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Abstract. Asset price processes with stochastic volatilities have been actively used
by researchers in financial mathematics for valuing derivative securities. This type of
models allows characterizing the uncertainty of the volatility variable in the asset price
process in financial markets. In a recent paper Chiarella and Ziveyi [3] analyzed a
model with two stochastic volatility variables of mean reversion type with one variable
changing fast and the other changing slowly. They used method of characteristics to
solve the obtained partial differential equation and determine the price of an American
option. Fouque et al [6], [7] and [8] presented also a similar model in which the
volatility of the underlying asset is governed by two diffusion processes which are not
of mean reversion type. They developed a first-order asymptotic expansion for the
Furopean option price via a perturbation method.

In this paper we consider the model given in Chiarella and Ziveyi [3]. Instead of
pricing American options we price European options by generalizing the techniques
presented in Fouque et al [6], [7] and [8] to a more complex model with mean reverting
stochastic volatility factors. We analyse both regular and singular perturbations to
obtain an asymptotic expansion up to second order which can serve as an approxima-
tion for the price of non-path-dependent European options. Similar work is done in
authors earlier work Canhanga et al [1] in which a first-order asymptotic expansion
has been developed. Involving the second order terms has the advantage of capturing
more accurately the effects of volatility smile and skew on the option pricing. Ana-
lytical approximation formula for pricing European Option is presented.
Keywords: Financial market, Mean reversion volatility, asymptotic expansion, Stochas-
tic Volatilities, Regular perturbation, Singular perturbation, European option.

1 Introduction

The idea that in the financial market there is no free lunch suggests that one
should not get for free rights without obligations. An option is a financial
contract that gives the buyer the right but not the obligation to buy, in case
of a call option, or sell, in case of a put option, an underlying asset at the
maturity time (for European options) or any time up to the maturity (for
American options) at a predetermined strike price. Thus, there is an amount
of money, namely premium or price of the option, that the buyer of a option
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has to pay in order to acquire this right. It is clear that this price depends on
the stochastic process followed by the price of the underlying asset.

Following the fairness principle that financial models must assume, from the
beginning of history of financial mathematics up to now, there has been a lot of
efforts to develop models that capture all characteristics of asset price behav-
iors. The well-known Black-Scholes-Merton model values options based on the
geometric Brownian motion for the asset price process under constant volatility.
With a closed-form and easy-to-use option pricing formula this model has the
weakness of not considering the variability through time for the volatility vari-
able. Later Cox and Ross [15] introduced constant elasticity of variance model
which did not consider a proper stochastic process for the volatility but instead,
introduced a constant to characterize the changes of the volatility variable ac-
cording to the increasing or decreasing of the underlying asset price. Following
ideas from Vasicek [5] and Cox and Ross [15], Heston [2] brought a solution to
the Black-Scholes option pricing model extended to the setting of non-constant
and non-deterministic volatility. Heston [2] considered in his model a single fac-
tor volatility of mean reversion type in order to confine volatility distribution
to realistic level. The mean reversion property of the the volatility process is
justified by the long term equilibrium observed in real life movement of volatil-
ity variable of an underlying asset. He presented a semi-analytical formula for
pricing European options.

Afterwards numerous researchers have increasingly realized that asset prices
are influenced at least by two volatilities of mean reversion type with different
speeds (see for example Fouque et al [8] and LeBaron [11]), thus the lightness
from the single-factor Heston model was dropped and new research took place
trying to capture all effects on the volatilities behavior to the option pricing.

One of this research was done by Christoffersen et al [12]. They improved
the single factor Heston model by considering the variance of the underlying as-
set price as the sum of two uncorrelated stochastic variances of mean-reverting
type, which relaxed the assumption of a single volatility factor in the Hes-
ton model. The volatility factors, more accurately the variance rate processes,
have different reverting rates with one factor reverting fast and the other one
reverting slowly. Using the method of characteristics and Fourier inversion they
determined prices for European call options. These results were extended by
Chiarella and Ziveyi [3] for the American option pricing problem.

In the present paper we consider the aforementioned model with two stochas-
tic volatility factors. Instead of American options we consider pricing European
options. The fact that it has a fast and a slow changing volatilities makes the
determination of the option price a very tedious process. We replace the method
of characteristics by constructing an approximating solution using asymptotic
expansion method. Such method was described in Fouque et al [6], [7] and [8]
for a similar but simpler model of asset price process. In the authors earlier
work (Canhanga et al [1]), singular and regular perturbation analysis was per-
formed to develop an asymptotic expansion up to the first order which can serve
as an approximation to European option prices. The perturbation parameters
represent the rate of reverting for the two variance rate processes. The present
paper follows this line of research and perform a second-order singular and



regular perturbation analysis to capture more accurately the skew and smile of
volatilities. The obtained results on second order asymptotic expansion provide
more accurate approximation to the options prices.

2 The Problem

Let dW;, i = {1,2,3,4} be independent Wiener processes, we consider an asset
process (St)o<t<r driven by the following stochastic differential equation

dS; = pSidt + /V1,4S; AWy + /Va 1 Sy dWa, (1)

where i is the expected return of the asset. Under the assumption 0 < € << 1,
0 < 0 << 1,|p13] < 1,|p24| < 1, the finite variance rates Vi, and Vs, are
stochastically governed by

1 1 1
dvi; = g(91 = Vi,)dt + pi3y gvl,t AWy + g(l — p2)Vie dWs,

dVay = 0(02 — Vau)dt + paan/0Vay dWo + 1/ 0(1 — p3,)Vay dWy,

where the parameters 61,65 are reverting means and % and 0 refer to the
rates/speeds of mean-reversions. It can be shown that the parameter p13 (p24)
is the constant instantaneous correlation coeflicient between S; and Vi 4 (be-
tween S; and V2,). Note that since dW;, i = {1,2,3,4} are independent
Wiener processes, the variance rate processes V; ¢, V2 are uncorrelated. Since
0 <e << 1land0 < § << 1, the variance rate V;; will be changing fast on
the direction of its long run mean 6;, while the variance rate V5, will change
slowly on the direction of its long run mean #;. The speeds of changing for
these two variance rates, Vi 4, Vo, are given by % and § respectively and the

corresponding volatilities (volatilities of volatilities) are \/g and V5. We will
hereafter call V + the fast volatility factor and V5 the slow volatility factor.

Moreover the assumption |p13| < 1 and |p24] < 1 will make the system to
fulfill the condition proposed in Feller [4], which guarantees that the stochastic
differential equation for the underlying asset has an analytic solution under real
world probability measure. It also guarantees that there exists an equivalent
solution to the underlying asset price equation under risk neutral probability
measure. Since our system is under real world probability measure we need to
transform it to a risk neutral probability measure. With the same thought as
Chiarella and Ziveye [3] we consider the market prices of risk A1, Ag associated
to Wiener processes dW; and dW5 respectively to be constants. The other two
market prices of risk are given in terms of A; and Ao by

o AWV Ty
3t = T Y— 4t = —  /—
o1v/1—pis o2/ 1= piy

where 01 and o3 are the instantaneous volatilities of V; ; and V5 ¢ per unit time
respectively. The use of Girsanov theorem (see for example Kijima [5]) will



transform our system to a new system under risk neutral probability measure
dSy = (r — @) Sy dt + /V1 1Sy AW + \/V34.5, AW5,

1 1 1 «
dVis = <5(91 —Vig) — %/\:m\/ Vie(1 - ﬂ%g)) dt + %V Vi,ep13 AW/

1 *
oV V- pis) AW3, (3)

dVa, = (5(92 — Vo) — \/g>\4,t Vo, (1 — P%4)> dt + \/g\/ Va1 p2a AWy
+ Vo Vo (1 — p2,) AWy,

where dW}, i = {1,2,3,4} are the Wiener processes under risk neutral prob-
ability measure. Details of this transformation and computation to the new
system under risk neutral probability measure can be seen in Canhanga et al
[1]. Consider an European option on an underlying asset governed by model (3)
with maturity T, and a given payoff function h(S7) when St is the underlying
price at maturity time T. Let U(t,S,v1,v2) denotes the options price at time
t < T when the underlying has price S and the spot fast volatility factor and
slow volatility factor are v; and vy respectively.

The option price U (t, S, v1, v2) is then the expected payoff under risk-neutral
probability measure discounted to time ¢, i.e.

U(t,S,v1,v9) = e ""E*[h(ST)|S,v1,v2], T7:=T—t (4)

For the system of stochastic differential equation given in this paper, the
calculation of the above expected value will require analysis of many parameters
which makes it difficult. Andersen and Piterbarg [13] proves that the option
price given by (4) is equal to the unique solution of the following parabolic
partial differential equation

rU — %% = (’I“ — q)Sg% + [é(@l — ’01) - )\11}1] % + [(5(92 — ’02) - )\21}2]%—1-

1 20%U | 1, 8%U 89U

2 |(1+02)5% G5z + Zu a0z T v 6'u§:| +
1 2°U 2°U
213501 5550, + V6p24Sva 55955

(5)
with boundary conditions U(T, S, v1,vs) = h(ST).

Thus, instead of the difficult computation involved in using formula (4),
we will search for the option price via the approximate solution of (5) using
asymptotic expansion method, simplifying even more the calculation and using
much less parameters than those imposed by calculating expected values. On
the asymptotic expansion procedure, the results become asymptotically better
when we increase the order of expansion. In our case we have extended the
order of asymptotic expansion to the second order, expecting that our solution
will be more adjusted to the real values of the option price. We will capture



the skewness and smiles of volatilities during the life time of the option and it
will make the option price to express closely the real markets situation.
Let us define the following operators

0 0 1 o, 02 0 0
Ly = Eri (r— Q)Sg + §(U1 +v2)8 952 " /\111187”1 - >\2U267)2,
82
Ly = 0135U1m7
0 1 02
Loy = (91 - 01)67111 + 571187”%7
2
My = p245vzma
0 1 92
My = (6 — 712)871}2 + §v28711§'
and
LF = lﬁ + LE +L
= ko NG 1 2-
Equation (5) can be written for short as
(L€+x/SM1 +5M2) U=0 (6)

where

° %Lo is the infinitesimal generator of the process Vj ;

o [ express the correlation between the asset price S and the volatility V; ;;

e [, is the multidimensional Black-Scholes operator presented in Conze et al
[9] and Sin et al [14] with volatility level given by f(vi,v2) = /o1 + /v2
and can be denoted as Lgg;

e M express the correlation between the asset price and the volatility pro-
cess Vo 45

e My is the infinitesimal generator of process Va ;.

In equation (6) the operators assigned with e are diverging in the small e
limit and the operators assigned to § are converging to zero in the small §.
This drives us to a singular and a regular perturbation about the operator
Lps which is neither assigned to € nor to §. It is possible to present the
single and regular perturbation at the same time, but for better explanation
we will present the perturbation analysis stepwise starting from the regular to
the singular perturbation. It could also be done in the reverse order without
affecting the solution.

3 Regular perturbation

Consider the option price U as function of ¢ and §. In the regular perturbation
we expand operators and the solution U9 in (6) in terms of powers of V0. Let



us assume that our solution can be expressed in the following form

U= =S VS US = Ug + VaUS + 6Us + 5VoU5 + - - )

>0
where the omitted terms are of order o(6v/8). Using this expansion in (6),

collecting all terms with the same power of v/§ and considering the fact that

0 < 6 << 1, gives that equation (6) holds only if all coefficients of N —
{0,1,2,---} equals zero with its final conditions. The first three lowest order
components of the regular expansion will be

LEUS =0, US(T, S,v1,v2) = h(S)
£€U16+M1U§ :O7 Uf(T,S,’Ul,’Ug)
LEUS + MU + MU =0, US(T, S, vy, v2)

0; (8)
0.

We could produce infinitely many equations of this type. However only the first
tree equations are needed since we are interested in performing the second-order
asymptotic expansion. Indeed from the fourth equation that we would obtain,
all contained terms would be of 0(6v/8)) and hence not of our interest. In the
regular perturbation we are looking for U§, U{ and Us5. Then the singular per-
turbation analysis will be performed on each of these three solution-components
to produce our approximation.

4 Singular Perturbation

Operators in (8) and U§, Us, US have to be submitted to a singular pertur-
bation. We do it by expanding U5, j = {0, 1, 2} in terms of powers of Ve
according to the formula
i
U5 =2 Ve Uy (9)
i>0

We need to obtain all U; ; for i 4+ j < 2 to determine the expansion for option
price. Applying the above formula to (8) and solving them gives us the desired
Ui ;. Putting the resulting expansions for U§, Uf, Us in (7), our asymptotic
expansion for the option price will take the following form

Ued = Uoo+ VeUro + €U + \/5U071 +0Up2 + \/EUM + - (10)

4.1 Singular perturbation on O(1)

Here we use (9) to do the singular perturbation on the first equation of (8)
US =Upo+ VeUr o+ €Usg + e/eUs g+ -+ . (11)

Let us for simplicity from now on denote Uy = Uy. Applying the expansion
(11) in the first equation of (8), collecting terms with the same power of /¢
and using the fact that 0 < ¢ << 1, the resulting equation will be attended
only if



LoUy =0, Up(T,S,v1,v2) = h(ST);

LoUio+ L1Ug=0, Uip 0

LoUz o+ L1Uro+ L2Ug =0, Uz ) = 0; (12)
ﬁ()Ugy() + £1U2,0 + »CQULO =0, UsoT, S, Ula'UQ) =05
LoUso + L1Us o + L2Uz0 =0, Uso(T, S, v1,v2) =0

e Operator Ly contains only derivatives on vy and is a second order linear
ordinary differential operator. It can be solved and will have solutions with
exponential form that will cause our system to diverge. It also contradicts
the mean reversion approach that characterizes the variances in the system.
For our system to converge we have to consider the trivial solution of this
type of equation, i.e, Uy = Up(t, S, v2).

e Operator £, contain derivative with respect to vy, therefore, applying any
Ui7j(t,S, Ug) to L1 gives £1Ui7j(t,s, ’Ug) =0 Vi,je N: 0<i+j <2

e If we have Poisson equation, the solvability condition imposes that the non-
homogeneous part of the equation must be centered with respect to the
invariant distribution of the process generated by Ly. This is equivalent
to saying that the average of the non-homogeneous source with respect
to invariant distribution of the process V; must equal zero. More clearly,
letting (-) be the average with respect to invariant distribution N(m,v?)
of the fast volatility factor process V;. If we have Lyx 4+ z = 0, then, the
solvability condition says that

1 —(m—vp)?
(z) = 5 z(v1)e” 207 dvy =0
V21 JRr

e Operator Ly is the two-dimensional Black-Scholes operator meaning that if
we apply U; ; to L5 and we realize that it equals zero, then U ; is the Black-
Scholes option price. We denote this price by Ups(z(v,)) With volatility
given by 7(vy) defined below.

e The averaged effective volatility @(v2) is defined as

7 (v) = (01 + v2) = /(v1 +v9) T (dvy)

where II is the invariant distribution of the process V; ;.

With this in mind, the first three equations in the system (12) gives

Uy = Ugs, (13)

where Upg is the solution to the corresponding two-dimensional Black-Scholes
model, when the volatility is given by &(v2). Before we compute the other
components of the approximation, let us first introduce the notation
ak
Dy =8k,
g Sk

and define an operator that will help on our calculation.

k=1,2,3,-



Suppose that the function ¢(vy,vs) is the solution of

Lod(v1,v2) = f2(v1,v2) — 07 (v2)

then

Ly —(L2) = = [f(v1,v2) — 0*(v2)] D2 (14)

N | =

can be expressed as
1
Lo —(L2) = §£0¢(U1>U2)D2

which implies that

£5H (L2 = (£2)) = 50(01,22) D

If we apply £, operator on both side of the above equation we obtain

L1LyH (Lo = (L2)) = £1%¢(U1>02)D2

or
1 0 ,
<£1£0_1 (L2 —(L2))) = <2p13111 ¢(;1U2)D1D2> .
U1
Then we define the operator
B° = Y5 (v2)D1 Dy (15)
where Ve
e EP1: 0 (v, v
mie) = (2 ). (16)

Now, considering that the fourth equation on the System (12) is a Poisson
equation on Us o and the solvability condition impose that

(L1U2,0) + (L2)U1 9 = 0; (17)

together with the fact that £1U7,0 = 0 the third equation in the system (12)
will be transformed into
LoUs o+ L2Ug =0

which is again Poisson equation; its solvability condition will impose that
(L2Up) = 0. On the other hand

LoUs o = —L2Uy

implies that
UQ,O = —ﬁal [[,2 — <£2>} Uy. (18)

Using the above definition of Us o in equation (17) we obtain

(L2)Ur0 = BV (19)



for the operator B¢ defined in equation (15). In case we consider European
options, the equation (19) can be expressed as

£Bs(U(U2))U1’()(t, 87’02)5 = BEUgs; Uf’O(T, S,’UQ) = 0, (20)

therefore
Uf’o =—(T -t)B°Ugs. (21)

Using definitions of the operators presented in equation (18) one can compute
Us o and obtain

1
Uz = *§¢D2Uo + c2,0(t, S, v2), (22)
where ¢z o is constant with respect to ve which is obtained from the integration
of UQ,Q.
Computation of ¢z (%, S, v1)

To determine the constant ¢z o, we use last equation in (12) which is a Poisson
equation, therefore

(L1Us 0+ L2Us ) = 0= (L1Us0) + (L2Uz0) = 0.
We need to compute the two terms on the left side of the last equation,
1
(L2Us0) = (Lo (—§¢D2U0 +c20(t, S, v1))).

The fact that the average is with respect to invariant distribution of V; ;+ allows
us to rewrite

1
(LoUsz ) = —§<¢£2>D2U0 + (L2)c2,0(t, S, v1).

Considering that Uy does not depend on the fast volatility factor vy

1

0 0 0
(LoUsz ) = —§<¢> (875 + (r— Q)S% - )\20287)2 - 7“) DUy

—i((b(vl +02)) D20 + (La)eao(t, S,va)
which is
<£2U270> = —%<Q§> (% + (T’ — q)S% — /\2’02% + %<(1}1 + ’Ug)>D2 — T) DQU()—
1 [(d(v1 +v2))Da — (¢)((v1 + v2))Da2] DaUo + (La)ca0(t, S, v2);
thus

(L2Uz0) = A2(v2) DaUg + (L2)c2,0(t, S, v2) (23)



where Ajy(vz) is defined as

Az (vz) = —% ((¢(v1 +v2)) Do — ($)((v1 + v2)) D2) .

The third equation in (12) implies that

LoUs g =—L1Us g+ (L1Us0) — Lo2Uy o — (L1Uz)
= LUz + (L1Us0) — (L2 — (L2))U1,0

1 1 1
L (—2¢D2Uo +ca0(t, S, Uz)) + <ﬁ1 (—2¢D2Uo + c2,0(¢, S, U2)>> - §£0¢D2U1,0

1 0 0 1
=—5P3 <v1¢8vl - <Ul¢6’l}1>) D1 DUy — §£0¢D2U1,0

1 1
§P13£0¢D1D2Uo - §£0¢D2U1,0

where ¢ and 1 are functions that satisfies

1
§£0¢(U17U2)D2 =Ly — (La);

0 0
Loy = UlaT)l¢ - <v1871)1¢>'

1 1
Uspo = §P13¢D1D2U0 - §¢D2U1,0 + 3,0

where c3 ¢ is a constant on v;.
Now since we know Us o, we are ready to compute the average with respect
to the invariant distribution of Vi ; for £,Us g, i.e.

0 1 1
(L1Us0) = { praD1vi = | zp13¥vD1 DUy — = DaUs o + c30
81)1 2 2

0 (1 1
= p13D1U17 *plngngUo — *qﬁDQULO
8@1 2 2

1,/ 0 , 1 9
=z 2 N DDy, — 2 4\ D,DsU .
SIUE <U1 3v1¢> 1D2Uo 5 P13 <U1 9us ¢> 1D2Us 0

If we make
An(ee) = 30 () 24
the average of £,Us o will be
(L1U30) = A1 (v2)DiDyUy — BU . (25)
Combining (25) with (16) gives

<£2>C2,0(ta S,v3) = *Al(w)D%DQUO + BEULO — Az (v2)D2Ug.



Lemma 2.1 from Fouque et al [8] together with the fact that
(U2,0(T, 5, v2)) =0 and (¢, v2)) =0

implies that

(La)eao(t, S,v2) = As(v2)(La)TUps + (B°)? <£2>%2UBS

for
As(va) = Ay (v2) DIDs + Ag(v2) Do

and

Cg}o(t, S, ’Ug) = (T.Ag(vg) + g (BE)2> Ugs. (26)

4.2 Singular perturbation on O(V/9)

So far we have determined the first three of the six terms in expansion (10).
We are seeking to find the next three terms with coefficients U 1, Up 2 and Uj ;.
Let us compute first the coefficients Uy ; and U; ;. This is possible by using
the expansion of U; according to formula (9), i.e

Uf=U071+\£U171+€U2,1+"' . (27)

Applying (27) in the second equation of the system (8) together with formula
(9) gives

L5 (Up1 +VeUry + €Uz + -+ ) + My (Upa + VeUr g +eUzg +-+-) =0.

Collecting all terms with the same power of 1/ and again, considering the
fact that our fast reverting speed is never zero will imply that, in the obtained
equation, all coefficients of 1/ with its final conditions, must equal zero; i.e

LoUp1 =0, U1 (T, S,v1,v2)
LUy + LoUr1 =0, Ur1(T, S, v1, v2)

LoUp1 4+ L1Ur1 + LoUz s + MUy =0, Ui (T, S,v1,v9) =
LoUrg + LUz 1 + LoUs 1 + MUy o =0, Us 1 (T, S, v1,v2)

(28)

We constructed the above system of partial differential equation only with
the four equations, because the other equations that we could obtain, do not
contain any of the six terms of our expansion (10), i.e, terms with coefficients
Uij, 0 <4+ j <2 The values of Uy and Uy are already computed and
given in (13) and (21). From the first equation in (28), and the same reasons
presented in the system (12) for Uy, the component U will depend on the
time ¢, the underlying asset price and the slow changing volatility factor vs,
ie. Up1 = Up,(t,S,v2). The fact that £; contains derivatives with respect to
the fast changing volatility factor vy implies that £oU;; = 0 which also for



the convergence reasons imply that Uy 1 = Uy 1(¢, S, v2). These conditions will
transform (28) into
LoUzy + L2Ug 1 + MUy =0, U1 (T, S,v1,v2) = 0; (29)
LoUsy + LoUyy + L1Uz + MUr g =0, Us (T, S,v1,v2) = 0.

We have two Poisson differential equations, respectively for Us ; and Us ; with
respect to the invariant distribution of the process V; ;. The solvability condi-
tions of Poisson equation impose that the non-homogeneous part of it must be
in the null complement of operator Lg, therefore

(L2Up 1 + MyUp) =0, (30)

and
<£2U171 + £1U2,1 + M1U170> =0. (31)

Since both Uy ; and Uy do not depends on v; and the averaging procedure (-)
consists of integration only with respect to vy, equation (30) can be written as

<£2>Ug,1 = _\/5<M1>U07

where the right part is

62
_<M1>U0 = —\/5 <p24SU268(9’Ug> Uo

0
= —V3pas({va) Dy aTJQUO

0 0Oo(vg)
60’(’02) 31)2 0

= —V6p24(v2) D10’ (v2)

= —V6p2a(va) Dy

0
9o (v3) Yo
= —2A%Ugg
where
Oo (Ug)
3112 '

o 1
.A(S _ @(13(”2)D17, @f(?}g) = 5\/5/)24<U2>

do(vg) (32)

It follows then
LpsUS, = —2A°Ups; UG, (T,s,v2) =0

which means that
Uy, = (T —1)A’Ugs (33)

Now we want to compute the factor Uy ;. From (31) the independence of
Ui and Uy from v; allow to re-write it as

<£2>U1)1 = —<[,1U271> — <M1>U170. (34)



Since we do not have interest in U, we will have to express it in terms
of components that are part of our approximation. Going back to the first
equation in system (29) and using (30) yields
LoUsz 1 = —L2Uy 1 — MUy
= —LoUp1 — MUy + (L2Up1 + M1 Uyp)
= (L2 — (£L2))Uo,1 — (M1 — (M1))Up.

As in (14), we determine the difference between M; and its average as

follows
2

0 02
My — <M1> = /)24SU2W802 - <P24S712858v2>

0
= pa4(v2 — <02>)D18T}2«
=0.

On the other hand, the difference between the second-order Black-Scholes op-
erator and its average was defined in (14), therefore

1
LoUsz 1 = 3 ((v1 +v2) — (v1 +v2)) D2Up 1

1
= *§£0¢D2Uo,1

or

1
Us1 = —56D2U0.1 + c2.(t, S, v2).

)

Now we calculate

1
(L1Us1) = <£1 <2¢D2U0,1 +ec21(t, S, 02)>>
= s =L (L oDaUos + an(t. 5, 00)
= P13 Ul@S@vl B 2Up,1 T €2,1(1, 9, V2
= —BaUO,l

that can be applied in (34)

1 0
<£2>U1,1 = 5013 <Ulavl> D1D2U0,1
= BUp,:.

Since Uy,1 is defined in (33) we have

(L2)Ury = B Uy,
= BET.A&UBS
72 0
= —3359?(Uz)<52>37UBS

or

7—2 e G (9
Ul,l = —EB @1(1}2)8?[]35. (35)



4.3 Singular perturbation on O(9)

To complete our approximation we need to do the singular perturbation for the
6 component of the regular perturbation. We already have five coefficients for
the expansion of our solution (10). It remains to calculate the Up 2 component.
We consider the last equation on (8). Expanding U5 according to (9) and using
expansion of Uf and U§ presented in (11) and (27) respectively gives

LE(Upa+ VeUr o +eUza+eelsa + - )+
MI(UO,I + \EU1’1 + EUQJ + 5\/5U3’1 4+ .- )+
MQ(UO + \/gUl,O + €U270 + E\EUS,O 4+ .- )+

0
Ui72(T, S,”Ul,l}g) :O; Vi = {0,1,2 }

)

Collecting terms with the same power of /¢ our system can be written as

1
*ﬁoUO ot

\[ (L1Up2 + LoUs 2

)+

(L2Uo2 + L1U1 2+ LoUz 2 + M1Ug 1 + MaUp) +

Ve (L1Uz o + LoUg o + LoUs o + MiUr 1 + MaUs ) +
e (LoUs2 + L1Us 2 + LUz o + MUz 1 + MUy, )+

=0

from where we generate the system of partial differential equations

£0U072 = O, UO Q(T S 1}1,’[}2) 0
L1Ugo + LoUi 2, Ui 2(T, F,v1,v2) = 0;
LoUg o+ L1Ur2 4+ LoUs 2 + MU 1 + MaUy, Uz o(T, S,v1,v2) = 0.

(36)
From the first equation of the above system, choosing Uy 2 to be independent
of the fast changing volatility will guarantee the convergence of the equation.
This will imply that also Uj 2 is independent of the fast changing volatility
factor and the last equation of our system will be transformed into

£2U0,2 + £0U272 + M1U0,1 + MUy =0

which is Poisson equation on U, » with respect to variable v, . The solvability
condition impose that

(LoUp 2 + M1Up1 + MaUp) =0



where M1, My, Uy 1, Up2 and Uy do not depends on v;. Therefore

<£2> UO,Z = *MlUO,l - MQUO

0 0 1 02
= —0241)11127(%2 Uoa1 — ((92 - U2)8 +3 281) ) Uo
v, (=200 10 (o0
_ op 01 [ (02 —vs 1
= ~201(w) Dy 80 ( 0o + 2" % B, (30 )) Uo
= |—20%(vy)D (T.Aé) N(v )E ! vz (0’)? e U
2)D15- 2) 5, ~ 3¥ 952 | UBs

for )
N(’Ug) = (02 — UQ)O'/ + 5’020’”.
The use of Lemma 2.1 from Fouque et al [8] gives
Uns = [3r2 A0 A (va) & + 5 A3(v2) (0 + 35 2 ) | Uss
+ [%N(W)a% + Gua(o’)? (aaTZ + %3%)} Ups.

5 Pricing Formula For European Options

We now summarize the asymptotical results obtained in the previous sections
into the following main theorem.

Theorem 1. Consider an asset whose price evolves according to (1) and (2)
where Vi and Vo, are stochastic variance processes of mean reversion type.
Consider also that the rates of reversion of the two variance processes are given
by 1/e and § respectively where 0 < € << 1 and 0 < § << 1. If h(Sr) is the
payoff of an European option on this asset with maturity time T, then the price
of this option can be approzimated by US° given below.

U= — Upg — \/erB Ups+
e [—%q&Dg + (rAg(uQ) +z (Be))} Ups+
VoTAUps — \/5%238%11354-
6 [P A0 A () & + 5 A () (L + 2 )| Uss+
) [g/\/(vg)% + Zug(0”)? (68722 + %a%)} Ups

which is the same as US® = Uy + \/gUl,O + €U270 + \/SUQ,l + \/5[]1,1 + 6U072
for U, ; given in (13), (21), (22), (33), (35) and (37). The approzimated option
price converges to the Black-Scholes price when € — 0 and § — 0.
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