t)

M23N
(

m2√
v2

)
+ 1
√

2π
e−

m2
2

2v2 α21 +
1
√

32π
e−

m2
2

2v2 α22 +
1
√

8π
e−

m2
2

2v2 (α23 +α24)


+Ste−r(T−t)
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(18)

Please refer to the Appendix A for notations and proofs of the propositions.

3. Results

Monte Carlo simulation was performed to clarify the differences in pricing between a
constant-volatility FSAO and SVFSAO according to the pricing results and computer operation
time. Next, the accuracy of the approximate analytical solution for the SVFSAO was compared with
the solution of Monte Carlo simulation, which served as the benchmark. Finally, the hedge ratio of the
SVFSAO was determined and compared with that of a constant-volatility FSAO. The results of the
aforementioned three numerical analyses demonstrate the high value of the developed model and its
ability to address the potential risk incurred by HFT.

3.1. Differences in Pricing between Constant-Volatility FSAOs and SVFSAOs

To demonstrate the value of the developed SVFSAO, Monte Carlo simulation was performed to
price FSAOs under the conditions of constant volatility and stochastic volatility in different scenarios
(To ensure consistency with reality, for numerical investigations, it was assumed that there are 365
days in a year.).

As indicated in Table 1, pricing differences between FSAOs under constant volatility and stochastic
volatility conditions were evident, exceeding 4% for several conditions. This result demonstrates that
the constant-volatility FSAO pricing model could be prone to mispricing and have detrimental effects
on users’ justifications for hedging.
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Table 1. Comparison of FSAOs with stochastic and constant volatilities.

(1) (2) (3) (4) (5)

µ ξ MC(SV) MC(CV) Diff Ratio
(2) − (1)/(2)

Time
(SV)

Time
(CV)

0

0.3
4.96240 4.98923

0.537758% 28.83718 11.98062(0.02769) (0.02047)

0.6
4.88633 4.98923

2.062443% 28.67936 11.97470(0.02786) (0.02047)

0.9
4.76376 4.98923

4.519134% 28.41344 11.96720(0.028) (0.02047)

0.1

0.3
5.08854 4.98923

−1.990488% 28.78062 11.96250(0.02862) (0.02047)

0.6
5.00971 4.98923

−0.410484% 28.68312 11.96968(0.02881) (0.02047)

0.9
4.88268 4.98923

2.135600% 28.41344 11.96500(0.02895) (0.02047)

0.2

0.3
5.21888 4.98923

−4.602915% 28.76970 11.96500(0.0296) (0.02047)

0.6
5.13721 4.98923

−2.965989% 28.68812 11.96812(0.02978) (0.02047)

0.9
5.00558 4.98923

−0.327706% 28.41032 11.95906(0.02994) (0.02047)

Note: The parameters were set as follows: S0 = 100, r = 10%, d = 0%, σ0 = 30%, T = 180 days, A = 90 days.
Option prices in columns (1) and (2) reflect stochastic and constant volatility conditions, respectively, of Monte
Carlo simulation with 100,000 paths and 50 repetitions. The standard error is presented in parentheses. Column (3)
displays the difference ratio, which denotes the percentage difference in pricing. Columns (4) and (5) respectively
indicate the time required for simulation under stochastic and constant volatility conditions. Monte Carlo simulation
was performed using a personal computer with the following specifications: P4-3.4 GHz with 1 GB RAM.

Computation time is a crucial factor for managing computer-based trading, especially HFT.
The time required for computing a model price for options is at least 11 s for the case of a
constant-volatility FSAO and at least 28 s for the case of an SVFSAO. A pricing technique that
relies on simulation is incapable of handling HFT. In the present study, this numerical analysis
supported the development of an approximate analytical solution for FSAOs.

Table 2 details the pricing performance of the present study’s approximate analytical
path-dependent FSAO solutions. Compared with Monte Carlo simulation, for a large sample path,
the developed model had a superior pricing speed and accuracy, proving that the FSAO can be applied
to manage HFT.

The values in the “AAS” column of Table 2 (The parameter settings were selected with reference
to [25]) are the approximate analytical solutions for the SVFSAO. Compared with the solutions of Monte
Carlo simulation, the present study’s approximate analytical solutions were closer to the theoretical
value, and all pricing errors were less than 1%. Furthermore, the computing time for the approximate
analytical solutions was more than 2 million times faster than that of the Monte Carlo solutions;
only approximately 20 µs was required for computing a SVFSAO pricing solution. This computing
performance is sufficient for dealing with the fast liquidity of HFT.
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Table 2. Comparison of the analytical solutions of the proposed FSAO and the Monte Carlo method.

(1) (2) (3) (4) (5) (6)

T
(Days) MC ASC Diff Ratio

(2) − (1)/(1)
Time
(MC)

Time
(AAS) Efficiency = (4)/(5)

30
1.83410

1.837416 0.180797% 57.28814 2.343 × 10−5 2.445 × 106
(0.0097)

90
3.36440

3.377293 0.383218% 57.51626 2.281 × 10−5 2.522 × 106
(0.018)

120
3.96357

3.981609 0.455120% 57.48656 2.312 × 10−5 2.486 × 106
(0.02133)

240
5.94518

5.980835 0.599730% 57.19782 2.500 × 10−5 2.288 × 106
(0.03275)

Note: The parameters were set as follows: S0 = 100, r = 10%, d = 0%, µ = 0, ξ = 0.15, σ0 = 30%, A = T/2 trading
days. Column (1) is the results of the Monte Carlo (MC) method, with 100,000 paths and 50 repetitions. The standard
error is presented in parenthesis. Column (2) displays the option value obtained using the analytical solution
proposed in this study. Column (3) presents the difference ratio, which denotes the pricing difference as a percentage.
Columns (4) and (5) indicate the time required for simulation using the MC method and the approximate analytical
solution (AAS), respectively. Column (6) presents the efficiency (the required simulation time for the benchmark
method divided by that required for the present study’s formula). MC simulation was performed on a personal
computer with the following specifications: P4-3.4 GHz with 1 GB RAM.

3.2. Comparison of the Delta Value of FSAO between Constant and Stochastic Volatility Conditions

Hedging is vital for option market participants. Without rebalancing the underlying asset
position according to the hedging ratio, delta, option market participants cannot maintain a risk-free
portfolio of options and underlying assets and may incur investment loss from the pricing changes of
underlying assets.

Table 3 indicates the hedging performance in terms of the delta value under the developed
SVFSAO and constant-volatility FSAO. The employed constant-volatility FSAO hedge model refers to
the model developed by Tsao, Chang, and Lin [14].

Table 3. Comparison of the delta value of the FSAO between constant and stochastic volatility conditions.

(1) (2) (3)

σ ξ
Delta
(CV)

Delta
(SV)

Diff Ratio
(2) − (1)/(1)

0.2

0.2 1.4381 × 10−19 3.4619 × 10−19 140.7296%
0.4 1.4381 × 10−19 1.1246 × 10−18 682.0450%
0.6 1.4381 × 10−19 3.0113 × 10−18 1993.9933%
0.8 1.4381 × 10−19 6.9566 × 10−18 4737.4300%

0.3

0.2 1.0431 × 10−9 1.3115 × 10−9 25.7356%
0.4 1.0431 × 10−9 2.2116 × 10−9 112.0294%
0.6 1.0431 × 10−9 4.0376 × 10−9 287.0919%
0.8 1.0431 × 10−9 7.3144 × 10−9 601.2435%

0.4

0.2 3.3847 × 10−6 3.6421 × 10−6 7.6060%
0.4 3.3847 × 10−6 4.4579 × 10−6 31.7077%
0.6 3.3847 × 10−6 5.9667 × 10−6 76.2859%
0.8 3.3847 × 10−6 8.4084 × 10−6 148.4258%

0.5

0.2 1.5510 × 10−4 1.5954 × 10−4 2.8660%
0.4 1.5510 × 10−4 1.7323 × 10−4 11.6924%
0.6 1.5510 × 10−4 1.9726 × 10−4 27.1859%
0.8 1.5510 × 10−4 2.3357 × 10−4 50.5983%

Note: The parameters were set as follows: S0 = 100, r = 10%, d = 0%, µ = 0, T = 0.5, A = T/2, t = 0.75T. Column
(1) presents the delta value of the call option when the analytical solution of the TCL model is used. Column (2)
presents the delta value of the call option when the analytical solution of the proposed model is used. Column (3)
provides the difference ratio, which denotes the delta difference as a percentage.
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The values in the “delta (SV)” column represent the developed model, which exhibited greater
volatility than the values in the “delta (CV)” column for the TCL model. The differences between SV and
CV were more obvious at higher ξ values. The results in this table support that the constant-volatility
FSAO model may underprice the hedge ratio delta. The market participants with FSAOs should be
careful when using the TCL constant-volatility model because it could lead them to take the wrong
hedging position.

The accuracy of the present study’s pricing formula is based on two implications. The first is
that the analytical solutions of hedge ratios for these options are reliable. The second is that the
present study’s pricing formula can be used as a control variable to enhance computational accuracy
and efficiency when numerical methods (e.g., Monte Carlo simulation or binomial tree approaches)
are being used for pricing American SVFSAOs. Pricing and hedging performance with respect to
computation time and pricing accuracy are critical for handling the added risk introduced by the
increase in computer-based trading, particularly HFT.

4. Conclusions

An approximate analytical solution for a stochastic-volatility Asian option valuation model based
on the model introduced by Hull and White [1] that integrates Taylor series expansion was developed
in this study. Greek hedging was also developed to verify the natural hedging ability of derivatives.

Numerical experiments demonstrated that the present study’s approximate analytical solution
outperforms performance and a higher computational efficiency compared with a benchmark approach
for large-sample simulations. The approximate analytical solution in this study can serve as a practical
tool for pricing and hedging SVFSAOs; it is straightforward to implement and is suitable for other
complex derivative pricing because of the importance of computational speed. Thus, this research
provides evidence that the developed SVFSAO model is capable of overcoming the potential challenges,
such as liquidity and volatility toxicity, of HFT.

Other advantages of the developed model are summarized as follows: First, it can easily calculate
the hedge ratios of SVFSAOs for use in hedging SVFSAO valuations. Second, the developed FSAO
valuation model can be applied as a generalized Asian option valuation model under the condition of
stochastic volatility pricing. The developed SVFSAO can be applied for the valuation of any type of
Asian option simply through adjustment of the time period variable. Third, despite the fact that a
normal probability distribution was assumed in the approximate arithmetic normal Distribution, It Did
Not Generate Any Inefficient And Inaccurate Questions On Model Pricing And hedging performance.
Hence, this assumption can be relaxed in future research.

However, some limitations were inevitable because, following Hull and White [1], the correlation
between the instantaneous underlying price process and the stochastic volatility process was ignored.
Moreover, the developed approximate analytical solution is inapplicable for derivation under the
condition of mean-reversion pricing.
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Appendix A Derivation of Hedge Ratio—Delta
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2v−3
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)
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∂A2
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1
2

v
−

3
2
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∂m2
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∂B2

∂St
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∂St
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∂St
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∂A2
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(
3
4

v
−

5
2
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∂m2
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−

1
2

v
−

3
2
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∂α22

∂St
= −v

−
3
2

2 V2
21
∂B2

∂St

∂α23

∂St
= v

−
1
2

2 V22
∂B2

∂St

∂α24
∂St

= − 1
2 v
−

3
2

2 V2
21
∂B2
∂St

+ 2v
−

1
2
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∂B2
∂St

+ v
−

1
2
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∂St

+ v
−

1
2

2 V21
(
2v−2

2 M21V21
∂m2
∂St

−v−1
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∂m2
∂St
− 2m2v−3

2 V2
21
∂m2
∂St

+ m2v−2
2 V22

∂m2
∂St

)
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